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Opinion No. 154 

Willi;~m~ Pip~ Lin~ Comoanv 
21 FERC ¶ 61,260 (1982), ~ ,  

22 FERC ¶ 61,086 (1983) 

As a result of the remand to the Federal Energy Regulatory Commission by the Court of 
Appeals for the District of Columbia of Farmer~ U,ion Central Exchange. et ill. v. F~eral 
Energy Regulatory Commission, 584 F.2d 408 (D.C. Cir. 1978) (Farmers Union I), the 
Commission issued Opinion No. 154. (Willi~m~ Pipe Line Company, 21 FERC ¶ 61,260 (1982), 
reh'~ denied, 22 FERC ¶ 61,086 (1983)). 

The Commission's Opinion included a discussion of the history of the oil pipeline industry. 
l~. at 61,578-61,583). The Commission used three basic premises upon which its ultimate 
determinations were grounded. These premises were: (I) oil pipeline regulation would prevent 
discrimination among shippers (Id. at 61,584); (2) oil pipeline rates have a minuscule impact on 
ultimate consumers I(~[. at 61,585"); and (3) the oil pipeline industry is generally subject to 
competitive market forces, l(lil, at 61,608). 

The Commission's regulatory approach in Opinion No. 154 would have left rate 
determinations generally to market forces, and used regulatory scrutiny only when a proposed 
rate change is protested by a shipper or other interested party. The Commission also ordered its 
staff to refrain from instituting oil pipeline rate proceedings in the absence of protests. (]fl. at 
61,612). 

The Commission also adopted the valuation rate base methodology that had been 
traditionally employed for oil pipeline regulation. (Id. at 61,632, 61,696 n.295). However, the 
Commission did not adopt a traditional industry-wide guideline for rate of  re~-n.  It took a new 
approach, to be applied on a case-by-case basis, which included a real entrepreneurial rate of 
return on the equity component of the valuation rate base. The Commission also held that the 
results produced by these methods would be acceptable as long as they did not produce abusive 
results. 0_.d. at 61,644-49). 
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Opinion No. 154 

Williams Pioe Line Company, 
21 FERC ¶ 61,260 (1982), ~ ,  

Opinion and Order on Remand from the 
United States of Court of Appeals for the 

District of Columbia Circuit with Respect to 
the Contemporary Validity of Traditional 
Standards for Testing the Legality of Oil 

Pipeline Rates: (1) Reaffirming Those Standards 
in the Main but Modifying Them in Certain 

Respects Insofar as the Computation of the Rate 
Base is concerned; (2) prescribing New Criteria 

for the Derivation of Maximum Permissible Rates of 
Return; (3) Dealing with Certain Other Relevant Matters; 

and (4) Directing Further Proceedings Herein for the 
Purpose of Applying the Revised Standards to the Facts 

in the Instant Case 
22 FERC ¶ 61,086 (1983) 
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[¶ 61,260] 
Williams Pipe Line Company, Docket No. OR79-1-000, et al. 

Opinion No. 154; Opinion and Order on Remand from the United States Court 
of Appeals for the District of Columbia Circuit with Respect to the 
Contemporary Validi W of Traditional Standardm for Tut ing the Legality. 
of Oil Pipeline Rates: (1) Reaffirming Those Standards in the Main but 
Modifying Them in Certain Respe~ Insofar as the Computation of the 
Rate Base is Concerned; (2) Prescribing New Criteria for the Derivation d 
Maximum Permissible Rates of Return; (3) Dealing with Certain Other 
Relevant Matters; and (4) Directing Further Proceedings Herein for the 
Purpose of Applying the Revised Standards to the Facts in the Instant 
Case 

(Issued November 30, 1982) 

Be[ore Commissioners: C. M. Butler III, Chairman; Georgiana Sheldon, J. 
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lkc~rround 

Oil pipelines are expensive. In the argot of economists, they are "capital- 
intensive." * As a result, there is a substantial harrier to entry into the industry in the 
sense that substantial resources are a prerequisite to entry. 

Oil pipelines have often been built by large oil companies for fairly fundamental 
reasons. First, they have the wherewithal. Second, they face the practical necessity of 
moving their product to market. Thus, they have a significant self interest in moving 
their own crude from wellhead to refinery and their own finished product from refinery 
to market. I 

When it comes to transportation, the large integrated oil companies are their own 
best customers. At first blush, the rates that they charge themselves for t r ans~ .~ t ion  
services would seem to matter only to themselves, s They are simply transferring 
monmy from one pocket to another. That looks like mere bookkeeping. But it can be 
more than that. In the situation referred to in footnote 3 i t / s  more than that. And 
some think that oil pipeline rates can be of some social significance even when there is 
only a single shipper-owner and even when that shipper-owner is its own sole customer. 

Suppoee that the shipper-owner gives its pipeline operation a large measure of 
autonomy. Suppose further that it treats the pipeline as an independent profit center. 
In thatevent ,  the integrated firm will treat the full amount of the pipeline charge that 
it pays to itself as a real cost, indistinguishable from other real costs incurred in arm's- 
length transactions with unafTfliated suppliers. 

If that be so, the people who set the integrated firm's pricing policy will seek to 
pass the full amount of the pipeline charge on to the ultimate consumer of the firm's 
products. They will give little or no we'~ht to the fact that a substantial portion of that 
charge returns to the firm itself in the form of pipeline profit. Should this scenario be 
accurate, consumers have a stake in these rates, even in those of a pipeline that serves 
only~a single shipper-owner. 

The agitation over these issues is almost as old as the oil business itself. The 
factors that have engendered the controversy are: 

~ l - - a o  
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First, though oil can be moved by train, by ship and by truck as well as by pipe, 
there are many situations in which pipelines have an insurmountable cost advantage 
over other modes of carriage. As one perceptive commentator who has had many years 
of practical experience in the business has said: 

I t  is the general consensus that pipelines are by far the most economical 
means of large-scale overland transportation for crude oil and products, clearly 
superior to rail and truck transportation over competing routes, given large 
quantities to be moved on a regular basis. This has been true for many years; 
figures are readily available for 1964, when the typical long haul pipeline rate was 
I0 to 20 percent of the rail rate. More specifically, pipeline rates average about 
of rail rates and about ~/se of truck rates and pipelines can usually compete 
favorably with all marine transportation except [or ocean going long-haul 
supertankers, s 

Second, the industry says that these numbers are enough in themselves to show 
that its rates are modest. Its critics take a different tack. They say the numbers show 
that (i) the pipelines' advantage over their competitors is so crushing that there is 
seldom much of a competitive contest between an oil pipeline and a transportation 
medium other than a pipeline; (ii) it follows that the shipper-owners can realize mind- 
boggling profits on their pipeline operations and nevertheless keep their rates far below 
those that truckers and railroads absolutely have to charge s in order to cover costs; 7 
and (iii) this means that people in the oil business need access to a pipeline and that 
for most of them such access is a matter of survival, s 

Third, there, is ' the problem of the small producers and the small refiners that are 
neither big enongh nor rich enough to build their own pipelines. They are constrained 
to use the pipelines built and owned by their larger and richer competitors. For small 
firms that  have no proprietary interest in the pipelines over which they ship, the 
pipeline charge is a very real and a very substantial cost. None of that cost comes hack 
to them as dividends or interest. And the large companies to whom they pay it are 
competitors of theirs. I t  is charged that public policy here confronts a perverse 
economic environment in which the big and the rich have the power to choke the life 
out of folk of lesser means. 

Let us look at  the small producer. He normally sells to the large, in . t~a ted  
companies. But those companies do not rely entirely on him. They also liave me~r own 
production. If they can produce oil for themselves at prices that the independent finds 
uneconomic, they will rely on their own resources rather than on him. 

The pipeline charge can be important in this instance for several reasons. First, 
the shipper-owner never pays more than the real cost of the transportation service-- 
including, of course, the cost of the capital invested in the pipeline. However, the 
freight rate that  the sh ipper~a te r  exacts from his independent supplier-competitor 
consists of that  real cost of carriage plus what could be a very liberal helping of 
monopolistic gravy that  goes into the shipper-owner's coffers. * If this occurs, it implies 
that  the independent producer who has no ownership interest in a pipeline can neither 
bargain about prices with the integrated shipper-owner from a position of strength nor 
compete on equal terms with the shipper-owner's own production affiliate. ** 

This may not matter very much for the lucky independent who happens to be well 
situated in a flush field. It is said, however, to matter quite a lot to the independent 
who is not quite so lucky, the one who is at the margin in a field past its prime. 

• FE : ¶ 6 1 , 2 6 0  
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Excessive pipeline rates are also said to make it impossible for small independents to 
explore and develop on an equal footing with the major integrated companies. 

Let us shift from the independent producer to the independent refiner. He is, it 
could be argued, in a double bind. He pays pipeline charges coming and going• To begin 
with, he buys crude from the majors at prices which include excessive pipeline charges. 
So he has to pay more for crude than the majors do. That is so because one has to 
eliminate the shipper-owner's putative excess pipeline profit in order to arrive at his 
real cost of crude. For the independent refiner, on the other hand, the real cost of crude 
and its nominal cost are one and the same. 

Then the independent refiner has to send his gasoline or other refined product to 
market. He normally uses a pipeline for that. But who owns that pipeline? An 
integrated company, or a group of them. Once again the pipeline owner or the coalition 
of pipeline owners charges more than the competitive cost of carriage. So the shipper- 
owners can make a handsome profit on gasoline (or other refined products) at prices 
that  spell disaster fo7 the independent refiner. And its pipelines and pipeline rates are 
the lever for monopolistic pricing. 

There are two serious issues to be evaluated. The first is that  oil pipelining is a 
"natural monopoly" or a "natural oligopoly". The second problem is that  the pipeline 
monopolists are not for the most part  primarily interested in pipelines. To them, 
pipelines are not an end in themselves. They are a means to an end. That end is 
dominance i n  oil. The integrated companies are not trying to make money out of 
pipelines. They are trying to make money out of oil. Hence they are under an 
irresigible temptation to use their control of the pipelines to embitter the lives of the 
independents, to make their condition burdensome, to reduce them to a state of 
dependent independence, and to preclude them from posing an appreciable 
competitive threat, x, 

So the shipper-owners should b e  strongly motivated to set oil pipeline rates at 
levels higher than those that  independent transportation companies interested in 
competitive markets would find opt imal  , I  

Thus high pipeline rates 1| make for concentration in the oil industry, x t  They 
prevent the independent producer of crude from getting a fair price for his product and 
stifle the independent refiner, le They also create an industrial milieu in which the 
motorist, the homeowner, and everyone else who uses an oil-based product are all 
mulcted by monopoly prices, as 

Some Questions About the Model 

At this point questions arise. Among them are these: 

(I) Is the model historically accurate? Are the shipper-owners a kind of a firing 
squad? And are the shippers who are not owners that  squad's helpless victims? 

(2) Suppose that  the model is a faithful portrait of things as they once were. Does 
it necessarily follow that  it is an equally faithful portrait of: 

(a) The recent past? 

(b) The pre~nt? 

(c) The'industrial environment as it is ]ike]y to be in the fo~seeable future? 

161,260 F.d  
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(3) Have there been significant contemporary changes in the economic climate? 
Have countervailing forces that were formerly weak or absent now come into play? If 
so, have those forces materially lessened the power that used to flow from the 
ownership of an oil pipeline? Has the non-owner's actual or alleged plight been 
significantly mitigated? xT 

(4) Assume that it is inherent in the structure of the oil industry that firms that 
own pipelines will often have significant advantages over those that don't. Is that 
sufficient to give rise to significant public concern? xs What do we have here? Gross 
inequities that cry out for redress? Garden variety byproducts of large-scale enterprise 
that benefit the consumer over the long run and are therefore best left undisturbed? 
Suppose that there is some measure of evil, potential evil, or something in between 
here. Is that evil small or large? Best endured? xt Or better cured? 

(5) Is therapy appropriate at all? 

(6) If there is to be therapeutic intervention, what form should it take? Should it 
be drastic? For example, should integrated oil companies be barred from the pipeline 
business se and thus compelled to resort to genuinely independent transportation 
companies? ~ Or will gentler measures suffice? 

(7) Can a regulatory approach solve the problem? u 

(8) If so, how should the regulators approach their task? 

(9) Should they intervene aggressively? 

(10) Or should they concern themselves only with the grmsest abuses and the most 
shocking injustices? 

These are not simple matters. The evidence with respect to them is ambiguous. It  
has to be interpreted. And the interpretation that the particular interpreter comes up 
with depends in large measure on his or her frame of mind. 

In petroleum economics, as in art and in love, beauty is in the eye of the beholder. 
What some fred alluring others find repulsive. That is why rivers of ink have been 
spilled o~ the questimm here presented. History shows that the source of this Niagara 
of words and numbers is a conflict between big business and small business. More 
specifically, what is/nvolved (or what used to be involved) is a coll/sion between Big 
Oil and Little Oil. 

What Is G o ~  On In This Specific C~se? 

Who Is Fighting Whom For What? 

Neat generalizations well supported by history do not always capture every facet 
of contemporary reality. Thus, for example, in the instant case the pesition historically 
espoused by the champions of small business and of Little Oil is ably and 
pertinaciously advocated by the Kerr-McGee Corporation, an integrated oil company. 

Now Kerr-McGee is not one of the industry's giants. But it is no pygmy either. Its 
grins assets come to about $5 billion. Its annual ~ receipts are approximately $3.8 
billion. Last year its net profits after taxes came to $211 million. It has some 18,000 
stockholders. Their equity interest in Kerr-McGee has an aggregate book value of 
about $1.5 billion. So Kerr-McGee is no Morn-and-Pop enterprise. It is a large company 
by any standard, st 

¶ 61,260 
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Kerr-McGee is something of an industry maverick. But that seems to be so only 
with respect to pipelines and pipeline rates. 24 In other respects Kerr-McGee is no 
dissenter from the industry consensus. It appears to be a member of the petroleum 
establishment. N Like other large integrated oil companies, Kerr-McGee both owns 
pipelines and ships much of its oil over pipelines owned by other people, se The 
Williams Pipe Line Company is one of the carriers that gets business from Kerr- 
McGee. Kerr-McGee thinks Williams' rates are much too high. Two of Williams' other 
customers take the same view. s# 

Williams agrees with Kerr-McGee and its allies that the rates are far from what 
they ought to be. But its diagnosis of what is wrong with them diverges from that of 
Kerr-McGee. Williams says that its rates are too low, that they do not yield adequate 
recompense for the risks assumed, and that ferocious competition is a market reality 
for it specifically and for the oil pipeline industry generally. 

Williams maintains that it is operating in a frigid economic climate that prevents 
it from earning what it thinks it ought to earn. So Kerr-McGee and the other 
complaining shippers are buying valuable transportation services at bargain basement 
prices. But those shippers are very greedy. That their rates are already ludicrously 
cheap is not enough for them. Motivated by almost unbelievable avarice, they have 
resorted to the legal process in pursuit of an outlandish effort to knock rates that are 
already much too low even lower. 

So far we have an ordinary rate case, a squabble between those who pay and those 
Who get paid about how much is too much and how little too little. But there is more 
(much more) than that to this massive affair. For one thing, the case has been in 
progress for more than a decade, u That is an uncommonly long time, even by the 
relaxed standards of expedition that seem characteristic of "big" cases before 
ratemaking agencies. 

The affair has dragged on for so long because it has become a great "test case" 
about oil pipeline rates and their regulation. But it is an anomalous test case on that 
subject for two reasons: First, the attack on the status quo is being made by a large oil 
company-all of the other large oil companies are much enamored of the status quo in 
oil pipelining and maintain that  an assault on it is an assault on the American way of 
life and on the foundations of Western civilization itself. Second, the target of the 
attack is not an integrated oil company. 

Like practically every other oil pipeline company, Williams has a parent. But its 
parent is not of the Exxon, Mobil, Gulf, Shell, Kerr-McGee breed. The Williams Pipe 
Line Company is a wholly-owned subsidiary of a Tulsa-based conglomerate known as 
The Williams Companies. The parent is in lots of businesses, n I t  is in coal, N in 
fertilizer, ax in metals, n and in real estate u as well as in oil pipelines. ~ It  is also a 
producer of crude oil. as 

So Williams is heavily involved with both the pmducLion of oil and its 
transportation over a pipeline system. Nevertheless, Williams is not an integrated oil 
company. For one thing, it is neither a refiner nor a marketer. 

Second and more important for present purposes, little, if any, of the oil that 
Williams carries over its pipelines is its own. as Hence the link between Williams, q,m 
oH company, and Williams, qua of] wansporta~ino company, is financial, not 
functional. The transportation system and the oil producer are under common 
ownership. But they do not serve each other. 

1 6 1 , 2 6 0  r,d,  en,nn, 
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It  is as though a diversified industrial holding company that happened to own a 

steel company also owned an insurance company. If the insurance company wrote 
casualty insurance and if the steel company bought its casualty insurance from its own 
captive insurer, we would have a case of "inte~ation." But suppose that the insurance 
company were solely or primarily a life insurer. Now steel companies seldom have 
much need for life insurance. So a link between a steel company and a life insurer 
would be an instance of "co~lomemtion," not of "integration." 

That in essence is Williams' situation. Accordingly, it regards itself (and is 
generally regarded by others) as an "independent" pipeline company, i.e., a pipeline 
company that is entirely or almost entirely engaged in selling transportation services 
to people who are unaffiliated with it. ~ There are several such independent oil 
pipeliners. In absolute terms some of them are quite large. N 

Hence they are important factors in some markets. Some of them have been very 
successful indeed. But the independents are few. They are a minority in the trade. On 
an industry-wide basis, the shipper-owners' dominance remains overwhelming. 
Accordingly, the oil pipeline controversy has up to now been a controversy about 
shipper-ownership. That is what the industry's critics have traditionally regarded as 
the problem. They have not been up in arms about exploitation by the independents. 
Had they been much concerned about that, the critics would have found themselves in 
a strange position. 

Who are the independent pipelines' principal customers? The major oil 
companies, m After all, they are the ones with lots of oil that they wsnt to move from 
one place to another. Hence concern about the misdeeds of the independent pipeliners 
would have to rest on the premise thitt they are taking the major oil companies over 
the hurdles and ripping them off. Up to now at least, nol~xly seems to have been 
terribly worried about that. Those who "exposed" the pipeline problem exposed what 
they regarded as monopolistic or oligopolistic wrongdoing in oil. 

What they were really worrying about Was not pipelines, but oil. Their concern 
about the pipelines was, as they themselves always stressed, at bottom, a concern 
about the o w m ~ p  of the lines. They were upset about the fact that so few of the lines 
were owned by independent transportation compan/es. So they could scarcely be 
expected to go into an uproar about wrongs perpetrated by the relative handful of 
independent pipeliners. After all, the principal victims of those misdeeds would be the 
very same major oil companies whose iniquities the critics were so heatedly attacking. 

So critics of the status quo in oil tend to be kind to independent pipeliners. 
Indeed, one well-known critique singles Williams out for special praise. It says in 
pertinent l~trt: 

Storage facilities or tankage are necessary for the efficient operation of the 
pipeline. Tankage is required at the input point so that the shipper can tender the 
oil to the pipeline in proper quantities (usually the minimum tender or tenders in 
excess of that amount). Tankage is required along the pipeline, known as working 
tankage, to accommodate line size changes. Finally, tankage is required at 
delivery points for the delivery of the oil from the pipeline. Thus, the availability 
of tankage can have a distinct impact upon the ability to use the pipeline. 

As a general rule, pipelines do not provide tankage at input and delivery 
point~. Working tankage along the route of the pipeline is provided, but is 
available only for pipeline operations and not for delivery or storage purposes. 

nxc ¶ 61,260 
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As early as 1914, Oklahoma's Attorney General West, testifying before 
Congress, stated that common carrie" pipeline transportation was of no advantage 
to independent operators unless there was storage. 

Others have commented on the lack of storage facilities for use by 
independent shippers as well as the large capital investment required to furnish 
sufficient tankage at input and delivery points. Shippers on pipelines have 
emphasized the importance of provision of storage facilities to increased access to 
pipelines. 

Williams Brothers, an independent pipeline, is a prime example of a pipeline 
with common tankage available to all shippers. Williams provides this service at 
many points along its pipeline for a fee. Many small shippers have been able to 
take advantage of pipeline shipments through Williams Brothers and deliver to 
many points with minimum capital investments. Competition from independ 
eats, as a result, is more intensive in the area served by Williams than in most 
other areas of the country. 

In stark contrast tt) the Williams Brothers operation is the experience of an 
independent marketer desiring to use Explorer pipeline for shipment and delivery 
to the Dallas area. This independent marketer was able to arrange for a contract 
for gasoline with the refiner-owner connected to the Explorer system. The 
marketer did not have a terminal connected to Explorer for deliveries in the 
Dallas area, nor did he have a terminal cl~e enough to the pipeline route to make 
a connection economically attractive. The marketer contacted several companies 
with terminals connected to Explorer but was unable to secure any space. Even 
major companies with prior relations with the marketer or friendly attitudes 
toward the marketer refused .'.. terminaling space. 

The refiner-owner attempted to intervene in this situation, since the contract 
was a good one and provided a new marketing opportunity. The refiner-owner 
went to the owners of other terminals connected to Explorer without any success. 
The refiner-owner was aware that ~ne of the ~vners of Explorer had excess 

•. terminal capacity in the Dallas area that was available for purchase. The refiner- 
owner was able to conclude an arrangement for terminal space with this owner; 
however, the terminal owner placed a veto power in 'the contract permitting the 
terminal owner to veto any marketing arrangement not to its satisfaction. When 
the refiner-owner at~mpted to nse the terminal for deliveries to the independent 
marketer, the terminal owner vetoed the arrangement, The refiner-owner 
therefore was not able to make deliveries to the independent marketer and the 
contract eventually fell through. This same refiner-owner found that it was unable 
to build its own now terminals in areas along Explorer where it did not have 
existing terminals, since the cost would be too great and would make any 
marketing efforts uneconomic. 

Terminals at delivery points are extremely important to independent 
marketers. Without delivery rank le ,  they cannot obtain a product from pipelines 
unless the owners of the tankage permit it. New companies without their own 
existing tankage, even substantial majors, may find it difficult to enter new 
markets if they must rely on existing terminals (with veto restrictions or other 
similar arrangements) or on constructing new tankage. Experience indicates that 
independent marketers willing to enter new markets i f  terminals such ss those 
Willi~ms Brothers operates exist, have been stymied from entering markets served 
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by pipelines through privately owned terminals. The disadvantage is not a 
theoretical one, but one that is very real and one that effectively limits access to 
most major integrated oil companies' pipelines./o 

At this point, two observations seem relevant. First, oil pipeline owners have done 
nicely under the status quo. So their affection for it is unsurprising. Some may be 
reminded of Matthew 6:21: "For where your treasure is, there shall your heart be also." 
This is a factor that should be borne in mind. And we do bear it very much in mind. 
Business enterprises are not eleemosynary institutions. Nor are they supposed to be 
disinterested servants of the public interest. That is our role, not theirs. As George 
Bernard Shaw once observed, "Cynicism may be a sin. But is rarely mistaken." 

When an industry takes a strong position on a public policy question, it normally 
does so because it has an ax to grind. Nothing in our experience suggests that the oil 
industry is an exception to this rule. I t  gets excited (and it has gotten quite excited 
here) when dollars and cents are at stake. Litigants who have money at stake take 
positions calculated to maximize their economic welfare. That is inherent in the nature 
of things~ It is an obvious fact of life.. But it would be a mistake to make too much of 
that  fact. Something that  is good for integrated oil companies may also be good for 
society. Or it may not. There is no presumption either way. 

Second, propositions should, be dealt with on their merits. The motives of those 
who put the propositions forward seldom call for much analysis. When private parties 
are involved, those motives are rarely mysterious. And they have no necessary bearing 
on the merits. 

Thus, for example, defendants in criminal cases are always out to save their own 
skins. But that  is no reason to discount everyth/ng that they say. They may be telling 
the truth. And they may be innocent. Even if guilty, prosecutorial misconduct or 
concepts basic to ordered liberty may entitle them to an acquittal. 

There are vast differences between economic regulation of the type here involved 
and criminal proceedings. In some respects the two types of cases are as different from 
ea.ch other as they could possibly be. But similarities of a sort can also be found. Both 
areas'-mvotve limitations on a private person's freedom todo as he pleases. In both that 
freedom yields to legislative conceptions of the social interest. In economic regulation, 
as in criminal justice, those who have to administer the legal order may sometimes 
think those legislative conceptions dubious or downright strange. Nevertheless, they 
are not at liberty t o  substitute their private policy preferences for tho~e of the 
legislature, j* 

As administrators of the statute under which this case arises, we have a duty to 
dfschargo. That di/ty is to darry o u t t h e  intention of the legislature, insofar as that 
intention can be divined from materials that are sometimes cryptic. Here those 
materials are very cryptic indeed. This makes our task extraordinarily difficult. That 
extraordinary difficulty has had much to do with the regrettable delays in dispesing of 
this matter. 

Broider Implications 

So this case is somewhat odd. I t  is also very old. Those features of the litigation 
are important. Far more important, however, than those ease-specific aspects of the 
matter are its general implications, u Those have been agitated for the past century. 
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They go to the heart of the oil pipeline rate issue. The debate about that issue is 
part of a much bigger debate. That bigger debate is not about pipelines. It  is about oil. 

Is the oil business a "monopoly"? A "shared monopoly"? An "oligopoly"? 
"Canelized"? A complex blend of oligopoly and competition where whales "compete" 
with minnows and elephants dance among chickens? More competitive (perhaps a 
great deal more competitive) than that but nevertheless an industry in which the 
beneficent flame of competition does not always burn quite so brightly as the late 
Adam Smith thought it should? 

Or is oil a workably competitive industry mindlessly harassed by moonstruck anti- 
business idealognes and ill-informed politicians who equate bigness with badness, who 
are still fighting quixotic populist wars against John D. Rockefeller's ghost, who are 
wiHully blind to technological imperatives and to the major exporting countries' 
enormous market power, who are oblivious to efficiency concerns, who have made an 
inflexible dogma out of an English economist's amusing aphorism, that "Small is 
beautiful," i t  and who seek to apply that dogma to an industry in which it has as 
much place as a fur coat in the baggage of a traveler bound for the Equator?/e 

People's a n s w e r s  to these big questions about nil influence their answers to smaller 
and essentially ancillary questions about oil pipeline rates. 

Wl~t Was The Climate Of Opinion That Led To The Regulation Of Oil Pipeline 
Rates? 

Today the questions that we have posed evoke diverse answers. Back in 1906, 
however, they evoked virtual unanimity. Thee  virtually unanimous answers were 
hostile to the industry./6 Most Americans thought the oil business in dire need of 
radical reform, iT Practically everybody in the Congress took the same view. So did the 
President. u 

Nineteen Hundred and Six was a great Progressive year. And John D. Rockefeller 
and h/s Standard oil combine were Progressivism's primary targets, a Rockefeller 
himself was widely regarded as Public Enemy Number One. 

Miss Ida M. Tarbell had much to do with this. Her nineteen articles on The 
History of the Standard Oi! Company appeared in McClure's Magazine from 1902 to 
1904. eo What they did to Standard had something in common with what Harriet 
Beecher Stowe's Uncle Tom's Cah/a did to slavery. 

Stowe was a fervent Abolitionist. And Tarbell was just as fervent a partisan of 
Little Oil. Tarbell was a champion of the independent producer and the independent 
refiner, s, She thought that Rockefeller and his henchmen had driven the independents 
to the brink of destitution u and that they had done so by criminal means, u She 
excoriated them for that. st 

Typical of Tarbell's viewpoint is this sketch of the idyllic small businessman's 
paradise that the Standard Oil Company ruined: 

Life ran swift and ruddy and joyous in these men [of the Oil Regions]. They were 
still young, most of them under forty, and they looked forward with all the 
eagerness of the young who have just learned of their powers, to years of struggle 
and development. They would solve all [their] perplexing problems of over- 
production, of railroad discrimination, of speculation . . .  They would meet their 
own needs. They would b r ing . . ,  oil refining to the region where it belonged. They 
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would make their towns the most beautiful in the world. There was nothing too 
good for them, nothing they did not hope and dare. But suddenly; at the heyday of 
this confidence, a big hand reached out from nobody knew where, to steal their 
conquest and throttle their future. The suddenness and the blackness of the 
assault on their business stirred to the bottom their manhood and sense of fair 
play, and the whole region arose in a revolt which is scarcely paralleled in the 
commercial history of the United States. ee 

Another famous Tarbell passage identifies the assailant and describes his tactics. 
It goes like this: 

Very soon after Mr. Rockefeller began to "acquire" independent refineries, whose 
owners were loath to sell or go out of business, unpleasant stories began to be 
circulated in the oil world of the methods used in getting the offending plants out 
of the way. when freight discriminations, cutting off crude supply, and price wars 
in the market failed, other means were tried, and these means included, it was 
whispered, the actual destruction of the plants. N 

A third Tarbellism that bears quotation reads: 

[T]he work of acquiring all outside refineries began at each of the oil centres. 
Unquestionably the acquisitions were made through persuasion when this was 
possible. If the party approached refused to lease or sell, he was t01d firmly . . .  
that there was no hope for him; that a combination was in progress which was 
bound to work; and that those who stayed out would inevitably go to the wal l . . .  

All over the country the refineries..,  sold or leased. These who felt the hard 
times and had any hope of weathering them resisted at first. With many of them 
the resistance was due simply to their love for their business and their 
unwillingness to share its control with outsiders. The thing which a man has 
begun, eared for, led to a healthy life, from which he has begun to gather fruit, 
which he knows he can make greater and richer, he loves as he does his life. It is 
one of the fruits of hislife. He is jealotm of it-wi~es the honuor of it, will not 
divide it with 8mother. He can suffer heavily his own mistakes, learn from them, 
correct them. He can f~ht  opposition, bear all-so long as the work is his. There 
were ref'mers in 1875 who loved their business in this way. Why one should love an 
oil refinery the outsider may not see; but to the man who had begun with one still 
and had seen it grow by his own energy and intelligence to ten, who now sold 500 
barrels a day where he once sold five, the refinery was the dearest spot on earth 
save his home. He walked with pride among its evil-smelling places, watched the 
processes with eageruess, experimented with joy and recounted triumphantly 
every improvement. To ask such a man to give up his refinery was to ask him to 
give up the thing which, after his family, meant mint in life to him. 

To Mr. Rockefeller this feeling was a weak sentiment. To place love of 
independent work above love of profits was as incomprehensible to him as a 
refusal to accept a rebate because it was wrong! Where persuasion failed then, it 
was necessary, in his judgment, that pressure be applied-simply a pressure 
sufficient to demonstrate to these blind or recalcitrant individuals the 
impessibility of their long being able to do business independently. It was a 
pressure varied according to. ieeality. Usually it took the form of cutting their 
market. The system of "predatory competition" was no invention of the Standard 
Oil Company. It had prevailed in the oil business from the start. Indeed, it was 
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one of the evils Mr. Rockefeller claimed his combination would cure, but until now 
it had been used spasmodically. Mr. Rockefeller never did anything 
spasmodically. He applied underselling for destroying his rivals' market with the 
same deliberation and persistency that characterised all his efforts, and in the 
long run he always won. There were other forms of pressure. Sometimes the 
independents found it impossible to get oil; again, they were obliged to wait days 
for ears to ship in; there seemed to he no end to the ways of making it hard for 
men to do business, of discouraging them until they would sell or lease, and always 
at the psychological moment a purchaser was at their side. 

S S II, 

[A]t first none of the small refiners would listen to the proposition to sell or 
lease made t h e m . . ,  by the representative first s en t . . .  They would have nothing 
to do, they said bluntly, with any combination engineered by John D. Rockefeller. 
The representative withdrew and the case was considered. In the meantime 
conditions . . .  grew harder. All sorts of difficulties began to be strewn in their 
way-cars were hard to get, the markets they had built up were cut under them-a 
demoralising conviction was abroad in the trade that this new and mysterious 
combination was going to succeed; that it was doing rapidly what its members 
were reported to be saying daily: "We mean to secure the entire refimng business 
of the world." . . .  Most of the concerns were bought outright, the owners being 
convinced that it was impossible for them to do an independent business, and 
being unwilling to try combination. Al l . . .  the little refineries which for years had 
faced every difficulty with stout hearts collapsed. "Sold out," "dismantled", "shut 
down" is the melancholy record of the industry during these four years . . .  The 
scars left in the Oil Regions by the Standard Combination of 1875-1879 are too 
deep and ugly for men and women of this generation to forget them. sz 

One scholarly treatment of oil matters at the turn of the century concludes that 
Tarbell's work "inflamed the public's long-standing hostility to the combination as 
nothing before had." u That observation is followed by this resume: 

In Washington, Theodore Roosevelt, who became President in 1901, played 
upon and compounded this anu~onism by repeatedly picturing Standard as the 
sation's outstanding example of an evil trust. John D. Rockefeller became a prime 
target for monopoly haters. After 1902 Rockefeller routinely received threats on 
his life. During this period the oil tmmn kept a revolver beside his bed at night, 
and his pastor hired Pinkerton detectives to mingle with the crowd that gathered 
each Sunday to watch the devout millionaire attend church. 

Concurrent with hmtile publicity, a series of investigations established an 
exceptionally solid basis for legal action against the combination. . .  In 1900 the 
United States Industrial Commission released a massive thirteen-volume report 
filled with damaging material on Standard Oil. The new federal Bureau of 
Corporations filed an extensive report on the transportation phase of the industry. 
All of these emphasized Standard Oil's dominance of the industry and its frequent 
resort to anticompetitive practices. N 

Another l~storian summarizes the situation th/s way: 

The near-monopoly pesition of Standard Oil and its aggressive use of its near- 
monopoly power had made it an archetype of the alleged evils of big business well 
before the turn of the century. President Theodore Ro~evelt used the 
combination as a convenient whipping boy for his attacks on unfair competition 
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and railroad rebates. His case against Standard Oil was orchestrated by the 
Bureau of Corporations, organized in 1903, which at politically strategic times 
released the fruits of investigations of alleged abuses in the petroleum industry, 
most of them centering on Standard Oil. Against this background and the 
hackground of numerous state legal actions, the federal government in 1906 
instituted a major antitrust case against Standard Oil (New Jersey) [Now Exxon 
Corporation] . . .  se 

The Government won that great case. el 

But litigation takes time. And big antitrust cases take lots of time. Hence the final 
decision against Standard did not come until 1911. It did not grant, nor had the 
Government sought, what contemporary antitrust lawyers call "structural relief." 

No attack was made on integration, as such. The decree merely required that the 
company now known as Exxon Corporation spin its host of subsidiaries off to its 
shareholders. That liberated those subsidiaries from their erstwhile parent. But the 
parent's principal stockholders were now the principal stockholders of the subsidiaries. 
So there was a question about how much had really changed, es 

The question is not answered by pointing out that the oil industry of today is 
quite different from the oil industry as it was when John D. Rockefeller was its 
dominant figure. Is 

Did the 1911 decision produce these differences? Was it even a substantial factor 
in bringing them to pass? Those are the questions. Some answer them in the negative. 
They point out that: 

(1) Standard's monopoly had begun to erode before the antitrust case was 
brought, ot 

(2) The former Standard companies continued to work together and were for 
many years linked by a community of interest, m 

(3) The really dynamic factor in the situation was neither the "law" nor its 
oracles on the Supreme bench. It was the automobile. That made for an enormous 
expansion in the scale of the industry's operations and shaped its contemporary 
structure, ss 

Differences of opin/on about the real impact and the ultimate effects of Theodore 
Roosevelt's "Great Case" IT against the Standard Oil Coml~my of New Jersey are of 
little moment u here and now. It The impm-tant thing for us about that litigation is 
that the Congress of 19(}6 was not dispeled to await its outcome with folded hands. 
That Congress was itching to do something to Standard Oil then and there. Tu 

That "something" took the form of a legislative attack on the pipeline pmhiem. 
This was logical. Sumdard's pipelines seemed to be the keys to its ki~dom, n Its 
mastery over transportation was widely viewed as the means by which it condemned 
the independent producer of crude to starvation prices unilaterally dictated by it, 
while at the same time it throttled the independent refiner by barring him from access 
to crude at a price that would enable him to compete with it. ~ 

Other forces were also at work. One of them was a sharp fall In the price of crude. 
The aggrieved producers blamed that on Standard and on its stranglehold over 
transportation. They concluded that "they had been duped into exploration and 
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production to save the combination that expense." ~ The result was an outburst of 
righteous indignation. The temper of the times was such that the cry fell on receptive 
ears .  74 

Also worth mentioning was the concern about transportation problems in general 
that led to significant increases in the Interstate Commerce Commission's power over 
railroad rates. That enhanced authority was given by the Hepburn Act of 19(36. rs Now 
oil pipelining was a form of transportation. And Standard Oil's links with the railroads 
were notorious. 

That was so in spite of (perhaps it would be better to say because of) the fact that 
Standard's pipelines were in competition with the railroads. But that competition 
related only to the carriage of crude. Until the 1930% pipelines were used only for that 
purpose. Refined products generally went by rail. re 

This state of affairs spawned chummy relationships between Standard and the 
railroads under which Standard kept its crude pipeline rates high, thus enabling the 
railroads to hoid on to business that they would have lost had Standard passed the 
lower c~ts of pipeline transit on to unaffiliated shippers. The railroads reciprocated by 
giving Standard preferential bargain rates on refined products. They also gave 
Standard "drawbacks." A "drawback" was a portion of the freight rate that a 
Standard competitor had paid. When X, an independent refiner, paid a dollar in 
freight charges to the Pennsylvania or the New York Central, some portion of that 
dollar was paid to Standard. Hence X was subsidizing Standard in two ways. The first 
~u~idy came from the high pipeline rates he had to pay Standard whenever crude was 
shipped to him over a Standard pipeline. The second came from the "drawbacks" that 
Standard collected on X's shipments of refined merchandise. 77 

Against that background it is not surprising that the Congress of 1906, which was 
looking at transportation problems in general and which had resolved to beef up the 
Interstate Commerce Commission's theretofore feeble authority over that sphere of the 
economy, also decided to bring oil pipelines under the ICC's regulatory aegis. That 
decision was implemented by the Lodge Amendment to the bill that became the 
Hepburn Act. Senator Henry Cabot Lodge of Massachusetts, the amendment's sponsor, 
made it very plain that the only purpose that he had in mind was to attack Standard 
Oil. He was not interested in pipelines generally. 

The elder Henry Cabot Lodge's sponsorship of this measure speaks volumes about 
the Standard Oil Company's place in the American Pantheon at the turn of the 
century. Lodge was a staunch conservative. No one thought that Boston Brahmin a foe 
of the established order. Yet he was bent on doing "something" about Standard Oil. 

The Senate was of like mind. Its yea vote on Lodge's oil pipeline prop~al was 
unanimous, io Now the United States Senate of 1906 was not a revolutionary 
assembly. Many of its members were quite conservative. Some of them were very 
friendly to large-scale enterprise. Yet all of them were eager to demonstrate their 
aversion to Big Oil. They did that by voting for a bill aimed solely at Standard. 

Standard was not the only "trust" about which turn-of-the-century Americans 
were agitated. Much was said and written at the time about the Wh/skey Trust, the 
Sugar Trust, sz the Tobacco Trust, m the Harvester Trust, u the Ice Trust, the Steel 
Trust, st and the Bee? Trust. u But none of them evoked special, industry-specific 
legislation that was fashioned for the sole purpme of checkmating a particular 
monopolist. In that regard Standard stood alone, m 
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There are probably at least two reasons for Congress' unique treatment of 
Standard. First, rightly or wrongly, Standard was perceived as the very embodiment of 
commercial viciousness. Its founder and guiding genius had come to be regarded as the 
robber baron par excellence. Second, the viciousness, the immorality, and the robbery 
seemed to revolve in large measure around transportation--around the evil 
combination's extortion of rebates from the railroads and around its monopoly of 
pipeline transit. 

Why Do We Afflict Our Readers With All This Ancient Histo~? 

We do not consider these historical materials peripheral. On the contrary, we 
regard them as central. The result we reach is strongly influenced by them. The 
historical background shows that oil pipeline regulation is quite different from the 
other things we do. 

Those other functions were inherited from the former Federal Power Commission. 
That agency's tasks were difficult, s7 But its essential mission was clear. It was in 
business "to protect consumers against exploitation." ss That is also our business. 
Consumer protection is what we are here for. Of course, that function must be 
performed with scrupulous regard for the legitimate claims of tho6e we regulate. 
Nevertheless, it is the consumer's interest that is paramount. The statutes on which we 
spend most of our time and energy were carefully designed to close gaps in the 
protective fabric that the states had previously fashioned for the consumer's benefit. 
That is so clear that even lawyers have been unable to dispute it. Thus history gives us 
a good light by which to steer when we deal with electric power and with the 
transportation of natural gas. 

Oil pipelines are a horse of another color. The Federal Power Commission had 
nothing to do with them. They were regulated by the Interstate Commerce 
Commission. That agency approached its oil pipeline tasks in a spirit quite different 
from the one that animated our predecessor, the Federal Power Commission. When it 
came to oil pipelines, the ICC gave little, if any, heed to the claims of the consumer, 
the apple of the Federal Power Commiss/on's eye. The ICC developed a body of oil 
pipeline lore that &ave oil pipeline companies a far broader measure of entrepreneurial 
freedom than public utilities enjoy at either the State or the Federal level. Of course, it 
can be said that the "public ut i l i t / '  label doesn't fit here. ss Suppose that is so. Let us 
then put the "public utility'' tag to one side. Surely, the "transportation" hat fits. Oil 
pipelines move stuff from place to place. That is "transportation," isn't it? Moreover~ 
the owners of the pipelines are commonly referred to as "carriers." Indeed, the 
Interstate Commerce Act tells us that most of them are "common carriers." to 

Yet the agency that administered that statute fashioned a special system for oil 
pipelines. That system differed materially from and was far more indulgent to the 
regulatees than the agency's railroad and motor-carrier methodologies. The salient 
feature of the ICC's oil pipeline ~trisprudence was its permiss/veness. Indeed, it was so 
permiuive that one United States Supreme Court justice was led to observe that the 
Interstate Commerce Act's '~ipe-line provisions, for one reason or another, have never 
been enforced as effectively as might be desired." 

On October I, 1977, the newly hatched Federal Energy Regulatory Commiuion 
succeeded to the ICC's oil pipeline estate. • That peculiar heritage included this case, 
which was then in the Court of Appeals for the District of Columbia Circuit by reason 
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of an appeal by Kerr-McGee and its allies from an ICC decision adverse to them. It 
was a troubling and an anomalous legacy. 

The legatees were the five people who had been chosen by President Carter to get 
this agency under way. ss Their principal preoccupation was consumer protection. 
That was their mission. Yet they found themselves presiding over an oil pipeline 
operation that seemed to make no sense in terms of consumer protection. 

The historical record is somewhat murky. Hence we cannot be certain that our 
predecessors would have read it as we do. However, they are not here anymore. Their 
responsibilities have devolved on us. So it is the present Commission's reading of the 
pertinent history that counts. 

That reading leads us to several conclusions. Oil pipeline rate regulation is not a 
consumer-protection measure. It probably was never intended to be. It is and was a 
producer-protection measure. H The heart of the matter was that "Small independent 
producers-who lacked the resources to construct their own lines, or whose output was so 
small that a pipeline built to carry that output alone would be economically unfeasible- 
were in a desperate competitive position." m The quotation is from the Supreme Court 
M 

That body is both final and infallible for our decisional purposes, so we start  from 
the premise that  what Congress was seeking to redress was an imbalance of economic 
power among entrepreneurs. That goal neither requires nor warrants the strenuous 
regulatory efforts long deemed appropriate and indeed essential in consumer 
protection. Moreover, the sometimes arcane analyses that  regulators make in their 
pursuit of the ultimate consumer's welfare may well be out of place when the 
regulatory goal is the much humbler and far more limited one of protecting one group 
of businessmen against predation by another group of firms that  is richer than the first 
and that  also happens to enjoy a superior strategic position. 

Accordingly, we believe that the ICC's permissive stance on oil pipeline rates was 
not quite so outlandish as it seemed to us when we first encountered it. This does not 
mean thaiwe endorse uncritically all that the ICC did and all that it failed to do in 
this field. On the contrary, we have serious reservations about that agency's oil 
pipeline rate performance. 

More vigor in an earlier day might have been better. The pipeline rates of yore 
reflected a gross imbalance of bargaining power between the buyers of pipeline transit 
and the sellers of that service, os Since oil gluts were chronic, crude oil prices normally 
low, and independent producers' margins razor-thin or absent, pipeline charges bulked 
large in the economics of petroleum. Vigorous efforts to reduce those charges would, we 
think, have alleviated the plight of the independent producers of those days. Such 
efforts would also have helped the independent refiner. They might have done enough 
for him to make the market for refined products appreciably more competitive than it 
in fact was. Had that happened, consumers would have benefited. It is hard to be sure 
about these things. Only fools speak with assurance about how hypothetical historical 
scenarios would have worked themselves out, about what North America would be like 
today had the colonists never broken with the Mother Country, about what course 
American history would have taken had the Republican National Convention of 1860 
chosen Seward rather than Lincoln, about the precise nature of the foreign policy 
problems that the United States would be confronting in 1982 had Czar Nicholas H 
been born under a luckier star and blessed with more political acumen and had Lenin 
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not abandoned the practice of law in Saint Petersburg for revolutionary politics, or 
about what the ultimate structure of the oil business would have been like if John D. 
Rockefeller had never been born. But a cautious "could be, might have been" seems in 
order. 

Accordingly, the first reality we confront in reviewing the propriety of the ICC's 
methodology in the context of today's world is that both independent producers and 
refiners appear generally to be far less in need of rigorous protection than they were in 
Ida Tarbelrs day. That is not to say that close scrutiny of the oi] pipelines' conduct is 
not warranted when an independent producer or refiner calls foul, claiming refusal of 
access, undue preference or discrimination. But as a group, independent producers and 
refiners appear to have a lesser claim on this agency's time and resources than the 
ultimate ratepayers for whom protection is sought under the other statutes that we 
administer. R 

Another factor that weighs rather heavily on our minds is that even if Congress 
intended its 1906 oil pipeline legislation to protect consumers as well as producers (and 
we believe it probably did at least to some extent), rigorous cost-of.service enforcement 
of that law would have a negligible impact on the prices that consumers pay. The 
transportation economics of oil differs from that of gas and electricity. In the latter 
industries the transportation charge bulks large in the price that the consumer pays. In 
oil, on the other hand, the charge is an almost infinitesimal component of the price to 
the ultimate consumer. Only in the context of the Trans Alaska Pipeline System do we 
find an apparent exception. 

Today oil is a high-value commodity. Hence the relative cost of U'ansporting'it has 
fallen. The point is very simple. When oil cost $2 per barrel and a 40-cent charge had 
to be deducted from the price to y/eld the producer's net-back, the pipeline charge was 
infinitely more important to the producers - and the consumers-than it is today when 
oil is $30 a barrel and the pipeline charge is, say, 60 cents. In the first example, the 
transportation cost was 20~ of the cost of the raw material, but only 2% in the latter. 
Query whether the substantial costs of rigorous oil pipeline regulation justify an 
incremental consumer benefit of a fraction of 2~? We believe the answer to be a clear 
"110." 100 

As should by now be obvious, we find the case for aggressive Federal intervention 
in off pipeline ratemaking flimsy. To engage in such a fight would be only to benefit 
those who need no help. sol The war would have to be financed by the taxpayers. That 
there are higher fiscal priorities seems plain. 

There are also related equity considerations. Lots of tax~yers are poor. But few 
oil producers and refiners are. So the opposite view would have the poor pay for a way 
to enrich the not so poor. That is hardly an appealing public policy. 

This does not mean that we intend to leave oil pipeline rates to the unfettered 
workings of the market, although perhaps they would be better left there. Congress 
foreclosed that option long ago. It has given us a mandate to regulate. That 
determination binds us. Unless and until Congress changes the statute, we are 
constrained to assume that it still serves valid public policy purposes. Our 
administrative discretion is clearly not broad enough to encompass deregulation or 
nullification of the statute by administrative fiat. It is, however, broad enough for us 
to define a regulatory procedure which makes some sense in the contemporary 
economic environment. As the Supreme Court told us in the context of the Natural Gas 
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Act, it is the end result of our regulation, and not the particular ratemaking 
methodology we employ, that  counts. ,M Thus, we feel free to adopt a light-handed 
method of regulation for this industry. And much of the ICC's methodoiegy serves that 
end. 

The considerations we deem controlling are stated at greater length in the pages 
that  follow. Some will doubtless find that  length excessive. *o8 Others will fred it 
unendurable. 

We do not expect everyone to find our analysis convincing. Indeed, we doubt that  
any of the litigants will find either the analysis or the result to which it leads wholly 
satisfactory. The industry is much enamored of the ICC's methodology, which it 
considers divinely inspired and legally required, los So we expect it to applaud our 
decision to stick with the ICC's rate-base methodology. I t  is less likely to be ecstatic 
over our views of depreciation and rate of return. 

The industry is almost certain also to be indignant over our refusal, to accept any 
of its suggestions for "updating" the system in ways that  would make it more 
comfortable and more remunerative for the reguiatees. Equal or even greater 
indignation can be expected from most of the industry's critics. They will undoubtedly 
censure us for willful failure to see the light of reason and for blind adherence to a 
methadok~y that  was flawed from birth, that  is a relic of the Paleolithic Age of 
economic regulation, that  should therefore have been retired for senility decades ago, 
and that  now belongs in a historical museum of regulatory pathology, zm 

Of course, we think these criticisms mistaken, los In the rest of this Opinion we 
try to explain why. But we are mindful of Judge Learned Hand's aphorism that  "the 
spirit of liberty is one which is not too sure that  it is right." xo7 So it is at  least arguable 
that it is we who are mistaken. Our reading of what the social interest calls for in this 
field could be wrong, los 

There is, however, another area in which we speak with greater certitude. All 
concerned should, we think, agree that i t  is high time for Congress to take a fresh and a 
hard look at oil pipeline rate regulation. What we have here is a 76-year old statute 
that was enacted in a great hurry, z~ that was unsupported by any semblance of 
economic analysis, uo that  was in large measure a response to an immediate problem 
which was viewed as a desperate emergency, ,1, and that  is an artifact of the age of 
the horse, the buggy, and the kerosene stove. ~tJ 

Unless and until that  legislative re-examination is made, oil pipeline rate law will 
remain a quagmire for this agency and for reviewing courts. Judges and administrators 
will have to guess about what the Congress of 1906 thought or would have thought 
about an economic and a technological environment that  it could not possibly have 
foreseen. These essays in legal fiction based on conjectural hypotheses about a largely 
imaginary legislative intent will breed more litigation, more opinions, and more law 
review articles, u s  That will be good for printers, for producers of paper, for builders of 
library shelves and, of course, for lawyers. But it is unlikely to add anything visible to 
either the sum of human knowledge or the general welfare. 

There are a number of options for the Congress. I t  could: 

(1) Deregulate oil pipelines in toto and restore the pre-1906 era of unadulterated 
laissez-faire in oil pipelining; 216 or 
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(2) Abandon any effort to regulate rates, as such, while preserving both the 
common carrier obligation to serve all comers and the ban on undue discrimination 
among shippers; n s  or 

(3) Preserve a modest measure of rate regulation, but state explicitly and 
illuminatingly that what it has in mind is something much gentler, much less 
pervasive, and by no means as thoroughgoing as the elaborate exercises customary in 
public utility regulation; n s  or 

(4) Retain regulation but confine it to cases in which it is clear that  the carrier's 
market power is so substantial as to warrant governmental intervention in the pricing 
process; x,7 or 

(5) Give this Commission or some other ratemaking agency an unambiguous 
mandate to regulate oil pipeline rates rigorously and to do all that regulators can do to 
see to it that  those rates do not exceed the rigorously defined cost of providing the 
service; or 

(6) Heed at last the hoary cry for a statute compelling the integrated oil 
companies to divest themselves of their pipeline operations, thus making oil pipelining 
a genuinely independent transportation business rather than a branch of the oil 
industry. 

Were Congress to choose one of those options and to do so after informed debate 
and on the basis of a legislative history that  illumines the statutory text, courts and 
agencies charged with interpreting and applying that  text would have guidance as to 
what is expected of them that is now virtually nonexistent. 

Our point is that  the task of articulating what public policy should be toward this 
important industry is for the legislative branch. True it is that this Commission, like 
other administrative agencies, has important quasi-legislative functions. But when one 
says that, he must emphasize the word "quasi." To fill in gaps and spell out details is 
one thing. To state the basic goals of public policy and to draft a model code for their 
implementation is quite another.. 

Here we are asked to embark on an undertaking of the latter type. And we decline 
to do so. The concerns that  lead us to refuse the invitation to write a new constitution 
for the oil pipeline industry extended to us by the complaining shippers, by the 
Antitrust Division of the Department of Justice, and by our own staff are not "legal" 
in the narrow lawyer's sense. 

We assume that we have the authority to do what the critics of the pipeline status 
quo ask us to do. n s  The question is not one of law about what our powers are. I t  is one 
of policy, political science, and prudence. The restaints that  we have to heed in this 
situation are not those that  the "law" imposes on us. u s  They are those that  we should 
impose on ourselves, remembering that  we are neither judges with the institutional 
prestige, the life tenure, and the nearly total independence that  Article HI of the 
Constitution gives to the Federal judiciary nor legislators chmen by and directly 
accountable to the electorate. ~o It behooves us to remember that our role in the 
American polity is humble, that we are not elected by the people and that we have no 
mandate to make the world over. ~n Absent a clear and a contemporary legislative 
mandate directing us to do so, it is not for us to reshape the oil pipeline industry or any 
other industry. 
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Were there a showing that the status quo makes for gross injustice or that its 
effects on the general welfare are palpably deleterious, a different situation would be 
presented, x~m 

We think it impolitic to change for the sake of change. And it is not clear to us 
that vigorous regulation for vigorous regulation's sake is a good thing. Hence we are 
not persuaded that we should turn this important industry upside down merely 
because the regulatory system that we inherited from the Interstate Commerce 
Commission does not comport fully with some people's notions of rationality and logic. 
But we do not deem ourselves totally impotent. What the ICC made, this Commission, 
that agency's statutory successor in this field, can unmake. 

What Did The Congress of 1906 Actually Do About Oil Pipeline Rates? 

~ t  Does"T'lJe S~tute Say? 

The Hepburn Act of 19(]6: xn 

(1) Made most interstate oil pipelines ~ common carriers; xss 

(2) Required that their rates be "just and reasonable;" 

(3) Banned undue discrimination among shippers; 

(4) Made the Interstate Cimm~rce Commission (after October 1, I977, the 
Federal Energy Regulatory Commission) responsible for seeing to it that rates actually 
conformed to these standards: 

(5) Prohibited "rebates;" and 

(6) Provided for the forfeiture to the United States of three times the amount of 
a n y  ilLicit r e b a t e ,  zas  

What Did The C ~  of 1906 Mean WT~en It  Directed That Oil Pipeline Rates Be 
'~ust and Reasonable'? 

What makes one rate "just" and another '~njust?" And where is the legal litmus 
paper wlu~e color.tells us that this rate-is "reasonable" and that one "unreasonable?" 

That is the question before us. And it is not an easy one. m 

*'Just and reasonable" is an ethical, not an economic concept, m The words pack 
a pewedui moralistic punch. Who can be against "justice" and for "injustice~" And 
who will declare himself a foe of the "reasonable" and a partisan of- the 
"unreasonable?" 

Such people are as rare as throe who will freely concede that they despise good 
and love evil. The difficulties arise when one tries to brink these high-level abstractions 
down to earth. Sellers do so in one way ~o and buyers in another. *Ix 

For the lexicographer, the phrase "just and reasonable" is as vague as the phrase 
"good, true and beautiful." For the utility lawyer, however, the words "just and 
reasonable" have become a term of art. That term may not be geometrically precise. 
But the underlying idea is clear enough to be workable. 
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A rate is "just and reasonable" when it is "cast-justified." If one were writing a 
hornbook on the "just and reasonable" concept, he or she would state the following 
black-letter rules: 

(I) A rate is "just and reasonable" if it produces revenues equal to the cast of 
supplying the regulated service. 

(2) If the revenue produced by the rate exceeds the cost of service, it is unjustly 
and unreasonably high. 

(3) If the rate does 
management to recover 
low. 

not give the regulated entity a fair opportunity under prudent 
its total cost of service, that rate is unjustly and unreasonably 

(4) The cost of the capital needed to supply the regulated service is one of the 
costs for which the regulated entity must be reimbursed. That cost does not differ in 
essence from such other casts as wages, fuel, and taxes. 

(5) When fixed-income securities(bonds and preferred stock) are involved, there is 
nothing especially difficult about measuring the regulated entity's cost of capital. The 
contract between the borrower and the lender fLxes the cost of the funds supplied. One 
need look no further, uu If the X Power and Light Company sold 2-V2% bonds back in 
1946 when high-grade bonds yielded that u* and if some of these bonds are still 
outstanding, the cost of that money is still 2-~%. That X Power and Light Company 
would have to pay 13% for n e w  money in 1982 is irrelevant. That is so because the 
holders of the 1946 bonds can never get more than the 2-J/s% that their contract calls 
for. 

(6) When we move from fixed-income securities to common stock, the application 
of the cost of capital principle becomes much more difficult. The difficulties stem from 
the nature of the common stockholder's contract. Unlike the bondholder or the 
preferred stockholder, he does not bargain for a fixed sum of money. Nor is he assured 
of a constant quantum of purchasing power. What the common stockholder buys is an 
interest in a hypothetical stream of anticipated future income. The cost of that interest 
to its issuer-creator can never be quantified with precision, x~t So regulators must 
content themselves with tough approzinmtions of that cost. 

(7) So much for the fair rate of return to which the investor is entitled. But a fair 
rate of return on w/utt? To say that one is entitled to a fair opportunity to earn, say, 
15% does not tell him very much unless he knows whether that 15% is 15% of a 
hundred dollars, 15% of five hundred dollars, or 15% of a thousand dollars. This is the 
so-called "rate base" question that has bedeviled regulation from the very beginning. 
Today and for the past generation the conventional answer to that question has been 
that the investor is entitled to a fair return on the dollar amount that prudent 
managers would have had to expend in order to bring the facilities into being less the 
portion of that amount already recovered from ratepaycrs through the depreciation 
component in the cost of service, tta No attempt is made to arrive at the '*real," 
"true," or "fair" value of the property. Nor is what people paid for their stock deemed 
relevant to the rate base question, am Instead, the regulators look to actual cost or net 
investment. That standard "measures the rate base by a summation of the actual 
legitimate costs of plant and equipment devoted to the public service (including or plus 
allowances for interest during construction), with appropriate deductions for accrued 
depreciation and with reasonable allowances for working capital." art It is generally 
called the depreciated original cost standard, because: 
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(a) A dollar of depreciation expense is viewed both as a cost to be borne by 
the consumer and as a recoupment of investment by the supplier of.capital. 
Suppose, for example, that a plant cost $10 million to build and that its useful life 
is assumed to be 40 years. Suppose further that 20 of those 40 years have already 
elapsed. This means that $5 million of that $10 million has already been recovered 
over the years from the ratepayers in the depreciation component of the cost of 
service. Hence the "investment" on which a fair return is to be earned is now only 
$5 million. Contentions that the plant is really as good as new (or even better 
because it has actually improved with age) are deemed irrelevant. Nor is the 
regulated entity permitted to gain anything by arguing that it underestimated 
the facility's useful life, which means that its depreciation allowances were 
overstated and that the plant's present value is higher than its depreciated book 
value. That is so. because regulated entities are not permitted to earn returns on 
capital expenditures that  they have already.recouped from theil: customers. 

Accordingly, one may not claim that a property has traveled nine-tenths of the 
way to the junk heap 'or cost of service purposes and that that same property is just 
about to begin to wear out a little bit for rate base purposes. When a dollar of 
depreciation goes into the cost of service, that  same dollar comes out of the rate 
base.*u 

(b) I t  differs from conventional accounting practice, which focuses on 
"historical cost," i.e., the price that  the present owner paid to whoever sold it to 
him by going back to the "original cost," i.e., the amount prudently expended on 
the creation of the facility, lss 

A distinguished student of regulation puts the point this way: "[I]nvestors are not 
compensated for buying utility enterprises from their previous owners any more than 
they are compensated for the prices at  which they may have bought public utility 
securities on the stock market. Instead, they are compensated for devoting capital to 
the public service." ,4¢ 

(8) What of inflation? Suppose that it were to be shown that a plant built in 1962 
at a cost of X dollars would cost at  least three times that  sum were it to be built today. 
Is this ignored? Do the regulators assume that  a hundred dollar dividend check in 1972 
and a hundred dollar dividend check in 1982 are really one and the same, in spite of 
what the Consumer Price Index, the Gross National Product Deflator and common 
experience tell us about the sharp decline in the purchasing power of our monetary 
unit? The answer to this is that inflation is not ignored. The equity investor is 
compensated for it. That  compensation is in the allowed rate of return. When that  rate 
is derived from stock market data, it includes the premium that equity investors 
demand to insure themselves against anticipated inflation. Thus, the equity investor 
has the benefit of a fluctuating market return on his investment, rather than the rigid 
rate of return traditionally given to the bondholder. 

(9) Compensating the equity investor for inflation all over again in the rate base 
after he has already been compensated for it in the rate of return overstates the cost of 
equity capital. I ~  There is no more reason to do that than there is to overstate the cost 
of postage , u  or the cost of labor. , a  

(I0) The depreciated original cost methodology is not based on the transparent 
fiction that a dollar is always 'a dollar. 1/4 Nor does it reflect a regulatory fixation on 
ancient accounting entries in dust-covered ledgers. Rather, it reflects: 
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(a) An aversion to overcompensation and to double counting, an aversion 
implicit in the cost-based concept; and 

(b) Administrative convenience--there is no objection in principle to 
indexing the rate base to the purchasing power of the dollar, while eliminating the 
inflation component from the rate of return so that it is a so-called "real" rate, 
i.e., a rate that would satisfy a rational investor in an inflation-free world. 

( I I )  One arguable difficulty is that most regulated entities get most of their 
capital by borrowing and by selling preferred stock. As we have already observed, 
people who lend money and people who buy preferred stock cannot possibly benefit 
from upward adjustments to the rate base. xo Their claims are fixed-dollar claims. 1~s 
This means that the full benefit of the inflation-adjusted rate base goes to the common 
stockholder who supplies only pan  of the enterprise's capital, t4~ 

These concepts have not been spelled out in the Statutes at Large. Nor would they 
be known to one whose knowledge of regulation came solely from turning the pages of 
the United States Code. ,~s As Justice Douglas said when he spoke for the Court in a 
great landmark case: 

Congress . . .  has provided no formula by which the "just and reasonable" rate is 
to be determined. It  has not filled in the details of the general prescription...  I t  
has not expressed in a specific rule the fixed principle of "just and reasonable." 16s 

With respect to utilities, however, the conceptual system that we have outlined 
has long been part of the conventional wisdom. ,so True, the ideas involved are not 
spelled out in the statutes. They have been fashioned by regulatory agencies in 
response to the statutory mandate and blessed by the courts as an appropriate way to 
reach a proper "end result." z ,  

What Congress was driving at in electricity and in gas was "the lowest reasonable 
rate." m It  thought it essential that utility "rates be as low as possible." ~ The cost- 
based concept is a means to that end. So is the idea that the public interest demands 
that the supplier of equity capital be limited to the lowest return that will induce him 
to furnish fresh money on terms fair to the old investors and to just enough, to the bare 
minimum, that enables the enterprise to function well under private ownership. 

But the Congress of 1905 was not the Congress of 1935 or of 1938. Nor can 
electricity and gas be eqtutted mechanistically with the transportation of oil. There are 
some important differences between the transportation of oil, on the one hand, and the 
enterprise traditionally called "public utilities." IH 

The Commission has stated those differences this way: 

The statutes that we administer are drawn on the premise that buyers of 
electric power, natural gas transportation services, and oil pipeline transit are in 
no position to bargain on an equal footing with the sellers of those things. 

In those areas of the ecouomy Congress saw what it deemed an imbalance of 
economic power. To redress that imbalance, it:  

+ .  

(I) Required that the seller's rates and charges be "just and reasonable", and 

(2) Authorized and directed this Commission to put flesh on the bones of that 
vague and amorphous ideal, to apply that fleshed out ideal to the kaleidoscopic 
variety of situations that arise in these complex and variegated industries and to 
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see to it that the buyers actually receive the benefit of the protective shield that 
Congress intended them to have. 

* t i 

When we work with electric power and natural gas, we focus on the ultimate 
consumer of energy. He is the person we are here to protect . . . .  

m S S 

But that rationale does not fit the oil pipeline case. In electric power and in 
natural gas we regulate the interstate wholesale aspects of industries whose 
intrastate and retail branches are subject to all-pervasive state regulation. That 
regulation is "co6t.based". SO.. .  wholesale rate increases "flow through" to retail 
bills in short order . . .  

In oil, however, we deal with a relatively small regulated portion (pipeline 
transit) of a vast unregulated whole (oil). Hence the prices people pay for 
gasoline, for heating oil, and for other petroleum-based products are determined 
not by regulatory concepts, but by market forces. True, transportation costs enter 
into those market prices. 

Normally, however, the pipeline charge does not bulk large in the price of the 
end product. Moreover, market prices are influenced by such a variety of forces 
and factors that a pipeline rate increase (or for tha t  matter a decrease) can well 
be rendered inaudible by, if it is not wholly lost in, the surrounding "noise". If the 
market for petroleum products is strong, prices will rise. And that is so even if 
pipeline charges stay the same. Conversely, if the cost of pipeline transit rises in a 
weak market for oil, producers and refiners will have to absorb much (and perhaps 
in some circumstances all) of the i n c r e a ~  transportation cost. uul 

Some of the footnotes to the order from which we have just quoted are also 
germane to the instant inquiry. Footnote 1 distinguished natural gas production from 
natural gas transmission. It  reads: 

Natural gas production [emphasis in the original] presents a special case that has 
been the subject of a heated public polic~" controversy for decades. That 
controversy is of no moment for present purposes. SO we put it to one side. 

In this case too we put natural gas production *'to one side." Suggestions have 
been made by witnesses and by counsel that the production of natural gas has much in 
connect/on with the shipment of oil over a pipeline. We find the idea hard to follow. 
And we give it little weight. 

Pertinent in that regard is footnote 25 to the order to which we point. This 
footnote re~ds in pertinent pro't: 

Eccentricities of the particular industry must'always be kept in mind. We 
take the word "eccentricities" from Mr.,Justice Jackson's provocative dissent in 
Federal Power Commission v. Hope Natural Gas Co., 320 U.S. 591, 628-660 
(1944), in which he observed at page 629 of 320 U.S. that "Solutions of these cases 
must consider eccentricities of the.indusury which give rise to them . . . .  ,; l m  
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The Commission addressed one such "eccentricity" in footnote 21 to the same 
document, which reads: 

Though oil prices have been "controlle~' from time to time, they have never 
been "regulated." Control is not to be confused with regulation. Regulation seeks 
to set just and reasonable prices. Controls do not purport to have much to do with 
the justice or the reasonableness of an individual [emphasis in the original] price. 
Controls simply seek to keep prices from rising. They do that by making the price 
as of some more or less arbitrarily chosen date or base period the maximum lawful 
price to which sellers must thereafter limit themselves. 

This brinks us to the impact of oil pipeline rates on consumers. The Commission 
dealt with that in the text of its 1980 order. The pertinent passage reads: 

From a consumer-welfare standpoint, oil pipeline rate increases are a horse of 
an altogether different color from incr~ses in the wholesale cost of electric power 
and natural gas-- in the instant case, for example, even if the total increase were 
to be flowed through, the impact on a consumer using 20 gallons of gasoline a 
week would be only 58.4 cents a year. xs7 (Emphasis in the original). 

The pungent footnote (n.23) appended to that statement points out that that 58.4 
cents a year is "A far cry indeed from the consumer impact of the electric and gas rate 
increases that come before us. ''urn 

At a slightly later point in the text of that same order the Commission spoke of a 
"significant difference between the consumers of electricity and gas, on the one hand, 
and the shippers of oil, on the other." That difference, said the Commission, "comes to 
the fore when we look at the economic status of the two populations. ''xss 

The order continued: 

Nothing that  has come to our attention suggests that there is a significant 
number of poor people who own oil wells or oil refineries. True, there is always 
somebody at the margin. And it is also true that even at today's prices there are 
some people in the oil business who are having a difficult time. Even for those 
rnarginaJ entrepreneurs, however, a pipeline rate increase is unlikely to have an 
impact at all comparable to the impact of a substantially higher gas bill or an 
inflated electric bill on a household that subsists wholly or almost wholly on social 
security benefits, unemployment compensation, the statutory minimum wage, or 
an inflation-ravaged fixed income. 

And even when we go u p  the economic ladder, we encounter millions of 
consumers in circumstances far more necessitous than those of all but the merest 
handful of producers and refiners, xso 

The Commission made the foregoing observations in 1980. And the statute was 
passed in 1906. However, much of what the Commission said in 1 ~ 0  was also true in 
1906. In 1906, as in 198~. 

(1) Oil prices were unrogulated; xs2 and, 

(2) There was no mechanism for flowing the benefit of lower oil pipeline rates 
through to the consumer. 

Against this background, we see little, if any, reason to assume that the 
Progressive-Era Congress of 1906 that  was legislating on behalf of independent oil 
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producers s a  was thinking exactly the same thoughts about crude oil pipelines that the 
Depression-era Congresses of 1935 and 1938 were thinking about electric power and 
about natural gas transmission when they legislated on behalf of consumers, s u  

The words used at the turn of the century were the same as those used in the 
1930%. But that tells us very little. Indeed, it tells us next to nothing, l i t  

The phrase in question, "just and reasonable," is a high-level abstraction. I t  is a 
mere vessel into which meaning must be poured. The meaning can come only from the 
context in which the words were used and from careful attention to the ends that the 
legislators had in mind when they used them. 

What do we see when we make that  examination of context and purpose? 

In electric power and in gas we see firms that  render public services that everyone 
has always regarded as essential. From their very beginnings those firms were 
confronted by a formidable public ownership movement. At times that  movement 
waxed. At other times it waned. Never, however, did it become extinct, xu 

The public ownership movement was far from extinction in the days of the New 
Deal. On the contrary, it was very formidable indeed during the Terrible Thirties when 
Federal regulation came to gas and electric rates, xm I t  was also strong during the 
Progressive Era when the states began to regulate. ,e~ 

The picture that emerges in electricity and in gas *u  is one of an industry 
haunted by what was from its perspective the specter of socialization. ,m To ward that  
evil off, the industry was prepared to cut a deal with its critics. The essence of the 
arrangement, which is still in effect, was that: 

(1) The industry would submit to---indeed, it would welcome---regulation. 17o 

(2) Though many years elapsed before that regulation had much real 
impact nx or was ccet-based in practice, zrs in theory at least, utility regulation 
was always fairly rigorous. ,rs 

(3) Monopolistic franchises and legally protected shelter from the icy blasts 
of competition were the quid pro quo that the industry received in return. ,Tt 

(4) So over the years a tight regulatory structure was built as a politically 
acceptable, juridically sanctioned half-way house between unregulated private 
monopoly and outright public ownership, lye 

The oil pipeline picture has little in common with this. Consumers made no direct 
use of the lines. So there was no outcry from them. The outcry came from Standard's 
crude oil suppliers and to a lesser extent from its independent refiner-competitors, lrs 

They were the people who either: 

(1) Used the lines, or 

(2) Wanted to use them or thought that they wanted to use them---but were 
precluded from doing so by Standard's prohibitive rates and by its other 

• .restrictive practices. 

Since this was a quarrel among businessmen, there was no agitation for public 
ownership. ,x~ The number of Americans who cared enough about the pipelines to 
worry much about them and who were also radical enough to contemplate their 
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socialization was far too small to fuel a really formidable movement for Government 
ownership, n s  Beleagured and detested though the Standard Oil Company was~ it had 
no reason to share the fear of expropriation that  haunted utility managers and utility 
investors. 

Hence Standard, unlike the utilities, had no incentive to barter away any of its 
pre-existing entrepreneurial freedom with respect to its pipelines in return for shelter. 
from either: 

(I)  A drive for public ownership; or 

(2) Competition. 

Neither public ownership nor competition (actual or potential) from other people's 
pipelines was any threat  to it. , ~  

That  is why Standard, unlike the utilities, resisted the the. very idea of rate 
regulation xso as long as i t  could, all the way up to the Supreme Court. ls l  Of course, 
that  is peripheral. Our primary concern is not with what the Standard Oil Company 
had in mind. I t  is with what the Congress of 1906 had in mind. " 

But tha t  Congress didn' t  say what it had in mind. usz So we are reduced to 
drawing inferences about its intent  from the historical context in which it worked. 
There is no other way. l u  

When we look a t  the Hepburn Act's oil pipeline provisions in the historical context 
in which they are embedded, the first thing that  strikes us is a negative. Congress was 
not legislating about "ut / / / t /~."  I t  was legislating about "tnmsportatiou." I t  was 
amending the Inters.tare Commerce Act. And it was entrusting the administration of 
tha t  amendment  to the ICC. 

Now in 1906 the ICC neither relied nor purported to rely on a rigorous cost-based 
paradigm. Its rate jurisprudence at  tha t  time was embryonic, inchoate, and notable 
neither for lucidity nor for tightness of reasoning. ~ s  I t  was a seat of the pants, 
informed (sort of informed anyhow) hunch, chancellor's foot, curbstone equity,, rough 
justice kind of thinK. I t  had little in common with the clear-cut concepts that  the 
Federal Power Commission developed decades later, ass Congress must have known 
that.  los 

We do not mean to say tha t  the FPC was logical and precise, while the ICC clung 
obsessively to ~ and to imprecisio~ That  is not so a t  all. What  is involved is not a 
difference in ~ power. I t  is a difference in the nature of the task. 

Regulation at  the FPC was, and regulation at  the FERC still is, on a firm-by-firm 
basis. ~ That  is true of public utility regulatiml generally. The regulators look 
intensively at  the particular company under examination. Next week they take that  
same close look at  some other company. These firm.specific inquiries lend themselves 
to meticulous cost analyses, to refined measurements of a particular firm's "cest of 
capital," and to efforts to  align prices (a rate is nothing but a special kind of a price 
xss), with costs as perfectly as fallible human judgment , the kaleidoscopic variety of 
real-world sitnatioos, and the slips and the glitches inherent in all kinds of adversary 
proceedings and in any kind of fact.finding permit. 

Regulation at  the ICC, on the other hand, was, and we believe still is, industry- 
wide in the main. That  Commission dealt and deals with rai]rc~Is and with truckers 
tha t  compete with each other. I t  had to consider "weak" carriers as well as "strong" 
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ones. I t  had to keep competitive relationships constantly in mind. Hence it had to be 
looser, more impressionistic, and conceptual]), fuzzies than a utility commission likes to 
be. 

Examples may help make the point. When the Public Service Commission of the 
State of New York passes on the rates that people in New York City have to pay to the 
Consoiidated Edison Company for gas and electricity, that Commission will generally 
have little reason in the normal case to consider the rates charged by other companies 
to other people in other places. 1~t Ditto for this Commission when it passes on the 
rates that Consolidated Edison: 

(1) Pays to the natural gas pipeline companies that sell it gas; and 

(2) Charges other utilities for electric power that they buy from it for resale. 

The position of the Interstate Commerce Commission in 1906, the key date for us 
when we try to figure out what the ~ e s s  of that year probably had in mind, was 
quite different. When that agency dealt with rail rates for the carriage of freight and 
passengers from New York to Chicago, it had to look at half a dozen different carriers 
who were vying with each other for that traffic. Some of those roads were very 
strong.Ira Others were weak. mx The Commission had to consider the roads as a group 
and strike a balance between the collective interest of the carriers, on the one hand, 
and their ratepayers, on the other. 

I t  can, of course, be argued that general propositions about "transportation" in 
general versus "utilities" in general are meaningless here. Those who take that view 
would stress that whatever may have been going on with the railroads back in 1906, 
the pipelines were then as monopolistic as any business has ever been. They would 
proceed to point out that  Congress knew that. Their conclusion would be that these 
rates were meant to be regulated tightly and that  idle musings about transportation 
tradition do not advance the oil pipeline inquiry. 

These arguments are not wholly implausible. ,w But we believe there is much 
more to be said on the other side. Oil pipelining was a spec/alized kind of 
transportation. The industry had been intimately associated with the railroads. Since 
the pipelines carried only crude at that time while refined products went by rail, we 
find it intrinsically implausible that  Congress wanted to create two separate regulatory 
schemes--one for o~l that moved by rail and the other for oil that moved by pipe. ,st  
We think it infinitely more probable that  Congress thought that it was looking at a 
unitary oil transport problem that  had been confused and confounded by partial 
regulation relating solely to railroads from 1887 to 1906 and that it broadened the 
coverage of the Interstate Commerce Act to include oil pipelines in order to close what 
must have been regarded as a pernicious regulatory gap. 

Should that hypothesis be correct, it follows that: 

(1) No radical break with transportation tradition was intended. , t i  

(2) There is no historical support for the view that the legality of an oil pipeline 
rate must be tested solely by reference to the cost of service methodology traditionally 
applicable to utility rates. We move from these relatively inconclusive speculations 
about what the Congress of 1906 may or may not have intended about the extent to 
which traditional transportation lore was to be applicable to this very special type of 
carrier to another area in which history gives us a better light, lm 
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What was the agitation that  led to the statute aboutP What was the nature of the 
complaints? What was the evil perceived by those who sought and obtained legislative 
relief? What was the mischief to be suppressed? I ~  

The answers we get when we put these questions to the historical materials in this 
field differ markedly from those produced by a study of the history of utility 
regulation, State or Federal. , u  

Turn of the century pipeline complaints and lamentations were unique. The 
charge against the railroads, against the electric companies, against the gas companies, 
and against the telephone and telegraph industries was that their rates were too high. 
, I t  The charge against John D. Rockefeller was not this run-of-the-mill allegation that 
his rates were above the cost of service. I t  was that his rates were "far" above the cost 
of service and "altogether excessive." too 

Indeed, Standard's rates were said to be "prohibitive." N,  That charge is worth a 
pause. I t  is, we believe, unprecedented in the annals of regulation. 

Sellers want to make money. They want to buy cheap and sell dear. But they want 
to sell. 

That is as true of monopolistic sellers as it is of those less happily situated. 
Electric companies want to sell electricity. Gas companies want to sell gas. And the 
American Telephone and Telegraph Company wants people to use the telephone. 

But the old Standard Oil Company did not want People to use its pipelines. NI It  
wanted to be in a position that  enabled it to force the independent producer to sell his 
oil to it. 2os And it also wanted to reduce the independent refiner to a state.of vassalage 
by creating an industrial milieu in which he was absolut/ely 'and totally dependent on 
Standard for his raw material. Jo6 

Prohibitive rates were a means to that  end. ~ s  Omlpes,  wanted to forbid both the 
use of the means and the attainment of the end. The policy at which it fired was a 
policy of "prohibitive" pricing. 

Against this bcLckground, it seems clear to us that  the authors of the Hepburn 
Act's oil pipeline, provisions did not t~e the words "just and reasonable" in the sense in 
which public util/ty lawyers have used them since the 1940's. Nu 

We think that  what was meant was not "public utility reasonableness," but 
ordinary commercial "reasonableness." ~ To be specific, we discern no intent to limit 
these carriers' rates to harebones cost. What we perceive is an effort to restrain gross 
overreaching and unconscionable gouging, ml  

h ~ Origin! Undentamdi~ Really That Im!~rt.ant? 

The parties amm~r this quest/on in the negative. The matters and things into 
which we have been delving for a goad many pages were neither briefed nc¢ argued. 
We gather that  counsel deemed them irrelevant, m 

What about the industry's adversaries? They too are loath to enmesh themselves 
in the events of 1906. Their legal position rests on public utility concepts that did not 
flower until after the Hepburn Act had been on the beoks for many years. 

Now the lawyers engaged in this case are very able. That their notions of what is 
relevant differ so greatly from ours is a matter of some consequence. It suggests that 
we are giving more weight to history than it deserves..Io 
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We are shaping public policy for the world of 1982, not the world of 1906. Why 
not do so in the light of our assessment of contemporary needs and of our conceptions of 
justice and reasonableness? Why worry so much about what Henry Cabot Lodge the 
elder may or may not have thought when neither he nor his colleagues told us what 
they thought? m,  

Why not do as the Supreme Court has done? When the High Court had to pass on 
the Fourteenth Amendment's impact on segregated public schools (a question 
somewhat more momentous than those that confront us here), it looked at lots of 
historical lumber. And it then brushed that whole body of antiquarian lore aside with a 
laconic, "we cannot turn the clock back to 1868 when the Amendment was 
adopted."s~ 

Why then do we seem to be trying to turn the clock hack to 1906 when the 
Hepburn Act was adopted? There are several answers to that. One is that  the 
Commission is not the Supreme Court. Another is that  the Interstate Commerce Act is 
not the Constitution. sis 

But the best answer is that we do not look to the entrails of 1906 for guidance as 
to what we should  do. That would be silly. We go to the historical record only for the 
purpose of seeing what we can do. History limits our range of choice. 

Sometimes it does so loudly and clearly. Assume, for example that we were to 
conclude that  there are no longer any valid public policy reasons for regulating oil 
pipeline rates, that indeed there never were any such reasons, and that the Lodge 
Amendment to the bill that became the Hepburn Act was a pernicious political 
accident. We would not be free to act on that judgment. We would be in the position of 
a Prohibition-era Federal judge who in his private capacity considered the Eighteenth 
Amendment preposterous and disgraceful but who was nevertheless bound while at 
work to do what he .could to enforce it. 

In other instances history's voice is softer and less distinct. But it is not wholly 
inaudible. Here, for example, the complaining shippers and their allies tell us that  the 
"law" is that we must regulate these rates in exactly the same way that we regulate 
the rates over which the former Federal Power Commission had jurisdiction. We are 
told that  we have no choice, that  the mandate for rigorous, cost-based regulation is 
inflexible and inexorable. 

We go to the historical record to see whether that  is true. We fred that it isn't. 
That is an understatement. 

What we actually find is a most substantial question about our power to regulate 
this industry along classical public utility lines. Our power to conform it in torn to the 
somewhat less stringent but nevertheless quite intrusive model that  characterized 
other types of common carrier regulation until the deregulatory initiatives of recent 
years is also questionable. 

These questions stem from: 

(1) What Congress did about the pipelines in 1906; and 

(2) What it did not do about them in later years. 

The record of inaction is as prominent here as the record of action. =xt 
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Pest-1900 amendments to the Interstate Commerce Act gave the agency that 
administered that statute a veritable arsenal of regulatory controls ~_6 over the 
construction of new facilities, the abandonment of service, the quality of service, and 
the finances of the carriers, zzl But these augmented powers were not granted w/th 
respect to oil pipelines. ~7 What we have here is pure rate control unaccompanied by 
other restraints on entrepreneurial freedom. Legislators intent on rigor would, we 
think, have fashioned something more rigorous, sis 

The only judicial opinion that has ever dealt with the substance of oil pipeline 
regulation took the same view. ~ t  In that opinion the Court of Appeals for the District 
of Columbia Circuit said: 

[W]e may infer a con~-esdonai intent to allow a freer play of competitive 
forces among oil pipeline compardes than in other common carrier indusu~es and 
we should be especially loath uncritically to import public utilities notions into 
ttds area without takJ~  note of the degree of re~iarJon and of the nature of the 
regulated business, mo 

The Commission's Oil Pipeline Task 

From the foregoing, we see that the Commission is: 

(AS Neither free to deregulate this industry; nor 

(B) Under an inflexible duty to regulate it in exactly the same way that the 
former Federal Power Commission regulated electric power prices and natural gas 
transportation rates. 

Between those extremes there lies a wide middle range. The Commission's task is 
to/ 'rod the point within that  range at which the social cost-benefit ratio is optimal. 
That is no easy matter. We are not altogether sure that we have landed in the right 
place. ~u But we believe we have. 

What we are sure of is that the road to our destination does not run through a law 
library. The answer for which we search cannot he derived by parsing precedents. " 
The maps we need are not juridical. " "  They are statistical 

W ~ t  Does ~ ¢  H~tory TeU UsP 

We turn to the sta6s~cs we deem relevant. 

The heading suggests that  we are about to inflict another historical disquisition o n  
the parties and on the readers of our reports. And that  is true. There is lots of history 
in this section. But it  is here only for perspective. Our primary concern at this point 
and in the rest of the Op/nion is with the world of today and of the recent past. This 
section is presentminded. So we begin with the present. 

And we look at it through the consumer's glasses. We do so because we are 
ourselves consumers and because they are the people we are here to protect. So the 
logical questions with which to begin are: "How important is this subject to consumers? 
How much do they have at  stake? Do they have anythingat stake?" 

The answers are clear. 

For the contemporary American consumer, the most significant thing about the 
oil pipeline rate controversy is its utter insignificance. On an overall, industrywide 
basis, the pipeline charge came to 61 cents a barrel m in 121 .  m Since there are 42 
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gallons in a barrel, that is approximately 1.5 cents a gallon. No great cause for 
perturbation there. 

It can, of course, be argued that these figures understate matters. Some will say 
that they understate them badly and that realism demands that they be doubled. The 
argument in support of that position would be that the consumer pays two pipeline 
charges---one for the journey of the crude from well to refinery and the other for the 
journey of the end product from refinery to point of distribution. There is something to 
that. But it is an overstatement. Not every barrel of oil travels over pipes twice. 
Indeed, some of it never enters a pipe. And much of the rest of it travels by pipe for 
only a short distance. 

Thus, for example, crude that comes into this country from abroad and crude 
produced in the coastal regions of the United States may travel by tanker and barge to 
refineries that  are on the water. The product that  those refineries turn out may also 
travel by water. To take that into account and to arrive at  realistic estimates, we look 
to the pertinent aggregates. When we do so, we see that: 

(A) In 1981 the American people spent at least $240 billion for petroleum 
products. ~ t  

(B) On the other hand, oil shippers paid a total of about $6.6 billion for pipeline 
transit, n s  

(C) But more than half of that 86.6 billion in aggregate revenue was generated by 
the Trans Alaska System. That is significant for several reasons. One is that practically 
all of the money paid to the consortium of integrated oil companies that owns the 
Traus Alaska System was a "wash." The system's owners paid it to themselves. That is 
so because on the Trans Alaska System there is an almost total identity of interest 
between the shippers and the owners. For all practical purposes, the shippers are the 
owners and the owners are the shippers, m Now that may be a bad thing for other 
poople in the oil business. It may also be a bad thing for society in general. It may 
therefore call for rate controls of the utmost rigor, i.e., for controls as stringent as those 
that the governing statute permits us to impose, m 

What we are trying to do right now, however, is to gauge the short-run impact 
that pipeline rates have on the consumer. And though an argument can be made that 
the Trans Alaska rates have such an impact, the notion seems a bit far-fetched. ,I Of 
course, things are not always as they seem to be at first blush. To determine whether 
there is or is not a significant discrepancy between appearance and reality insofar as 
the impact of the Trans Alaska Pipeline System's rates on the American consumer is 
concerned and to consider the special public policy implications, if any, of the sheer 
size of that facility, of the fact that its rates per barrel are several times those charged 
for typical pipeline journeys in the Continental United States, and of the special risks 
that its construction may or may not have entailed, we put that case to one side for 
individualized treatment. ,n That being so, it would be wrong to toss the very special 
Alaskan numbers into our general statistical stew. The resulting concoction would be 
noisome and unnutritious. 

(D) Hence we confine ourselves to the $822 billion collected in 1981 by common 
carrier oil pipelines other than TAPS. That is approximately 1.34% of the $240 billion 
that we consider a rock-bottom estimate of the nation's oil bill. So it is apparent that 
we are not dealing with something of the first order of magnitude. 
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(E) Three billion dollars a year (and in round numbers that is what we are talking 
about) is a lot of money. But it is not very much when viewed in relation to the 
nation's total oil bill. 

(F) Moreover, our concern is with regulation and with what regulation can do for 
consumers. And here we are driven to the conclusion that oil pipelining is an industry 
in which the most assiduous, the most richly informed, the best-intentioned, and the 
most amply financed of regulatory efforts is incapable of doing anything of substance 
for the consumer. Viewed from his perspective, the amounts involved are too small to 
be worth worrying about. That is one factor. But there are also others which well may 
be more important. Those we consider significant are: 

(1) The total absence of any legal mechanism for flowing the benefit of pipeline 
rate reductions through to the ultimate consumer; and 

(2) The absence of any plausible basis for believing that  the mechanics of the 
marketplace will necessarily lead to that result. 

Our skepticism on that  last score does not stem from a lack of faith in the market. 
I t  stems from the fact that  oil is an extremely complex industry. ~m So the pricing 
process is also complex. 

The forces that  shape the price of the end product are many and varied. Hence 
there is no assurance that  lower transportation costs to the refiner will nece.~rHy 
mean lower prices for the motorist and the homeowner, m It  might mean that to some 
extent at some times and in some circumstances. But in the short run at least it is just 
as likely to mean better margins for refiners who are not shipper-owners. ~m 

Let us bring that  last point down to earth. Is it likely that  the arduous, 
protracted, pertinacious, and, we assume, quite expensive litigation effort that Kerr- 
McGee has made in this case M was motivated solely by a disinterested passion for 
consumer welfare? ~ That Kerr-McGee is interested in lower pipeline rates is clear. Is 
it equally clear that  it is interested in them because it is yearning to act as a wholly 
uncompensated conduit through which the benefit of truly cost-hased pipeline rates 
can be passed on to the American people? ~m 

We think not. We think that  Kerr-McGee's managers embarked on this lhigation 
because they thought that success in it would benefit the company's shareholders. We 
see no reason to believe that  consumer benefit was a significant factor in their cost- 
benefit calculations. M 

This is not to say that  it is wholly inconceivable that  some consumers might in 
some circumstances reap some slight benefit from lower oil pipeline charges. But we do 
not see how that benefit could ever be large enough to be visible to the naked e y e . . o  It  
would, if present at all, be of sub-microscopic dimensions. 

From the consumer's perspective, oil pipeline rate regulation is akin to efforts to 
do something about the high price of shoes by controlling the price of shoe laces, s~t to 
contain the cost of food by seeing to it that  the price of spice a4a is always "just and 
reasonable," ~ and to limit the cost of apparel by h/tting hard at the price of buttons. 
244 

Few rational consumers (and we assume that  consumers are as rational as 
businessmen ~m) would expect much from such endeavors. ~ Such, so far as we can 
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tell, is the consuming public's view of oil pipeline rate regulation. The subject appears 
to evoke nothing but yawns in consumerist circle6. 

That conclusion rests on these circumstances: 

(1) Consumer groups and consumer spokesmen frequently intervene in 
proceedings before us. 

(2) These proceedings have been well publicized. Everybody seriously interested 
in oil knows about this case. 

(3) An earlier rulemaking proceeding that covered pretty much the same ground 
was also widely publicized. I~T 

(4) Yet neither in this case nor in the abortive rulemaking did anybody who styled 
himself or herself a consumer or a consumer advocate darken either our door or the 
ICC's. s u  

That tells us something. And what it tells us is important. Neither consumers nor 
their champions deem the oil pipeline rate problem cesmically significant. Of course, 
law is not made by Gallup poll. Participatory democracy has yet to reach that point. 
Nevertheless, the fact that the putative beneficiaries of a proposed crusade are calmly 
indifferent to the crusaders' strenuous labors ontheir  behalf cannot be shrugged off as 
wholly meaningless. 

Suppose, for example, that the National Labor Relations Board and the courts 
that review its decisions were being urged to adopt a certain construction of the 
National Labor Relations Act on the ground that it would do wonders for organized 
labor. Suppose further that: 

(I)  This was being said---forcefully and elaborately said--by certain employers, 
by labor economists retained by those emplbyers, and by members of the National 
Labor Relations Board's own staff; but that 

(2) The labor movement itself were studiously indifferent to the whole fuss. 

Would not such a state of affairs lead. one to wonder about the validity of the 
policy premise being propounded? Would it not suggest that the self-styled "friends of 
organized labor" who were fight~ag so hard for its cause were really f'~hting for 
something quite different or in the alternative that they failed to think the sub '~ t  
through? u s  

Some will doubtless brand these views narrow-minded, short-sighted, and 
simplistic. This is a subject about which emotions run high. So we expect that. We also 
expect to be told that: 

(I) We have merely repeated what we said at an earlier point ~o in fewer 
words.~1 

(2) This tactic of proof by reiteration won't wash. u s  

(3) Arithmetic was a marvelous invention. It  has done wonders for humanity. But 
it has its limitations. Adjudication is not bookkeeping. A public policy inquiry into 
numbers begins with their magnitude. But it does not end there. Some numbers are 
more strategic than others. I t  is fallacious to look at A, find that it amounts to a billion 
dollars, then look at B, see that B also comes to.a billion dollars, and conclude that A 
and B are equally significant. A billion dollars here is not necessarily" the same as a 
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billion dollars there. In one context that sum may have a far greater impact on the 
economy and on society than it does in another. 

(4) And the sums here involved are of decisive import. The monies that pipeline 
users pay to pipeline owners shape the structure of the oil industry. Hence the effect 
that pipeline charges have on the prices that consumers pay cannot be gauged by 
bookkeeping calculations. 

(5) The Commission has forgotten the paradigm that it itself developed at the 
outset of this Opinion. ~ '  

Our difficulty with this critique is that it is wholly a priori. It is founded on the 
premise that the ownership of a pipeline carries with it the power to exploit. The 
central idea is that the structure of the oil industry enables pipeline owners to squeeze 
pipeline users. 

Now it is quite true that the Congress of 1906 legislated on the basis of these 
concepts, m No subsequent Congress has re-examined them. Hence we are constrained 
to regard them as valid in today's world. So we start from the premise that there is an 
evil to be remedied, or at the very least a potential evil to be curbed. 14 But Congress 
did not assess lhe extent or the gravity of that evil or potential evil. It left that to us. 
And we cannot discharge that  function rationally unless we begin with some 
measurements. 

There is an infinite variety of squeezes and potential squeezes. Some are almost 
imperceptible. Others can be fatal. At what point in that continuum does the oil 
pipeline squeeze fall? To answer that, we have to Io0k at the numbers. When we do 
that, we begin with the $3 billion in gross receipts that the oil pipeline industry 
collected in 1981. But the industry's staunchest foes would not maintain that all of 
that ~3 billion was unjustly extorted. They would concede that at least some of it was 
earned. How much of that $3billion would these people say was "excess profit"? 

We don't know. And we doubt that they do. Out-of-pocket expenditure for labor 
and supplies do not bulk as large in oil pipelining as they do in other businesses. 
Nevertheless, there are some such expenses. Moreover, capital investments are 
extremely substantial. Since the constitutional guarantees in favor of private property 
apply to integrated oil o~npanies and to others who own pipelines, allowance must be 
made for a fair return on investment and for the depreciati~ of the facilities. 

In assessing the magnitudes invol~,d we must always keep in mind the fact that 
most of the oil that travels over the nation's pipeline network belongs to the shipper- 
owners themselves. So most of the putative "excess revenue" is a wash. Hence the very 
most that can be involved in broad social terms is a possible shift of a few hundred 
miU/on dollars a year from the major integrated oil companies and from such 
"independent" pipeline operators as Williams to independent producers and 
independent refiners. 

Some doubtless think that this would be good. Assume that they are right. The 
question then arises, how g~d would it be? We see no tenable basis for the view that 
this shift of income from pipeline owners to pipeline users would yield societal benefits 
large enough to warrant aggressive governmental intervention. 

What could such intervention accomplish? The most that it could do would be to 
make the independents in the oil business slightly better off and the major integrated 
companies slightly worse off. What would that do for the people who are not in the oil 
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business and who constitute the overwhelming majority of the American population? 
That is the question that concerns us when we ponder schemes for radical change. We 
have not received a satisfactory answer to it. 

As noted many pages ago, "we are in an area where there is a counter-argument to 
every argument." m7 So we confidently expect some to argue that our social arithmetic 
is badly flawed. They may well point to what history tells us about prohibitive pricing 
in this field. The reasoning would doubtless go something like this: 

(1) What is wrong with oil pipeline rates is that they go, if unrestrained, to sky- 
high levels. 

(2) The higher those rates go, the more serious the problem. 

(3) If they go high enough, nobody can use the lines other than those who own 
them. These outlandishly high rates force the independent producer to sell in the fields 
to the majors. Stratospheric rates for refined products cripple the independent refiner. 
Those make it impassible for him to bring his gasol'me, heating oil or other product to 
market on viable terms. 

(4) In that situation ~,l! of the pipelines' business comes from the owners 
themselves. They do not collect a nickel from anybody else. The whole thing is a 
"wash." So from a bookkeeper's vantage point, there is now no excess revenue at all. 

(5) The more serious the pr~lem, the less important it is. That is palpable 
nonsense. It  shows how deceptive pure numerology can be here. The truth is exactly 
the other way around. The lower the visible excess reveoue contributed by non-owners, 
the greater the problem. 

That view cannot be dismissed out of hand. It  has a long' and an involved history. 
Our problem with it is that it has very little, if anything, of a present and even less of a 
future. 

Many years have now elapsed since much was heard about "prohibitive pricing." 
It  is certainly not what the shipper-protestants in this litigation are complaining 
about. They do not ma!ntain that Williams is trying to keep them off its lines, ms. 

Now we have to take another long look at history. We know that prohibitive 
pricing was common in 1906. That is why Congress legislated. But nothing actually 
happened. The law in the books was one thing. The law in action was quite another. 
Indeed, there wash°  action. The ICC was preoccupied by railroad problems. So it left 
the pipelines alone, sso 

That is why things during the Great Depression were pretty much as they had 
been a generation earlier when Congress~legislated back in 1906. Thus in 1931, the first 
year for which we have reliable data: m 

(A) Crude sold for 65¢ a barrel. 

(13.) Pipeline charges averaged 444 a barrel. 

(C) So the pipelines' charge; Was 68% of what the producer got for his Crude. 

That was the "Golden Age" of the pipelines. They were a cash cow for the former 
Standard companies. But most of that cash was their own. Their enormous pipeline 
paper profits came from themselves. 

¶ 61.260 F,d  e,,q  
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Perhaps there was a method to their madness. Were they following the old 
Rockefeller principle of prohibitive pricing? Did they continue to do so until the Great 
Depression shook things up? 

For present p u ~ ,  the troubled years between the stock market crash of 1929 
and the attack on Pearl Harbor are notable for two things: 

(I) Pipelines became even more important than they had previously been because 
technological developments (improved seamless and welded pipe, plus electric welding 
of pipe joints, together with the development of safety devices to cut down 
malfunctioning operations--all three made their appearance in the late 1920%) 
permitted gasoline and other refined products to be sent by pipe. This development 
coincided with the onset of the Depression. So surplus crude pipeline capacity was 
available. Accordingly, some crude oil lines were converted to refined products use. 
Their success led to the construction of many new lines for the carriage of refined 
products. 

(2) The regulatory system that this Commission found in place on October I, 
1977, when it inherited the ICC's oil pipeline rate functions was fashioned during the 
Depression years in response to the ferment of that time. 

The Depression recreated the low prices, the gluts, the widespread belief that the 
pipeline monopolists were choking the small man in oil to death and the demand for 
drastic action to stop them from doing this that were so prominent at the turn o| the 
century, ms I t  was 1906 all over again. ~ So both Congress and the Executive branch 
were much interested in pipelines. 

That interest led to a statute that authorized the President to institute 
proceedings to divorce pipelines from holding companies whenever unfair practices or 
exorbitant rates tended to create a monopoly, ms Once again the industry was haunted 
by the old specter of divestiture, ms Its response was to beseech the ICC to "regulate," 
after a fashion at least. 

As a historian friendly to the i~lustry and to the ICC observes: 

Clearly, the regulatory body once feared by pipeliners had now come to be 
regarded as a bulwark against the danger ass~iated with unpredictable 
Congressional act/on. The ICC had shown no disp~ition to question pipeline 
practices which would upset pipeline relationships. If anything, the existence of a 
regulatory statute bad strengthened them by accepting the integrated framework 
as given. What was to be feared, then, was that Congress might, without fully 
comprehending the consequences, decide to force an alteration in the integrated 
structure with which the ICC was accustomed to working. 

Here, as elsewhere in the economy and in the society, much happened between 
1931 and 1941. For one thing there was a tremendous agitation about pipeline rates. 
ms That drove pipeline charges down by almost 50%. ms The 44~ a barrel paid in 1951 
dropped to 24~ a barrel by 1941. Tto The other blade of the scissors also changed during 
this tempestuous decade. By 1941 thanks to various New Deal programs, the Texas 
l~ilroad Commission's production limitation efforts, and a mild recovery from the 
depths of the Depression, crude was up to $1.02 a barrel, r n  So in 1941 the pipeline 
charge was 21% of what the producer got for his crude, compared to 68% in 1931. 

Now let us look at 1950. By that time crude was up to $2.51 a barrel, about four 
times its 1931 price. But the pipeline charge held steady at 24~ a barrel, roughly half 
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of wlmt it had been during the Depression. So the pipeline charge was down to 10% of 
the cost of crude. 

In 1961 the pipeline charge was still 24¢ a barrel. But the price of crude was 
higher than it had been in 1951. So the pipeline charge dropped to 8% of the cost of 
crude. 

We move to 1971, when this case began. In that year: 

(A) Crude was up to $3.39 a barrel. 

(B) But the pipeline charge had dropped to 20¢ a barrel. 

(C) So our crucial ratio was down to 6%, a far cry from the 68% of 1931, the 24% 
of 1941, or even the 10% of 1950. 

Moving to 1981 and with the cost of crude at $31.77 a barrel and the average 
pipeline charge at 61 cents a barrel, we get a critical ratio of 2%. 

A transportation charge of 61 cents tacked on to something that  costs $31.77 may 
be too low, just right, or too high. But even if one takes the view that  this charge is far 
higher than it ideally ought to be, it is hard to see how it can be branded "prohibitive." 
Much water has gone under the bridge since an uproar about prohibitive oil pipeline 
charges was last heard in the land. Prohibitive oil" pipeline rate structures are now a 
problem for the economic historian. 

Prohibitive pricing was consigned to antiquarians long before OPEC and the post- 
1973 advance in oil prices. 

The table below tells t.he story: 

(I) 
Barrels 

Oriz#mted 
tin 

Fear Millio~sp 
1931 505 
1932 533 
1933 567- , 
1934 593 
1935 767 
1936 807 
1937 948 
1938 858 
1939 873 
1940 958 
1941 1053 
1942 1074 
1943 1266 
1944 1424 
1945 1442 
1946 1472 
1947 1618 
1948 1814 
1949 1656 
1950 1822 
1951 2119 
1952 2195 
1953 Z296 
1954 2331 
1955 2624 
1956 2&.~8 
1957 2850 

P~peime Rev, mue 
Revenues Per Cost of Ra~io 

(in Million: ~ 1  Crude (ia of rJ) 
~Doatn) rmcents) dotlJrs/' to(4) 

223 44 ,65 68% 
212 40 .87 46 
217 38 .6F 57 
199 34 I.OO 34 
197" 26 .97 
219 27 1.09 25 
24,8 26 1.18 22 
228 27 1.13 24 
212 24 1.02 24 
226 24 I t'O 24 
252 24 !.14 21 
245 23 1.19 19 
277 22 1.20 18 
310 22 1.21 18 
30#" 21 1.22 17 
294 20 1.41 14 
325 20 1.93 I0 
37~ 20 2.60 8 
377 23 2.54 9 
442 24 2.51 10 
524 25 2.53 10 
562 26 2.53 10 
591 26 2.68 i0 
617 26 2.78 9 
678 26 2.77 9 
737 26 2.79 9 

26 3.09 8 

¶ 6 1 , 2 6 0  . Federal Emiq~ Guldellems 
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1958 2775 721 26 3.01 9 
1959 3031 765 25 2.90 9 
1960 3147 770 24 2~8- 8 
1961 ~ 782 24 2.89 8 
1962 3457 811 24 2.90 8 
1963 3649 840 23 2~9 8 
1964 3948 865 22 2.88 8 
1965 4247 904 21 2.85 7 
19~ 46/30 941 20 2.88 7 
1967 50545 995 20 2.92 7 
1968 5407 1023 19 2.94 6 
1969 5721 1103 19 3.09 6 
19/0 6018 1188 20 3.18 6 
1971 6114 1249 20 3.39 6 
1972 6511 1338 21 3.39 6 
1973 6804 14445 21 3~9 5 
1974 6648 1587 24 6.74 4 
1975 6659 1874 28 7.56 4 
1976 ~ 2137 32 8.14 4 
1977 6719 2818 42 8.57 5 
1978 6233 4990 74 8.96 8 
1979 7477 5781 77 12.51 6 
1980 6501 6356 9/ 21.19 5 
1981 5768 (~29 111 31.77 5~ 
W/O TAPS 
1977 6622 2282 35 8.57 4 
1978 6337 2642 42 8.96 5 
1979 7010 2897 41 12.51 3 
1980 5949 2931 49 21.19 2 
1981 5217 3216 61 31.77 2 

SOURCES: Intentate Commerce Commission Transport Statistics in the United 
State* 1931-19/6; FERC Form P Annual Reports 1977-1981; Petroleum 
Facts and Figures (1971) pp. 86-87 for 1931-1967; Basic Petroleum Data 
Book for 1968-1980;, Enersy Information Administratien, U.S. Department 
e/Energy, Monthly Energy Review, for I ~ I .  

• Crude and Refined. 
Avlz~le United States ~ crude pc~ce at the w,ellh~d 

Economists like the adjective "marginal." We are tempted to apply that label to 
these numbers. But we fear that this would be wrong. It would exaggerate their 
significance. 

Something that has escaped us may be llirking beneath this unexciting numerical 
surface. If so, those who think the oil pipeline rate problem grave must show us what 
that something is and why it is important. They have not done that. They have not 
even tried to do it. The statistics we have just presented are in tl~e public domain. The 
materials on which they are based must be known to the people who worked so hard 
and so long on this cause. Yet they avoided them. We had to ferret them out for 
ourselves. 

Do those who maintain with an ardor reminiscent of Ida Tarbell that oil pipeline 
rate reform is one bf the ~ a t  questions before the Repubhc have a numerical leg on 
which to stand? That is the question. We conclude that they do not. That suggests that 
the oil pipeline rate reform crusade is anachronistic. It sounds like a blast from the 
past. This looks like an idealogical war that has been overtaken by events so that the 
combatants' rhetoric is no longer in touch with reality. 

Let us return to our numbers. They show that pipeline revenue per barrel 
averaged 244 in 1941. In 1951 after the Second World War and after a substantial 
bout of inflation it had risen by only a penny to 25¢. Thereafter its course was erratic. 
But it did not escalate upward, as practically every other price did. 

¶ 61 ,60 
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Indeed, it fell as low as 19¢ in 1968 and 1969. Remember now that the. figure for 
the year 1931 was 44¢. So the price of oil pipeline transit in nominal dollars in 1969 
was a mere 43% of what it had been in 1931. In real dollar terms the drop in price was 
of course far more impressive. True, the price rose after 1970. But that rise was as 
nothing compared to the rise in the price of oil itself. 

As late as 1979 the price was 41¢. In nominal terms that was about 7% lower than 
1931's 44¢. Again in nominal terms it was just about the same as 1932% 40¢. What 
other kind of transportation service could have been bought in 1979 for exactly what it 
cost in 19327 

The industry's critics would undoubtedly laugh at the notion that these price 
phenomena stem from an epidemic of altruism among pipeline owners. So do we. When 
it comes to regulation as it has been practiced up to now, we know that those same 
critics scoff at it as a meaningless exercise in total futility. That leaves them in a 
position that seems untenable to us. 

They maintain that: 

(1) The owners of the lines are grasping and mercenary. 

(2) Regulation has not restrained them. 

(3) Oil pipelining is essentially monopolistic. 

To stick to these theses in their all-out form one must ignore the industry's post- 
1940 price history. In other words one must remain obsessively fixated on a theory 
formulated in Ida Tarbell's day. We think this "DON~I " CONFUSE ME WITH THE 
FACTS" stance inappropriate. 

I t  is obvious that  something has been holding these rates down. That something 
must be a marketplace force. The industry labels that  force "competition." The parties 
have spent much time and great energy debating this matter of compet~ion. Each set 
of protagonists makes valid points. This is a rather "soft" kind of competition. I t  
appears to be of a live and let-live kind. But this does not mean that it is not there. Nor 
does it necessarily negate a finding of considerable potency. 

Competition and monopoly are hard to measure. Save at the extremes (for 
example, retail local telephone serv;iceat one pole and wheat growing at the other), 
disinterested expert observers often differ sharply about exactly ~ competitive a 
given walk of life is. In this industry the inquiry is complicated by the shipper-owner 
phenomenon. The factors that seem salient to us are these: 

(1) The development of |arge-diameter lines that cost far more to build.than the 
old Standard Oil Company's facilities did back in John D. Rockefeller's day has had 
two significant effects: 

(A) Joint ventures among oil companies have become widespread. 

(B) Prohibitive pricing has become uneconomic. That straU~T used to be rational. 
But it no longer is. The owners of the facilities generally want to keep their lines as full 
as possible. They want to maximize throughput. That objective is incompatible with 
the old tactic of charging more than the traffic would bear and move freely. ~r~. 

1 6 1 , 2 6 0  F,d  
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(2) No oil company (not even the largest) is wholly self-sufficient in 
transportation. Every company makes some use at some times of lines owned by 
others. 

To analyze the consequences of this state of affairs, one must dig beneath the 
surface. Assume for example a pipeline that looks as monopolistic as the local electric 
company. It runs from one inland point to another so that it has no maritime 
competition to speak of. Moreover, there is no other pipeline in the area. This does not 
mean that our hypothetical pipeline has the market power that a local telephone 
company or electric utility has. That pipeline's most important customers are large oil 
companies. They are the ones who have lots of oil to move. 

.And some of those companies will have no ownership interest in the line. That will 
most assuredly be so when, as in the instant case, the line is independently owned. 

Is it likely that these large non-owner shippers will long permit even a seemingly 
monopolistic carrier to loot them? Would Exxon or Mobil permit a Williams, a 
Buckeye, a Mapco, or a Kane.b to steal it blin~ Would. Exxon permit Mobil to do so? 

We think not. Perhaps there are contexts in which the major oil companies behave 
like a band of brothers. ~ i  But brothers have been known to stand on their rights in 
their business dealings with each other. 

True, the potential competition that we think omnipresent here is not the kind of 
competition on which college sophomores are examined. Nor is i( the kind of 
competition that the agriculturist, the trader in securities, and the retail merchant 
face. All of the major oil compani~ are themselves pipeline owners. Hence it is 
reasonable to suppose that none of them is eager to upset the apple cart. They do not 
squabble with each other in public about pipeline rate~. ~m 

So it is quite likely that there are many instances in which shippers deem it politic 
to pay more (perhaps on occasion a good deal more) than they would like to pay for the 
sake of peace and quiet. But obviously this patience has its limits. It follows that few, 
if any, pipeline owners are able to gouge their  most important customers with 
impunity. And since the statute bars rate discrimination, small shippers are the 
unintended incidental beneficiaries of the potential competition among the giants. Our 
study of the literature leads us to believe that the Antitrust Division, the carriers' 
oldest and most persistent adversary, is in accord with these views. 

In this case and in related proceedings before us it insists on the crying need for 
drastic oil pipeline rate reform. It also maintains with great fervor that there will be no 
justice in the world of oil until pipeline rates are "cost-based" in the public utility 
sense of that term. We do not impugn the sincerity of the Justice Department lawyers 
and economists who have made these arguments. Nevertheless we see considerable 
evidence that they no longer regard oil pipeline rates as the central problem. ~s  The 
next section explains what we have in mind. 

The Undemizing Hypothesis and its Significance 

In recent years the Antitrust Division's economists have developed an aua]ysis 
that has come to be called the "undersizing hypothesis." I t  goes like this: 

( l )  Integrated oil companies try to see to i t  that there is a shortage of pipeline 
capacity. 

(2) They attain that objective by undersizing their lines. 

n~c ~ ¶ 61,260 
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(3) They do that  in order to create a situation in which some of the oil that moves 
from A to B is forced to travel by truck or by train at costs appreciably higher than 
these that would be paid were adequate pipeline capacity available. 

(4) Thus the marginal bexrel that hits the market at B carries an unnecessarily 
high transportation cost. 

(5) The price at B will be set by the cost of that marginal barrel. 

(6) That cost is higher than the cost of the barrels that  move by pipe. 

(7) It is also higher than the averssv cost of all the oil that goes into B. 

(8) The result is a phantom freight charge that  holds an umbrella over the price of 
all the oil in the market and that  is therefore a significant source of monopoly profit, 
inimical to the consumer. 

Is this what actually happens? Or is it just economic science fiction? Those 
questions have been much debated, rrt We need not pass on them. They are irrelevant 
for us. That is so because we have no power to do anything about undersizing. 

For present purposes, it really does not matter whether the undersizing hypothesis 
is true or false. What is important is that: 

(1) I t  has been propounded; rts and 

(2) The Antitrust Division, the industry's meet persistent and meet knowledgeable 
antagonist, has propounded it. Iw 

This shows that  the Division does not believe that  the old strategy of gouging and 
of prohibitive pricing is still viable. After all, that strategy is much simpler than the 
involved undersizing tactic. I t  is also much cheaper, s o  

Yet the Antitrust Division believes that  pricing policy is supplemented by sizing 
shenanigans. But would those be resorted to if pricing policies were still what they were 
in 1906 or 19367 We think not. 

The Implications of the Foregoing for Administrative Policy-- 

Here/n o[ the Public Law Model Versus The Private Law Model 

What are the administrative implications of all this? 

We think this an area in which the statutory text (having regard to what it does 
not say as well as to what it says), its historical context, and contemporary economic 
reality all point to the conclusion that  rigorous controls, zealous sua sponte 
enforcement efforts by the Commission and elaborate multifaceted inquiries into every 
nook and cranny of the regulated entities' affairs are out of place. 

To draw a medical analogy, what we have here is something on the order of an 
ingrown toenail or dandruff rather than schizophrenia or tuberculeeis. Important 
though public health is, few would see much to be said for a massive commitment of 
resources to an all-out war on ingrown toenails or dandruff. This is not to say that  
nothing at all should be done about those ailments. And that is pretty much our view of 
the oil pipeline rate problem. 

161,260 F,d,  En*rw 
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It was also the way in which the ICC looked at these matters. That agency 
considered itself a passive Oil Pipeline Rate Court• Like other courts, it waited for 
litigants to bring business to it. ~sl Until this case came along, none did. 

When this Commission inherited the ICC's oil pipeline rate jurisdiction, it found 
that way of doing or not doing things strange. It was diametrically opposed to the 
Federal Power Commission's activist tradition. It was scathingly denounced by the 
Department of Justice and by others as a policy of "See no evil, hear no evil." And it 
was out of tune with contemporary regulatory thought, m, 

Accordingly, this Commission's staff broke with the ICC's tradition of passivity. 
When our Oil Pipeline Board was presented with a rate increase filing that looked a bit 
suspicious to it, it suspended. Those suspensions were numerous. For a long time their 
duration was seven months, the maximum period permitted by the governing statute. 

At the end of 1980, however, the Commission decided that this was wrong. It 
directed its Oil Pipeline Board "to refrain from suspending for more than a single 
day." is/However, the policy of suspending rate increase applications on the agency's 
own motion whenever its staff saw circumstances that it thought called for an inquiry, 
even where nothing was heard from anyone who claimed to be aggrieved, remained in 
effect. It is still in effect. 

We must now decide whether it should be continued. After some reflection, we 
hold that this policy was and is wrong. Hence we now scrap it. 

We think that the policy was confused. Those who formulated it took ideas that 
make sense in and are indeed basic to public utility regulation, ideas to which they 
were accustomed, and replanted them in alien soil better suited to the private law 
model. Those who did that acted in good faith and in accordance with their conception 
of the public interest. However they failed to draw distinctions that seem crucial to 
us.m 

The conflicts that the Commission has to arbitrate here are not clashes between 
helpless consumers and strate~cally situated seUers. These are conflicts among 
business men. True, those who sell pipeline transit are generally bigger and richer than 
those who buy it. Nevertheless, it seems to us that the buyers are well able "to fend for 
themselves." ass Hence we find the private law model fitting and proper. 

Those who take a different view maintain that the shippers are helpless pawns in 
the carriers' hands and that they are cowed and coerced. But that conclusion is simply 
inconsistent with the evidence. It seems to us that history shows that the independent 
producers in the oil business are entirely capable of protecting their own self-interest 
and that they are not shy about fighting to advance it. m, This industry is not 
populated by pacifism. In spite of the coercive tactics to which John D. Rockefeller is 
alleged to have been prone, his competitors raised a deafening outcry about pipelines 
back in 1906. The Great Depression led to a second round of vociferous agitation on 
this subject. Against that background, the notion that the relative silence that has 
enveloped this allegedly cosmic issue during the past generation stems from fear and 
coercion simply won't wash. 

Neither have the independent refiners been the least bit shy about taking on the 
majors with respect to other issues. We have seen much evidence of that in our work 
under the Emergency Petroleum Allocation Act of 1974. ms Many of the cases that 
come to us under that statute involve clashes between large integrated companies on 
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the one hand and small refiners on the other, u s  The small refiners are uninhibited, 
belligerent and obviously well capable of looking after their own interests. 

They are said to be inhibited and passive here. That suggests to us that this 
subject does not matter that  much to them. And if an oil pipeline rate does not matter 
materially to thoee who pay it, we find it hard to see why it should matter materially 
to us or to the taxpayers from whose earnings our salaries come. 

Accordingly, we make the following administrative determinations: 

(1) From this day forward, no oil pipeline rate filing is to be suspended or 
invest/gated unless someone outside the Commission requests such action. 

(2) That someone need not be a shipper. He may be a prospective shipper who 
claims that  a prohibitive rate will bar him from the line. He may be a dealer in oil who 
neither ships nor plans to ship over the line, but who nevertheless claims to be 
adversely affected by the rate. I t  may be a state or a local government concerned 
about the impact of the rate on the economy of its area. It may be the Antitrust 
Division. I t  may be anybody who asserts some semblance of an interest in the matter, 
as entrepreneur, as consumer, or as citizen. We do not propose to invoke restrictive 
conceptions of standing. We wish to giye everyone who claims to be affected by one of 
these rates an opportunity to be heard without squandering staff resources on an area 
that  is seldom of moment to consumers. 

(3) As a general rule, the Commission's trial staff should refrain from 
participation in these cases, no  That is not an inflexible ban. This is an area in which 
we shall rely on the seasoned administrative judgment of the Director of our Office of 
Pipeline and Producer Regulation and of our General Counsel. Should they see 
something in a particular case initiated at the instance of outsiders that  causes them to 
deem staff participation in the controversy appropriate, they are at liberty to commit 
the Commission's resources to the matter without consulting us. 

(4) Save for filings germane to this consolidated cause, for others that have evoked 
interventions or protests, pending oil pipeline rate investigation and suspension 
dockets should be resolved expeditiously. Staff is instructed to bring these dockets 
before the Commission forthwith. The Commission will deal with them as presentedJ m 

The Commission's Approach to its OH l~peline RatemakJr~ Task--Another Word 

We are about to grapple with the nuts and bolts: rate base, rate of return, and all 
the rest of it. Before we examine those trees, however, we think it well to say a little 
more about our view of the forest as a whole. Like the policeman's, the regulator's lot is 
not a happy one. 

Regulators are condemned to steer a difficult and uneasy course between the 
Scylla of too little and the Charybdis of too much. If they give too little, they frustrate 
the reasonable expectations of t h e e  who have supplied capital to the regulated 
entities. Over the long run that  frustration raises the cmt of capital. Hence it" is 
actually anti-consumer. If  severe enough and if protracted enough, that course 
jeopardizes the survival of the regulated industries and the continuity of the essential 
services they furnish to the community. 

If  the regulators give too much, they: 

¶ 61,260 Federal Eneq~ Ouldellnoe 
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(A) Defeat the ends that the authors of the governing sta+.utes had in mind and 
are thus false to their regulatory mission; 

(B) Cause consumers to pay more than they should; and 

(C) Encourage pernicious and socially wasteful overinvestment in the industry 
they regulate. 

In recent years utility regulators have by and large worried more about the second 
set of dangers than the first. They have focused on the consumers' short-run interest. 
This emphasis has not enabled them to keep rates from rising. That is impossible in 
this day and age. But they have exerted themselves to restrain the pace of rate 
increase. 

That has doubtless been overdone at some times and in some places. The results 
have not been good. Nevertheless, one can understand (and up to a point sympathize 
with) the mechanisms at work. 

Politics has something to do with it. Those who pay rates also vote. But that is not 
the whole story. Regulators strive, and should strive, for "the lowest reasonable rate." 
The statutes they administer were passed to help the consumer. 

Hence it is only natural for the regulators to resolve doubts in favor of the 
consumer. That propensity pinches the investor now and then. ss~ But electric 
companies, gas companies, and telephone companies seldom go out of business. Rarely, 
if ever, are petitions for relief under the Bankruptcy Act filed by or against them. They 
are in a position to withstand a good deal of punishment. Even when their financial 
position is difficult, they are seldom totally barred from the capital markets. They may 
have to sell securities on unfavorable terms. But they can generally sell them. Thus 
regulators are tempted to take a chance. Should hindsight suggest that  their decisions 
have been too niggardly, they can be more generous the next time around. After all, 
they know that the next time will come quite soon. 

We take a different view of oil pipelining. I t  seems to us that  there the dangers of 
giving too little vastly outweigh those of giving too much. That is not to say that we 
should go out of our way to give too much. 

But it does seem best to err on the side of liberality. That will sometimes cause 
independents in the oil business to pay a little more than some think they should. But 
we find it hard to discern any other evil effects. 

The consumer's interest in this subject, if he has any at all, is submicroscopic. So 
his welfare is not implicated. Nor does there appear any real danger of overinvestment. 
When an electric utility manages to induce regulators to give it a return of 17% even 
though its true cost of capital is only 12%, its managers have an incentive to overspend 
and to guldplate. Every dollar they invest in the facility goes into the rate base and 
thus enriches their shareholders. That is so even if there is no real social need for the 
new plant. 

I t  is very hard to see that  happening in oil pipelines. Those lines are generally 
built by the integrated oil companies that  make greater use of them than anyone else. 
Overinvestment and the deliberate manufacture of excess capacity would enable them 
to squeeze a few dishonest dollars out of the independents. But the odds are that every 
dollar they picked up that way would cost them several dollars of their own. 
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Remember that they are their own most important customers. That is what makes this 
industry unique. 

Large oil companies have been accused of many sins. Rarely, however, have they 
been indicted for economic irrationality or for carelessness with their own money, n s  
So they are most unlikely to throw huge amounts of money around on pipelines for 
which there is no need. What percentage would there be in that? 

The industry and its foes agree about this. Indeed, its foes accuse it of 
underinvestment, £e., of undersizing the lines. That accusation may be unfounded or 
exaggerated. Even those who are most skeptical about it would, we think, agree that 
there is no tenable basis for assuming a propensity to overinvest. 

The worrisome thing here is underinvestment. That is the real danger. What we 
think crucial about that is this: 

(1) Everybody agrees that the nation needs and will need more pipeline plant. 

(2) That plant will not be built unless the major integrated oil companies find it in 
their own interest to build it. 

(3) Those companies have lots of places to put their money. They are under no 
compulsion to invest in oil pipelines. Should the incentives for such investment appear 
insufficient to them, they will invest in other things, s~ 

(4) Should that  happen, consumers will suffer because there are so many 
situations in which a pipeline that charges much more than members of our staff and 
people of like mind think appropriate is still far cheaper than trains or trucks. 

Enough of things in general. We now move to the specifics. 

Rate Base 

In its oil pipeline work, though not in other areas, the ICC used a fair value rate 
base. So the rate base was an amalgam. Its principal elements were original cost and 
reproduction cost. Those who like that  way of doing things say that it is well suited to 
contemporary needs because it produces inflation-sensitive rate bases. That is true. It 
does. 

Two factors are at work here. The first is that any methodology that blends 
reproduction cost with original cost is bound to reflect inflation to some extent. The 
second is that the ICC used weighted averages. That is important. 

In the case of a new pipeline, the weighting has no significant effect. If the line is 
new, the cost of reproducing it will in all probability be fairly close to the amount that  
has just been spent to bring it into being. But most pipelines are not new. Moreover, 
ours is an age of inflation. Hence estimated reproduction cost is normally higher than 
original cost. Because the average of the two is a weighted one, original cost becomes 
the subordinate and reproduction cost the dominant factor. 

Suppose, for example, that  the original cost was $1 million but the cost of 
reproduction is estimated at $3 million. The unweighted average of the two would be 
$2 million. But the weighted average is $2-1/2 million. 

Seemingly permanent inflation has been the most striking economic phenomenon 
of our time. We do not deprecate its significance. Who in his or her right mind would? 
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However, inflation does not explain what we find here. Assume arguendo that 

inflation ought to be reflected in the rate base. Why reflect it in this clumsy half- 
hearted fashion? What need is there for all this complicated blending? Why this 
peculiar looking formula? ~ s  Why not go to a pure reproduction cost or replacement 
cost rate base? Why give any weight at all to original cost? 

Other questions also come to mind. How could inflation have had any bearing on 
the origin of a regulatory system invented during the Terrible Thirties? At that  time 
inflation was no problem. It figured only in economic history textbooks. The economic 
concerns of the day were mass unemployment and serious deflation. 

Thus weseetha t :  

(1) Inflation explains neither the origin of the ICC's rate base methodology nor 
the industry's passionate love affair with that approach. The explanation obviously lies 
elsewhere. 

(2) Part  of it comes from a legal tradition that was long ago discredited and that 
is now of little interest to anybody who is not a constitutional historian. That tradition 
held that the Constitution gives regulated industries a vested right to a fair return on 
the "fair value'~ of their properties. This explains the origin of the methodology. 

(3) The industry's present affection for this ancient tradition stems from the fact 
that  it can he used as the predicate for an argument that  the supplier of capital is 
entitled to an inflation-sensitive rate base plus a rate of return that is also inflation- 
sensitive. 

Mention should also he made of the ICC's treatment of oil pipeline depreciation. 

It did not synchronize the annual depreciation charge that enters into the cost of 
service with the depreciation deductions that enter into the rate base calculations. 
Assume, for example, property with an estimated useful life of 40 years. Assume 
further that its original cost was $I million. For cost of service purposes, the ICC 
treated these facts in exactly the same way that the Federal Power Commission 
treated them. Depreciation was computed on a straight-line basis. In our hypothetical 
case this meant that  the ratepayers had to contribute $25,000 a year to the carrier in 
order to reimburse it for the aging of the property. 

When it comes to rate base, however, the two methodologies diverge sharply. The 
FPC's deprociation rate base methodology is very simple. Whenever a dollar is 
recovered from the ratepayer by way of depreciation charges, that same dollar is 
deducted from the rate base. 

We return to our hypothetical case. Assume that  30 of the postulated 40 years of 
useful life are already gone. This means that  the facility has travelled three-fourths of 
the way to the grave. Seventy-five percent of its assumed life span is presumed to be 
gone forever. So there is only 25% left. Hence the rate base on which the fair return is 
to be earned is 25% of $I million or $250,000. 

The ICC's oil pipeline rate base calculations do not ignore depreciation. They take 
account of it. But rate base depreciation is viewed as something different from cost of 
service depreciation. For rate base p ~ s ,  properties are deemed to depreciate at a 
somewhat faster clip than straight line. After a while, however, that changes. The rate 
at which the property is written off slows down considerably, m Let us return once 
more to our hypothetical case about the property with a useful life of 40 years, 30 of 
which are gone forever. 

nsc ¶ 61,260 
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We have seen that  under the FPC's method only 25% of that property's assumed 
value remains in the rate base. Under the ICC's method, however, the proportion 
remaining in the rate base is 37%. =sz That is important for elderly pipelines. =ss 

To see just how important it can be, let us look in our hypothetical situation when 
the property is 50 years old. m Under generally accepted accounting principles and 
under the FPC's way of looking at things, there is no rate base left. aoo 

Since the property is still in use, the consumer continues to benefit from it. But he 
no longer pays anything for that benefit. He gets it for free on the theory that he has 
already repaid the the original investment through the depreciation charge. 

The ICC, on the other hand, reasoned that anything that is still in use must be 
worth something. Hence its oil pipeline methodology assigns some value to everything 
that has not been retired. Thus, for example, the ICC would give our hypothetical 50- 
year old plant a depreciated value called in its rate base terminology "a condition 
percent" so, of 16%. aol So property that  is half a century old and which is worth zero 
when we wear our gas and electric hats, is worth a tidy sum when we wear our oil 
pipeline hat. Ioz 

Enough has been said to show that rigorous logic and Euclidean consistency are 
not the system's most striking features. *o4 That in other circumstances would be a 
fatal flaw. Were we dealing with matters of vital import to the consumer, these 
anomalies and inconsistencies would render the method unusable. So too if we were 
trying to arrive at the precise cost of service. These ancient instruments are much too 
blunt and much too clumsy for close work. 

But this is not close work. Hence the ICC's concepts are usable. They are not 
ideal. Nor are we overly enamored of them. Were we beginning afresh on a clean slate, 
we might be inclined to use something different, perhaps something along the lines 
suggested by Marathon's witness Meyers. 

However, in our judgment, to impose such regulatory constraints on the oil 
pipeline industry would not yield social benefits either to consumers or shippers 
sufficient to warrant the regulatory costs or the potential disruption of the industry. 
Our objective here is, therefore, a pragmatic test. For that a rate base that  might flunk 
an examination in logic is usable provided that  the combination of rate base and rate of 
return provides a socially acceptable end result. 

In this connection it is essential to remember that  the ICC used a highly 
specialized variant of fair value. ~ Many of the objectives that were aimed at in the 
fair value mystique of old and that  eventually brought it down are inapplicable here. 
Others are of limited weight. 

The differences between classical fair value and the ICC's oil pipeline version of 
that concept can be summarized as follows: 

CI~.~i~I F~ir Ymlue 

(1) W ~  said to be rooted in 
the Constitution. 
Accordingly, there was no 
escape from it. 

ICC-FERC Oil 1~pe/ine 
V ~ t ~ t i ~  

Not demanded by any legal 
imperative. Hence Coni~.ss 
is free to alter it. And 
should • proper showing be 
msde, the Commi~on is 
fr~ to depart from it-- 
even under the statute as 
it is. m 
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(2) Was hopelessly vague. 
Many factors had to be 
considered. But nobody 
knew which factor counted 
for how much. The 
Supreme Court never 
explained this. Hence 
rate base controversies 
"entailed an incredible 
waste of time and money 
and inevitably embittered 
relations between the 
utilities and the public." ~n 

h precise. The formula 
eliminates the old fair 
value bones of contention. 

(3) Was circular. Values were 
based on earnings. The 
vahJes thus derived were 
then ~ to set earnings. 
Those earnings became the 
basis for another set of 
values. 

There is no circularity. 
Earnings have no bearing 
on the valuation process. 

(4) The investor was deemed 
entitled to a fair return on 
fair value. The fair 
return was determined by 
reference to yields on 
conservative investments. 
Compensation for inflation was 
an e lement  in tho le  yields. 
So it was  also an e lement  
in the rate of return that 
the regulators had to allow. 
But the rate base on which 
that return was allowed was 
itself in tune with the price 
level. Hence investors were 
compensated for inflation 
in both the rate hase and 
the rate of return. This 
made for double counting. 
That is why regulated 
industries were so enamored of 
fair value. And it is aho 
why asaremve regulators 
andothers who spoke for 
the comumer denounced fair 
value as s transparently 
fraudulent device for 
parian8 a patina of juridical 
r e n t a b i l i t y  on whatever 
it was that the ut i l i t ia  
and the carriers happened 
to want at the moment. 

Double cmmting is not 
inherent in the system. 
When it sets rates of 
return, the Commission 
can take account of the 
fact that the principel 
sums on which t h e e  rates 
of return are to be earned 
are far higher than they 
would be under an original 
c~t regime. 

(S) W u  t~u~d ~ m g i a ~ r i n g  
studies. ~ amght to 
determine "teal" or "true" 
val~ .  Thin the rate 
could e x p ~ d  even in the 
abeence o/inflation. 
Arguments could be fa~fioaed 
showing that the plant 
been planned with unusual 
acumen sad that its enain~rlna 
was superlative. I f  accepted, 
these comtentions led to the 
conclusiem that the facility 
was worth far mote than its 
original cant, even if price 
levels and construction 
ccets had fallen. 

h baaed on objective price 
indices. 
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This shows that the Interstate Commerce Commission's oil pipeline version of fair 
value was not nearly so bad as the classical fair value lore that evoked torrents of 
polemic from the days of Theodore Roosevelt down to those of Franklin Roosevelt. 

It seems clear to us that the ICC's approach to the rate base issue was far better 
than that laid down by the Supreme Court when it spoke through the first Justice 
Harlan in 1898. aos This shows only that the ICC's rate base formula is not as bad as it 
could be. It does not show that the formula is good. 

Our initial reaction was that it was not good. The purpose of all those involved 
calculations was obscure to us. We were strongly tempted to go to the original cost 
approach with which we are at home. Affection for the familiar was by no means the 
only factor pointing in that direction. 

Original cost and the practice of using it as the base for rate of return 
measurements are not mere regulatory artifacts. Putting the distinction between 
original cost and historical cost (a distinction of moment in the instant case and also 
one of historical importance, but of little general regulatory significance in the world of 
today an0) to one side for the moment, books of account are kept, financial statements 
prepared and rates of return calculated on original cost throughout the economy. 
Hence the traditional regulatory emphasis on Original cost is in very large measure a 
mere reflection of long-standing business and financial practice. '1 '  Of course, that 
practice has been much criticized of late. In an age of inflation it looks unreal. 

Accordingly, the Securities and Exchange Commission and the accounting 
profession have sought to develop materials that would alert users of financial 
statements to the impact of inflation. But those materials do not supplant the original 
cost statements. They supplement them. 

And skepticism about original cost can be overdone, axa As Professor Kripke, a 
strong critic of the original cost religion, observes, original cost has the virtues of 
"objectivity, which makes it easily ascertainable, and comparative freedom from 
manipulation--not inconsiderable virtues." ~ns Even more important for our purposes 
is the previously noted fact that the language of American finance is an original cost 
language. 

That some may think another language better suited to economic reality is almost 
as much beside the point as the views of those who think Esperanto better than 
English. The fact is that the people of this country use English and that one who wants 
to understand and to be understood by them has to use it too. So too for original cost. 
People concerned with investments and with economic analysis talk and think in that 
language. They attach considerable significance to the fact that A Company earns 10% 
on the book value of its shareholders' investment, while B Company earns 20% on its 
book equity. The evidence for that is all around us. One need look no further than the 
pages of Forbes, Fortune, Business Week, The .~nomist, the Wa//Street Journal, the 
New York Times, the documents filed with the Securities and Exchange Commission, 
the Federal Government's statistical publications, the investment advisory services, 
and the reams of literature emitted by brokerage houses in their quest for commissions 
to see that this is so. 

The oil pipeline industry acknowledges the utility and the validity of original cost 
measurements. When accused of gouging, profiteering and of being more remunerative 
than its critics think it should be, the industry does not answer by pointing to the 
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modesty of its returns on valuation. It answers by comparing its returns on net book 
investment to those of other industries on their net book investment. 

What of inflation? The industry goes on at great length about that. It contends 
that the original cost methodology is inherently incapable of supplying the investor 
with adequate protection against inflation. Economic history is said to show that this is 
necessarily and inevitably so. We pondered this contention for a long time. That 
delayed this decision. 

The delay, which has been protracted, is embarrassing and regrettable. But it was 
not a wholly unmixed evil. While we were pondering the industry's elaborate and 
detailed demonstrations that the holders of fixed dollar securities always get the short 
end of the stick, the financial markets began to refute them. In view of the 
unprecedentedly high real interest rates of the recent past, the sweeping 
generalizations of the industry's financial metaphysicians are not quite so impressive 
as they were when the record was made. s14 

We do not rest solely on what we read in yesterday's Wall Street Journal. The idea 
that Newtonian laws of financial motion see to it that the holder of a fixed dollar 
investment never, never, ever gets a fair chance to break even is hard to swallow. That 
bondholders and other conservative investors have often lost heavily is not enough to 
validate the hypothesis. Serious losses of purchasing power are not wholly unknown to 
equity investors in the unregulated sector. The depressed stock markets of recent years 
have shown that equities are not always a perfect hedge against inflation. 

The fact is that financial sophisticates continue to buy bonds, a s  This industry 
gets the lion's share of its new capital from such people. Does it maintain that they are 
all fools? Do oil pipeline bond prospectuses warn that "ANY PERSON SERIOUSLY 
CONTEMPLATING THE PURCHASE OF THE SECURITIES OFFERED 
HEREBY IS AN IMBECILE HEADED DIRECTLY FOR DESTITUTION WITH 
NO CHANCE WHATEVER OF PLEASURABLE DETOURS ON THAT DISMAL 
JOURNEY?" als 

Even the industrfs lawyers recognize that investors can and will do quite 
handsomely on a fixed-dollar, depreciated original cost rate base if the rate of return is 
high enough. They add that this is pure theory, that things do not work that way in the 
real world. We disagree. In7 

So we began with a strong predisposition in favor of original cost. In a general way 
that is still our view. We certainly do not propose to depart from the original cost 
apprmch to our gas and electric work. But original cost is not a universal solvent. 

The answers one gets depends on the questions one asks. When we labor in the 
vineyards we inherited from the Federal Power Commission, those questions are: 

(1) What methodology gives us the best fighting chance of approximating the 
regulated entities' cost of capital? 

(2) What is the best read to that elusive ideal, "the lowest reasonable rate?" 

(3) What yardstick will best enable us to compare a particular company to groups 
of companies, one industry to another, and a given industry to the entire American 
economy? 

To borrow a phrase from the medical profession, original cost is "the drug of 
choice" there. 

FE.C ¶ 61,260 
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But, as has been said throughout this document, those are not our questions here. 
We do not consider this a public utility inquiry. In our view it is more akin to the sort 
of an inquiry that a court makes in fixing a "reasonable" attorney's fee, "reasonable" 
alimony after the breakdown of a marriage, or a "reasonable" price for a good or a 
service when it holds for the plaintiff in an action sounding in quantum recruit, r ~  
Costs are important in those contexts. But the inquiry does not end with them. The 
tribunal does not look solely to the seller's cast. It also considers the benefit reaped by 
the buyer. In the regulator's lexicon this is known as the "value-of-service" standard. 
8 1 |  

That weakens the case for the original cast method. We reach that  conclusion with 
some regret. Original cast is easy. I t  is logical. I t  has been part  of the conventional 
regulatory wisdom for so long that  no elaborate theses need be written in its defense. 
That cannot be said of the methodology that  we inherited in this field. Its merits are 
not obvious. 

Not until we tried to get behind the generalities to see how original cost might 
actually work in this very special milieu did serious doubts assail us. These doubts have 
more to do with rate of return than with original cast as such. However, these two 
subjects cannot be isolated from each other. In regulatory practice they. meet and 
blend, ao  They certainly do so here. 

And that gives us lots of headaches. The first headache involves the cast of capital 
rate of return methodology to which we are accustomed. I t  calls for an analysis of the 
capital structure. The purpose of that  is to differentiate the returns to which the 
holders of f'Lxed dollar securities are contractually entitled from the sums that must be 
given the common stockholder if the enterprise is to attract  fresh equity capital and 
stay on an even keel. 

Normally that  is easy to do. In oil pipelining, however, it would be hard. The 
difficulties stem from the widespread practice of financing the lines on a virtually all- 
debt basis. ~n To oversimplify a bit, the financing process works this way: 

(1) Large integrated oil companies and other pipeline owners conduct their 
pipeline operations through separate entities organized for that purpose, ass 

(2) When money is needed for new projects, the parent causes its pipeline 
subsidiary to berrow practically all (sometimes all) the requisite funds. 

(3) Lenders are eager to buy the pipeline subsidiaries' bends because their highly 
solvent parents stand behind them. ms 

That financial format does not make life easy for the conscientious regulator. He 
suspects that the capital structures conceal more than they reveal. But it is hard to 
know what to do with that insight. 

Some industry spokesmen maintain that o/1 pipelines are so extraordinarily 
speculative that  no one in his or her right mind would ever buy an oil pipeline debt 
security, were it not for the oil pipelines' guarantees. Accordingly, they contend that 
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pipeline debt is purely formal. As they see it, an oil company that finances a $100 
million pipeline with a million dollars of its own, which it invests in its pipeline 
subsidiary's common stock, and $99 million in bonds issued by that pipeline subsidiary 
but guaranteed by its parent bears an equity risk with respect to the entire $100 
million. It follows that it is entitled to an equity rate of return on the total sum 
expended. 

This seems implausible. Pipeline companies that are unaffiliated with oil 
companies manage to borrow substantial sums. This suggests that oil pipelines are not 
wholly devoid of intrinsic creditworthiness. ~,4 From a cost of capital perspective the 
100% common stock theory is therefore unacceptable. 

It is unacceptable because it results in overstated capital costs. ~ As the Court of 
Appeals for the District of Columbia Circuit has said: 

A company with absolutely no debt is a rare thing, and for a public utility to be 
without debt is rarer still. 

L t *  4t 

Rate-payers are subjected to an excessive burden when the revenues to be derived 
from the rates they pay have to be high enough to compensate the cost of a capital 
structure consisting entirely of equity financing; levering a capital structure with 
lower-costing debt relieves some of that burden, m 

Some of the industry's critics go to the opposite extreme. They dismiss the 
parents'  guarantees as mere legalistic mumbo jumbo. If Goldman Sachs & Company 
and Morgan Stanley & Company are willing to put their imprimatur on and to 
distribute $200 million in bonds issued by the X Pipeline company, that shows that the 
pipeline can stand that  amount of debt. So there is no reason to pretend that things are 
not as they seem. Were we to accept this "just the facts" approach, we would: 

(A) Look at  the interest payments that  the lines actually make to those who hold 
their bonds; and 

(B) Attempt to guess at  a fair rate of return on the parent oil companies' modest 
equity investments. 

There is a fundamental difficulty with this "keep your eyes on the pipel/ne's 
balance sheet" tack. I t  flies in the face of common sense. Why would these guarantees 
be given if the lenders did not want them? 

It  seems clear to us that  the parents are insuring those who lend to their pipeline 
subsidiaries. Hence the parents are assuming risks. For that  appropriate compensation 
should be given. Analytically, this looks like an insurance function. There may be 
situations in which the insurer's risk is slight. So its premium should be small. 
Nevertheless, it should be permitted to prove its entitlement to that  premium. 

Many experts urge the construction of hypothetical capital structures. We are at 
home with that. But we are dubious about the actual workings of that procedure in this 
field, m The general idea is very simple. I t  is that  we should view the shipper-owned 
lines as though they were independent entities. Their links to the oil companies that 
own them would be ignored. 

The question in each case would be, what would this particular pipeline's debt 
equity-mix be if it stood on its own feet and were managed with an eye to its own best 
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interest by prudent people who sought to raise capital as economically as possible? 
Sounds good. In practice we doubt that it would be quite so good. 

It would, we think, be a perfect field day for regulatory economists. Professor A 
would testify that he thinks 70% debt and 30% equity right. Professor B would say 
53% debt and 47% equity. Professor C would come on strong for 50-50. Miss D from an 
eminent Wall Street investment banking firm would testify that her computer tells her 
that 65% equity and 35% debt are the right mix. Mr. E from an even more eminent 
investment banking firm would have other numbers of his own. 

We would have to choose among these scenarios, uo That prospect is unalluring. 
The endeavor would be a laborious exercise in guesswork, a venture "into the unknown 
and unknowable." u l  

So we take a dim view indeed of our ability to estimate this industry's real cost of 
Capital with any semblance of precision, am 

Let us rise above that. Assume that we worked out a technique for applying 
conventional public utility concepts to this industry and that this technique made 
some semblance of sense. Even more fundamental problems would then have to be 
faced. These flow from the very nature of the conventional regulatory inquiry into rate 
of return. That inquiry centers on risk. 

This makes sense for utilities. Their stocks attract conservative investors-- 
widows, orphans, retirees, trustees, and others who set great store on financial peace of 
mind. These people value safety. They are risk-averse. Unless tempted by the lure of 
something extra (without too much risk of losing their capital), they will commit their 
funds to United States Government obligations, money market funds, certificates of 
deposit, tax exempts, and utility bonds rather than utility equities. So comparable 
earnings analyses, discounted cash flow calculations, capital asset pricing models, the 
derivation of risk premiums, and other such techniques supply useful clues to their 
probable behavior patterns. 

When regulators apply these techniques, they focus on risk. They do so because 
risk assessment enables them to arrive at a reasonably reliable "guesstimate" of the 
lowest rate of return that will enable the regulated entity to attract new funds on 
terms fair to the old investors. Risk is dissected in order to apply the capital attraction 
test. 

Few doubt that this is the right approach to a franchised monopoly or 
quasimonopoly. Its managers are dedicated to the regulated business. They are not 
likely to abandon it. Nor will they be prone to do things that could jeopardize the 
franchise, m That returns higher than those they can offer are available on the riskier 
securities of unregulated enterprises will not deter them from continuing to seek funds 
from conservative investors. And if the regulators have done their job properly, those 
investors will respond. Thus in utilities and in economic regulation generally risk 
analysis is at the heart of the process by which regulators balance the conflict between 
the investor's interest and that of the consumer. 

The oil pipeline case is a far cry from that. To be sure, conservative investors are 
also present here. But they do not buy oil pipeline equities. There are none available 
for purchase. These conservative investors buy oil pipeline debt securities. When they 
do so, they rely in the main on the parents' guarantees. 
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So the risks are on the parents, m What we have here are investment decisions 
made by oil company managers, u s  They have access to pools of funds. And they are 
under a fiduciary duty to their shareholders to invest those funds as profitably as they 
c a n .  

The managers do not suffer from a shortage of investment opportunities. Nor are 
they risk-averse. If they were, they would not be in the oil business. They are 
professional risk takers. They are prepared to take chances. Why should they invest in 
pipelines if pipelines are unlikely to be as remunerative as petrochemicals, filling 
stations, natural gas exploration, molybdenum mines, mahogany forests, contraceptive 
pills, mail order chains, department stores, or other outlets for capital that look 
attractive? ~rl 

That question is not answered by saying that those other businesses are riskier 
than pipelines, m Assume that our staff and the complaining shippers are right. 
Assume that most oil pipelines really are low-risk propositions, m 

I t  does not folJow that the allowed rate of return should be as low as (or even in 
the lreneral neighborhood oD those that regulators normally give to telephone 
companies and electric utilities. 

That is so because the "investors" at whom we have to look here are not the kind 
of people who put their spare cash into American Telephone and Telegraph or 
American Electric Power. That oil pipelines are relatively risk-free will not be enough 
to induce integrated oil companies and profit-maximizing conglomerates to commit 
funds, s ~  They also need some assurance that they have a fair chance of earning as 
much on a pipeline as they would be likely to earn on something else in the unregulated 
sector. 

That is our essential difficulty with this massive record. Most of it is devoted to 
financial analysis. Experts discoursed at length on risk, on competition, on the rates of 
return that  investors in this, that, and the other thing have required, were then 
requiring, were likely to require in the future, and ought to require were they as 
rational as the witnesses and also as well-informed as they about the ups and downs in 
the stock market since 1926, about the history of interest rates, about how bondholders 
have fared over the long run, and kindred subjects. 

Much of this is interesting. Some of it  is instructive. And a little of it can honestly 
be called thought-provoking. However we have not found it especially helpful. In spite 
of the witnesses' eminence and academic attainments, their testimony seems beside the 
point. I t  digs deeply into the financial surface of things. This does not take us very far. 

I t  has been said that  '~var is too important to be left to generals." ~LI Our 
situation l~ere is simiiax to that. We are not fighting a war. But so long as the statute 
remains as it  is, we have great power over the oil pipeline industry's revenues. This 
means that  we also have the power to influence the behavior of potential entrants into 
that  industry as well as the volume of new construction. 

The vital role that this industry plays in an advanced industrial socieW that runs 
largely on oil makes our oil pipeline powers awesome. Hence those powers must be 
exercised cautiously, circumspectly, and with common sense. The good that an 
aggressive, free-swinging exercise of our oil pipeline ratemaking authority could yield is 
vastly outweighed by the harm it might do. 
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That brings us back to the aphorism about wars and generals. Its teaching here is 
that it would be a great (and perhaps a very costly) error to look at oil pipeline rates 
from a narrow economic perspective. Economic insights and financial analysis are 
important in this context. But they are not all-important. 

Sociology and social psychology also bear on our task. Sociological and 
psychological factors are subtle, imprecise, subjective, and inherently judgmental. 
But they tell us things that cannot be gleaned from columns of figures about realized 
rates of return in this, that, and the other industry, ks  

Oil pipelines are built and, after their construction, managed by people. People 
are not bloodless calculating machines. That is as true of entrepreneurs and managers 
as it is of people in other walks of life. 

Like nations and like professions, industries have cultures. Those cultures, those 
habits of mind, ways of thinking, climates of opinion, and ir~,rained behavior patterns, 
have much to do with attitudes toward risk and reward, m The frame of mind in 
which professional speculators in commodity futures approach risk and reward 
diverges sharply from that of cautious pension fund managers. Returns attractive to 
the pension fund folk would evoke yawns among the commodity speculators. And we 
doubt that the speculators would be ignited by an elaborate algebraic showing that the 
particular opportunity in question was a low-risk proposition. 

They are not normally interested in that kind of thing. What is our point? I t  is 
that the pervasive controls, the ubiquitous regulation, and the franchised monopolies 
long characteristic of electricity, gas, and telephones have formed a culture altogether 
different from the culture of oil and of the unregulated sector generally. ~ Prospective 
returns that will induce investment by electric utilities and by natural gas 
transmission companies are not certain to have the same effect on oil companies. The 
culture of oil is not a public utility culture. And oil companies have a far wider range of 
opportunities open to them. 

Pertinent to that observation is a piece by Mr. Anthony ]. Parisi, a journalist who. 
covers the business scene for The New York Times. One of Mr. Parisi's pieces dealt at 
some length With the Exxon Corporation. He studied it carefully. Among the subjects 
he looked into was Exxon's way of making investment decisions. 

Mr. Parisi's last paragraph states his conclusions about that. I t  reads: 

The Exxon Corporation doesn't really sell oil, chemicals, electronic typewFiters 
and motors; rather, it owns an array of companies that  sell thQse things. I t  is, in 
effect, a fabulously wealthy investment club with a limited portfolio. Each year, it 
makes investments in 13 affiliated companies that are expected to return that 
money plus a suitable profit. Those that can show they can make more with more, 
get more. Those that  cannot; do not. I t  is just that simple, and just that 
complicated. 

That is scarcely the frame of mind of the passive investor with whom utility 
regulators empathize as he or his advisors make their discounted cash flow analyses 
and their comparable earnings studies in trying to choose among Hypothetical Power 
and Light, Supposititious Electric, Imaginary Gas, and long-term. United States 
Government bonds. 

The heart of the matter is this: 
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(1) The United States needs and will need new pipeline investment. ~n 

(2). That investment will be made, if made at all, by Exxon and by others 
similarly situated and similarly motivated. 

(3) If the people who make the relevant investment decisions expect oil pipelines 
to yield enough to make them an at t ract ive  capital budgeting option for their 
companies, the lines will be built. 

(4) If not, the lines will not be built. 

Hence the original cost rate base, barebones cost of capital rate of return model 
cannot be expected to work here in the same way that  it works in electricity, in gas, 
and in telephones. This is not to say that the model would not work for oil pipelines. 
But we think it clear that  its oil pipeline fruits would cost more than its electric and 
telephone fruits. That leads us to be cautious about a switch to original cost. Indeed it 
makes us chary of the whole idea. 

The oil pipeline rate base controversy is not a theological debate. I t  is a real clash 
about something real. That something is money. 

Those who urge original cest do so because they think it will lead to lower rates. 
But our analysis suggests that  in an appreciable number of instances original cost may 
very well mean higher rates. For t h e e  who pay those rates the great rate base reform 
would be a Pyrrhic victory. 

There is an answer to what we have just said. I t  is that: 

(1) An original cost regime will give the ratepayer a better deal over the long run 
than the status quo. 

(2) Because original cost rate bases fall so sharply as properties age and because 
oil pipeline plant lasts so long, this will be true however high rates of return may be. 

(3) With respect to many existing lines, it is hard to imagine any rate of return 
short of one that  looks like a license to print money that would allow returns 
commensurate with ~ now deemed l e g i t i m a t e ,  s ea  . . . .  

But the other side of that  coin is that  one who contemplates the construction of a 
pipeline in an original cost world cannot expec t to get as much out of that  line as the 
traditional methodology gives. Hence incentives for oil pipe line investment would 
decline. That would not be good. m 

Another serious problem with changing regulatory horses at 76 years into 
regulation of this industry involves the transitional questions that  a radical switch 
would raise. Many rate bases would be drastically deflated. The industry maintains 
that this would be confiscatory and therefore impermissible. 

We disagree. Rate bases are mere regulatory artifacts. Unlike the physical plants 
to which they relate, rate bases are abstractions created by the government. 

What the government has given it can take away. I t  is free to redesign its own 
creations. Of course, the owners of the lines must continue to receive every fair 
opportunity to earn returns that satisfy the Constitution's anti.confiscation standards. 
But that could be done under original cost. Pipeline owners have no vested right to the 
perpetuation of a particular methodology. 
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That is the law. m From a constitutional lawyer's vantage point, we see no 
impediment to the adoption of the original cost methodology forthwith for this entire 
industry. But the Commission is not a court of law. It  is a policymaking body. ~sl 

Hence we can and should look to considerations that  are out of bounds for the 
judiciary. In the courts the question is, can the government do this? Here the question 
is, should the government do it? 

That is an important difference. We have it on high authority that "much which 
should offend a free-spirited society is constitutional." ms So the mere fact that the 
Constitution and the governing statute permit us to dehydrate oil pipeline rate bases 
with the stroke of a pen does not end the inquiry. I t  begins it. 

I t  appears to us that the people who built the nation's oil pipeline plant must 
have been influenced in large measure by the presence in this field of a regulatory 
methodology far more permissive and much more indulgent than anything that  we 
know of elsewhere, m That this methodology would stay in place unaltered as p a n  of 
the f ' ~ d  order of the universe was by no means a sure thing. The industry professes to 
have believed that it was dealing with "the laws of the Medes and the Persians, which 
altereth not." ~ So we are in no position to say that  the industry did not believe what 
it claims to have believed, although it seems rather unlikely that  the industry would 
have claimed to the contrary. 

But the ICC's oil pipeline rate methodology had never been judicially tested. 
Moreover, there were always people who scoffed at it. ~ s  Hence nobody could really be 
sure about what would happen to that  way of doing or not doing things were it 
subjected to the fire of judicial review. 

So it is hard to see how reasonable people in the industry could have been totally 
confident in the immutability of the ICC's rate base valuation techniques. ~ s  But 
neither life nor law is rich in sure things. For entrepreneurs and managers who were 
making business decisions, not writing law review articles, the belief that matters 
would probably go on pretty much as they had was a reasonable working hypothesis. 

True, that  hypothesis does not bind us. But this does not mean that  we should 
ignore it altogether. Why invalidate it, why frustrate expectations founded on it, in the 
absence of a clear showing that  doing so will produce substantial social benefits? u7 

The benefits that  should be present before we decree a radical change in the oil 
pipelines' rate bases are not at all apparent to us. The industry maintains that  a 
switch to original cost would actually be pernicious. One of its key points in that regard 
is that  original cost would be "anticompetitive." 

The argument goes like this: 

(I)  Under original cost the older lines' rate bases would be very low. 

(2) So those lines' allowable earnings and therefore their rates would also be low. 

(5) New lines, on the other hand, would have high rate bases and high allowable 
earnings. 

(4) Thus new lines would be permitted to charge high rates. 

(5) But how on earth would they collect them? Who would pay a dollar to a new 
line when he could get exactly the same thing from an old one for a quarter? 
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(6) Hence new lines would be unviable. 

Accordingly, the industry tells us that "the original cost approach . . .  would 
affirmatively discourage new entry by making it difficult or impossible for a new line 
to earn the returns which would be necessary to attract capital." ms The ICC's 
approach is said to avoid this evil. Why? Because it bases returns on the facility's 
current value. In current value terms, of course, the difference between an old line and 
a new line is much, much smaller than it is in original cost terms. 

This sounds like a very strange argument. I t  tells us that we should go out of our 
way to foster competition. But who is telling us that? 

Those who are telling us that are the people who are already in the business. Their 
eagerness to keep the read wide open for potential rivals sounds unnatural. It is as 
though an association of supermarket owners were urging the government to keep 
retail food prices up in order to encourage competition in the grocery trade. Questions 
would then arise: 

(I) Are t h e e  already in the business really that eager to welcome an influx of 
newcomers? 

(2) Or do they have something else in mind? 

(3) And is this something else money? 

(4) What is so great about the competition that they want to foster? It sounds like 
a cost-raising rather than a cost-lowering competition. 

Hence our initial view of the industry's arguments about the beneficent way in 
which fair value promotes competition was skeptical. This dish seemed to call for a 
very liberal sprinkling of salt. Economists and others who sing hymns to competition 
usually do so on the ground that it lowers prices. The charms of a pro-competitive 
stance that raises prices seem dubious. 

Moreover the industry tells us that  its capital requirements are huge and its risks 
horrendous, n e  That picture is unlikely to entice people to splatter pipelines all over 
the place. Who .is going to do that? And where is he going to get the money? 

Against that background it is bard to see how oil pipelining can ever be a 
[renetically competitive industry. But there is such a thing as competition among the 
few. It  can be significant. Our study of the record and of the literature persuades us 
that: 

O)  In this industry such competition (actual and potential) is substantial, m 

(2) That intramodal competition is often supplemented by formidable intermodal 
competition from barges and tankers. 

Hence we did not reject the carriers' contentions about the phenomenon that  they 
label "front end load" out of hand. Instead we pondered those contentions. When we 
did so, we saw that  there was something to an argument that is in some respects 
overbread and exaggerated. 

That something consists of two elements: 

(I) People who want to ship oil have a wider range of choice than people who want 
the convenience of a telephone, of electric light, or of gas service for cooking. One need 
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not accept all of the industry's contentions about the ferociously competitive nature of 
the oil transit business in order to see this. 

(2) Original cost regulation bunches income, when  the facility is new, and the 
rate base high, rates must also be high. And when money is as dear as it has been of 
late, the new facility's rates will often be very high indeed. That is fundamental to the 
methodology of the original cost system. But the charge to the ratepayer falls steeply 
over time as the rate base falls. This means that  when the facility nears the end of its 
useful life, rates are low because most of the plant's cost is deemed to have been 
recovered from the ratepayers through the annual depreciation charges that were an 
element of the cost of service, as2 

That is fine. But it is fine if (and only if) the regulated entity has sufficient 
market power to enable it to collect the high rates that  original cost regulation permits 
in the early years. 

Assume, for example, that the prevailing regulatory wisdom would allow the 
enterprise an annual net return of $1 million in its first year of operation, of $500,000 
in its tenth year, and of a mere $100,000 in its twentieth year. 

But assume further that  those who have oil to ship are not constrained to 
patronize this particular facility. They have alternatives. They can use older pipelines. 
They can use barges. They can on occasion eliminate transportation charges altogether 
by exchanging oil with each other, ass 

When shippers and prospective shippers choose among these options, they do not 
worry about the different carriers' costs. Why should they? They worry about the 
carriers' prices and about the relationship between those prices and their subjective 
appraisals of the value of service to them. 

All other things being equal, the value of the service is likely to be fairly constant 
in real dollar terms. That is so because the shipper is interested in a facility that  will 
carry his oil at a price he is willing to pay. He does not care about the age of the 
facility. I t  may be old. I t  may be fully or almost fully depreciated on the owner's 
books. Given the proverbial durability of oil pipeline plant, that will often be true. But 
those things do not affect the pipeline's ability to deliver the goods. And that is what 
the customer is buying. 

The converse is also true. Shippers may be pleased by the presence of a new up-to- 
date pipeline. But their pleasure does not rise to the level of ecstasy. The shippers 
remain economic men. They want to buy transportation services as cheaply as they 
can. They have no special reason to empathize with the financial problems of the new 
pipeline's owner. So they are not likely to volunteer to subsidize him out of their own 
pockets. 

Hence market forces clash with conventional regulatory principles. That clash 
spawns the so-called "front end Iced" problem. To illustrate that  problem, we return to 
our hypothetical case. If there were no regulation, the owner of our supposititious 
pipeline could expect to take home, say, a fairly steady $650,000 a year. 

Under original cost regulation, however, we get the following perverse results: 

(1) In the pipeline's early years the regulators would be happy to permit its owner 
to collect a great deal more than $650,000 a year. But this does not do the owner any 
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good. Shippers are unwilling to pay the rates the owner has to have in order to take 
home more than $650,0(D. 

(2) After a number of years, the regulators' edicts and those of the market place 
come into tune with each other. The rate base has fallen to a figure that produces an 
allowed return of $650,000. And market phenomena permit the owner to earn that. 

(3) But that transient harmony is soon superseded by a new disharmony. The rate 
base keeps failing. So allowable earnings fall below $650,000. And they keep falling. 
Now regulation has a real impact. I t  prevents the owner from actually collecting the 
$650,000 that  he could easily get in an unregulated environment. 

(4) Since each rate case stands on its own feet, which means that history is mere 
history so that  the revenue deficiencies of 1982 cannot be made up in 1992, the owner 
of our hypothetical pipeline cannot expect to recover the historical gap between what 
the regulators would gladly have given in earlier years and the lesser sums that the 
market actually gave in those years. N/  

(5) So we have an economic climate that has a chilling effect on new pipeline 
investment. 

(6) There are aim some peculiar effects on existing pipelines that compete with 
each other. Older lines with lower rate bases have an advantage over newer lines with 
higher rate bases, ml 

Now we do not buy the industry's arguments on this score in toto. am For one 
thing, it appears to us that  people who build new pipelines do so because they believe 
that  existing capacity is inadequate. The odds are overwhelming that they see enough 
demand to make their line viable without crippling the one that is already established. 
Moreover, it seem~ safe to assume that the builders of the new line are interested in 
getting as much money out of it as soon as they possibly can. People who make 
investments like to see those investments pay for themselves at the earliest possible 
date. The history of pipelining shows that  this industry is no exception to that rule. a¢7 
Like other sellers of goods and services, pipeline owners are normally inclined to chai-ge 
as much as they can get away with. Hence the mere fact that  the new line will have to 
charge a dollar while its old competitor charges a mere 50¢ is not necessarily fatal to 
the projected new line. Far from it. If there is lots of oil around that producers and 
refiners want to move, they will: 

(a) Keep the old 50¢ line full; and 

(b) Give the new $1 line sufficient overflow to enable it to flourish. 

But optimistic scenarios do not always play themselves out quite so rosily in the 
real world. The people who manage these companies know their business. They are also 
very able. But they are human. This means that  they are fallible. They make mistakes. 

And they are not blessed with perfect foresight. Demand patterns change. 
Throughput fluctuates. This means that even when the basic analysis turns out to be 
sound so that  there is enough business to support a high-priced line most of the time, 
there are other times when that  is not so. m At those other times the new line's 
chances of collecting a dollar for something that somebody else is selling for 50¢ will be 
slim. m That is when front end load bites. 

So we think it fairly clear that: 
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(A) The front end load problem is not wholly imaginary. There is something to it. 

(B) Exaggerated (perhaps much exaggerated) though that something may be, it is 
larger than anything of this kind in either electric power or natural gas. Direct price 
competition among alternative suppliers is much much rarer in electric power than it 
is here. Moreover, an electric system is a congeries of plants. Some are old. Some are 
middle-aged. Some are young. Some have just gone on line. As old plant is retired, new 
plant is placed in service. So we have little, if any, need to concern ourselves with front 
end load in our electrical work. Ditto for natural gas. To begin with, natural gas 
pipeline companies are more than mere transportation companies. They are also 
merchants of gas. They buy gas from producers. And they resell it to distribution 
companies. Today the cost of purchased gas accounts for more than 80% of their 
aggregate expenses. So the front end load effect in natural gas has up to now been 
minuscule. The cost of the commodity transported has dwarfed the differences in pure 
transportation expense. ~o Oil pipeline companies, on the other hand, are solely in the 
transportation business. True, they are normally affiliated with companies that do 
other things. But this does not alter the fact that they themselves are carriers pure and 
simple. Hence the front end load phenomenon could mean much more for them than it 
does for their gas brethren. 

So it is not at all clear that original cost is the way to go. In this very special 
industry an inflation-sensitive rate base would probably be far better. That is so 
because original cost regulation rests on the implicit assumption that the regulated 
entity has a realistic chance under prudent and competent management of actually 
earning the returns that  the regulators are willing to allow. When marketplace factors 
preclude the company from earning that kind of money, the whole approach runs into 
the sand. 

That raises a much-debated question. Should inflation be recognized in the rate of 
return, which is what utility regulators do? Or should it be compensated by 
adjustments to the rate base as a number of economists suggest? At first blush the 
question seems essentially theological. And for utilities, it probably is. 

There the question is whether the $15 to which the investor is entitled should be 
given him because it is 15% of a hundred dollars or whether it should be given him 
because that  $15 is 5% of $300. In oil pipelines, however, the investor's chance of 
actually collecting the $15 that the regulators want him to have will often be slimmer 
than it is in other regulated industries. Hence we find the case for an inflation-sensitive 
oil pipeline rate base strong. 

Such a rate base mitigates original cost regulation's income-bunching effect, s n  It  
does not necessarily follow that  the so-called "Oak formula" ~2 is the ideal solution to 
the front-end load, income-bunching problem. Were we writing on an absolutely clean 
slate, were we beginning afresh in a brave new world, were pipelines a novelty that had 
just made their appearance, we would fashion an inflation-sensitive, anti-bunching rate 
base policy simpler and more logical than the ICC's. ~ s  

The simplest and perhaps the best approach would be one that: 

(A) Keeps the rate base in tune with the general price level by linking it to the 
consumer price index or to the gross national product deflator---this would eliminate 
the need to keep close track of fluctuations in construction costs and would assure the 
investor of purchasing power parity, ~4 and 
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(B) Gives a real, inflation-free rate of return on the equity portion of that 
inflation sensitive rate base---that rate of return must be entrepreneurially adequate 
without being open-handed--this is, after all, a regulatory statute that we are 
administering, wm 

But it is not at all clear that the foregoing scheme would be enough of an 
improvement on things as they are to warrant the social costs entailed, wns We note in 
this regard that  years of high and protracted inflation have converted the valuation 
rate base into a virtually pure reproduction cost rate base. r n  On balance, we see no 
cogent reason to depart from the rate base status quo. 

We are not unmindful of the carriers' objections to the Oak formula. Their 
position is that: 

(1) The basic ideas are sound; but 

(2) The manner in which they are applied is anachronistic and unfair to the 
industry. 

The carriers score some telling points here. For example, land is deemed worth 
only half of what it cost. wrm Another anomaly unfavorable to the industry involves the 
treatment of interest during construction. The rate for that is 6%, m which is 
obviously far too low. uo Other grievances relate to rate base treatment of damages to 
land, crops, and timber during construction. These items have not been updated for 
inflation since 1953. Another failure to update for inflationary change relates to the 
cost of pipe coating which has not been adjusted for inflation since 1960. 

The industry has an excellent prima facie case with respect to these matters, as* 
But the sums involved are relatively insubstantial. Hence we see no case for 
retrospective rate base adjustments. 

Prospective relief is something different. That may well be warranted. But the 
case even for that is far from pressing. The present formula may shortchange the 
industry here and there. 

But it would be wrong to leap to conclusions on this score. We must remember the 
6~  going value allowance. Were there no undercounting elsewhere, that allowance 
would be very hard to justify. I t  would be pure water. The industry itself concedes this. 
I t  tells us that  "if the . . .  recommended improvements in the valuation formula are 
made, then such an allowance [i.e., the allowance for going concern value] could be 
eliminated." ' m  

Of somewhat more moment is the industry's claim that reproduction cost is 
systematically understated. I t  points out that  the "current" cost figures are not based 
on the current year. They are derived from a S-year "period index." That consists of 
the current year, one future year, as estimated on the basis of its first five months, and 
three past years. When inflation is severe, this practice of looking at  three past years 
rather than at the current year obviously makes for understatement. However, no 
claim is made that  the understatement is serious. Indeed, the industry appears to 
concede that the 6% going value allowance compensates for the failure to track 
inflation adequately. 

This is not to say that  we are ecstatic about the ICC's formula. It probably needs 
a hard look. We have already said that we think the indnstry's criticisms well taken. 

FeRC e, m m  ¶ 61 ,260  
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But we think that it would be wrong to alter the status quo without looking at the 
whole picture. The feature of that picture that  we find disquieting is depreciation. The 
two troublesome points there are: 

(1) The "mismatch" between the straight line methodology for cost of service 
purposes and the "condition percent" methodology for rate base purposes seems 
anomalous. Why is the same thing deemed to be 70% used up for one purpose and only 
40% used up for another? There may be good answers to that question. But those given 
in this record do not satisfy us. 

We do not say that the straight line method is good and the condition percent 
method bad. In view of the durability of the carriers' capital equipment, condition 
percent may well be more realistic. If so, why confine it to the rate base? Why not use 
it for cost of service as well? 

(2) The assumptions about useful lives and about the rates at which things wear 
out are based on ancient studies made decades ago. The studies themselves 
disappeared tat many years ago. as4 Hence our valuation staff works solely with the 
conclusions drawn by the deceased authors of these missing ancient books. We suspect 
that  something must have changed in the intervening decades. So we are inclined to 
take a fresh look. 

But this is neither the time nor the place for that. We agree with our predecessors 
that  the big conceptual questions can be and should be dealt with in the adjudicatory 
mode, which is just what we are now doing. But it also seems to us that this is an 
inappropriate way in which to get to the bottom of technical details about such things 
as the useful life of pipe. That is better done through notice and comment 
rulemaking. ~ 

To be fruitful, such a rulemaking should be preceded by intensive staff studies. 
The whole endeavor would be costly and time-consuming. Would it be worth the cost? 

This question calls for further reflection. This is neither the time nor the place for 
that. We can ponder the point on another day. 

For the present at  least we shall adhere to the formula we inherited from the 
Interstate Commerce Commission. u s  We are also inclined to the view that  it would 
probably be best to continue to stick to the rate base status quo until Congress 
addresses itself to the oil pipeline scene as a whole and supplies us with a better guide 
to its regulatory treatment than we now have. But that view is tentative. Should there 
be no legislation and should the Commission be in a position to give the oil pipeline 
rate base revision question the resources that it needs without detriment to other 
programs of greater import, we or our successors may revisit this scene, ssT 

Our reluctance to dive into oil pipeline rate base depreciation policy in this case at 
this time stems in large measure from the fact that  the data we have seen do not 
convince us that the conceptually bothersome dichotomy between straight-line 
depreciation for coat of service purposes and condition percent depreciation for rate 
base p u ~ s  is a source of gross inequity. 

Though the industry is old, much of its plant is young. ~m Hence considered as a 
whole, the industry gets no present rate base benefit from the condition percent 
approach, ms The 1979 data show that: 

1 6 1 , 2 6 0  F,d,r  F.n,r  
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(1) Under the straight-line methodology used for cost-of-service purposes, the 
nation's regulated oil pipeline plant was 42% depreciated. 

(2) Under the condition percent methodology that same plant was 47% 
depreciated, sso 

(3) This means that for rate base purposes the country's regulated oil pipeline 
plant is carried at 53% of the value that would be assigned to it were depreciation 
ignored, n *  

(4) Were the condition percent methodology abandoned and rate base 
depreciation brought into perfect tune with cost of service depreciation, the aggregate 
oil pipeline rate base would rise from 53% of undepreciated value to 58% o f  
undepreciated value, m 

Hence reform in this area would mean higher rate bases and higher rates. This is 
not the end that the industry's critics wish to achieve. Nor is the Commission inclined 
to embark on a crusade for theoretical elegance in oil pipeline rate base depreciation 
methodology that will result in higher rates for the shippers asa and that has no visible 
support from the carriers, se~ 

Up to now we have been speaking of the techniques used by our valuation staff 
and the approach that we propose to take for the present at least to the general 
problem of rate base depreciation. That appr~ch will not always be controlling when 
we work in the adjudicatory mode. Concrete cases may arise from time to time in 
which the gap between cumulative cost of service depreciation and rate base 
depreciation is so wide and so egregiously disadvantageous to the shippers as to call for 
a remedy. Suppose, for example, that: 

(1) The XYZ Pipeline Company's plant has been fully depreciated on its books. 
This means, of course, that the plant's entire original cost has already been recovered 
from the shippers. 

(2) Nevertheless, the rate base remains quite substantial because of the glacial 
pace at which rate base depreciation is taken in the property's later years under the 
condition percent methodology. 

There fairness to the shipper requires that the rate base be pruned. Such pruning 
may also be called for in cases less egregious than the one that we have just posed. Is 
that sort of pruning appropriate in the instant case? 

We cannot answer that question on the basis of the record before us. However, we 
believe that the shipper.complainants are entitled to raise it in the second phase of 
these proceedings. Should they choose to do that, the presiding judge will, of course, 
consider the question with his usual meticulousness. 

More About Rate Base and DepreciaLion-- 

What Happens When Properties are Sold? 

Reference has already been made to the fact that Williams bought its pipeline 
system from a group of integrated oil companies back in 1966. m The purchase price 
was far above depreciated book value. It also exceeded the ICC's valuation. The figures 
on that were: 

nxc ¶ 61,260 
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ICC Valuation---S167.6 million 

Purchase Price---S287.6 million tort 

Williams maintains that the purchase price has a bearing on what its rates ought 
to be. It contends that: 

(1) The sale to it was at arm's-length and in good faith. 

(2) The practice of ignoring transfers of ownership is peculiar to public utility 
regulation. 

We disagree. We do not question Williams' good faith. But this is not an ethical 
inquiry. It is an economic investigation. 

So we look to the economics of the matter. When we do so, it becomes apparent 
that the purchase price has no bearing on the ratemaking inquiry. The purpose of rate 
regulation is to inhibit strategically situated sellers of goods and services from 
exploiting market power that Congress has found excessive. That end is achieved by 
imposing rates lower than t hee  that would prevail absent regulation. Regulators who 
set rates with their eyes on the prices at which properties change hands frustrate that 
end. They thus defeat themselves. 

That is a truism. It is not confined to the utility sphere. It applies to every 
regulatory scheme that seeks to restrain sellers from pricing freely. Hence it is a wise 
guide to decision in oil pipelining. For this purpose we see no distinction between that 
field and the others in which we work. 

Once more we resort to a hypothetical case. Assume that: 

(1) The City of Zenith requires that residential rents be "just and reasonable." 

(2) Ms. Smith owns the Blackacre Apartments in Zenith. 

(3) That property gives her a net income of $50,000 annually. 

(4) But good rental housing is scarce in Zenith. Were it not for rent regulation; 
Ms. Smith's property would yield her $100,000 a year. 

(5) The Zenith Rent Commission will not permit Ms. Smith to collect that extra 
$50,000 a year from her tenants. 

(6) Suppose, however, that the Rent Commission will permit one who buys from 
Ms. Smith to raise h/s rents to a level that gives him a fair return on the price he paid. 

(7) That produces the following results: 

(A) A prospective buyer realizes that the property can produce twice as much for 
him as it does for its present owner. So he will be willing to pay a price that capitalizes 
the income that the apartment building can generate for him. 

(B) This enables the present owner to appropriate the rents that the ordinance 
seeks to deny her. She merely capitalizes the income denied her but available to her 
transferee. 

(8) So Ms. Smith sells to Mr. ]ones. He promptly raises Blackacre's rents to the 
level he had in mind when he agreed to the purchase price. 

Two things have happened here. The first is that Ms. Smith has captured the 
economic benefit flowing from her strong bargaining position in the rental market. She 

¶ 61,260 F,d  O ,k hm 
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has done indirectly what the ordinance prevented her from doing directly. The second 
is that the tenants are now paying the market-clearing rents from which the ordinance 
was supposed to shield them. Thus the shield is no shield at all. The controls are 
formal, not real. 

That the buyer and the seller were law-abiding and upright does not alter the fact 
that their tenants have been deprived of the protection that the city fathers wanted to 
give. And that is what the Rent Commission must bear in mind. Should it lose sight of 
that and permit itself to be diverted into moralistic inquiries about good faith and bad 
faith, it will eviscerate the scheme it is supposed to administer, asa 

What has just been said of our hypothetical Rent Commission is true of this 
Commission in the instant case. That seems harsh on Williams. The price it paid for 
what used to be called the Great Lakes Pipeline System must have been based on what 
it thought it could get out of the facility over the long run. ass However, Williams 
chose to enter a regulated industry. 

Moreover, it did not ask the ICC for advance assurance that the purchase price 
would be recognized for ratemaking purposes. 40o Accordingly, we conclude that 
Williams was testing an obvious juridical danger. I t  went into this transaction with its 
eyes open. I t  elected to assume substantial regulatory risks. The consequences of that 
may be dismaying for its shareholders. But it is the ratepayers' interest that we must 
keep in mind. And we agree with the complaining ratepayers that "a mere change in 
ownership should not result in an increase in the rate charged for a service i f  the basic 
service rendered itself remains unchanged." 4ol 

The ICC appears to have thought as we do. Like this Commission, that 
Commission refused to sanction a purcbase-price rate base. However, our position is 
not identical with the ICC's. The ICC's rejection of purchase-price ratemaking was 
half-hearted and ambivalent. Ours is wholehearted and unequivocal. 

Though the ICC refused to give its rate-base calculations a purchase price taint or 
tilt, it took Williams' purchase price into account for cost of service purposes. 

The ICC did that by permitting Williams to compute depreciation on its 
"historical cost," £e. on the price it paid to those who sold it the system, rather than on 
that  system's "original cost." 4ol 

The only justification offered for this nonchalant, half a loaf, split the difference, 
cut it down the middle, 50-50, the truth must lie between the two extremes style of 
adjudication was an accounting determination which had held that: 

When property is resold at  a higher price than that for which it was 
originally purchased, the new owner is ordinarily entitled to record the price paid 
in its property accounts and to treat the current cost of ownership as an operating 
expense over the remaining life of the property. 

That precedent however was no precedent at all. The earlier accounting 
determination bad expressly pointed out that  "accounting ru l e s . . ,  are not necessarily 
dispositive of the manner in which expenditures will be treated to determine the 
reasonable level of particular rates." *06 So it is not at  all surprising that the Court of 
Appeals took a very dim view indeed of the ICC's performance on this crucial question. 

I t  said: 

[W]e cannot countenance the ICC's current (emphasis added) unexplained 
insistence on irrevocably hitching its ratemaking theory to its accounting rules. 

emc ¶ 61,260 
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This linkage is especially troublesome because, when it wrote those rules, the 
Commission expressly denied them any such controlling impact on rates . . .  It 
supported that express denial of linkage with a reminder that the ICC 
traditionally did not tie rates to *'investment as shown on the carriers' books, but 
rather [to] valuations" . . .  

Hence, we are left with t h e . . ,  unexplained anomaly of a valuation rate base coexisting 
with a purchase price depreciation base . . .  

The final irrationality is that the depreciation basis used, unlike original cost, 
valuation, and other possible approaches, allows depreciation charges, and thus 
the rates, to change dramatically from one day to the next---so long as a purchase 
of the assets intercedes---even though the cost of the carriers' public service has 
not actually changed. It  is true that occasional acquisitions of carriers at prices 
deemed currently reasonable might serve as a mechanism for accurately reflecting 
inflation's impact on the value of such enterprises. We have our doubts, however, 
about either the desirability of encouraging acquisitions solely for this purpose, or 
of depending on their unpredictable occurrence to serve this function. In any case, 
the ICC in this case purports to have recognized inflation in figuring rate base 
(and perhaps even rate of return . . .  ) so that a further inflation adjustment by 
way of increased depreciation charges would seem precipitous and itself unduly 
inflationary.. .  

That binds us. Moreover, we agree with it. Accordingly, we hold that: 

(1) Williams' purchase price is not entitled to any recognition at all for any 
ratemaking purpose. 

(2) That rule is to apply to all future rate cases involving the purchase of oil 
pipeline property at  prices either above or below depreciated original cost, save for 
those in which the purchaser shows affirmatively by clear and convincing evidence 
that the acquisition conferred substantial benefits on the ratepayers. 

R~te o[ Return 

Here we have an odd situation. Its salient features are these: 

(1) Back in the 1940's the ICC found that the appropriate annual rates of return 
for this industry were: 

(A) 8% for crude lines;/o~ and 

(B) 10% for refined products l i n e s / u ,  the latter were treated more generously 
because they were deemed riskier. 

(2) The process by which these numbers were derived was never adequately 
explained. 41o No cost of capital inquiry seems to have been made. 

(3) Nevertheless, the ICC adhered to its 8% and 10% rules 41, undeviatingly 
down to 1977, ~ s  when its jurisdiction over this field devolved on us. t14 

(4) And it did exactly that in the instant case. ~ No one regards this state of 
affairs as satisfactory ~s  or rational, t n  The Court of Appeals found "the conclusions 
of the ICC in its earlier cases as to appropriate rates of r e tu rn . . ,  artifacts of a bygone 
era." tm 
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It  went on to say: 

We find the ICC's discussion of rate of return . . .  problematical. Here the 
total emphasis is on the 1940% precedents: because 8-10 percent was a viable 
return for carriers of petroleum products from 1940 to 1948, it is said, so must it 
be today . . .  [T]he ICC's reliance on its antiquated precedents in determining a 
reasonable rate of return differs little from a rule that would require modern 
automobile accident damages to conform to those awarded by juries in 1940. ~xt 

The Court of Appeals proceeded to ridicule the ICC's crude-refined distinction. ¢m 
It  said: 

[T]he Commission in the 1940% held the line for crude oil transmission 
companies at an 8% rate of return, but allowed gasoline carriers to receive 10%. 
The only discernible reason for the disparity was the infancy of the gasoline 
transmission industry . . .  This special "hazard" having presumably matured out 
of the picture over the last three decades, we might well have expected the 8% 
ceiling to be applied to gasoline as well as crude oil carriers--in which case 
Williams' rate of return would be excessive . . .  Nevertheless, no explanation is 
forthcoming from the ICC for its continued reliance on the 10% figure, despite the 
absence of an important factor used in the ascertainment thereof." e n  

The court did not hold the ICC's classical 8% and 10% tests excessive. On that 
point it said: 

This is not to imply that  we think an 8 or 10% rate of return is necessarily 
excessive. Such modern "hazards" as inflation and the uncertain availability of 
foreign oil, as well as special risks facing Williams . . .  may well warrant the 
opposite conclusion. Our point is simply that the ICC's criterion for 
reasoaablenms--blmd a~erence to I N s  scqn~nts--is unconvincing, m 
(Emphasis added.) 

The need for reform is plain. The question before us is not "should the Interstate 
Commerce Commission's oil pipeline rate of return methodology be revised?" It  is "how 
should it be revised?" 

Some in the industry's ranks maintain that  we need not agitate ourselves over 
this. They think that  the requisite reforms were made long ago, that they are already 
in place, and that  all that  this Commission need do is to conform its own methodology 
to the allegedly superior one already fashioned by others. That putatively superior 
methodololy was developed by the Antitrust Division and by the industry itself back 
in 1941. 

I t  is embodied in what some regard as a famous and others deem an infamous 
consent decree. That is one of history's ironies. The decree stemmed from the New Deal 
Justice Department 's  strenuous albeit unsuccessful efforts to alter the oil industry's 
structure and to reshape that  industry's pipeline segment. 

When the late Thurman Arnold took charge of the Antitrust Division in 1938, he 
placed a high priority on efforts to make the oil industry more competitive. Some of his 
cases focused on the pipelines. The ones that  are relevant here were founded on the 
Interstate Commerce Act's anti-rebate provisions, em 

The basic theory was that every dividend paid by a pipeline to a shipper-owner 
was an illegal rebate./s4 The relief sought was: 

m~ckw~ ¶ 61,260 
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(1) A decree enjoining the major oil companies from collecting any future 
dividends from their pipeline subsidiaries; and 

(2) The forfeiture to the United States of three times the dividends collected from 
those subsidiaries over the previous several years. ~ s  

These cases were brought in September 1940, when the nation was just beginning 
to prepare for war. t2s Oil was obviously basic to that effort. Hence the Antitrust 
Division was under strong pressure to halt its little domestic war on the oil companies 
so as to facilitate the prosecution of a bigger, a bloodier, and a far more important 
struggle overseas. 

Those pressures became overwhelming after Pearl Harbor. Just 16 days after the 
December 7 attack on that  base, on December 23, 194I, a consent decree was entered. 
u s  Its salient feature was a ceiling on dividends to shipper-owners. In no calendar year 
could these exceed the shipper-owners' "share of seven percentum (7%) of the 
'valuation' (emphasis added) of such common carrier's property." t~t Valuation was 
defined as "the latest final valuation . . .  made by the Interstate Commerce 
Commission." 

The consent decree had several significant effects. One of them was that it gave 
the industry a potent motive for seeing to it that  the Interstate Commerce Commission 
made annual valuations, tso The consent decree's structure is pertinent to that. 

The decree entitles the companies to bring the valuations down to date through 
their own efforts "in accordance with the methods used by the Interstate Commerce 
Commission." But there is an ambiguity here. What methods? That Commission's 
accounting methods, which are predicated on original cost? Or its oil pipeline valuation 
methods, which rest on "fair value"? 

To circumvent this ambiguity and to avoid squabbles with the Antitrust Division, 
the industry wanted frequent valuations. And the Interstate Commerce Commission 
gave them. Twenty-three years ago, a House Committee commented: 

The Interstate Commerce Commission's current program to determine 
pipeline valuations annually was arranged by the industry for its own purposes in 
connection with the consent decree. Annual valuations, apparently, are not 
needed by the Interstate Commerce Commission to discharge its own regulatory 
responsibilities. One effect of this program, however, is to provide an aura of 
legitimacy to reports the pipeline companies have rendered to the Attorney 
General pursuant to the consent decree. In its reevaluation of oil pipeline 
legislation, the Interstate Commerce Commission should eliminate from its 
valuation program all activities for which it does not have a specific identifiable 
need in its own operations. ~ 

The ICC never acted on that  suggestion. This Commission, however, has given it 
painstaking consideration. Neither this Commission, nor the Interstate Commerce 
Commission, nor the Federal Power Commission was a party to the consent decree. It 
is also true that we have no direct involvement in the administration of that 
mechanism. The Antitrust Division takes care of that. Its competent staff needs no 
assistance from us. 

But this does not end the inquiry. The considerations that seem important to us 
are these: 

¶ 61,260 Fak.  
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(I) Though annual valuations of oil pipeline property are by no means essential to 
the administration of the consent decree, they do much to facilitate it. 

(2) Hence the annual valuations that this Commission makes are of considerable 
aid to the Depextment of Justice as well as the industry. 

(3) Our valuation staff advises us that the fruits of its labors are also used by 
state and local taxing authorities, tat 

Accordingly, we conclude that under the existing legal framework the valuation 
updating program serves a real and a useful social function, m Hence we shall for the 
time being continue to make the traditional annual valuations for the carriers that ask 
for them. But it is obvious that this is something that will have to be looked at again 
should the cement decree be vacated or should Congress alter the basic legal structure. 

Secondly, the consent decree revolutionized pipeline f'mance. Large oil companies 
had, and still have, a tradition of conservative financing, tm Hence before the consent 
decree, most of the money invested in the pipelines was equity money. After the 
consent decree, the industry shifted to borrowi~. The borrowed funds did not come 
from the shipper-owners, m 

They came from public investors and from institutional lenders. These oil pipeline 
debt securities were of prime quality because they were guaranteed by the pipelines' 
highly solvent oil company parents. Interest on them was a deductible business 
expense for tax purposes. 

And since that interest was paid not to the shipper-owners but to third persons, it 
did not count against the consent decree's 7% ceiling. So pipeline capital structures 
became highly leveraged. After a while, 90% debt and 10% equity became quite 
common. It is common today, u s  Returns on throe thin equities tend to run high. tm 

I t  is easy to see why that is so. Let us assume a pipeline with: 

(I)  A depreciated book value of $I million; and 

(2) A capital structure cons~ of $900,000 in debt and a mere $I00,000 in 
equity. 

For the mmnent we put to one side the fact that the valuation methodology that 
the Interstate Commerce Commiu/on used when the consent decree was entered, that 
is expressly referred to in that document, and that we now reaffirm, produces rate 
bases appreciably h/sher than those founded solely on depreciated book value. We 
make the simplifying but almost invariably incorrect assumption that rate base and 
depreciated book value are equal to each other. ~ In such a case the consent decree 
permits the owners a return of 7% on that million dollars or $70,000. But 90% of the 
million dollars in agsregate capital is debt. And that debt is owed to persons other than 
the owners. Hence the interest on it does not count against the 7% limit. Accordingly, 
all the $70,{200 permitted by the consent decree goes to the shipper-owners. This now 
gives them a yield of 70% on the $I00,000 book equity. 

Now, we become more realistic. We assume that though the book value is a million 
dollars, the valuation rate base is double that, or $2 million. So the consent decree 
permits the shipper-owners to earn 7% on that $2 million or $140,000. However, the 
depreciated book value of their equity investment is still $I00,000 just as it was in the 
previous hypothetical case. Thus the $140,000 permitted by the consent decree 
produces a yield of 140% on the $100,(300 book equity. 

talc 1 61,260 
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During the 1950% the Justice Department made an unsuccessful effort to sharpen 
the teeth of the decree's 7% limitation. ~ Remember that  the decree states that  the 
7% is 7% of the shipper-owner's "share [emphasis added] of the valuation of such 
common carrier's property." The Government now came up with the theory that the 
word "share" referred to the particular shipper-owner's share of the to ta l  equity 
interest in the pipeline. So the 7% was 7% of ICC valuation minus debt to third 
parties. ~ The Supreme Court rejected this as a strained interpretation and because: 

For 16 years the reports made by the pipelines indicated that ' the dividends 
were not computed on the basis of 7% of the current value of the owners' 
investment but on the total valuation of the carriers' properties. For that  16 years 
the Government accepted this interpretation without challenge. Yet today it 
renounces this long-standing acquiescence and claims that  the decree imposed 
limits it had not previously sought to enforce. 

The Government contends that  the interpretation it now offers would more 
nearly effectuate "the basic purpose of the Elkins and Interstate Commerce Acts 
that carriers are to treat all shippers alike." This may be true. But it does not 
warrant our substantially changing the terms of a decree to which, the parties 
consented without any adjudication of the issues. And we agree with the District 
Court that  accepting the Government's present interpretation would do just that. 

The consent decree has undoubtedly been pivotal. But the results that  it produces 
are so odd that  we do not see how 'they can be labelled "just and reasonable." The 
consent decree is an arbitrary test for distinguishing rates that  are "rehative" from 
those that  are not. 

But rehativeness has no bearing on reasonableness. The idea that  a rate is 
reasonable simply because it is not rehative ~ s  makes no sense on its face. #ss The 
Interstate Commerce Commission rejected it. ~s? So do we. 448 

The consent decree is now 41 years old. I t  was a pragmatic settlement of litigation 
reached in haste at  the outset of a titanic struggle with foreign foes that  taxed the 
nation's energies to the utmost ~ and that  dwarfed the questions disposed of by the 
decree. ~ao That settlement took the form of a restraint on di6dends. I t  did not 
purport to restrain earnings. But restraints on earnings are what economic regulation 
is all about. 

Viewed as a limitation on earnings (and it can be so viewed ~ ) ,  the consent 
decree is arbitrary and irrational. Everyth/ng depends on the design of the capital 
structure. Let us begin with an absurd hypothetical case. 

Suppose that  an oil company subject to the decree built a new pipeline and that it 
financed that  line on an all-equity basis. ~x Because of the facility's youth, its 
valuation would be about the same as its original cost. So its shipper-owner would be 
limited to 7% on its investment. That is far below the rates of return traditionally 
regarded as normal in this industry. Its gross inadequacy in today's world is patent. 

Now we move toward realism. Suppose that  the same oil company builds the same 
pipeline but on an aU.debt instead of an all-equity basis. The result of this is that: 

(1) Both the permissible earnings and the rates from which those earnings come 
are far, far higher than they were in the first case~thougb the nature of the service 
supplied and the business risks assumed are identical in the two cases. 

¶ 61.260 F,d,  r.n,m 
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(2) The shipper-owner gets a substantial return (7% of the total valuation ~m) on 
an equity investment of zero. ~m 

We agree with the Antitrust Division that the consent decree is an unfortunate 
historical accident that impedes effective regulation ~ and spawns confusion. 486 

The confusion stems from the fact that  the Antitrust Division enforces the consent 
decree on its own motion. 4ss I t  does not wait for complaints. The ICC, on the other 
hand, did not act sua sponte. Nor does this Commission propose to do so. ~s7 

Hence the consent decree is both infinitely more permissive in substance than 
either the ICC's historic 8% and 10% rules 4ss or the standards that we now substitute 
for them ~ss and yet far more of a day to day imperative for management than 
Commission regulation under the "just and reasonable" standard, em 

This confused and confusing state of affairs has led to the belief that  Commission 
regulation is mere literature 4sl and that the real controls are to be found in the 
consent decree. 4si Other misconceptions flow directly from that. 

Among them are these: 

(1) Interest on debt is not part of the cost of capital. It is a so-called "above the 
line" item like wages, fuel, or postage. 

(2) Pipeline owners are entitled to equity rates of return on equity investments 
that  they have never made. 

(3) To determine what returns are permissible, one takes a long run perspective 
and averages good years with had ones. 

The other strings to the industry's bow are: ~ts 

(1) A parity concept akin to the one so prominent in the economics, politics and 
sociology o[ agriculture---The idea here is that the industry is entitled to rates of 
return that  preserve the relative position the ICC gave it in 1940. ~la The argument 
goes like this: 

(A) In 1940 long-term United States Treasury obligations yielded 2-V 2 percent. 

(B) So the 8% that the ICC then found appropriate for crude lines was 550 basis 
points (a basis point is ~0o of 1%) above that. 

(C) But today long-term United States Treasury obligations yield 11%. 

(D) To get hack to where it was in 1940 (and who can brand that desire 
unreasonable?), the industry needs 550 basis points more than the government 
bondholder gets today. 

(E) Therefore, 16~% on valuation is an appropriate starting point--11% for 
long-term risk-free investments plus 5-~% for the traditional oil pipeline risk premium. 

But that 16-Vs% on aggregate valuation is just the startting point. 

The industry goes on to tell us that  "this Commission must he sensitive to the 
risks of one-way downward averaging which oil pipelines face." ~sT Accordingly, we 
must move up "by several percentage points." ~m It  seems safe to assume that 
"several" probably means something in the neighborhood of five percentage points. So 
we are now up to 21-~% on total valuation. 4so 

nnc .q, or. ¶ 61 ,260  
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The important features of that  21-~ percent on aggregate valuation number are 
these: 

(1) It  is about 38% on original cost. Tha t  is so because on an industry-wide basis, 
valuations are now approximately 78% above net investment.  ,To 

(2) According to the industry, the 21-~% is just for "low-risk" or "medium risk" 
pipelines. "High-risk" pipelines 47z would be entitled to more, perhaps much more. 4~s 

(3) A legal theory---The industry insists that  the "law" gives it an indefeasible 
vested right to fair returns on fair values. 4Ts I t  maintains tha t  this means that  the 
Commission is constrained to give an inflation-sensitive rate of return on a rate base 
tha t  is already inflation-sensitive. 

We have already made it plain that  we find no merit  to either argument.  The 
parity argument  might be sound if: 

(1) There were some reason to believe tha t  the 8% on valuation standard was 
Solomonically wise when first promulgated; and 

(2) Nothing relevant had changed since 1940. 47, 

Both assumptions are implausible. Let us start  with the idea that  back in 1940, 
8% was the good, true and beautiful rate of return for oil pipelines. 4Ts How do we 
know that? Wha t  studies support it? ,Ts Tha t  those who served on the Interstate 
Commerce Commission decades after 1940 thought (or may  have thought) the 8% 
sacrosanct tells us nothing about what the Commission of 1940 thought. So we must  
look at  what the Commission of 1940 said and did. 

When we do that,  it becomes apparent  that  that  Commission did not take its 8% 
rule as seriously, as uncritically, and as dogmatically as its successors did. The 1940 
Opinion did not say tha t  an 8% rate was "proper." Nor did it say that  8% was 
"appropriate." What  it said was that  an an 8% return was "ample." 4w The industry 
now claims a vested right to tha t  same degree of ampl i tude /n  perpetuo. Tha t  claim 
looks very weak to us. 4~s Accordingly, we reject it. 4w 

The idea that  this industry is legally entitled to an inflation-sensitive rate of 
return on an inflation-sensitive rate base, to what some might call a blow up on a blow 
up, has already been found fallacious by the Court of Appeals 4so and by us. u l  No 
more need be said about it. The industry, its able lawyers and its astute economist 
witnesses have made herculean efforts to convince us that,  whether legally mandated 
or not, the fair return on fair value concept makes good economic sense. Those efforts 
have been wholly unsuccessful. 

What  the industry says, in effect, is tha t  the pipeline investor should be treated 
like a bondholder--but  a very special kind of bondholder. 

This bondholder has a wonderful bond of a type heretofore unknown to the annals 
of finance. Tha t  bond's principal expands to keep pace with inflation. And its nominal 
interest rate does the very same thing. 

Let  us suppose a bond in the principal sum of a thousand dollars. Suppose further 
that  the indenture calls for interest at 12%. Assume in addition that: 

(1) Ten years have elapsed since the bond was issued, and 

(2) The cost of living doubled during that  decade. 

¶ 61,260" Federal Enersy GuldeliMe 
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Thus the bondholder who bargained for an annual income of $120 when his bond 
was new now needs $240 a year to maintain his purchasing power, a t  But the 
industry's rate of return methodology gives him double that. I t  gives him $480. 

That is so, because: 

(1) The principal has gone from $1,000 to $2,000. 

(2) The interest ra te  has also doubled. It has gone from 12% to 24%. 

(3) Hence what used to be 12% on a thousand dollars is now 24% on two thousand 
dollars. 

That is not mere compensation for inflation. It is an engine of inflation. The 
litmus paper test for this bit of financial chemistry involves these questions: 

(1) Would one who held such a security fear inflation? 

(2) Would he be indifferent to it? 

(3) Or would he welcome it with whole-souled cheers? 

To put these questions is to answer them. Anybody who held one of these magical 
Aladdin's lamp bonds would be an ardent inflationist. On that issue he would have 
nothing in common with other lenders. 

Lenders usually loathe inflation. And borrowers generally love it. at Here, 
however, we have a lender for whom inflation is a bonanza, tit 

This industry gets most of its fresh capital from the sale of bonds. Would it dream 
of selling bonds on the ultra-usurious terms that it now urges us to sanction? And if 
some demented oil company managers were to think of selling such bonds, at how 
would they defend themselves against a shareholder's derivative action that sought to 
enjoin the proposed financing as an improvident "waste" of corporate assets? a t  

The record is replete with fancy sophistries about the pipeline investor's desperate 
need for a double recovery formula in order to protect himself against both actual 
inflation and anticipated inflation. 

Our answer to that is in the form of a question. What would the American 
Petroleum Institute say if the Oil Workers Union were to announce that: 

(1) Like the industry that  employs them, the union's members need protection 
against both actual and anticipated inflation; 

(2) The only way in which oil workers can get that protection is through a cost-of- 
living allowance that is double the amount of the rise in the consumer price index; and 

(3) In other words, real justice and true reasonableness for the industry's labor 
force imperatively require that its wages rise by 10% whenever the cost of living goes 
up by 5%? 

The Institute would undoubtedly say that the union leaders had taken leave of 
their senses, at We do not go quite that far. What we do say is that the industry's rate 
of return position is fatally unconvincing, at 

Finding the industry of no assistance on the rate of return issue, we turn to its 
adversaries for aid. We find none. That is to be expected. The industry's foes think the 
valuation rate base arbitrary and irrational. In their view, neither fair rates of return 

¶ 61,260 
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nor just and reasonable prices for carriage can be derived from a rate base of that 
character. 

So they content themselves with sermons about the evils of double counting and 
with the observation that the rate of return on an inflation-sensitive rate base must 
itself be deflated. In other words, that rate of return must be "real," not "nominal." tss 
Up to a point, we agree, tm But these generalities do not take us very far. 

So we are left to our own devices on this crucial issue. The parties' arguments 
having been so unhelpful and the applicable historical tradition bein8 so palpably 
deficient, the Commission must fashion its own oil pipeline rate of return methedology. 
And that is what we now do. 

We hold that a fair oil pipeline rate of return consists of three elements: 

(1) Whatever amount is needed to service the regulated entity's debt; ttx 

(2) When parent COml~my guarantees have been given and when the evidence 
establishes that these guarantees were material to the lenders, m a fully compensatory 
suretyship premium m to the parent-guarantor,/st and 

(3) A "real" entrepreneurial rate of return on the equity component of the 
valuation rate base. 

Little need be said about the first element. That regulated entities must at the 
very least be given every fair opportunity to earn enoush to service their debt is 
axiomatic. The only lx~int on which we need comment in this connection is that we 
have decided to spurn all attempts to fashion hypothetical "model" or "normal" oil 
pipeline capital structures. 

We see no need for these complications, u i  Oil pipeline capital structures may be 
strange. They may be abnormal. They may even be pathological. But they ernst, t m  
Moreover, they were fashioned by the industry to serve its own purposes./w Hence we 
think it fair to hold the industry bound by its own creations. 

The second element, the insurance premium, is novel. It will present difficulties." 
But we are sure that these can be surmounted. 

We offer no Model Oil Pipe Line Suretyship Cede. That cede will have to unfold 
itself through case-by-case adjudication. Nevertheless, a few tentative observations 
may be in order. 

Some cases should be fairly easy. Assume, for example, that: 

(1) The XYZ Pipeline Company, a new venture, has just sold bonds with a 12~ 
coupon. 

(2) These bonds are guaranteed by the pipeline's parents, the X Oil Company, the 
Y Oil Company, and the Z Oil Company. 

(3) Credible expert testimony by persons associated with the rating services, the 
investment bankin8 fraternity, and the credit insurance industry as well as by 
academics who have made a speciality of the bond market establ/shes that absent the 
parents' guarantees the pipeline would have had to pay 14J/s%. 

(4) Thus we have a prima facie showing that an insurance premium of 2-V1% is 
warranted. 

¶ 6 1 , 2 6 0  - 
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We come to the third and meet troublesome member of our rate of return trio. 
That is the real entrepreneurial rate of return we think essential here. l i t  I t  seems 
obvious to us that allowed real rates of return on oil pipeline equity investments should 
be appreciably higher than those the Commission awards to natural gas pipelines and 
to wholesalers of electric energy, em 

But how much higher? That question can be answered only by reference to some 
intelligible standard. That standard must, of course, be rationally related to the real 
world, eox When it fashions this yardstick, the Commission must remember that  oil 
companies have lots of places to put their money, that this is also true of the 
conglomerates that own the so-called independent lines, and that the social need in this 
field is for returns high enough to induce the construction of new pipelines and to avert 
the premature abandonment of old ones. 

The candidates we find suitable are: 

(i) Realized nominal rates of return on the book value of shareholders' equity in 
the oil industry generally over the past 5 years; eel 

(ii) Realized nominal rates of return on the book value of shareholders' equity in 
the oil industry generally over the past year; ma 

(iii) Realized nominal rates of return on shareholders' book equity in American 
industry generally over the past 5 years; 

(iv) Realized nominal rates of return on shareholders' book equity in American 
industry generally during the meet recent year; 

(v) The particular parent or parents' realized nominal rate of return on total non- 
pipeline book equity over the past 5 years; 

(vi) The particular parent or parents' realized nominal rate of return on total non- 
pipeline book equity in the most recent fiscal year; mt 

(vii) Total returns (dividends plus capital gains) on a diversified common stock 
portfolio over the l i s t  5 years--looking to just <me year would not work here because 
the stock market is so volatile; and 

(viii) Total returns (dividends plus capital gains) on a diversified common stock 
portfolio over the long run---25 years, 50 years, or more-- the rationale here is that  an 
oil pipeline is a long-run investment, comparable to a 50-year commitment to the Dow 
Jones industrial average. 

How should we choose among these alternative measures? Here we lay down no 
hard and fast rule. But we suggest that  it would normally be proper to choose the 
measure most favorable to the particular carrier or carriers involved. That may sound 
like a 1982 version of Teapot Dome. It  isn't. 

The idea that the yardstick should be l iberal to the particuiar regulated entity 
actually before us in a concrete case follows losically from our basic concept that what 
the historical background and contemporary public policy needs call for here is a cap 
on ~rees abuse. If the returns do not exceed those being realized somewhere or other in 
a roughly comparable segment of the economy's unregulated sector, it is hard to see 
how they can be branded extortionate or abusive, los 
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Our relative permissiveness here makes the risk problem more manageable. Can 
even the riskiest of pipelines argue that it is so hazardous that it is entitled to more 
than anybody makes anyplace else? What has just been said goes to business risk. 

What of financial risk? The industry places much stress on that. I t  maintains that 
the financial risk incident to an equity investment of $5 million that is junior to $670 
million of debt is horrendous. But thooe horrendous financial risks for which the 
carriers' parents seek compensation were manufactured by the parents themselves to 
serve their own purposes. To the extent that the parents' equity investments in the 
lines are a gamble, it was the parents themselves who elected to gamble. They 
arranged the game. And they set the odds. 

So when it comes to the financial risks borne by the equity investors in the 
pipelines, this is a case in which gamblers ask others to compensate them for the 
special risks to which their own propensity to gamble exposes them. Analogies to 
elementary doctrines about contributory negligence and voluntary assumption of 
risk, aes and to the tax treat ment of gambling expenses, preclude that. so7 In that 
connection, it must be remembered that the rates of return on equity that we propose 
to give here are far more generous than those that we or other regulators give 
elsewhere. ~ To superimpose generous premiums for self-created financial risks on top 
of very generous compensation for business risks would be far too open-handed. One 
might as well forget the whole thing and deregulate. That decision is not for us. I t  is for 
Congress. 

What has just been said should not be misconstrued. I t  does not mean that we are 
totally oblivious to financial risk. Nor does it mean that  we propose to ignore that 
factor. I t  means only that we see no need for case-specific analyses of financial risk. 
They are unnecessary because compensation for financial risk is built into our general 
methodology, sos 

We come now to the double counting problem. Up to this point we have been 
speaking of the application to this industry of nominal rates of return on equity 
derived from an examination of returns on equity capital in oil generally, in American 
industry as a whole, and in other unregulated sectors of the economy, slo Here, 
however, those rates will be awarded on an inflation-sensitive rate base. 

That makes it essential to eliminate the compensation for inflation factor from 
those nominal rates and to reduce them to the levels that  would prevail (or would seem 
likely to prevail) in a world without inflation. 

This can, and in our view should, be done by deducting the inflation allowance 
that  the valuation rate base formula gave the specific pipeline under examination 
during the particular period in question from the appropriate nominal rate of return. 

Assume, for example, that  a comparable earnings analysis of the type we envision 
leads to the conclusion that the PQ Pipeline Company is entitled to a return of 21% on 
the equity component of its valuation rate base. Assume further, however, that  during 
the relevant period slz increases in the estimated c ~ t  of reproduction new 6~ led to a 
7% rise in the rate base. sxs To avoid overcompensation for inflation, that  rate base 
increase must be deducted from the rate of return that  would have been given had the 
rate base stayed constant. 

¶ 61,260- 
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So PQ's allowed rate of return on the equity component of its valuation rate base 
would be 14%, arrived at as follows: 

Nominal Rate of Return Derived from 

Comparable Earnings Analyses---21% 

Less Compensation for Inflation 

Obtained From the Write-up of the 

Rate Base During the Relevant--7% 

Period s,t  

Allowed Inflation-Adjusted Rate of 

Return---14% 

Thus far we have dealt in detail only with our hypothetical carrier's rate of return 
on equity. At this point it seems well to go further with our suppmitious case in order 
to give a concrete illustration of the workings of the rate of return methodology 
established by this Opinion. To do that, we make a few assumptions about the PQ 
Pipeline Company. 

Throe assumptions, which we think fairly realistic, are that: 

(1) The company started out with the 90% debt-10% equity capital structure 
typical of new pipeline projects. 

(2) But PQ has been in business for quite some time. 

(3) That has had the following effects: 

(a) Some debt has been retired. 

03) Because of the cumulative effect of years of inflation, PQ's valuation rate base 
is now appreciably higher than the depreciated original cost of its pipeline assets. 

(4) PQ's balance sheet reads: 

As~U 

c~t ~ Minion 

Total Ameu $I Million 

/ ~ t ~  and C~'tz/ 
Lons-Term Debt $~00.000 

Cemnm~ Equity 300000 
Total Liabilities 
a~l Capital $1 Million 

(5) However, PQ's valuation rate base is now double the depreciated original cost 
of its plant. So its valuation rate base is $2 million, not $1 million. 

(6) The embedded interest rate on PQ's $700,000 outstanding bonded 
indebtedness is 11%. 

(7) But those bonds have been guaranteed by PQ's parent. 

(8) The evidence estabfishes that the parent is entitled to a guaranty fee of 2%. 
These assumptions lead to the conclusion that PQ must be allowed a return of 
$273,000. Here is arithmetic of that: 

Fine ¶ 61,260 
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(1) Interest on $700,000 of Funded Debt at 11% - $ 77,000 

(2) Guaranty Fee to Compensate 

(3) Real Entrepreneurial Rate of Return on the Equity Component of the 
Valuation Rate Base (Computed by Subtracting the $700,000 in Bonds From the 
Aggregate Valaution Rate Base of $2 Million, a Process That Yields $1.3 Million) 
at 14%.s16. $182,000 

Total Allowable Return to the Suppliers of Capital - $273,000 

Accordingly, PQ is entitled to a composite over-all rate of return of 13.65% on its 
total valuation rate base of $2 million and double that or 27.3% on the million dollars 
at which PQ's assets are carried on its books. 

Some will brand returns of these dimensions outlandishly high. Those who take 
that  view will focus on the rate of return on equity. When that  rate is computed on an 
original cost basis predicated on books of account maintained in accordance with 
generally accepted accounting principles, it appears that PQ's owners will have an 
opportunity to earn 61% (182/300) on the book value of their equity. How does that 
square with the 14% real rate of return of which we spoke earlier? 

This is a good question. Were we dealing with electric power or with natural gas 
transmission, we should be troubled by it. That is so because when we sit as public 
utility regulators, we are trying to find the lowest rate of return on equity capital that 
will render the enterprise viable under private ownership. But, as we have gone to 
some pains to point out, this is not public utility regulation. Hence there is no need to 
be so parsimonious. 

The question we are grappling with is: "How should regulators treat 'leverage'? 
What disposition should be made in a regulatory context of the gains that equity 
investors in unregulated enterprises realize by using the 'lifting power of the other 
people's money,' i.e., by borrowing"? 

¶ 61,260 F kmV r wn 
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The public utility answer to that question is that those gains belong to the 
ratepayer. They are passed on to him in toto. s,s But this is certainly not so in the 
unregulated sector. 

Assume, for example, that someone bought a house for $50,000, that he used 
$10,000 of his own, and that he obtained a conventional mortgage without a so-called 
"equity kicker" or "shared appreciation fight" for the other $40,000. Now let us 
suppose that the cost of reproducing the house has risen to $100,(X)0. Does anyone see 
anything unfair, immoral, or inequitable in the fact that the entire gain goes to the 
person who bought the house with a rather thin equity? Suppose that our hypothetical 
homeowner rents the house to a tenant. Would anyone use either the original $10,000 
equity investment or the $20,000 to which that $10,000 would have grown were only 
the equity portion of the aggregate investment trended for inflation to gauge the 
fairness of the rent? 

On this oil pipeline rate of return issue we think the unregulated competitive 
sector a better model to follow and a wiser guide to decision than specialized public 
utility notions. Those notions have their place. And an important one it is. But that 
place is in the derivation of the "lowest reasonable rate." That is not our objective 
here. Here we are setting ceilings that we assume will seldom be reached in actual 
practice, not floors deemed absolutely essential to generate revenues sufficient to 
attract conservative investors whose basic orientation is "safety first" and whose 
expectations of gain are modest, o,T 

It  is not our objective in this field because our study of the record and of the 
relevant literature convinces us that: 

(I)  Competition both actual and potential is a far more potent priceconstraining 
force in oil pipelining than it is in the other areas in which we work. s~  

(2) Hence public policy can and should rely far more heavily on the market here 
than it customarily does in the utility field. 

(5) For utilities, regulation is central to the pricing process. For oil pipelining, on 
the other hand, regulation has been, is, and, we think, should continue to be peripheral 
to the pricing process. 

(4) That peripheral function relates to situations in which monopolistic pockets, 
short-run disequilibria, or other factors produce market prices that are grossly abusive 
and socially unacceptable. 

So the mere fact that a carrier's earnings exceed some bureaucratic appraisal of 
its true cost of capital is not enough to warrant regulatory intervention. Such 
intervention should be resorted to only in cases of egregious exploitation and gross 
abuse. Hence we need a rate of return methodology that will identify such exploitation 
and such abuse and that will not meddle unduly with the market process. 

Allowing the equity owner a return on the total cost of reproducing his assets in 
the world of today does not comport with the ideas that have been dominant in public 
utility regulation for the past four decades. That is also true of the notion that the 
equity owner is entitled to the full benefit of the impact of inflation on the value of 
assets that his company acquired with borrowed money, which it will repay with a 
fixed number of dollars without regard to what happened to the purchasing power of 
these dollars during the term of the loan. But neither of those ideas can be deemed 
inherently exploitative or grossly abusive. 

¶ 61,260 
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Moreover, the ratepayers with whom we are here concerned are not consumers. 
They are business enterprises. So the primary end of the regulatory scheme is not 
consumer protection. It is equity among entrepreneurs. And entrepreneurs are in the 
habit of borrowing money for the purpose of acquiring productive assets. When they do 
that and when inflation leads to an increase in the value of the assets thus acquired, 
they reap the full gain. Nothing that has been brought to our attention leads us to 
consider a standard more austere than the one upon which we have settled. 

The more austere standard of fairness applied in the utility field ize cannot he 
divorced from the stringent regulatory controls on abandonment normal in that type of 
regulation, sm Here, however, the carriers are free to abandon whenever they please. 
They need no permission from us. That raises a problem that we do not encounter in 
electricity and gas. 

What is that problem? It is that the application of an austere rate base, rate of 
return methodology to regulated firms whose freedom to abandon is unrestra/ned by 
legal inhibilitions can engnder preverse incentives for the socially premature but 
enterpreneurially advantageous abandonment of useful but fully or almost fully 
depreciated facilities. This is an important consideration for a society that wants to 
inhibit waste and to conserve resources. It militates strongly against the slavish 
imitation of the utility model. 

We must also point out that the standard we adopt is not nearly so open-handed 
as it may seem at first blush. True, it permits rates of return on book equity that seem 
very high. e~ Our illustration about the PQ Pipeline Company shows that. 

But these seemingly outlandish returns are a by-product of many years of serious 
inflation, us  During these years under our methodology the equity investor gets no 
compensation at all for inflation in the rate of return. The rate of return on equity is a 
real rate absolutely devoid of any inflation premium of any sort. Nor has the equity 
investor been recompensed for inflation in the depreciation component of the cost of 
service. That is computed on a fixed-dollar basis. 

These factors must be kept in mind when one ganges the propriety of the 
handsome rate base writeups and the creamy returns on book equity enjoyed by the 
owners of our hypothetical PQ Pipeline Company and by the actual owners of real 
pipelines of a certain age. 

When they are kept in mind, the rate base writeups and the earnings they permit 
fall into place. Numbers that dazzle arithmeticians who look solely at the book value of 
common equity in 1982 and at the current rate of return thereon e:m look much less 
luscious to those who take a longer view and who hold these same numbers up to the 
light of the four decades of inflation that produced them. ~ t  We think the longer view 
sounder. 

System-Wide Re£ulation or Point to Point Retrulation? 

Oil pipelining is complex and heterogeneous. There are thousands of poesible point 
to po/nt journeys. Each has its own rate. No one pretends that the rate for a l~rticular 
journey is always nicely attuned to its precise share of the carder's total burden. 

The Interstate Commerce Commission, our predecessor in this field, gave scant 
attention to particular rates on specific routes. It focused on aggregates. If the total 
return to capital was within the applicable overall limits, that normally ended the 
inquiry. 

¶ 81,280 
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We are now told that this is wrong, that what matters (or what ought to matter) 
is not just the carrier's overall return, but the justice and the reasonableness of each 
and every member of the whole class of rates, sse Thus the Antitrust Division tells us 
that "the Commission should not countenance an 'averaging' process whereby a 
pipeline company is allowed to offset an excessive rate of return on one pipeline or 
pipeline interest against a less-than-permitted return on another, wholly separate 
pipeline asset." s2e 

The industry maintains that "it is entirely appropriate to allow a carrier to 
'average out' its profitable routes, to obtain a fair return on an overall basis." s~  It  
relies heavily on the holding of the Court of Appeals that: 

It is not a fatal flaw that some traffic is carried at rates above total cost; the 
revenue from such traffic when added to revenues from traffic that competition 
requires be carried at less than full cost (but with some contribution to fixed cost) 
yield adequate overall revenues." s u  

On this issue we hold that: 

(l) System-wide regulation should and will continue to be the general rule. That 
accords with traditional transportation doctrine. And it is consistent with (and indeed 
implicit in) our emphasis and that of the Court of Appeals on the importance of giving 
free play to competitive factors in this industry, u s  Moreover, this rule avoids the need 
for refined inquiries into the allocation of costs that would be essential to segment-by- 
segment regulation. Such inquiries tend to be metaphysical, inconclusive, and barren. 

(2) But what has just been said refers to "systems," not to "companies" or to 
"entities." If the X Pipeline Company has one system in California and a wholly 
noncontiguous one in Illinois, there is no need to average the two. 

(3) The averaging we sanction and endorse is of an intrasystem, not an 
intracompsny character, uo  

(4) Any showing that  a shipper-owner or a group of shipper-owners fashioned a 
complex of rates that favored it or them and that  disfavored non-owners will be viewed 
with great seriousness. If the Alice Pipeline Company, a subsidiary of the Alice Oil 
Company, charges low rates for oil moving from point D to point E (practically all of 
which belongs to Alice itself) and high rates for merchandise that  travels from point X 
to point Y (a route over which Alice moves practically none of its own product, but 
which is heavily patronized by other shippers), neither a showing of overall 
reasonableness nor a showing that  total returns are modest by any standard will 
immunize Alice's patently discriminatory tactics from strict regulatory scrutiny, e~n 

Holdintr Company Problems--Tnmsactions with and Payments to Affiliates 

Most oil pipelines belong to corporate families. They do lots of business with their 
parents. And they sometimes deal with their siblings, m 

That a policy of total laissez-faire with respect to this kind of legally sanctioned 
and economically useful but potentially pernicious "business incest" m can saddle 
ratepayers with illegitimate costs and make regulation into a comic opera 
remunerative to lawyers but virtually useless to anyone else is obvious. 

162,260 
040--21 



]nofflclal FERC-Generated PDF of 20050808-0262 Issued by FERC OSEC 08/08/2005 in Docket#: - 

61,652 Cited as "21 FERC ¶ . . . .  " lzs 1-zo.83 

The industry concedes this. I t  tells us that "Oil pipelines do not seek recovery for 
payments to affiliates which would be higher than those which would be charged by an 
unrelated entity." e~ We are glad to hear that because we could not possibly sanction 
any such recovery, sought or unsought. 

When it comes to burden of proof, however, we part company with the industry. 
It  maintains that "absent specific information to the contrary, payments to affiliates 
recorded in accordance with the safeguards of the Uniform System of Accounts m are 
costs reasonably incurred." m We take a different view. 

In these intrafamily transactions buyer and seller are one and the same. Such 
transactions are not necessarily wrongful. They often save the ratepayer money. 
Frequently, they are proper and laudable. 

But they are suspect. Their abusive potential is obvious. Moreover, the 
tran~ctors (the pipeline and its affiliates) normally know far more than a complaining 
shipper can about the adequacy of the consideration that moved to the pipeline and 
about the overall fairness of the arrangement. Hence the burden of justification should 
be on the pipeline, not on the complainant. That is the rule in corporation law when 
transactions with insiders are challenged. ~ And it should be the rule here. We hold 
that it is. m 

What of the "safeguards" in the Uniform System of Accounts? m They seem 
formidable. Hence the indust r / s  contention that compliance with them should be 
deemed to establish the prima facie propriety of whatever transpired between the 
pipeline and its corporate relatives has considerable appeal. 

But the appeal is superficial. For routine transactions in things that the seller sells 
to unaffiliated as well as to affiliated customers and for which price lists are readily 
available (for example, fuel), a showing of compliance with our accounting 
requirements may well be enough to carry the day for the carrier. But that is beside 
the point. I t  is beside the point, because those are not the relationships that shippers 
are likely to question, m4o 

The probable bones of contention will relate to the fair market value of such 
things as managerial services and office spaee, u ,  Questions in those areas cannot be 
answered from accounting records. True, those records are important. Their weight will 
often be considerable. In our view, however, that weight is insufficient to foreclose 
further probing by an intervenor who wants to delve deeply into a material transaction 
between a pipeline and its parent. 

These inquiries turn on estimates and guesstimates of fair market value. ~ The 
people who make those estimates and guesstimates and who see to it that the Uniform 
System of Accounts is complied with are not wholly disinterested. So we cannot 
presume that they will always see these matters in exactly the same way that a 
complaining shipper or a neutral arbiter would see them. Hence those shippers and 
those arbiters must be given a fair chance to do some skeptical exploring, s u  

Another lntrafamilial Problem---Should the Tax 

Component of the Cost of Service be Calculated 

on a Consolidsted or on a S~nd-Alone Basis? 

For Federal corporate income tax purposes, groups of affiliated corporations are 
free to treat themselves as though the entire group were a single taxable entity. ~ In 

161,260 
001--22 



]nofflclal FERC-Generated PDF of 20050808-0262 Issued by FERC OSEC 08/08/2005 in Docket#: - 

125 t .ZO~ Commission Opinions, Orders and Notices 61,653 

tax jargon they are free to file "consolidated returns." And that is what they do 
whenever they can save money that way. 

The regulatory question is, who should get the benefits of those savings? The 
ratepayers? Or the shareholders? Take the following set of facts, for example: 

(A) The X Pipeline Company earned a million dollars in 1981. 

(B) But because of exploration and development activities that receive favorable 
tax treatment and because of unfavorable conditions in the petroleum market, the 
pipeline company's parent, the X Oil Company, lost a million dollars. 

(C) Since gain and loss were equal to each other, there was no net taxable 
consolidated income. 

(D) So no tax was actually paid. 

(E) But if the pipeline company's finks to its losing parent are ignored, i.e., if the 
regulators look at the pipeline as a wholly independent entity on a so-called "stand 
alone" basis, it is obvious that: 

(i) Such a stand-alone pipeline would have had to pay corporate income tax at the 
statutory rate; and 

(ii) That tax would be a reimbursable cost of service. 

On this question we have recently said: 

Our policy in the past has been that  "a utility ses should be regulated on the 
basis of its being an entity;, that is a utility should be considered as nearly as 
possible on its merits and not on these of its affiliates." s i t  Our present view 
remains the same, based on our conviction about the proper way to set rates for a 
regulated company. Evidence of a particular company's circumstances is not 
needed to make this policy determination, sis 

As was noted in the order from which we have just quoted, "the validity of our 
'stand alone' policy" must now be reexamined, sis But that  issue has not been raised in 
this case. Here no one urges that  the savings derived from consolidated returns be 
flowed through to the ratepayers. Accordingly, our traditional stand-alone approach to 
the consolidated tax problem governs. After we have reconsidered the validity of that  
approach on a generic basis, we shall take a fresh look at what the rule on this subject 
ought to be in oil pipelining. 

A Lest  Word on Depreciation and TJxes---Norm~lizJtion or Flow.Through? 

For regulatory purposes, depreciation is almost invariably computed on a 
straight-line basis, see The Federal income tax rule is different, s*1 It  permits 
depreciation to be accelerated, m This means that during the early years of the 
facility's life its owner's depreciation deductions for Federal tax purposes are far in 
excess of the amounts that the regulators will permit in the depreciation component of 
the cost of service. 

Suppose, for example, that a piece of equipment which cost a thousand dollars is 
assumed to have a useful life of 20 years. The regulators will allow $50 of depreciation 
expense during each and every one of those twenty years, m The Internal Revenue 

FERC ¶ 61,260 
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Service will permit the owner to deduct double that or $100 in the facility's first year, 
$90 in its second year, et cetera, ee4 

Hence during the first year in which it uses that equipment its owner has a $100 
depreciation deduction. This means that the owner's Federal corporate income tax is 
$46 less than it would have been had the equipment not been purchased, am But if tax 
depreciation accounting were in perfect tune with regulatory depreciation accounting, 
the depreciation deduction would be $50 instead of $100. And the tax benefit would be 
$23 instead of $46. 

Now what of the tax  component in the regulatory cost of service? Should the 
regulators proceed on the assumption that the company received a tax benefit of $46, 
which in fact it actually did? Or should they reason that the $46 is a tax peculiarity 
designed to promote certain broad economic objectives, am that those objectives would 
be frustrated were the taxpayer compelled to pass the tax incentives that Congress 
gave it through to its customers, that all that is involved is a "tax timing difference" 
irrelevant to the regulatory function, and that the first year's tax benefit should 
therefore be reduced to the $23 that it is "really" worth under applicable regulatory 
doctrines? 

The first approach is called "flow through." Its advocates emphasize the "actual 
taxes paid" test. They focus on the evils of what they style "phantom taxes." 

The second approach is cared "normalization." Its followers emphasize the social 
importance of the taxing statute's pro-investment objectives and the temporary and 
self-reversing character of the discrepancies involved. They also place much stress on 
what they regard as the inequ/tios that flow-through engenders. They say that giving 
the tax benefits of accelerated depreciation to the ratepayer does not help ratepayers. 

What it does is to help earlier ratepayers at the expense of later ones. The 
industry puts that point this way: 

Regulatory commissions allow only straight line depreciation for revenue 
purposes because this is assumed to fairly apportion an asset's useful life . . .  
Flowing through the tax benefits of accelerated depreciation would depart from 
this cost allocation pattern and result in charges, relative to actual costs, which 
are too low in early years and too high in later years. Future ratepayers would 
therefore bear a disproportionate share of the costs of pipeline assets and subsidize 
early-year ratepayers, u7 

The Court of Appeals gave a lucid summary of the controversy in this very case. 
It said: 

In figuring its tax costs, Williams used the "normalization" method. Under 
this method, a regulated business accelerates its depreciation schedule for tax 
purposes, but figures its tax costs for ratemaking purposes as if it were paying the 
higher taxes required by a straightline depreciation schedule. The difference 
between the two amounts is placed in a deferred tax reserve account, out of which 
the taxes are eventually paid, but on which the business in the meantime collects 
interest. See 26 U.S.C. §167 (IX3Xg). Alternatively, Williams could have 
reflected its present tax savings from accelerated depreciation in lower current 
costs for ratemaking purposes. This latter method allows current tax savings to 
"flow through" to current ratepayers, while burdening [uture ratepayers with the 
deferred taxes when they come due. Normalization, on the other hand, allows the 
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current benefits and [uture burdens to be shared more equally by current and 
[utu~e ratepayem. I ~  

This stress on "intertemperal equality" or "intergenerational equity" among 
ratepayers is sound. We think it basic to good regulatory policy. Hence we have in our 
gas and electric work opted for normalization, m We reach the same result here. 

Though the result is the same, the reasoning is not identical. In this, as in other 
areas, oil pipelining is by no means on all fours with gas and electricity. For one thing, 
it can fairly be assumed that  the composition of the ratepayer group is more constant 
here and that it varies less over time than in the utility field. No In our view, however, 
that  does not nullify the argument. Intergenerational equity is not quite so compelling 
a consideration here as it is elsewhere. But it is by no means wholly without force. I t  
retains impressive validity. 

A second variation stems from the "front end load" factor, peculiar to oil 
pipelining. ~n When we discussed that, we expressed considerable concern about a 
regulatory system that  would make for high rates at the outset and for lower ones as 
time progressed. Now we are worried about the opposite of that. Isn ' t  there an 
inconsistency here? 

We think not. Our concern is .with stable rates. That is what we consider the 
prime desideratum here. Accordingly, we are loath to embrace any methodology (with 
respect to taxes, with respect to rate base, or with respect to anything else) under 
which temporal differences among groups of customers become central and crucial. 

Matters become more troublesome and much less clear when we move from 
legalisms to basic policy considerations. Ha When one cuts through all the words to 
what is really at  stake, it becomes much too plain for argument that  what is at  the 
bottom of the whole business about accelerated depreciation and tax normalization is 
the allocation of the national income between investment, on the one hand, and 
consumption, on the other. What we have here is an effort to use the tax system to tilt 
the balance in favor of investment and to raise the shamefully low American rate of 
saving. We believe that, in general, it is appropriate public policy for us to implement 
rather than frustrate the ~ of the tax statutes. Nothing in our regulatory 
charters requ/res otherwise~ 

In oil pipelining, however, we have a very special situation. There are no 
"consumers" here. The lines are used solely by business enterprises. Hence the clash 
between shipper and carrier differs fundamentally from the clash between utilities and 
their customers. 

-When an electric utility or telephone company is required to flow the money it 
saves on its tax bill by using accelerated depreciation through to its ratepayers, the 
odds are that  most of the money will go to consumption rather than to investment. If 
the utility gets the benefit of the tax timing difference, it will invest. If the customers 
get that  benefit, they will almost certainly elect to consume, mm 

In oil pipelining, however, the tax savings are almost certain to be invested. That 
will be so whoever gets the benefit of them. Should those benefits be "normalized," the 
pipelines' parents will have funds available for investment that they would not 
otherwise have. Should the benefits be flowed through, the independents in the oil 
business will have the funds. And they'll make the investments. That makes the case 
for normalization somewhat uneasy here. 

nsc ¶ 61,260 
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Moreover, oil pipeline regulation deals at bottom with equity among competitors. 
The shipper-owners compete with their own customers. Normalization compe!s those 
customers to reimburse the shipper-owners for taxes that the latter are not now paying. 

True, those taxes will be paid later. But competition functions in the here and 
now. Hence the notion that it is just as well for the independent shipper to reimburse 
the shipper-owner in 1982 for the taxes that the latter will not pay until 1992 is a bit 
troublesome. There is much to be said on both sides. This is a difficult question. It is 
easier to discuss than to decide. 

But we must decide it. 

In doing so, we opt on b~lance for normalization. The essential reason for that is 
that normalization facilitates the comparable earnings analyses basic to the 
determination of appropriate rates of return on oil pipeline equity investments. 
Throughout the economy rates of return on equity are reported on a normalized 
basis, as4 This means that after-tax earnings are computed as though the "deferred 
taxes" had actually been paid. Hence the taxpayer's actual after tax rate of return is 
higher than the version of that return given in its financial statements, reported to the 
Securities and Exchange Commission, and used by the financial community. Hs 

So a flow through rule for this field will make for mismatched rate of return 
comparisons between oil pipelines and other industries. Were we to insist on actual 
cash basis, after tax rates of return here, elaborate adjustments would be needed in 
order to compare those returns with actual cash basis, after tax rates of return 
elsewhere. That would be administratively difficult. And those difficulties would be 
pointless. Nothing of substance would be accomplished. 

Accordingly, we conclude that oil pipelines may elect to normalize. But they need 
not do so. Compulsory normalization would, we think, be most undesirable here. 

Competitive considerations may lead some pipelines to prefer lower rates that 
they can actually collect right now to higher rates that we would permit but which 
market forces preclude them from collecting. Lines in such circumstances will want to 
take less now in return for more later, u s  We see no reason to preclude them from 
doing that. 

When regulated entities "normalize" their income tax timing differences, their 
customers reimburse them for taxes that were not actually paid. We disagree with 
t hee  who label these unpaid taxes "phantom taxes." They are not phantoms. They 
will be paid in the future. That is why accountants call them "deferred taxes." 

The salient features of this deferred tax business are that: 

(1) Ratepayers send money to the regulated entity to enable it to pay its taxes. 

(2) But those taxes will not actually be paid for many years. 

(3) Until they actually are paid, the regulated entity has access to and dominion 
over the funds that the Treasury will later collect. 

Is the regulated entity entitled to a return on those funds? The carriers insist that 
it is. We take a different view. The fund in question comes from the ratepayer. Why 
should he be required to pay the carrier a return on money that came from him, not 
from it? 

¶ 61,260 • 
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As the Court of Appeals for the District of Columbia Circuit said not long ago on 
this point in a case arising under the Interstate Commerce Act: 

As this court has recognized on more than one occasion, the principle of 
excluding a deferred tax reserve from the rate base, as such reserve comes into 
existence, is an essential component of an agency's election to normalize taxes for 
ratemaking purposes. Otherwise the rate payer who has paid higher taxes 
reflecting normalization accounting would be paying the carriers for earnings on 
the tax differential even though it was the rate payer who contributed the 
differential in the first place. N7 

The carr/ers maintain that this rule deprives them of the benefits of accelerated 
depreciation. There are several answers to that. One is that they should make this 
argument not to us but to the courts or to the Congress. Another is that normalization 
coupled with a "no return on deferred taxes" rule enhances the regulated entity's cash 
flow. Most people prefer money now to money later. Are oil pipeline companies an 
exception to that general rule? We doubt it. 

And if some of them are, they need not normalize. Nobody is forcing 
normalization on them. They are perfectly free to flow the tax benefits stemming from 
accelerated depreciation through to their ratepayers. ~ss 

What About the Investment Tax Credit? 

Like accelerated depreciation, the investment tax credit is a device adopted by 
Congress for the purlx~e of giving a pro-investment tilt to the taxation of business 
income. Hence the regulatory questions raised by the existence of this special credit for 
new investment seem msentiaily the same as those discussed in the preceding section. 
In that section we held that the tax savings engendered by accelerated depreciation 
must be shared with the ratepayers through appropriate deductions from the rate base. 

Why not treat the investment tax credit in exactly the same way? After all, from 
a regulatory perspective there is no real analytical difference between the credits of 
concern to us here and the speedy depreciation writeoffs with which we have just dealt. 
There is much to he said for. this position. Were we free to adopt it, we mighf well do 
SO. 

F E n C ' ~  
001--22 

But we are not free to do that. Congress has spoken clearly in this area. It has 
decreed that the full benefit of the investment tax credit belongs to the carriers, m 
Our analysis begins with Section 203(e) of the Revenue Act of 1954. sTo 

It r~ds: 

TREATMENT OF INVESTMENT CRF_,Drr BY FEDERAL REGULATORY 
AGENCIES. 

It was the intent of the Congress in providing an investment credit under section 
38 of the Internal Revenue Code of 1954, and it is the intent of Congress in 
repealing the reduction in basis required by section 48(g) of such Code, to provide 
an incentive for modernization and growth of private industry (including that 
portion thereof which is regulated). Accordingly, Congress does not intend that 
any agency or instrumentality of the United States having jurisdiction with 
respect to a taxpayer shall, without the consent of the taxpayer, u s e -  

(1) in the case of public utility property (as defined in section 46 (c)(3XB) of 
the Internal Revenue Code of 1954), more than a proportionate part (determined 
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with reference to the average useful life of the property with respect to which the 
credit was allowed) for any taxable year by section 58 of such Cede, or; 

(2) in the case of any other property, any credit against tax allowed by 
section 58 of such Code, to reduce such taxpayer's Federal income taxes for the 
purposes of establishing the cost of service of the taxpayer or to accomplish a 
similar result by any other method. 

Oil pipeline property is not public utility property, s n  So Section 203(eXl) has no 
direct bearing on our problem. The section that controls here is 203(eX2). 

Moreover, Section 203(eXl) is no longer on the books. It  has been replaced by 
Section 46(0. Why then do we bother with Section 203(eXl)? We do so because we 
think that an analysis of what happened when § 205(eXl) was replaced by § 46(f) is 
crucial to the interpretation of Section 203(eX2). sT* 

Section 46(f) generally provides for two alternative ways in which investment tax 
credits can be treated for ratemaking purposes, sT* The first is rate base reduction "if 
the reduction . . .  is restored not less rapidly than ratably." The second is cost of 
service reduction provided it "is reduced by [no] more than a ratable portion of the 
credit." The choice is between no return on or no return of the subsidy. Section 
203(e)(I) specifically permitted the denial of return of the subsidy by pro rata 
reduction of cost of service. I t  said nothing specific about denying a return on the 
subsidy. Congress clearly changed the treatment of investment tax credits when it 
enacted Section 46(0. The question is, what was the change? Did Congress take away 
the right to both pro rata flow through and rate base reduction? Or, did Congress add 
the option of rate base reduction to the already existing pro rata flow through? It  is our 
view that Congress was adding a new option. 

Old Section 203(eXl) did not allow both pro rata flow through and rate base 
reduction. It specifically permitted only the former. We believe it prohibited all other 
devices which would reduce a company's cost of service, including rate base 
reduction.sT4 Section 205(eX2) is subject to the same prohibition. It follows that we are 
powerless to exclude investment tax credits from oil pipeline carriers' rate bases, sTs 

Other Matters---Test Periods, Throughput Variations, and DeveJopmenta! Losses 

The agenda with which we have been dealing was fixed by the administrative law 
judge who presided over the hearings held at this Commission after the Court of 
Appeals had remanded the case. Before those hearings began, the judge attempted to 
structure them by issuing a document that he entitled "INVITATION TO SUBMIT 
COMMENTS ON RATEMAKING PRINCIPLES FOR OIL PIPELINE RATE 
CASES." sTs Among the questions posed in that document were these: 

(I) "What base per/od or test per/ed should the Commission utilize to compute 
operating expenses and revenues? sTt 

(2) "How should the Commission take account of variations in throughput in 
determining whether oil pipeline rates are just and reasonable?" sTs 

Those are good questions. But we see no need to answer them. Rigid rules about 
test periods and about the way in which divergences between expectations and 
actualities should be treated seem out of place here. Rules about these matters are 

¶ 6 1 , 2 6 0  ruk  
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necessary in our electric utility and natural gas transmission work. But we think them 
unnecessary here. 

Our views rest on the following considerations: 

(I) Electric companies and natural gas companies have to make detailed filings 
with us whenever they want to change their rates. 

(2) Those filings structure the subsequent inquiry. 

(3) Indeed, the very first step in that inquiry is careful analysis of the filing by 
our staff.  

(4) Moreover, there is lots of litigation about gas and electric rates. In our world 
that kind of litigation is the stuff of the daily round. It  is as common for us as tort 
litigation is for trial courts in metropolitan centers. So there is an important place for 
rules. They supply valuable guidance to the litigants and to the judges who preside at 
our hearings. 

(5) None of this is true in the oil pipeline field. There are no detailed filing 
requirements here. Nor do we intend to prescribe any. Moreover, there is no need for 
staff analysis. We view this as an essentially private law area in which the Commission 
is merely a forum. So there will be no occasion for staff studies, o7, Finally and perhaps 
most important, history shows that oil pipeline rate cases are rarities. There may 
perhaps be more of them in the future than there were in the past. But we see no 
reason to anticipate torrents of litigation in this field. 

Accordingly, we leave these questions about who has to prove what and just when 
he has to prove it to the litigants, to their lawyers, and to our hearing officers. The 
carriers and their adversaries are better positioned than we are to assess the lines of 
proof that will best serve their causes. Moreover our administrative law judges are 
sharp enough and experienced enough to detect beth insufficiencies in the proof and 
fallacies in the inferences that they are asked to draw from it. When they see a need 
for more evidence or better evidence, they can ask for it. And they should. 

Commission's Order 

The ComPanion orders.. 

(A) The cause is remanded to Administrative Law Judge Isaac D. Benkin (or in 
the event that. he is unavailable to another administrative law judge to be designated 
by the Chief Administrative Law Judge) for further proceedings in conformity with 
this Opiniou. 

(B) The judge shall: 

(1) SOt rates for the future; 

(2) Determine what this carrier's rates should have been for each of the past 
periods involved; 

(3) Determine whether any excess revenues were in fact collected; 

(4) In the event that excess revenues are found, determine whether all or any part 
of them should be refunded and which of the reparation claims asserted, if any, should 
be allowed; mm and 
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(5) De such other acts, take such other evidence, and make such other 
determinations as he in his discretion deems necessary or appropriate m order to effect 
a just, speedy, and complete resolution of the controversy, tmx 

(C) The Commission's Oil Pipeline Beard is directed to refrain from initiating any 
suspensions or investigations in cases where no aggrieved person requests such actton. 

t' , ,mmiuioner Sheldon concurred wi.~. a separam, s t a t e n ~ t  attached [ . .p~ 
61,716~V.l'~-~mmimdoner H u g h u  d/~eated m part aria concurreu in part ruth st 
sepm.ate statement attached [pap.. 61,719]...C~ mmimdoner Richard coacurred 
with a separate statement attachecl [page o l , / ~ j .  

P o o t n o t w  

t The industry meintolnt  that  "oll pipelines have 
by far the meat unfavm~bte capital  turnover of any 
industry gronp" (opening brief of the Association of 
Oil Pipelines |hereinafter  cited as ,*ASSOCIATION 
BRIEA ~''] a t  84). tha t  each dollar of investment yields 
only 294 in grms revenue, and that  sn  investment of 
$3.52 is required to preduce a dollar in grins receipts. 

I I f  the  t r a f f i c  is there ,  the  subs t an t i a l  
investment required to bring a pipeline into being is 
wall worthwhile. Tha t  is to because the nee~:apiUd 
c ~ t s  of s pipeline operation are extremely low. 
pipelines use anman~ly  lit t le labor. Tha t  g i v ~  them 
• great  advantage over other forms of trsnspmUttim~ 
that  use l e~  capitol but much more labor, such as 
shipping or trucking. 

* We reo0t~ise that  pipeline* are frequently buil t  
and owned by groups of oil companies. In  that 
situation, the co~gaers '  interests may not always be 
harmonious with each other. Assume, for enmmple, 
that  the A ComlmnY and the B ComwmY are equal 
pertnors in the A-B Pipeline. But  u m m e  further tha t  
A generates 75% of tbe pipeline's traffic. So A 
contrihates 75% of the revenue. But i t  ~ hom~ 
only 50% of the profits. Hence A's interest  as s 
customer is greater  than its interext as an owner. 
T h a t  gives A an interest in low rate*. Convmsely, B 
has an interest in high rates. 

Does anyone else have an interest in throe rate*2 
Shnold anyoe¢ else care about them? Are there public 
interest implicatim~? If  m, what are they? 

* The  Supreme Court  thinks tha t  there is 
something to this. In  the T r a ~  Ahudm P/pe/ine Rate  
Cases, 436  U.S. 6 3 1 , 6 4 4  (1978), • unanimous Court 
o t~q~ed that:  "[Tlhoes whO will ship oil over TAPS 
[*n acrmwm for Trans  A l ~ h a  Pipeline Systeml are 
almost exclusively I ~trents or co-tuheidlari~ of TAPS 
owners. Thus, to an indetermmate,  but  pmsibly 
extent, eaceu t ~  lion charges to ~ i p p e r s  will 
he offset by excess peoflts to TAPS emmets, cre~tting a 
wash transaction from the standpoint of imrent oil 
comlsanies. Indeed, i t  is tel img that  no shipper of oil 
protested the TAPS rates, l u s t ead .  • • only the puldlc 
perceives that  i t  will be injured by the proposed 
TAPS rates and has objected to them . . .  Therefore 
. . .  unreasonable . . .  rates - both generally and in 
these cases - . . .  will almost certainly be p ~ t e d  almlg 

• r ' r e  

to 'a  prior producer or • .  • to the ulttmeto costume . 
Qt~t ing with approval from the late Profesmr I . L  
Shaffman's well-knovm multi-volume umttise of the 
1930's on the Interstate  Commerce Commiuie~,  The 

¶ 61,260 

In ters ta te  Commerce Commissioa: A Study in 
Administrative Law am~ Procedure, 4 volumes in S 
(1951-1937), hereinafter cited as "SHARFMAN." 

* G. S. Woihert Jr., U. S. 0~/ P//~ /3•es J O ~ l  
(1979). The  author was formerly the Shell Oil 
Company's General Cmmsel. So few would accuse him 
of being biased asainst  the oll industry. Nor are many 
likely to say that  he underestimates the o~npeti t lve 
tsazards that  the pipeline* face. In fact, Dr.  Woihert 's 
footnote* show that  his text relies in large measure on 
the testinmny of im~ustry wftne~es before this 
C•mmits ion .  Moreover,  w¢ note tha t  Wolbert 's  

• p~blisher w~t the American Petroleum Institute.  
Dr.  Woihert wrote an earlier buek on the sub, eeL. 

G~q. Woibert, Amersma Pipe Line~ (1952). In  this 
O ¢ ~ o n  h l ,  first b a ~  is cited as W o L B E R T  I,  and 
his secm~d as W O L n E R T  II.  

s Most pcop~ in the induetrY appear  to ~ 
that  there maY once have been rome measure d t ruth 
to this allegation. But they insist tha t  this is no Im~ler 
m. As they see it,  intramo~l competition amm~ 
pipelines coupkd with the pipeline owner's self- 
interest in teelnE m it  tha t  his very expensive facility 
is used to the fullest extent p o ~ b l e  ave potent market  
p ressures  t h a t  keep pipel ine  ra tes  w i th in  an  
acceptable ~ ot resmmthtene~. The industry's 
critics *re dubm~m about that.  At this juncture, 
however, we are not concerned with the merits  of the 
debate. We are trying to descrihe what  the debate i t  
about. We shall come to the merits  in due cous~. 

r Tha t  dora not appear  to be true of marit ime 
csrrlaSe. The i~mtge  from W O L B E R T  II  quoted in 

p 4, supra, cmwlotkd with • caveat  about the teat a t  . 
*'oces•-going, Io~8 -haul supertonkers."  And tha t  
caveat  is foilownd by ~ o h e e r v a t i ~  

There are, of course, special situations whore other 
forms of t r anspor t a t ion  have s compet i t ive  
advantage aver pipelines. For example, heavier 
petroleum liqmds or s o ~  (e.g., residual fuel oil, 
asphalt,  and coke) while trsnepogtabk by pipelines 
are mote economically handled by other bulk 
ceariers. O1ten market  voiume requirements make 
barge movement mere a t t ract ive  than by pipeline. 
In  larlpe volume markets having good port facilities, 
t a n k e r  s h i p m e n t s  m a y  o f f e r  t h e  l o w e s t  
t rauspmutt ion custs. This is especially true of 
crudes imported from far away foreign murees. The 
niche for trucking lies in situations where smell 
volumes over short haul* with many different 
de s t i na t i ons  a re  involved ,  such as  gasol ine 
movements from terminals to jabber plants and to 
private residences. WOLBERT I I  a t  31. 

Fe~rat Enm~ G u t ~ 7 _  ~ 
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(1940)  "Oil in the field t anks  is like a fat  s teer  on the 
range;  it needs to be t aken  thence  and  made  into 
someth ing  useful ."  

• The re  is an  e l ement  of f ict ion here. In the s t r ic t ,  
l i te ra l  sense i n d e p e n d e n t  producers  very  seldom 
"sh ip" .  Nine  t imes  out  of ten (pe rhaps  it would be 
more accura te  to say 95 t imes  out  of 100) they sell 
t h e i r  o u t p u t  in the  fields. So they  are ra re ly  
" s h i p p e r s " .  W O L B E R T  I I  a t  1 9 3 - 1 9 4 .  B u t  
i n d e p e n d e n t  producers  general ly  sell a t  or near  the 
poin t  of product ion  a t  the prices "pos t ed"  by  some 
major  oil c o m p a n y  t h a t  owns pipelines.  T h a t  "pos ted  
pr ice"  will normal ly  be the  world marke t  price for oil 
of the  grade and  qua l i t y  involved minus  the cost o f  
carry ing  that  oil over  the p ipe l ine  from the well to the 
ref inery.  

Moreover ,  some re la te  the i ndependen t s '  p ropens i ty  
to sell in the  fields to the  major  compan ies  a t  the 
l a t t e r s '  posted prices to the  majors '  ownership  of the 
pipel ines  and  to the majors '  pipel ine ra te  s t ructures .  
Thus ,  for example,  one s t u d e n t  of the  i ndus t ry  whose 
in te res t s  have  since shif ted from pe t ro leum economics 
to world politics wrote back  in 1948 t h a t  the pipel ine 
r a t e  s t r u c t u r e  " is  d e s i g n e d  to p e r s u a d e  t h e  
independen t  producer  o f  oil to sell his produc t  in the 
oil f ields at prices d o m i n a t e d  b y  the  major  company ,  
or the  f ew  major  companies  owning  the  p ipe  line or 
lines in tha t  field. The  p ipe l ine  rates  are such as to 
discourage the  seller from p a y i n g  the costs o f  carriage 
on his oil in order to reach a wider  m a r k e t  in the  
re f inery  area." E. Rostow, A Na t iona l  Pol icy  for the 
Oil I n d u s t r y  62  (1948). ( E m p h a s i s  added. )  

Some years  t he rea f t e r  Professor Rostow, who 
la ter  became  Dean  of the  Yale  Law School, t hen  
moved  on to the  post of U n d e r  Secre ta ry  of State ,  and  
is now Director  of the  Un i t ed  S ta tes  Arms Control  
and  D i s a r m a m e n t  Agency, ampl i f ied  this  view in a 
law review ar t ic le  in which he said: 

In the pas t  a t  least  pipe line ownersh ip  gave the 
major  compan ies  a powerful  voice in the  marke t s  
for crude. The  level of pipe line ra tes  in re la t ion to 
f ie ld p r ices  p rov ided  a d i s t i n c t  i ncen t i ve  for 
i n d e p e n d e n t  producers  of crude  oil to sell the i r  oil 
to a major  coml:mny pipe line owner in the  field. 
P ipe  line ra tes  were so h igh as to discourage 
i n d e p e n d e n t  producers  from t r a n s p o r t i n g  crude oil 
th rough  the pipe lines in the i r  own account ,  to be 
sold in ma r ke t s  con ta in ing  more buyers  t han  are 
ava i l ab le  in any  producing  area.  Similar ly,  the 
re la t ion be tween  crude  prices and  pipe line ra tes  
helped keep i n d e p e n d e n t  ref iners  located far  from 
p a r t i c u l a r  f i e l d s  f r o m  p u r c h a s i n g  o i l  
advan t ageous ly  in those fields, and  t r a n s p o r t i n g  it 
to the i r  own account  via  pipe lines. This  effect  was 
enhanced  by high tender  requ i rements ,  and  other  
condi t ions  imposed upon the  car r iage  of oil by  pipe 
line companies .  Al though the oil and  gasoline pipe 
lines have  been common car r ie rs  in form for m a n y  
years,  they have  unt i l  recent ly  t r an s po r t ed  very  
l i t t le  except  oil or gasoline produced by o ther  
b r anches  of the i r  own companies .  Rostow and  
Sachs ,  E n t r y  in to  the  Oil R e f i n i n g  Business:  
Vert ical  In tegra t ion  Re-examined ,  61 Vale  L.J. 
856. 882 (1952). 

10 People who subscr ibe to this  ana lys is  weep 
copiously for the i ndependen t  producers.  They  make  
m u c h  of the  f ac t  t h a t  18 l e a d i n g  i n t e g r a t e d  
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companies  control  over 96% of the na t ion ' s  c rude  oil 
pipel ine ne twork and  t h a t  the lion's share  of the  oil 
t h a t  moves  over  t h a t  network belongs to those 
companies ,  i.e., they e i the r  produce it themselves  or 
they buy  it in the fields from independen t s  so t h a t  it 
a l r e a d y  be longs  to t h e m  when  it e n t e r s  t h e i r  
pipelines.  Those concerned about  wha t  they deem 
excessive concen t ra t ion  in oil proceed to re la te  this  
s t a t e  of a f fa i r s  to f igures  t h a t  show t h a t  the 
independen t  producers '  share of aggregate  crude oil 
o u t p u t  role has  declined over t ime. Thus,  for example,  
the June  1978 Staff  Repor t  of the  Subcommi t t ee  on 
A n t i t r u s t  and  Monopoly of the  Senate  Jud ic ia ry  
C o m m i t t e e  en t i t l ed  " O I L  C O M P A N Y  O W N E R S H I P  
OF P I P E L I N E S "  ( c o m m o n l y  r e f e r r e d  to a n d  
h e r e i n a f t e r  c i t e d  as the  " K E N N E D Y  S T A F F  
R E P O R T " )  c o m m e n t e d  a t  pages 30 and  31 tha t :  

I t  is of ten argued t h a t  concen t ra t ion  in crude oil 
p roduct ion  is lower t han  it is in m a n y  o ther  
e x t r a c t i v e  indus t r i e s  in the economy; indus t ry  
s o u r c e s  f r e q u e n t l y  c l a i m  t h e r e  a r e  10,(X)0 
producers.  Two considera t ions  weigh aga ins t  this  
a rgument •  Firs t ,  given the n u m b e r  of producers  in 
the  i ndus t ry  (in con t r a s t  to, say roughly a dozen 
each in copper,  lead or zinc product ion) ,  observed 
concen t ra t ion  ra tes  in crude oil p roduct ion  are 
impressive.  Secondly, there  has been a d i s tu rb ing  
increase in concen t ra t ion  ra tes  over the pas t  two 
decades  or so. 

s I m 

The  shares  held by  the  thousands  of producers  
outside the 20 largest  . . .  declined sharp ly  from 
44.3 percen t  of the indus t ry ' s  o u t p u t  in 1955 to no 
more t han  25.0 percent  by 1975. This  occurred in a 
period when  product ion  was rising, from 2.4 billion 
barre ls  in 1955 to 3.1 billion barre ls  in 1975. In 
other  words, while o u t p u t  d i rect ly  control led by the  
major  companies  increased by 75 percent ,  from 1.3 
to 2.3 billion barrels ,  t h a t  under  the  control  of 

• i n d e p e n d e n t  producers  fell by 29 percent ,  from 1.1 
billion barre ls  to 800  million annual ly .  

I t  is possible . . .  t h a t  much  of the increase  in 
concen t r a t i on  reflected merger  or the  purchase  of 
r e s e r v e s  l oca t ed  by  s m a l l e r  e x p l o r a t i o n  a n d  
product ion  companies .  

The  indus t ry  b r a n d s  this  sort of th ing  poppycock.  
I t  points  out  tha t :  

(1) M a n y  years  have  now elapsed since an  
audible  ou tc ry  about  the pipel ines  was last  heard  
from the  i ndependen t  producers.  

(2) There  is no con temporary  evidence  t h a t  a 
s t a t i s t i c a l l y  s i g n i f i c a n t  n u m b e r  of i n d e p e n d e n t  
producers  deem themselves  v ic t imized  by the pipeline 
owners. 

(3)  T h e  I n d e p e n d e n t  P e t r o l e u m  P r o d u c e r s  
Association of America,  which c la ims to speak for 
thousands  of i ndependen t  producers,  wholehear ted ly  
endorses the  pipel ine s t a tu s  quo, insists  t h a t  i ts  
member s  are h a p p y  abou t  th ings  as they  are, denies 
t h a t  there  is any  exploi ta t ion  by the majors, and  
m a i n t a i n s  t h a t  proposals for " r e fo rm"  designed by 
l a w y e r s  a n d  e c o n o m i s t s  who  h a v e  a p p o i n t e d  
t h e m s e l v e s  counse l  to the  hap less  i n d e p e n d e n t  
p roducers  f r i gh t en  those gen t l emen ' s  i nvo lun ta ry  
cl ients  to death• 
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t* Bu t  see n. 6, supra. 

,~ Even  if he does not ac tua l l y  do so, some argue  
t h a t  he has  the power  to do so. And t h a t  is pernicious.  
One economist ,  whose s tudy  of the  indus t ry  has 
become a classic and  is c i ted wi th  approva l  by all 
sides observes: 

There  is no th ing  really unique  abou t  such cr i t ic ism 
of the  major  oil companies .  Alcoa, for ins tance ,  was 
accused of using a ver t ica l  in tegra t ion  squeeze 
based  on i ts  con t ro l  of ingot  p roduc t ion .  I t  
supposedly sold sheet  to fabr ica tors  a t  a price lower 
t han  the sum of the price of ingots and  the cost of 
rolling. This  left compe t ing  sheet  producers  who 
paid the  m a r k e t  price for ingots a t  a compet i t ive  
d i sadvan tage .  

T h e r e  is no d e a r t h  of r e s p e c t a b l e  economic  
r e a s o n i n g  to s u p p o r t  t h e  v a l i d i t y  of such  
compla in ts ,  if not  the  just ice  of the  remedies  
sought.  Where  one c o m p a n y  (or smal l  group)  in an  
indus t ry  controls  one ver t ica l  s tage of t h a t  indus t ry  
complete ly ,  it is in a posit ion to abuse  its less 
f o r tuna t e  compet i to r s  in the  earl ier  or la ter  stages.  
Act ing as a single or jo int  monopsonis t  it can 
exploit  the  ear l ier  s tages of the indus t ry ,  and  as a 
monopolis t  the  la te r  stages. Such can  easily be the 
economic facts  of life in a ver t ica l ly  organized 
indus t ry ;  and  such, it is said, have  been and  are  the 
facts  of life to the i ndependen t  producers  and  
r e f i n e r s  in t h e  oil i n d u s t r y ,  e s p e c i a l l y  to  
independen t  refiners. L. Cookenboo, Jr. ,  Crude Oil 
P ipe  L ines  A n d  Compet i t ion  in the Oil I n d u s t r y  5-6 
(1955). ( E m p h a s i s  added. )  

*s E v e n  persons f r iendly to the  indus t ry  concede 
t h a t  the ra tes  used to be high. Thus ,  for example,  Dr. 
Wolber t  says  t h a t  " fo rmer ly  pipel ine  owners charged  
ini t ia l  ra tes  as stiff as the  t raff ic  would bear ,  the  
a m o u n t  be ing  de t e rmined  largely by comparab le  
th rough  rail  rates .  After  the  lines had paid  themse lves  
out, in the  absence  of regula t ion or adverse  effects  of 
tax laws, ra tes  were m a i n t a i n e d  a t  an  unreasonably  
high level, since the cha rg ing  of ra tes  to shipper-  
owners  was only  a b o o k k e e p i n g  t r a n s a c t i o n ,  a 
f i gu ra t ive  shi f t ing of money from one corpora te  
pocket  to another ,  and  the  higher rates discouraged 
use o f  the  lines b y  independen t s . "  W O L B E R T  I a t  
20-21. ( E m p h a s i s  added. )  

*4 The re  is, of course, an  enormous  l i t e ra tu re  
a b o u t  i n d u s t r i a l  c o n c e n t r a t i o n .  S o m e  t h i n k  
c o n c e n t r a t i o n  an  u n m i t i g a t e d  evil  t h a t  will, if 
unchecked,  subver t  Amer i can  democracy  and  dest roy 
economic and  even tua l ly  poli t ical  freedom. Others  
consider  it benef icent ,  a grea t  engine  of economic 
eff iciency and  social progress. Between  those two 
extremes,  one f inds a host of i n t e r m e d i a t e  views. We 
see no need for exhaus t ive  c i ta t ions .  No one likely to 
read this  documen t  will need references to such 
t r e a t m e n t s  of the  subject  as the  fu ture  Jus t ice  
Brandeis ' s  The Curse o f  Bigness, ava i lab le  in Osmond 
K. Fraenkel ,  ed. The Curse of  Bigness (1934), Judge  
L e a r n e d  H a n d ' s  o p i n i o n  in U n i t e d  S t a t e s  v. 
A l u m i n u m  Co. o f  America,  148 F.2d 416, 428-429 (2d 
Ci r .  1945)  ( e x p r e s s i n g  the  be l i e f  t h a t  " g r e a t  
indus t r ia l  consol idat ions are inhe ren t ly  undesirable ,  
regard less  o f  the i r  economic  resu l t s"  [ e m p h a s i s  
added] ,  not ing t h a t  " a m o n g  the  purposes  of Congress 
in 1890 was a desire  to pu t  an  end to grea t  
aggrega t ions  of cap i ta l  because of the  helplessness of 
the  ind iv idua l  before t h e m " ,  and  observing t ha t  the 
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a n t i t r u s t  laws were in tended  " to  p e r p e t u a t e  and  
preserve,  for its own sake and  in sp i te  o f  possible cost, 
[emphas is  added]  an  organiza t ion  of indus t ry  in 
small  uni t s  which can effectively compete  with each 
o ther" ) ,  Professor (now Judge)  Rober t  H. Bork's all- 
out  a t t a c k  on H a n d ' s  position in The An t i t ru s t  
P a r a d o x  ( 1 9 7 8 ) ,  t h e  l a t e  P r o f e s s o r  R i c h a r d  
H o f s t a d t e r ' s  f a m o u s  h i s t o r i c a l  e s s a y  on W h a t  
Happened  to the A n t i t r u s t  M o v e m e n t  in his The 
Paranoid  S ty le  in Amer ican  Polit ics and  Other  Essays  
(1965) ,  Professor  J o h n  M c G e e ' s  In De f ense  of  
Indus t r ia l  Concentrat ion (1971), and  much  else t ha t  
can be found with re la t ive  ease by looking at  the 
footnotes in the law reviews, the a n t i t r u s t  t rea t i ses  
and  casebooks, and  the economic journals  and  by 
consul t ing the card  cata logue in a good l ibrary.  

T h e s e  v o l u m i n o u s  d i s p u t a t i o n s  are of only  
f leet ing relevance.  Our concern at  the m o m e n t  is with  
quest ions,  not wi th  answers.  So the i m p o r t a n t  th ing  
about  the  concen t ra t ion  controversy is not  wi th  its 
r ights  and  wrongs, bu t  with  its existence. People who 
look a t  indus t r ia l  concen t ra t ion  e i ther  wi th  del ight  or 
wi th  e q u a n i m i t y  are unlikely to be d i s tu rbed  by  the 
oil pipel ine problem. They  find the pa rade  of horribles 
in the text  so much  stuff  and  nonsense. But  those who 
look a t  concen t ra t ion  with a jaundiced  eye have  in the  
pas t  t ended  to find the pipel ine scene ex t remely  
d is turb ing .  Historically,  the oil pipel ine deba te  has  in 
large measure  been a deba te  abou t  the mer i t s  and  the  
d e m e r i t s  of i n d u s t r i a l  c o n c e n t r a t i o n  and  abou t  
whe the r  the oil business is or is not more concen t ra t ed  
t han  it would be in an  ideal world. 

t5 In a well-known t reat ise  on the economics of 
oil, Professors  Alfred E. K a h n  and  Melv in  De 
Chazeau  e labora ted  on this  theme  in the following 
vein: 

For the ref iner  not located in the field, crude oil 
ava i l ab i l i ty  is economical ly inseparable  from access 
to pipelines;  and  the compet i t ive  marg in  wi th in  
which he mus t  live will be vi ta l ly  affected by the 
tar i f f  he has  to pay for t rans i t .  Historically,  there 
can  be no doub t  whatsoever  t h a t  this  crucial  fact 
has been used by the majors to confine thei r  
i n d e p e n d e n t  r iva l s  to s e c o n d a r y  loca t ions  in 
producing fields and  to harass  those wi th  the 
t emer i ty  to chal lenge this  fate. M. De Chazeau  and  
A. E. Kahn ,  In tegrat ion  and  Compet i t ion  in the 
Pe tro leum I n d u s t r y  at 512 (1959). 

,6 This  is one of the major counts  in the m a n y  
l i te rary  i nd i c tmen t s  of the s t a tus  quo in oil from 
H e n r y  D e m a r e s t  Lloyd's  The S tory  o f  a Great 
Monopoly ,  which appea red  in the March ,  1881 issue 
of The  At lan t ic  Month ly  and  which observed, among 
other  things,  t h a t  " S t a n d a r d  Oil has done eve ry th ing  
with the  Pennsy lvan i a  legislature,  except  refine i t"  
and  Ida  M. Tarbe l l ' s  His tory  of the S tandard  Oil 
C o m p a n y  (1904)  (here inaf te r  cited as " T A R B E L L " )  
down to Rober t  Engler ' s  The Poli t ics o f  Oil: A S t u d y  
of  Pr iva te  Power  and Democra t i c  Direct ions (1961) 
and  The Brotherhood o f  Oil (1977) as well as the late 
Professor John  M. Blair 's  The Control  o f  Oil (1976). 

Blair says t h a t  "By its very  na tu re  the pipeline is 
a bot t leneck inva r i ab ly  owned and  control led by the 
majors  bu t  of cr i t ical  impor tance  to the independents .  
W i t h o u t  the  se rv ices  of a g a t h e r i n g  l ine,  the  
i ndependen t  producer  canno t  get his product  to a 
refinery. And wi thou t  the continuous,  assured  supply  
provided by a pipeline,  a refinery, because of its high 

Federal Energy Guidelines 
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fixed costs, cannot  operate  efficiently. Even where his 
supply is provided by independent  producers,  the 
independent  refiner using a major-owned pipeline is 
stil l  not free from the inf luence of his larger 
competi tors .  

"The oppor tuni t ies  presented by the pipeline for 
securing monopoly control have long been recognized. 
When first incorporated in 1870, the Standard  Oil Co. 
controlled only about  10 percent  of the nat ion 's  
petroleum refining capaci ty .  Three years later, it 
began to ga ther  and t ranspor t  crude bought from 
others through pipelines. By 1879, less than a decade 
af ter  the original incorporation,  it had increased its 
control over refining capac i ty  to 90 percent .  This 
as ton ish ing  increase was achieved in large par t  
through control over t ranspor ta t ion-both  pipelines 
and railroads." Id. at 137. 

This excerpt  is followed by a discussion tha t  
shows tha t  Dr. Blair thought  tha t  the same basic 
forces are at  work in the world of today, tha t  only the 
form of the thing has changed,  and tha t  when it 
comes to substance,  the oil pipeline world is one where 
the more things change, the more they remain the 
same. 

Other  versions of tha t  point  of view can be found 
in America's Energy (R. Engler,  ed. 1980), an 
anthology of articles about energy tha t  have appeared  
over the years  in The Nation. As those familiar with 
t h a t  m a g a z i n e ' s  o r i e n t a t i o n  migh t  expec t ,  the  
articles: 

(1) Are a lmos t  i nva r i ab ly  cr i t ical  of big oil 
companies;  

(2) Make much of the fact tha t  those companies  
own most of the pipelines; and 

(3) Stress the baleful effects  tha t  this has on 
consumers.  

Finally,  note should be made of a forceful and an 
elaborate  presenta t ion  of this point  of view by the 
Genera l  Account ing  Office in its repor t  to the 
Congress  en t i t l ed  Petroleum Pipeline Rates and 
Competit ion--Issues Long Neglected by Federal 
Regulation and in Need of Attention (July 13, 1979). 

t7 One economist  fr iendly to the indust ry  finds 
t h a t  " T h e  s p e c i a l  ' s q u e e z i n g '  a r g u m e n t s  are  
implausible because adopt ion of the hypothesized 
t a c t i c s  would annua l ly  have cost the large oil 
companies  ( the alleged ' squeezers ' )  billions of dollars 
to implement . "  Professor Richard  Mancke in E. J. 
Mitchell ,  ed., Vertical Integration in the Oil Industry 
67 (1976). Professor Mancke ' s  views rest on a number  
of propositions. One is tha t  the "oil companies  no 
longer possess observable monopoly power in any 
impor tan t  energy marke t . "  Another  is that  " the  
economic s t ruc ture  of the key stages of the oil 
bus iness  is such t h a t  the successful exercise of 
monopoly power is vir tual ly impossible unless the oil 
companies  receive governmenta l  ass is tance."  

More specifically, Mancke points out that :  

(1) The idea tha t  the majors "squeeze"  the 
independent  refiner rests on the premise tha t  the 
majors achieve tha t  nefarious end by manipu la t ing  
the price of the crude tha t  they sell to the 
independents .  

(2) The charge is that  the majors keep the price 
of crude up. 

FERC'Reports 
015--66 

(3) But the majors are not self-sufficient in crude. 
They buy lots of crude. In fact, they buy more 
crude than anybody else does. So why would they 
engage in all kinds of shenanigans  and knock 
themselves  out in order to raise the price of that  
which they buy? 

Dealing in detail  with the charge tha t  the large 
in tegra ted  majors have had incentives to make their 
profits in crude and to arrange mat t e r s  so that  
refining is unprofitable,  Professor Mancke analyzes 
the Federal  Trade Commission's  1969 es t imates  of 
crude oil self-sufficiency for the seventeen largest 
in tegra ted  refiners. He finds that:  

Except  for Ge t ty  Oil, only the sixteenth largest, 
none of these in tegra ted  giants produced more than 
93 percent  of its total domestic needs. Hence. only 
Ge t ty  owned enough crude oil for profit-shift ing to 
be profitable. The af ter- tax losses if any of the other 
f irms had adopted  this s t ra tegy would have ranged 
from a low of three cents  on each dollar of profits 
shifted by relatively oil-rich Mara thon  to a high of 
48.3 cents  on each dollar of profits shif ted by 
relatively oil-poor S tandard  Oil (Ohio). None of 
these sixteen in tegra ted  majors would choose to 
bear these high costs, which means that ,  even if it 
were  possible,  p ro f i t - sh i f t i ng  would never  be 
pract iced and thus tha t  independent  refiners would 
never be "squeezed.  Mitchell,  up cit. supra at 66- 
67. 

Of course ,  much  has c h a n g e d  since 1969. 
S tandard  of Ohio is no longer "relat ively oil-Ix)or." It 
now has vas t  Alaskan reserves. Another  and an even 
more signif icant  change involves the Federal  income 
tax t r e a t m e n t  of crude oil extraction.  In 1969 large- 
scale producers of crude had the benefit  of the 
percentage deplet ion allowance. They don ' t  anymore.  
In fact, they have been subjected to a windfall profits 
tax.  T h a t  is i m p o r t a n t  because  the dep le t ion  
allowance was basic to Professor Mancke 's  analysis. 
His  c a l c u l a t i o n s  were  based  on the dep l e t i on  
a l l o w a n c e .  A n o t h e r  p e r t i n e n t  c h a n g e  is t he  
subs tant ia l  post-1969 increase in the market  power of 
the major export ing countries,  of whom the Uni ted 
States  long ago ceased to be one. Moreover,  there is 
some reason to believe tha t  those countries may now 
be somewhat  more skillful in exploiting tha t  power 
than they used to be. We are not unmindful  of the 
recent  softening of oil prices. Nor have we ignored 
recent  evidence suggesting tha t  all may not be 
perfect ly peaceful and exquisitely harmonious within 
the house of OPEC. However,  these developments  are 
very recent.  They may prove of brief duration.  It is 
too early to tell. In any event ,  we do not believe tha t  
they affect  the observat ions made in this paragraph.  

But it is hard to see how these post-1969 changes 
i n v a l i d a t e  the  ana lys i s .  Indeed ,  they seem to 
s t rengthen  it. We note in this regard that  Professor 
Lester  C. Thurow of the Massachuset ts  Ins t i tu te  of 
Technology, a well-known "l iberal" economist (see his 
Generating Inequality (1975) in which he showed a 
strong egal i tar ian bias and took a dim view of the 
notion tha t  rich people are rich because they are 
smar te r  than poor people and his The Zero Sum 
Society: Distribution and the Possibilities For 
Economic Change (1980) in which he again expresses 
g r e a t  c o n c e r n  o v e r  e c o n o m i c  i n e q u a l i t y ,  
d iscr iminat ion,  and unemployment  and advocates  a 
m o r e  p r o g r e s s i v e  t a x  s t r u c t u r e  a n d  i n c o m e  
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pco~ections for the weak) and scarcely • p*ssionate 
admirer of large oil coml~mies, has recently told the 
res(lers of Newsweek that "Off prices are set in • 
workhvide rm~het dominated by O P E C  where no 
American cofpmation,  no ma t t e r  how large, is going 
to have monopoly power." Thurow. A New Era of 
Competitio,'*, Newsweek, J anua ry  18, I ~ 2 ,  page 63. 

But we are in on area in which there is • counter- 
a rgument  to every argument .  So these who take a 
jaundiced view of the majors and all their  works 
would have an answer  to Professor Mancke as well as 
a re jo inder  to P ro f e~o r  Thurow.  T h a t  answer-  
rejoinder would focus on the pipelines. I t  would 
probably go something like this: 

( I )  Of course, the integrated oil companies  don ' t  
want  to raise the prices tha t  they have to pay  for 
crude when they  buy  it  from others. We know that .  I t  
was our basic complaint  agains t  the old S tandard  Oil 
Trus t .  And  we never accused the Trus t ' s  suocesaon of 
overpaying the independents  for the crude tha t  they 
b o ~ h t  from them. In fact,  we ma in ta in  tha t  the 
majors have historically used their  control of the 
p l p a l i n ~  to depros,~ the prices that the independent 
producers get. 

(2) Today,  however, "cheap crude" iJm't all that 
impm~tant. In fact,  i t  may  no longer be impm-tant  a t  
all. The majors m a y  not  he "self-sufficient" in crude. 
But they have vast  reserves of it. And the higher the 
price of crude, the more valuable  tho~e relerves 
become. 

(3) For  c o m p e t i t i v e  purposes ,  w h a t  really 
mat te r s  is not  the absolute price bu t  the relat ive 
price. Whether crude is high or low, dear or cheap, 
you want to he able to buy i t  for leu than your 
competitors have to pay for it. And the majOrS' 
control of the pipelines enables them to do just that. 

rs The  au thors  of the K E N N E D Y  S T A F F  
R E P O R T  concluded tha t  it  was. They  said (a t  p ~ e  
151): 

The integrated owners of pipelines have in fact 
exploited their  advantages .  In tegra ted  company 
ownership of pipelines hat  had a subs tant ia l  impac t  
on the  ab i l i t y  of n o n i n t e g r a t e d  ref iners  and  
marketers  to compete with the pipeline ovmers in 
the marke t  place for petroleum products.  Control  of 
crude oil pipelines has enabled these vert ical ly 
integrated oil companies  to p i n  control of crude oll 
production greatly exceeding their own refinery 
needs ond has worked to prevent the formatlo~ of a 
domestic crude oil market. Their operatino of 
petroleum pipelines allows them to control the 
distribution and ~ consequently influence 
the pr ice--of  refined petroleum products. The 
lower real costs of pipeline transportation have not 
been t rausla ted into lower consumer p¢ices but  
me re ly  i n to  h ighe r  oil c o m p a n y  profi te.  Oil  
company ownership of petroleum pipelines ha l  
demmastrably failed to make petroleum plpelinas • 
practical transportatima alternative for many small 
refiners and marketers trying to compete with the 
pipeline owners. 

If the d i m  isn ' t  too sorio~% the pat ien t  m ay  
be bet ter  off wi th  it  than  he would be af ter  • pmnfui  
and  an  expensive "cure."  Moreover, some cures don ' t  
work. But even these tha t  don' t  work have to he pa id  
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for. And i t  is the patient who has to do the paying. In 
this case the patient is the American people. 

Spokesmen for the oil pipeline industry maintain 
that there is nothing to cure. They argue that their 
critics "have a solution in search of a preblem." The 
industry's favorite adage i t  " I f  i t  ain't broke, don't f ix 
i t ."  

so The  K E N N E D Y  S T A FF  R E P O R T ' s  last 
sentence (at p~se 152) reads in pertinent part: 
"effective solution to the grave competitive problems 
inherent in oil company ownership of petroleum 
pipelines; to prohibit oil companies from owning 
petroleum pipelines and to require divorcement of 
existing pipelines from oil company ownership." 

But  if the "na tu ra l  monopoly" thesis he s ~ n d ,  
t h o s e  g e n u i n e l y  i n d e p e n d e n t  t r a n s p o r t a t i o n  
companies  will have enormous marke t  power. Tha t  
will enable them to exact monopoly profits. So the 
prohibit ion of shipper-ownership would not  be enough 
in itself to resolve " the problem" in toto. 

es Because of the factor al luded to in the 
preceding footnote there has Ionl~ been a schoot of 
thought that advocates vigorous rote regulation plus 
a ban on shipper-ownership. 

u Kerr.McGee is number 101 on Fortune's list of 
the 500 largest  industrials.  See Fortune, May 3, 1982, 
at page 265. 

s* In that area it is very much • maverick. Its 
view of the pipeline problem differs radically from 
tha t  of its brethren a m o r ~  the major  oil companies.  
When it  comes to pipelines, Kerr-McGee stands alone. 
None of the other  i n t q p a t e d  companies agrees with 
i ts  position. 

m Indeed, i t  seems to be very much par t  of tha t  
establ ishment .  Mr.  Dean A. McGee, Kerr-McGee's  co- 
founder and chief executive officer, recently received 
the American Petroleum Irmtitute 's  Cold Medal  for 
Dis t inguished Achievement.  Oil and Gas Jourtml, 
N o v e m b e r  16, 1981,  page 29. T h e  A m e r i c a n  
Petroleum Ins t i tu te  is not known for its propensi ty  to 
honor people whom it has reason to regard as enemies 
of the s ta tus  quo in oil. Nor  is the Ins t i tu te  known for 
its receptivi ty to unconventional ideas about  oil and  
its role in the American economy. 

N Kerr-McGee relies heavily on other  people's 
pipelines. This sul~es ts  tha t  Kerr-McGee's  managers  
have decided tha t  pipelines are not  an  especially 
a t t r ac t ive  inves tment  and tha t  there are bet ter  
places in which to put Kerr-McGee's  mm~ey. 

T hey  too are of substant ia l  size. T he y  are 
agr icul tura l  c ~ p e r a t i v e s  with significant interests in 
oil. 

In view of the glacial pace at  which the ma t t e r  
has moved,  some m ay  think the word "prolpre~" ill- 
chosen. 

I t  However,  the Wil l iams complex is appre~ab~y 
smaller  than  Kerr-McGce. As previonsly noted, Kerr-  
MeC, ee is number  10l  among  the nat ion 's  500 largest  
industr ia l  firms. Wil l iams is much  further  down on 
the list than  that .  I t  is number  198. See Fortune,  M a y  
3, 1982, at page 266. 

so I t  hoOds a 27.5% interest  in the Peabody Cnol 
Company.  

F,da'al Emqff 
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st I t  owns large phosphate deposits and  is also an  

impor tan t  producer of anhydrous  amrrmma. 

as I t s  subsidiary EdRcomb Metals  Co. processes 
and dis t r ibutes  hlgh-performance metals. 

u Will iams'  real estate affiliate, Wil l iams Real ty  
Corp., is developing a major commercial real estate 
project in downtown Tuhm known as the Will iams 
Center The company also has other real estate 
interests. 

Williams* pipeline system covers a 12-state 
area extending from Oklahoma to Nor th  Dakota and 
Minnesota.  The system has over 8 ,500 miles of 
pipeline and approximate ly  4,g(X) miles of r ight  of 
way. 

Is Na tu r a l  gas is also produced. These producing 
operations are conducted by the Wil l iams Exploration 
C o m p a n y  and  by two other  subsidiar ies  called 
L o u i s i a n a  R e s o u r c e s  C o m p a n y  a n d  R a i n b o w  
R ~ r c e s .  Inc. 

as What Will iams pmxluces is crude. What i t  
carries on the other hand,  consists in the main  of 
gasoline and  other refined products. 

IT Kerr-McGee has at t imes  suggested that  
Wil l iams may  not he qui te  so total ly " independent"  
as i t  claims to be. But those queltions are.peripheral. 
They  have no bearing on the points  that we now have 
to decide. 

as Wil l iams is said to be the largest.  

as That is a generalization. Most generalizations 
have their exception=. And that may be so of this one. 

so K E N N E D Y  S T A F F  R E P O R T  a t  78-80. 
(Emphas i s  added; fontnmes omit ted.)  

T h e  s h i p p e r - o w n e r s  m a i n t a i n  t h a t  t he se  
proposit ions rest on misconceptioos.  See W O L B E R T  
l I ,  a t  296-298  

ss Cf. United States v. l~tu'l~m'tz, 339 U.S. 56, 
69 ( 1950): " I t  is a fair  s u m m a r y  of history to l ay  that  
the safeguards of l iber ty have frequently been forged 
in controversies involving not very nice people. And 
so, while we are concerned here with a shabby 
defrauder,  we muat  deal wi th  his case in the context 
of . . .  the great themes expreued by the Four th  
Amendmen t . "  Dissent ing opinino of Frankfur ter ,  ] . ,  
concurred in by Jackson,  1. 

See Mid-Louim,n~ Gas C~ v. Federal Energy 
Regulatory Commluion, 664 F 2 d  530, 535 (Sth Cir. 
1 ~ 1 ) ,  cert. | | ' ranted, 51 U . S L . W .  3219 ( U S .  Oct. 4, 
1c~2.) (No. 81-1889): "The Commis~ml's duty ia to 
admin is te r  the law Con~s'e~ Ironed in l ight  of the 
p u ~  for which i t  walt p u l e d .  I t  is e ~  an aSency'l 
preregat ive  to alter a s ta tu tory  ~hense  even if i ts  
a l tera t ion is u good or bet ter  than the ca~r.re~ional 
one.'" 

sa This ~ n t e n ~  reflecut the CommiMion's poblic- 
in teret t  perspective. To the l i t igants ,  to Wi l l iams  and 
to the complaining shippers  the ~ae-spe¢if ic  features 
of the ma t t e r  are abviously a l l - imporumt .  

See E. F. Sehumacher, Small is Beautiful 
(1973). 

to Recent events  would teem to s t ren~.hen this 
p~ i t i on .  They cer tainly show tha t  oil prices can move 
down as well as up. 

sa Of course,  John  D. Rockefeller and  his 
a u o r m t e s  d i~¢n ted  from that  con|enstm. They  saw no 
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problem Some think that they were right. But 
history's Ioromotive was moving in the opp~ite 
direction. 

41 There were no Gal]up polls in those days, so 
the s ta tement  in the text cannot be demonstra ted 
ma themat i ca l ly  Mo~t Americans were probably more 
worried about earning a living and about other 
private day-to-day problems than they were about 
the econom,cs of oil. But the historical ~ources show 
tha t  the be t te r  educa ted  c i t i zen ry  were much 
concerned about od and that their concern had by 
1906 seeped down to a broad segment of the lets 
educated. Journalists, newspaper proprietors, and 
magazine proprietors thought  that  oil was "good 
copy." Sta te•men looking for issues took the same 
view. T ha t  ts pre t ty  strong evidence that  the public 
was interested. Of course, some would say that a 
clever propaganda campaign had led the populace to 
consider it•oi l  interested. 

u He was Theodore Ro~,eveh. And he was then 
busily deno~mcing "the malefactors of great wealth." 

ss T h e y  were  u p p e r m o s t  a m o n g  the  
"malefactors" referred to in the preceding footnote. 
One recent historian notes that Roosevelt's "public 
relat ions campaign against Standard Oil was 
relentlesl." B. Bringhurst, Ant~trust and the Oil 
Monopoly;, The Standard Oil Cases 1890-1911 
(here inaf ter  ci ted as " B R I N G H U R S T " ) ,  p. 2U7 
(1979). 

me They  were then reproduced in two volumes 
that  bore tha t  title. These appeared in 1904. There 
have been a numher  of subsequent editions. The book 
is still very much alive. I t  is available in a Harper 
Torchbook paperback edition edited by David  M. 
Chalmers.  As Tarbel l ' s  biographer says; " In  the sole 
work for which she is now rememhered,  The History 
of the Standard Oil Company, the author,  her subject, 
and the t imes  had met to produce a masterpiece 
which has not declined into • period piece." M. 
T o • k i n • ,  Ida  M. Tarbel l  91 {1974) (hereinafter  cited 
as " T O M K I N S " ) .  

Jz Hence she was allergic to the point of view 
expounded by John D. R~kefe l le r ,  Jr .  when he 
addreased the s tudents  at  his a lma  mater ,  Brown 
Univers i ty ,  on the subject of "Trus t s"  and told them 
tha t  "The  American Beauty Rose can be produced in 
its splendor and fragrance only by Sacrificing the 
early buds which grow up around it ." Quoted by 
Tarbell at the very outset of her History o[ the 
S t a ~ r d  Oil Co, rn~ny. 

u Many had, of cour t ,  gone over the brink. In 
Miss  Tasboll 's  view, pipelines had a lot to do with 
that .  The penu l t imate  paragraph of her great  book 
reads: 

And what  are we going to do about  it? For  it  is 
our  Imslne~.  We the people of the Uni ted  States,  
and  nobody else, must  cure whatever is wrOng in 
the industr ia l  s i tuat ion typified by this nar ra t ive  of 
the growth of the S tandard  Oil Company.  T h a t  our 
f irst task is to ••cure free and equal transportation 
privileges by rail, p ipe and waterway is evident.  I t  
is not an m y  strutter. I t  is one which m a y  require 
operations which will seem Severe, but  the whole 
system of discrimination has been nothing but 
violence, and those who have profited by it cannot 
complain i f  the curing of the evils they have 
wrought bring hardship in turn on them. At all 
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events,  until the transportation mat te r  is settled, 
and sett led r ight ,  the mo t~pd i s t i c  t rus t  will be 
wi th  us, a leech on our pockets, • barr ier  to our  free 
efforts. 2 T A R B E L L  292 (Emphas i s  added).  

sa Anm~g Tarbel l ' s  asticles was a senns ent i t led 
Crimes o[ the S t ~ r d  Oil Trust. These pieces 
appesred in The New York Amer:can in February 
1905. 

ss  T h o u g h  p r o v e r b i a l l y  m e t i c u l o u s ,  h e r  
~mrnal i sm was not disp*stionate.  Her  father  was an  
independent  oil man.  So was her brother.  

Her  biographer  comments:  
Tarbel l  . . .  shared with the people of her native 
regions a deep  ha t red  of Rockefeller,  and  i t  
act ivated her study of him ... Convinced tha t  
Rockefeller was  of the species most  despised on the 
frontier ¢4 her youth,  n hypocri te  of a peculiarly 
offensive kind, who taught  the Bible version of the 
Golden Rule to his Sunday  school chuwes and 
pract iced the version of i t  allegedly taught him by 
his father,  she set out  to demolish the whited 
sepuicber. She left i t  in ruins.  T O M K I N S  at 90. 

At  an  earlier point Tomkins  sums Tarbe l l ' s  work 
up  this  way: 

Tarbe l l ' s  histot-y recmmts  the development  of the 
oil indus t ry  from the early hawking of petroleum as 
a medicine guaranteed  to cure everyth ing prayer  
couldn ' t  to i ts  eventual  use as a lubr icant  and  fuel 
for internal  combust ion engines. The  narra t ive  
follows the rise of the S tanda rd  Oil Com pany  from 
its  inception following the Civi l  War  to the height  
of i ts  unchecked power a t  the turn  of the century.  
Tarbe l l ' s  tone, a mixture  of cold disdain  and white- 
hot  mora l  i nd igna t ion  control led by  eacel lent  
decumenta tm~ and  a facade of ohjectivity,  seemed 
to h i t  the r igh t  note. An enthuainst ic  public 
followed her serial account in McClure's for two 
years  as she t i r e l eu ly  communica ted  to tens of 
thousands of readers " a  clear and succinct notien of 
the processes by  which a par t icu lar  indus t ry  pauec  
from the control of the many  to tha t  of the few." 
Tarbel l  nowhere leaves much room for doubt  tha t  
she is a par t i san  of " the  many ."  T O M K I N S  a t  60  
(with a footnote c i ta t ion to Tarbe l l ' s  own s ta tement  
of her pu rpme  in chnmicl ing  S tanda rd  Oil 's  ~4ga a t  
such length and  in such elaborate detaiL) 

sa 1 T A R B E L L  a t  36-37. 

s a / d .  

sT 1(t. a t  154-160. 

sa Though  n ~ e  had done as suo~.s~ully or as 
cm~picuomdy as Tarbel l ,  others had ti l led this  field 
before her. Mote than  twenty  years  before Tarbel l  
began to invest igate  S tandard  Oil, Henry  Dcmeres t  
Lloyd told the readers of the March  lg81  issue of tbe 
Atlantic MontMy  tha t  "very  few of the forty millions 
of people in the Un i t ed  States  who burn  kerosene 
know tha t  i ts  production, manufac ture  and export,  i ts  
price at  home and a b r m d  have been controlled for 
years  by a single corpm'ation---4.he Stlmdard Oil 
Company. '"  Lloyd ~ S tandard ' s  control of the 
pipelines. He alto delved into the way in which 
government  had been manipula ted  m as to foster tha t  
control. That exploration led Lloyd to the conclueion 
about  S t anda rd  Oil and  tbe Pennsylvania  legislature 
quoted in n. 16, oupra. 

se B R I N G H U R S T ,  69-70. 
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w Profe~or  Ar thur  M. Johnson's  monograph 
ent i t led ~ o[ the Standard oil Direstltute in E. 
J. Mitchell ,  ed., Vertlcal InfeStation in the Oil 
Industry 194 (1969). 

e~ Standard Oil Company o[ New ] eney  v. 
Ut~ted,f~tes, 221 U.S. 1 (1911). Standard contended 
tha t  it  could not  be deemed a monopoly because the 
record "established tha t  a very small  percentage ot 
the  c rude  oil produced was  control led by  the  
combina t ion : '  The Court  brushed tha t  aside. I t  said: 
"As substant ia l  power over the crude p rod i~ t  was the 
inevitable result  of the absolute power which existed 
over the refined product,  the monopolizatimz of the 
one carried with it  the power to control the o t h e r . . . "  
221 U.S. a t  77. 

m T h a t  quest ion has been debated from 1911 
unt i l  today. F_,cocomic histmaans and  students  of 
an t i t rus t  will probably continue to be fascinated by it  
for decades to come. For a skeptical  evaluation see 
B R I N G H U R S T .  He concludes tha t  the "requested 
remedies . . .  weirs inadequate  to achieve meaningful  
compet i t ion in the petroleum indust ry ."  He  adds  tha t  
*'The S tandard  comlmnies thus weirs able to operate  
ns • closely r, zordinated  uni t  for a t  least  fifteen years 
after  the decree took effect." B R / N G H U R S T  a t  205. 

A spokesman fec the indust ry  concedes that :  

While  the company was indeed broken up, two 
factors weirs discouraging to S tandard ' s  critics who 
weirs p r i nm n l y  an t ibu t ine~ .  

The first was that while the compames were now 
compelled to compete with one another,  a t  first i t  
appeared  tha t  this "compet i t ion"  was o~ paper  
only. 

Af te r  al l ,  the  same  people owned the  same  
proper t ies .  One well publ ic i sed  resul t  of the 
dissolution was tha t  one prominent  S tandard  vice- 
president merely changed titles, and moved to a 
new office a few feet down the hall a t  26 Brmdwey .  

The  second d isappoin tment  to m any  critios of 
bus inesa  was  t h a t  whi le  the m a n a g e m e n t  of 
S tandard  was b¢oken up, and  the dominan t  pusition 
of S t anda rd  was clearly gone, the owners, John D. 
Rockefeller among them,  appeared to get  even 
richer as a result  of the decree. Dividends  for 
holders of Stondard ' s  $100"1 ~ r  stock weirs redu~ 'd  
from $37 to $20 bu t  the price of Standard  stock and  
of the other S tandard  Compamec mon began to rise, 
as d ividends  increased. S tandard  of New J e r ~ y  had 
pa id  i t s  highest dividends,  48  percent  in 1900 and  
1901. T he  rates  in the ye t r s  before disaoiution had 
ranged between 36 percent  and  45 p m ~ n t .  Dur ing  
1912, the first  year  fo lkndng disaolution, 26  of 34 
S tanda rd  Companies  pa id  dividends  ~ t l n g  to 
53 percent  of the ou ts tanding  capi ta l  stock of the 
old S tandard  of New Jersey. 

Dur ing  the 4 -1 /2  moatha  of 1911 prior to the 
Supreme Court  declskm of M a y  15, S tandard ' s  
stock had risen 61-1 /4  points to 679-314 on the day 
of the d e c i t i ~  itsolL And the s u c k  was 94-3 /4  
higher than  a t  i ts  lowest pmnt  in 1910. Mr.  
Has t inse  Wyman, Jr. ,  an et tmmey on the s taff  of 
the American Petroleum Inst i tu te ,  wri t ing on '*The 
~,anda~ Oil Breakup of 1911 and Its Relt'vam:e 
Taday" in the lns t i tu te ' s  Witness for Oil: The C_Jsa 
As•innS Dismemberment (Michae l  E.  Canes,  
compiler)  a t  pp. 71-72. (1976). 

Fedend Ener l~  ( iu idet lnee 
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The  incumbent  Aes~tant  At torney General  in 

c h a ~ e  of the Ant i t rus t  Division agrees. In a skeptical  
appcau~l of what his lqal specialty has done for the 
American people he wrote: "When the S tandard  Oil 
T r u s t  was broken up many years  ngo, it  was 
s u b d i v i d e d  in to  a se r ies  of d i s c r e t e  r eg iona l  
enterprises tha t  a rguably  had as much monopoly 
pa~er  as the prel i t igat iou t rus t  had had."  R. Tollisoc, 
ed., The Political Economy of Anti lrust :  Princq~sl 
Paper by Willlmm B ~ t e r  2 7  (19~0). 

U Mr. Wyman, the industry spokesman cited in 
the preceding footnote, has a t  pages 62 to 09 of the 
work there  ci ted s u m m a r i z e d  t h e e  changes as 
follows: 

ProOuct/ou 

S tandard ' s  coutrol over crude supplies ranged 
from 92% in 1880 to 70~ to 80~  of older fields and 
10% to 30% of newer fields m the West  in 1911. 
Standard Oil did not actually dominate production of 
crude oil; rather,  because of i ts  purchas ing ~ r ,  and 
its dominant pcuition in pipelines, It was able to set 
the prices of the crude oil it purchased. 

Today,  (1974) the largest  peeducer of crude oil 
produces just  g% of the total. And nei ther  the top 4 
compames  ( ~ , )  nor the top 8 companh~l (42%) can 
match  S tandard ' s  pre-1911 position. 

Ref in i .~  

S u m d a r d ' s  share of refining capaci ty  ranged from 
9 0 ~  t o 9 5 %  in 1 ~ 0  to 64% in 1911. 

By ~mparison, the top refiner today wcco~nts for 
only ~% of eapaclty. 

The top4, 31%; the t~8, 54%. 

Tran~por~ t~ou 

Standard  Oil had almost a total  mc~opoiy over 
pipel ine  transpm~.ation. Through  i t s  relat ionships 
first  wi th  railrcade and then  wi th  pipelines, S tandard  
was  able to transport crude oil a t  a lower cost than its 
cornpetitor& 

The  top company  in pipeline ownership by 
volume haa ouly 10% of inters ta te  pipelines. The  top 
4, 34%; the top 8, 55%. And tankers are even less 
concentrated. 

Mar~e~q~ 

At t h e  p e ~ k  of  i t s  d o m i n a t i o n ,  Standard 
sold 90% to 95% of ker~ene sold in 1880. By 
1911, Standard still sold 75% of the kerosene, 
and ~ of • relatively minor preduct called 
gasoline. 

In the gasoline market today, the top company 
accounts for 8%. The top4 sell 30%, the topS, 5g~&. 

Owners~O 

In 1900, John D. Rockefeller owned 42.0% of 
S~ugla rd  Oil of New Jer~.y. Fif teen other individual  
s t ~ k b u k ~ r s  accounted for an  addi t ional  39.$%. Th i s  
meant that over 80~ of the company which virtually 
dominated the petro|eum industry was owned by only 
16 individual-. In 1911, ten men still owned 37.79* of 
Standard ' s  stock, with 24.0% held by Rockefeller. At 
the t ime  of i ts  dLuofutim~ a~l o~ the stock of the 
S tanda rd  Oil Company  was held by only 6.000 
stockholders. 

In contrast ,  today the shares of just the sia 
largest  oil companies  are owned by  2-~s mill ion direct 

ot I~14 

shareowners  and  ano the r  I I - ¥  w mil l ion indirect  
owners. In other words. 14 million Americans. or 
about 6..5% of the Ix>pulation, are shareowners of just 
the six largest companies coml~red to 6.{X]O. or only 
about  ~0,000 of one percent of the populat ion in 
1911. 

Pro[its 

Economic h is tor ians have indicated that 
Standard Oil's profit rates were twice that of profit 
rates in general durinK the years ]eadin~ to up 1911 
Standard ' s  profit as a percentage of net worth was 
23.1% in 1906; 20.7% in 1904; Z7.0% in I(Y.)2; 27% in 
1900. 

Dur ing  1975, the 25 leading oil companies had a 
comparab le  profit rate of 13.5, about half  the 
Standard rates  the decade prior to the breakup. For 
the ten years  1965-1974, the average profit  as a 
percenU~e of net worth on petroleum compames was 
13.4%. The ten year  average for all mining  was 
14.7%, for all manufac tu r ing ,  13.0%. (Footnotes 
omitted). 

Mr. Nicholas Vou Hoffman makes  this point 
quite pungently in a recent commentary on the 
propceals for restructuring the American Telephone 
and Telegraph Company. He says: "The lonE-range 
results of earlier antitrust suits were probably much 
different from what  any of the l i t igants  had in mind 
when the suits were filed. T he  m ~ t  famous of all, the 
turn-of-the century Standard Oil suit. had been 
eo~om i ca l l y  moat  long before it  was legally settled. 
Since the Rockefellers disdained oil exploration in 
such unpromising places as Texas,  their t rus t  got 
busted by *.he competi t io~ before the courts got 
around to adminis te r ing  the coup de #race." Von 
Hoffman,  A Fool am l  His  Money:  Old Suits, N e w  
T~.s, The N e w  Republic, February  3, I~82, at pp. 9- 
I0. 

That m a y  be something of an oversimplification. 
But economic historians seem to agree. One of them 
~ y s :  

Before public regulat ion became very effective. 
the ml indus t ry  generated i ts  own counterreacti~ 
to Standard  Oil 's  s tren6th,  a devel(~pment which 
has broad si ln i f icance in the history of the 
evolutmn of b~ ine~.  Even before the combmauon 
reached i ts  full development  as  an intewrated 
concern with world.wide operations competi6ou 
arose and soc~ reduced Standard Oil 's  reMtive 
strength.  I t  has  been held commm~ly in the Uni ted  
States that the Supreme Court deciaicm of 1911 
broke the company's m o ~ y .  Th i s  is ~ v i o ~ l y  
wrong, and  i t  great ly  over-simplifies and  distorts  
what was a kms-torm development.  

Before  the  S u p r e m e  Cour t  decree of 1911 
d i s s o l v e d  t h e  S t a n d a r d  O i l  c o m b i n a t i o n ,  
compatitim~ in the of! inudust ry  had established 
i t se l f  on the  level  of large-scale ,  i n t eg ra t ed  
operat/o¢~. No comp@ny had tome  to equal  the 
s t rength of S tandard  Oil, but  several were highly 
c~n~mic and were aggressively ehatlenging it  in 
m a n y  markets .  

Professor  Henr i e t t a  M. l .arson of the H a r v a r d  
Bus ine~  Scheoi, The Rise o l  B ~  Bus•egg  in Che OH 
Industry in OH's First Century at 29, J8 (19(~J). 

¶ 61,260 
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edited by the staff  of the Business History Review 
(emphasis  added).  

Back in 1880 S t a n d a r d  owned 95% of the 
nat ioea 's  refining capacity.  I t s  share of tha t  capaci ty  
fell to 8 ~ b  in 1899, to 70% in 1906, and to 64% in 
191 I. Andreano, The Emergonce of New Competition 
in the American Petroleum Industry before 1911 a t  
282 (1960). 

m In 1917 the Federal  Trade  Commission said: 
"An examinat ion of the lists of stockholders of the 
various companies called *Standard' shows that they 
are owned by b e d ~  of stockholders which are so 
s imi lar  in membersh ip  as to just i fy the common 
u s a g e "  Federal  Trade  Commission,  Report on the 
Price ufGasoline in 1915 a t  5 (1917). And u late as 
1923, a Senate commit tee  was of the opinion tha t  
"The  domina t ing  fact in the oil indus t ry  today is i ts  
complete control by Ihe Standard companies." Senate 
Subcommit tee  of the Commit tee  ou Manufacturers ,  
High Co6~ of G~oline ar, d Other Petroleum Produc~, 
Senate Report  1269, 67th Coc~., 4th Se~ .  48  (1923). 

ss Br inghurs t  concludes (at  pa~e 207) tha t  " the 
explosive growth of the industry,  new flush fields, and 
geowmg demand  for new products  were the leading 
factors." 

aT By the t ime it  was decided, R o~eve l t  had been 
succeeded by  Taf t .  

m Of c o u r t ,  the Supreme Court ' s  decisioa mean t  
tha t  Jersey S tanda rd  had  to divest  itself of i ts  
p ipe l i ne  in te res t s .  T h a t  c r e a t e d  a number of 
nominal ly  independent  pipeline companies.  But thorn 
companies were m a n a g e d  by former S t a n d a r d  
personnel. In addit ion,  the lines then~elves  had in 
mas t  cases been designed to serve the oid Standard 
system. Hence "t ies of common ownership  and  
funct ional  interdependence continued to exist 
between J e r s e y  a n d  i t s  d i s a f f i l i a t e d  p i p e l i n e  
companies."  The  quota t ion is from Professor Authur  
M. Johnson ,  the ml pipel ine i ndus t ry ' s  Homer .  
Professor Johnson, who has been cited esrlier in this 
document ,  has wri t ten  two big books on the history of 
his favo~te  industry. His first volume was called The 
Development of American Pipelroes: A Study in 
Private Enterpri~ and Public Policy (1956). The 
second, which appeared  eleven years  later, was 
ent i t led Petroleum P~pelmes and Public Policy, 1906. 
1939 (1967). Pro~esso¢ Johnson's  t i t les show tha t  
public policy has  been in t imate ly  involved with 
p/pelining from the i ndusuy ' s  bir th.  The  coutents of 
his volumes drive t ha t  point  home in exhaust ive 
detail.  

The quota t ion  in the previous paragraph is from 
page 97 of Johnson's  second volume, hereinafter  cited 
as "JOHNSON". Profeseor Johnson does not view the 
1911 an t i t rus t  decision as totally ineffective. He 
thinks tha t  i t  had some impac t  on plpelining.  The  ties 
between the former pa ren t  and  i ts  disoffillated 
pipeline children were still  there. But '*they were not  
so s t r m ~  as they had been prior to 1911." JOHNSON, 
id. 

Another wri ter  describes the u l t imate  upahot as 
follows; 

History  shows tha t  a lmost  al l  the independent  
pipeline companies  created by  the dissolution o4 the 
S tandard  Oil T rus t  were saon ~ by  the 
former members of the Trus t .  Fur thermore ,  a l m ~ t  
all  new lines were constructed by  t h e e  same f irms 
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plus a few well-financed non-Standard firms (e.g., 
Shell, Texas  Company,  etc.) which were 8¢owrog 
r a p i d l y  a n d  t h e m s e l v e s  becom ing  ve r t i c a l l y  
i n t eg ra t ed  . . .  IT ]he  s t r a t eg ic  reasons  which 
occasioned Standard ' s  original desire to control the 
network were . . .  still  present. The only difference 
in the years  immedia te ly  following 1911 was tha t  
there were several large firms instead of a single 
giant .  Harman ,  Effective l~blic Policy to Deal 
With Oil Pipelines, 4 Amer. Bus. L. J. 113. 117-119 
(Footnotes omit ted) ,  quoted m the K E N N E D Y  
ST A FF  R E P O R T  a t  pages 106 and 107. 

m Standard ' s  control of the pipelines figured 
prominent ly  in the litigation. The complaint  alleged. 
among other things,  *'[T]hat the combination had 
ob ta ined  control  of the p ipe l ines  ava i lab le  for 
t ranspor t ing oil from the oil fields to the refineries." 
The  mea t  of the complaint  was i ts  al legation ' ~ h s t  
the c o m b m a t i o u . . ,  had obtained a complete m a s ~ r y  
over the oil industry,  controlling gO percent  of the 
buo ine~  of producing,  shipping,  rofining and  selling 
petroleum and i ts  products,  and thus was able to 
restrain and  rn~opo l i ze  all inters tate  commerce in 
t h e e  products ."  221 U.S. at  33. 

During the Senate  debates  on the Sherman  Act 
of 1890, S tandard  was singled out  as the chief 
offender among the trusts. See 21 Cong. Rec. 2457 
(IM~rch 21, 1890). Sixteen years  had now e lapsed  But 
the great  combinat ion was as yet unscathed by 
an t i t rus t  action. 

n Tarbel l  and Lloyd had popularized this idea. 
The following passages from Tarbel l  are i l lustrative: 

[ l} t  [ S t a n d a r d ]  controls  the grea t  p ipel ine  
handl ing  all bu t  perhaps  ten percent of the oil 
p r o d t ~ d  in the Eas te rn  fields. Th i s  system is fully 
35,000 miles long. I t  goes to the wells of every 
producer,  ~pLthcrs his oil into its storage tanks,  and  
from there t ransports  it  to Philadelphia,  Baltimore, 
New York, Chicago, Buffalo, Cleveland, or any  
other  ref ining point  where it  is needed. This  
pipeline is a common carrier  by vir tue of its use of 
the r ight  of eminen t  domain,  and,  as a common 
carrier,  is theoretically obliged to carry and  deliver 
the oil of all  comers, but  in practice this does no~ 
always work. I t  has happened more than  once in 
the history of the Standard pipes that they have 
refused to gather or deliver oil. Pipes have been 
taken up from wells helmqDng to individuals . . .  
working with independent refiners, o i l  has been 
refused delivery at points practical for independent 
refiners . . .  I t  goes without saying that this is an 
a b s u r d  power to a l low in the hands  of a ny  
manufac turer  of a great  nece~i ty  of life. I t  is 
e x a c t l y  as i f  one c o r p o r a t i o n  a i m i n g  at 
manufac tur ing  all the flour of the country owned 
all bu t  ten per cent of the entire rai lroad system 
collecting and t ranspor t ing  wheat.  They  could, of 
oour~ ,  in t ime of shortage prevent  any would.be 
competitor from ~ t t i n g  grain to grind, and  they 
could and m i d  make it  difficult  and  expensive at 
all t i tans for h im to get it. 

I t  is not  only in the power of the S tandard  to cut 
off ou ts iders  f rom it.  i t  is able to keep up  
t ranspor ta t ion  prices. Mr.  Rockefeller owns the 
pipe system---a common c a r r i e r ~ a n d  the refiners 
of the S tandard  Oil Company  pay in the final 
account ing cc4t for t ranspor t ing their  oil, while 
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outs/dera pay just what they pnld twenty.five years 
aso. 2 TARBELL 2`75.7`7. 

A few pages later, as she was uearin~ the end of 
her tale of chine and rascality, Tarbell so/d: 

In spite or" the Interstate Commerce Commission, 
the crucial question is still a transportatiou 
question Until the people of the United State* 
have SOlved the question of free and equal 
transportatiou it is idle to supple that they will 
nOt have a trust question. So ~ as it is Possible 
for a company to own the exclusive carrier ou 
a 8rear natural product which 

depends for transportatiotL 
and to use this carrier to limit a competito¢,s 
SUpply or to cut off that supply entirely if the rival 
is ~fensive, and always to make him pay a hq[her 
rate than it c~ t t  the OWner, it is ignorance and 
folly to ta/k a b ~ t  /awe makinl ! it a crime to 
Under*ell for the ptn'poto of drivinl I a competitor 
from a market. You must get into markets before 
YOU can compete . . .  So Io~  as the S t a ~ r d  Oil 
Compeny can control transportation . ILl it does 
today, it will remaio matter of the o~l indu*try, and 
the people of the United State* will pay for their 
indifference and folly io regard to transportation a 
good sound tax on oil, and they w/ll Yearly tee an 
mcreasin8 concentration of natural 
transpeetarion systems res°'Jrees and in the 2 TARBELL 2834t4. Standard Oil crowd." 

• t C£ L. C~enbon,  Jr., Crude (7# l~'pellnej and 
COmpetition in the Oil Industry ~ (1955): "[TJhe 
independent refiner helped drive himtoff out of 
bualnm every time he treed Standard,s transportaUon 

refinery ~dte, he rum Standard at the 
paid Standard,s prtc~ for crude. That price Was allegedly kept k:.~ 

Profits from c ru~  ~.z~ ._t~.., .~n ;  comtoquefltly ' the 
independent - - -  ~ "  ~tatm also he used to drive the 

refiner= and the de~en~ they SUpplied mat ~ business.,, 

t t  JOHNsoN at 22. 

vs See j ~ ,  s de~.'riptlon of the Kansas uproar 
that led direet/y to Federal 
rates. ]OHNSOb[ at ~2-23. reguhttlorl of oil Pipeline 

m 34 Stat. S84. 

See ]OHNSON at 254-~. 

" John D. R~¢kefeller alvrays im6J~d that 
Standard tier/red no sDecial benefit from there 
p.~ct~e,. Zn ~ .~e~.. ,Reng~cen ~ ~'Men ~d 
E r i c ,  (1909) he ~ i ~  After the l ~ m ,  ge of the 
Intemtate Commerce Act, it wu learned that many 
small companie* which shipped limited quantities 
had received lower :a le ,  ,~--  
socure. . .  [ well ~,,.~ ~_m~. we had been ~ tn 
w h o  had m , . _ . - ~ m , ~ _  a b . s~  t m e a f ,  o m  - ' -  . .  ueh ._ _ y  . . . . . .  B o u .  

tcmul eye He feared that some of his competltom were " 
ttmn he in harlptininl[ for _ ,  doing better 
himself of this convktion: ,-,es, and he de/ivered 

' I  am o00oaed on principle to the whole system of 
re~tes and drawbaelcs~Unle~ [ am n it ' " 

Moet historia~ take a d/fferent view. Even thoae of 
them who consider Ruekefeller s 8enius whose 
triumph stemmed in the main from superior 
orl[anizin~ ability think that railroad nehate, plus 

!.20,S3 
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contro/ of the pipelines had a good deal to do with 
Standard's rise and progress. 

m See n. 12.4, mfra. 

11P That is ahto true of Tarbell, the mistress of the 
anti-Standard ~itasioo• Her 
radical. See C• predecessor Lloyd was a 

Destler, Henry DernJeest Lloyd and 
the Empire o( Reform (1963). But Tarbell was not. 

 L"k;felle" .., o .  ,o .  ge.ra, 
• . . • .WOrkznp of the business system, but 
m moral mdzgnauo~ about Standard,s specific, and in 

t tr.an~re~ions. T i t h e ' s  
UCn ousin General Electric's Owen r~ , .  ess f,gures as 

State, Steel u. zoung and the United 
Corporation's Elhert H Gary show that. 

Indeed one reviewer found her biography or" Gary so 
rme-colored that he ridiculed it in the page, of The 
Nati~a~ in a piece entitled S~nt E/borg sad the 
Heavenly Trust• So SOme may wonder what Tarbell 
would have thought of the United States Steel 
Corporatiou's recent acquisition of the Marathon Oi| 
Company. known in her day lind down Until | ~  as 
the Ohio Oil Company and alto a principel prodUcin 8 
• rm ot the or/g/nil Standard combine. Others may 
speculate about the view that she Would take of the 
contemporary enerl~ Scene. 

80 See O. J24, infnl. 

sz See United Stat~ 
U . S .  I (1895). V. J~. C KnlKht CO., 156 

t t  .fee United States v. American Tobacco Co., 221 U.S. 105(1911). 

u See United State* v. Internatiotm/ HarveSter 
Ca, 2`74 U.S. 693 (1927). 

N See Unitt~dStotes v• ~[nitedStates Steel Corp., 
251 U.S. 417 (1920). 

m See Swift & Co. v. United States, 196 US. 3,75 (1905). 

to True, the siltation sheet otl was I~ralleled by 
an allttatien about meat. It is also true that both 
alitationa came toa le4~lative head in 19(36 and that 
the two cases have SOmething in common. In meat, as 
in o/l, a b a t  *mlltn@ boo& produced by a gifted 
with a flair for the dramatic writer 

had great influence. We refer, of course, to Upton Sind~r's clauk ?'ne ]unl le 
(19(36) and to its rele in the pure food and dru~ 
lel[iaJatmn of tlmt year. 34 Stat. ;'68. 

Neverthek~,, we ~,e nothing in the turn-of.the. 
century concern shoat meat that invalidate, the 
scateme~l, J~tde m the text. When the Cot~[reu of 
1905 lelgia/ated about meat, it did to to/rater health. 
It was no( jeekinl I to alter the economics of the meat 
hueineM by statute. When that Same Con 
/el/slated about o/1 n ~ , ~ l i ~  .. Sre~ 
with "--~" ,~'~, It was cohcerned Iolely 

the structure o( the o~l industry. Moreover, that 
cO~cern went to the market power of a 
dominant firm and to ways lo which that power could 
he learned. There was no ~u.%,/e domlrmot firm io 
meat. Nor was there any leg/datio~ that sought to 
restructure the business. 

In The l~umlg e of time has not made them any 
easier. Nor has the Change in nOmenclature from 
"Federal Power Commission,, to "Federal Energy 
Reguhttory CommiMion,, had that effect. 

la Fefferal POWer Commi~ion v. Hope Natural 
Gas Co., 320 U.S. 591,610(1944). 

61,260 
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m T h e  i n d u s t r y  is q u i t e  
maintain, that its , . ~ - - .  Vehement almut teat. I t  
not "pub/ic ut . . . .  ,v,,~p,~-u~ are "Plant fac/ltties- I l I [ l e S .  

be/nS merely an incident to u ~  at  the end." 2.34 U.S. 
omit.,5 ~ .  The fortunate comPeny was 
.'~_' ~.°m;~'ny, So the d ~  . . . .  the Uncle Sam 

• . 3 2 9  U.S.  2 9  (1946);  United.wares v. C l ~ m ~ n  Reflm'n~ Co, 341 U.S+ 290 
( 1 9 5 1 ) .  The last two ca~es involved the latme 
C~Ompany. Hence the-- a 

; ;   mmonly cited as 
" - ,  these cases have - . . h e  luriedictional in,, 

Present PUr~-.-. m,. spawned is of no m "~ 
=+~+ we  slmnl~ . ^ .  . oment for 

r ~ ,~u~e ItS Peesence 
Ix Justice ~Sck d/a~nti  

Champ6"n / /  (cited in the ~ f r ~ .  ~ dec;-ion in 
quoted langua4e L~ at ~ 3l~?U.~otnote); the 

es The Del~rtment of Energy • . 
~ ! .  9~' (91 star .  s6s )  hr,~.-~t . . . .  O r * a . ~ t i o ~  Act 
g l l o n  - - + +  l l l l f  . e 

4 ( ~ b )  of that Act 42 U S C /range about. See 
• • • • lTlY'~b).  es Only one of thorn i~ 

her a reliable informant still here. But we consider 
• We aim benefit from sd~mcy staff's institutional memory, our 

N The producer was . - 
+.product. He may have [~e_ king a hatter Price for hi~' 
~-on re~ of Jor~ _L . ,~en entitled to that. T ~  
• g -- - -.-,-o umqm.~/y thought tlutt ho was . 

h o - " . t ! '  ." ha,d to , ,  . . _ _  
" -  ~-OU~nt that dear,., __._,_ . , m  could m ' i m h ,  

gero~ne for the ut,;~--'-. ~ -,woe WOuld mean - -L -  "" 
- - , n ~ I t e  ~ o ( I s u n ~ - r  , ~  ¢ - g t © l P e r  

• ~ me people who 
~, . . .~- . - .Oi ,  Company a m ~ - ~ - .  'f~tion thought the 
--,-.-amrea Rockefe l l~ . . . ,  -,u~my. Moreover th.~, 

. - -  a,m h/a ~ . . - _  ' ---- of a I~¢Ulla~Jy h e a r t - -  . mtc~ momol~/sts 

" ' ~ ' "  ~ B ~ I  m ~ .  - . .  " - ' ~ q l n t  t l Z a t  S l t l l l ~ , . a  
WOU . "'~ vl III . - - - ' - - q , ~ u ,  I d p a y ; ~ : - ~  . (:rude f r ~  i,,,a..,__~ " 

'm~Pen~ent SUppile. h ig l~ 'e r - -~nn~  t& altruletleally refrain front a t t e m p t i ~  
higher price~ on to the consumer, to ~ thole 

61,260 

,, es 49 U.S+C+ ~ | ( |Xb)  
the trmnaum.+.,- _. rays that one ,.,~..--+a 

o/I m raters•at,, -'-.m,s~-u m c o m m ~  Carr/er. But the ca~s  -~ " C~nrr~rce/.I a 
this for • • snow that the 

mulat~on ~s not quite ~ btoaa ~OP¢ of 
text sugl~ts" One Can carry oil frem as the fiteral 
another through pipes and still one slate to 
COmmon Carrier obfigations u ~  be immune 

• "nether he is immune or not depends on whether he is from 
"tranoporlati~' N,,.-. ~ engaged  i 
t h / s / ~ r l ~ ?  -, ,  woat IS ' transportation, , f ~  

the the, q--tion ,o 
c .°.nstituti~flity of oil ' ~ 1 "  established the 
• .me Cases. ",o- -- "q'~ me relP~lation "n~ ,,. 

that it used t g. -:--~=u was able to de------  "+~ 
. ,m ~Pellna for l b . . _ ,_  .,,ur~zrate 

Conducting oil from its Own wells to its Own " -  ~,m l~r l~ae of 
refinery.,, The Court held that 
"trimslxx,~tion,, hecau..,e ,,- this l i t  woqa/d was not 
sngonge - • • to my that ama- be a pervenfien of 

t r ans l~ . t a t i~  of water Whene~ was engaged in the 
• he ;X~mped • pail of ,Water from hm well to his house. So as to o/! 

m this case, • When, as 
company i~ simply drawin~ oil from its own wells acre• a slate line 

_++°~.~.me. and that i~ all. we d~ ° it~ own refinery for its 
the +-rimion of n ,,O i t .  

the t ror t | l~e la t io  n 

125 t--~83 

n ~  raises. ~ t r n l  ~ l e m  a ~  
crusade at the tu ~ _ ~ o u t  the anti. 

Uh¢ , ,  r n  m t h e  c e  
~ s  c o r n , . -  - ,, ntury. Wen, 

tuner.us (a Weed then as yet unCoined), i.e., were the . • . 
brin~inf lower prices .--eLY Primari ly  Interested i 
Preducenm ,, i f  t L w (n. e Consumer? Or we . . . .  n " . l ( :  

wh~e I ~ / m r y  .r: reaoer 'Aqi| formw..  . ¢.ney 
o - - L  i n ~ o i l ~ l s m ,  " . con~rn was hasher Prices and eaaior Ida for the small businessman? an 

In Oil and in oil Pipellnes the "'l~aduceritt- 
motivation appears m have been Paramount. Mr. 
M/ehea/ McMenamin. a Clave/an4 antitrust lawyer ' J:~t: the Point this Way: 

Co6sUmen ~ t e  not an active 
force in the n/note•nab century~ °r~nized Political 
and farmers who Were ^--a ' It was bUSineumen 
O~es r g s ~ n n . ; ; . t . .  ~,rg m=ed, and [ h - - .  

. . . . . .  .vr the antitrust law¢ ~ w e r e  the 
were ~ tO PrOtect ---+ -,,Ose laws 
con*un.~. _ . , , ,  d j,,. ~h~ intere, t ~ ' o , ~ . _ , o t  the 
the antitrust  l a ~ " ~  charged With interpretin¢ 
made mtultively sensed th/s and their ru l ln~ accordingly. 

f a n ~ t i c  success of o~n 
the Standard Oil r , ,___ J D. Rockefeller a " : :  ~ - q M n v  --  nd 
s,  man. or COml~ny was the principal factor hehind the ,mttal paurqre ~ . t :  much as any Other 

A.Ctm 1890. Yet in rea41n e Sherman Antitrust 
claulc 1904 m . . - L  . # anew Ida Ta'-:'-,,, 
S ~ d a r d  ~ ,  .~ J(lr~ book, The H/at-- - 

L- V .  L~ngaany, o11, .~.  . ,u ry  ol t~e 
~,+.mer Pert W/th in+uri-- - " .,~ec~ lw.~nt concern 
ul t .  And with ~'~'~" ,o consUmer# by Standard 
eHicleneies and " * ' ~  reason• S t a n d a r d  Oi l" ;  

renovations, which Slmarred on its 
fabulnos growth, rn*ulted in consistently lOWer 
Petroleum pr/ees to consumers during the latter 
half of the nineteenth century. 

The PeOple for whom Ida Tarbell shed her tears 
were (a) the o/I producers in Pe.n 
.4~Up of rouchnecka who l.._. na.Ylvanm, a rmrly 
~ g l  restrict OUtnu. . "~1 at ~ r i ~  tO Fig D~ie~. 
Rorkefeller b . - .  s-.., a .  w~thout wacce~ L :  

-,;pc p / a y i ~  one + '+~lruse 
and (b) the oil --~: • off a~mst ImOther 
comPetitors -~.,nenes that were Standard~ 

(including the Pure Oil Company. whose l*easUrer was Ida 
nwe~ neither as efficient TarbeWs brother), which 

as Standard nor - -  - -  
'~oc.eteiler to eliminate the peice.fixing ~ h e ~  : 
the oil Producers and the 
Petroleum ta the • . railroads that hauled the 

refineries. Special-lnterest g r e u ~  
like these did not lika i t  that Standard l~lid the 
I ° ~ t  price for oil and got preea break~ from 
railroads that fined pe/ces against other refiner/el; 

menamln, B ~ t i t W A n t / t r  u gresa for relief, 
February 13. 19~2, pp. 16-17. st, l n q u # Y ~ . n e  

One need no~ go all the Way with ~r .  MCMenamin to 
real/z• that there is mUCh to what he ~ays. 
ideak)llu~ and the muckrakers 

who wrote the b o o ~  

icgislatorl who w ~ t t r e m  their I ~  

• . , e  t,,e Opinions , me the ~nd~s who 

hyPef/~e~icath/at p u t a t i v e  Consumer benefi t  
and . was 

bUsiness who ~ run. The people in the oil 
euppited the real imPetus for the anti. Standard ag/ la t ie  n were 

a~mruct/ons-, not bemused by vague 
over the ~ . ' ~ t  the beauties of Perfect ~ - 
• "-,a run. Like b u s i . , ~ - -  """Petzti0n 

- , ~ n e n  since time ~mmemorial. they were interested in money here and 

one,47 
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now. So the measures that they pushed were desqlned 
to cut down on Standard's  take and to enhance theirs. 

Few histor ians wri te  as pungent ly  as Mr. 
McMenamin .  But  the i r  researches support  his 
conclusions. Thus Bringhurst says: *'[W]rhers and 
investigators were not the prime movers in the 
ant i t rust  crusade. The explosive growth of the oil 
b~sine~ itself war the underlying source of the 
proliferating litigation. As oil became a central fact in 
the  da i ly  l ives  of the  Amer ican  people,  the 
possibilities for economic cunflict and the potential 
political rewards for those who could res~ve that 
conflict in the public interest incr~tsecl dramatically. 
In the first decade of the twentieth century, annual 
oil production in the United States more than tripled 
from 63 million to 209 million barrels. Must of the 
new oil came from virgin fields in widely scattered 
soctions of the COUntry. The o}d Appalachian and 
Ohio fields gradually declined in productivity, while 
Illinois, Kansas, Oklahoma, the Gulf Crest,  and 
Califorma provided vast new resources. These new 
areas provided opportunity for independent p~ducers  
and refiners, who frequently c/nshed with Standard 
Oil and were mere than willing to take their disputes 
to court. In Kansas, for example, agitation by 
independent oil producers led directly to a state 
ant i t rust  suit against the oil t rust ."  B R I N G H U R S T  
at  70. 

Those  same independent  Kansas producers 
played a crucial role in bringing a Federal presence to 
bear on oil pipeline rates. See JOHNSON at  >7: 
'*Standard oil policies and pract ices in K a n m  
brought public wrath and s ta te  legislation in their 
wake and led directly to federal action when Kansas 
oil prnductiun seared between 19C~ and 1904, Prairie 
Oil & Gas, the princiI~l purchaser [a Standard 
suheidiary], was unable to keep up with the flow. 
Accordingly, the p~ce of oil dropped from $1.38 a 
barrel in late 1903 to 80  cents and l e~  in 1904. 
Thereupon, producers, many of them n ~ r s  to 
the business and overextended in the oil frengy that 
P r a i r i e  Oi l ' s  i n i t i a l l y  high offer ing price had 
precipitated, concluded that they had been duped 
in to  explorat ion and product ion to save the 
combination that expense." At the end o( his book. 
Professor J e h n ~  ce~hidns  (at  page 4456) that  "Mest  
efforts to make pipelines mote available to n~owners  
were initiated by elemants of the nonintegrated oil 
industry." 

ss Cbamptin 1I at  297 (emphasis added). 

Note that  the Court did not mention "refiners". 
I t  spoke solely of "p¢oducers". 

so Neither Jnstice Clark 's  majority opinion from 
which we have quoted n ~  Justice Black's diseent in 
which he took a dim view of the efficacy of oil 
pipeline regulation (zee p. 61, aupra) said a word 
about "consumers." This omission cannot he shrugged 
off as inadvertent.  I t  appears historically sound. True  
i t  is tha t  when the High Court dealt  with the Trans  
Alaska Pipeline System, i t  suggested that  consumer 
intersts were implicated. See n. 4, ~upra. But that  was 
dictum. The omcrete  question hefore the Court in 
Trans AhlM~ was: [ ~  the Interstate  Commerce Act 
authorize the suspension of " ini t ia l  rates," i.e., rates 
filed by a new pipeline that  is just about to go into 
~ervice? The quest)ort of what good it al l  does, of 
precisely what  social interests oil pipeline rate 
regulation serves, was far afield from that. Secondly, 

t'f.~ ~ e r t .  
OI 7--~1 
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the Trans Alaska case is sui Eeneris. The per barrel 
pipeline transit charges there involved are far, far 
hisher than those in r~e Continental United States. 
Hence i t  is possible to view consumer interesu as 
implicated in that most unusual situation. And i t  is 
al*o possible to deem those intere~Ls peripheral in oll 
pipeline rate regulation generally. Thirdly, law and 
legislation are complex. Our concern in the teat is 
with the dominant political impetus for Federal 
regulation of oil pipeline rates. It seem clear to us 
that  this impe tus  was prima#i/y preducerist. 
Obviously, that does not exclude secondary themes, 
and the historical record can he read as suggesting a 
secondary consumer,st strand in the great  oil pipeline 
agi ta t ion .  Finally,  s tatutes  framed in t e r m  of 
majestic generality often take on a life of their own 
af ter  their enactment. Hence the fact that  champions 
of the cmummer's cause find some grist for their milb 
in a statute p4,sod at  the behest of producer interests 
is unsurprising. Tha t  kind of thing has happened 
often in legal history. The evolut/on of the Fourteenth 
Amendment is instructive in this regard. I ts  purpose 
was to help the ex4 lav~ .  But corporations have found 
i t  a potent IcOn, tool 

ww Were this  a normal  case, i t  would he 
presumptuous and unseemly for us to sit in ~xlgment 
o~ the ICC's performance. Tha t  agency is not 
subordinate to us. Nor are we a reviewlng court with 
a revlng jurisdiction to pass on the quali ty of rate 
rnguintion, wherever and whenever performed. 

Even if we had soma semblance of so anomalous a 
jurisdiction we should he luath to exercise it. We know 
the difficulties of the regulator's task at  rsret-hand. 
And we are pninfu]ly aware of the flaws in our own 
work. Hence we generally guide ourselves by the 
biblical admonition, * ' ]ud~ not that  ye be not 
judged.'" M ,  ttbew 7:1. 

But circumstances al ter  ca r~ .  Here we havo a 
m ~ t  unusual situation. A ~ court ha* taken 
an extremely jaundiced view of the ICC's ~ of oll 
pipeline lore. Tha t  hapl~ned in the on/yclme in which 
any court ever  had a chance to look at tha t  
m e t h ~ .  In that  soma case the court dire¢tsd us, 
the statutory heirs to the ICC's oil pipelinm rate 
estate,  to take  a hard, skeptical, so~rchin~ look a t  the 
ICC's oll pipeline m e t h o d o ~ ,  and we cannot sh/rk 
that duty. 

m promisor Johnson, a pm-indtu~ry hlst~inn 
who behevel that the oll pipeline trade has served the 
nation well and that  i t  has been ~ and 
v i c t im ized  by misconceptions,  s t a tes  t h a t  his 
*'conclusions am barka l ly  favorable to integrated and 
pipeline company m a n s ~ m e n t . "  JOHNSON a t  477. 
nut he also says on that tame p4go: **These 
conclusions do not ~ that  pipeline managers and 
thma to whom they were respm~ible in parent 
companles pursued consistently enlightened po~'ies. 
The fact seem to he that they fully reco~lisod the 
advanUq~ex conferred by pipeline on~*r~ ip  sad  did 
no( relmqubh any of them except under ~nss~e 
which in virtually all cas~ was more ~ c  than 
goverumantal. By refusing to aclmowiedGe a valid 
I ~ l i c  interest in the reduction of I~pellne rates 
before it wa* forced on them by overcapocity . . . .  and 
by reacting rather than anticipating at tack,  pipellne 
management invited the investigations, the h e ~  
and the criticism to which it was sub~.cted." 

161,260 
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m This  oheewat ion would appear  par t icular ly  
a p p l i c a b l e  to p r o d u c e r s .  I f  t h e y  were  b e i n g  
disadvantalp~ f imm¢~l ly ,  one could hardly  explain a 
Cougre~iormlly mandated "windfal l  profits" tax 
being levied ou the industry. Crude Oil Windfall 
Profi ts  Tax  of 1900, 94  Seat. 229, I . R C .  § § 4 9 8 6 .  
4 9 ~ .  

1 ~  We are mindful  of the recent decline in oil 
prices and  of the current  softness in the demand  for 
tha t  commodity .  Never the l i t s ,  the price remains  high 
by historic s tandards.  We do not venture  to predict  
the future course of oil prices. We profit by the 
example of these who have made such predict/ons in 
the past .  The i r  t rack record hat  not been good. The  
deliberat ions of the Con~gre•s of 1978 ee  the N a t u r a l  
Gas  Policy Act of that  yea r  (92 Seat• 3351 [|9")'8], 
codified in 15 U.S.C. §§3301-3432  [ S u p p  IV  1980]) 
are ins t ruct ive  in this regard. Throe deliberotioes 
appear  to have been I~tsed largely on premises about  
the future price of oil tha t  t ime  quickly  falsified. We 
note aim tha t  back in 1921 (mote  than  60  years  alp)) 
the  la te  Professor Leo Wolman.  a dis t inguished 
economist  of theee day% wririnig in the • ugus t  pa~es 
of the A ~  Economic Review asked: "What  
effect, i f  any,  will the impending  e~aus i le /~  of our 
na tura l  ~ of crude oil exert on the next 
es t imate  of the nat ional  weal th  of the Uni ted  States?"  

Theory o[ Productioa, 11 Am. Ecou. Rev. 38. 40  
(19"21). Fif ty- three yeare hater, an even mote eminent  
economist,  Professor Mil ton  Fr iedman,  • president  of 
the American Economic AJu~¢iation and  a Nobel 
l a u r ~ t e  in the discipline, predicted the imminen t  
demise of O P E C  And he did so wi th  asauronee. 
W r i t i n l  in June of 1974, the p r o f e s , ~  told the readers 
of his New~eek column tha t  " the price of oil will 
re turn  to • level much clmer to its pre43~teber 1973 
pr ice  t h a n  to the  peak  pr ices  reached short ly  
thereafter ."  M. Fr iedman,  There 's  N o  Such Th/n8 as  
• Free Lunch J0~-30~ (1975). I t  has  taken eight  
years  to see a s l immer  of t ru th  to his p~rdlction. Some 
may be reminded of another  great  economist,  the late 
Professor I rv ing  Fisher  of Yale. He thotqght what  had 
happened  ee  Wall  Street  dur ing  these crisp October 
days  in 1929 a mere "technical  react ion."  See I. 
Fisher,  The Stock Market Cra~ and After (1930). 

The  crystal  halls  employed by  people in the 
Government  have proved every bi t  as cloudy. Earl ier  
in this  footnote we spoke of the s ~ u m p t i o n s  about  oil 
prices that influenced the authors of the Natural Gas 
Policy Act. Another i l lustrat /on of the hazards  of 
prophecy in this  field can be found in the report on 
the oil impar t  qnest ie~ tha t  a Cabinet  Task  Force 
submi t t ed  to President  N ~  in Febrnary  of 1970. 
T h a t  dis t inguished body, which included the Federal  
Power  C o m m i s s i o n ' s  C h a i r m a n ,  concluded t ha t  
"without  impor t  coutrah,  the domest ic  wellhead price 
would fall f rom $3.30 per  barrel  to about  $2.00, which 
would c o r r ~ p a o d  to the world price." The Task  
Force's next I~ntence re~td: 

"Although we cannot  exclude the pe~ibi l i ty ,  we do 
not  predict  a subetant ial  price rise in world oil 
markets  over the ¢oraing decade." Cabinet  Task  
Force on Oil Impor t  Control,  The Oil Import 
Question: A Report on the Relationship of Oil 
Imports to the National Security 124 (1970). 
Per t inent  in this regard is the ~ c e n t  comment  of 
Mr.  Warren  Davis,  the Gu l f  Oil Corporat ion's  chief 
ecor, omist.  He  sold: "The  world oil s i tuat tou is 
predictable today than  I ~ r  remember hnving 
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seen i t  I can't remember •nother time when you'd 
rod( me and | couldn't hortestJy tell you whether the 
price of oil would be up $10 or down $10 next year  
| can cooceive of sit tmt/ons fairly readily where it  
could go ei ther  way within the next year  or even 
within the next month or two." The  Journalist  who 
reported these ~ . r v a t i o n s  ~ r v e d  that  "These 
w o r d l . ,  point to •n  oil industry fact of life. Like 
the t ip  of • n  iceberg, the current  slip in world 
prices si ts  ato~ a lot of unknowns."  H•rsch ,  Beyond 
the Oil Glut: What Experts Say, The Christian 
ScAenceMo~/tor, March 15, 198~, trm~t pege. 

Nevertheie~,% we think it  appropr ia te  to note that  we 
know of no informed observer who thinks tha t  oil i t  
goina to be really cheap (as cheap in ruMs/re te rms  at  
i t  was  in 1906 or a t  the nadi r  of the Gre a t  
Depression) within the foreseeable future. 

set At  least as to the producers, they have told us 
they want  no help. ~ n . | 0 ,  supnt. 

*w See Perm~m Barn Area R~:e ~ 390  U.S. 
747, 776-777 (1968); Federal Power Commission v. 
Hope Natural Gas Co., 320 U.S. 591, O,]~-(~3 (1944k 
FederoJ Power Commix~on v. Natural Gas Pipeline 
Co., 315 U 3 .  575, 586(1942) .  

lee A few impat ien t  souls m ay  a l ready have 
reached tha t  c~mclusino. Some of them doub t l e~  did 
so m any  pages • i o .  I t  is not for us  to say tha t  they 
• re wrQ~E. 

us4 T ha t  is not  our view. Our  decision to adhere 
to much of the methodology tha t  we inherited,  which 
is made  with some misgivings,  rests in the main  on 
pro~mat ic  considerations. 

l m  Some would an.swer that  "k'gal his tory sill] 
has  i t s  c l a ims . "  Federal Power Commission v. 
Natural Gas Pipeline Co., 315 U . S  575, 60 9  (1942) 
(concurr ing op in l i a  of Frankfur ter ,  J . )  

loe H ad  we thought  them correct, we would have 
reached t different result. 

z~' Quoted by  Judge Walter  R Mansfield,  who 
now si ts  on the bench of the very ceert  tha t  Ha~d  
adorned for so l ing,  in The Leswn of Learned Hood.  
~58 A.BA.J .  182 ( 1 ~ 2 ) .  

sm C£ Fatsterbrook, Critici~in£ the Court. 95 
Harv .  L. Rev. 802, 828 ( 1 ~ 2 ) :  " I t  is m a t  unlikely 
• . .  tha t  the just ices will be able to reach •g reement  
on f u n d a m e n t a l  p r i n c i p l e s  of c o n s t i t u t i o n a l  
interpretat ion.  There  is no a~ffeement on such mat te r s  
w/ th in  the legal profession. Some would choose strict 
a d h e r e n c e  to t he  l a n g u a g e  of a s t a t u t e  or  
const i tut ional  prov3aion, coupled with analysis of the 
l i~ishtt ive debates; others would choose a form of 
cuss-benefit analysis;  still  others would choose some 
form of philusophical or natura l  law a p f w m c h  There 
is no device for rul ing any  set ol chotcos out  of bounds. 
and  refusing to count  the vote of justices who do not 
co~form to these decisions." 

The  cat wi th  which we have to wrestle here is of 
the same breed. Some teem to th ink tha t  oil pipeline 
rate  regulat ion was intended to and is capable of 
t u r n i n g  the  economic  c lock  back  to T h o m a s  
JeffermWs day and of convert ing the oil business into 
an  industrla} paradise for the l i t t le man.  They sug~g~tt 
tha t  this would lead to a beneficent shower of 
compet i t ive  bie-,,tlngs in the form of lower prices for 
the consumer and  to the d e c e n e e n t r • t i ~  of e c ~ o m i c  
power.  T hey  m a i n t a i n  t ha t  bu reauc ra t i c  sloth, 
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t imid i ty  and  subservience to Big Oil are the villains 
of the piece. Others say tha t  in brood terms the 
s ta tu te  never made much sense because it  was based 
on the erroneous premise that if ouly something 
drast ic  were done about  the pipelines, independent  
producers and independent refiners would seek each 
other out  thus creat ing a significant pool of oil outside 
of the control of the S tandard  Oil Company  and its 
successors. They consider tha t  premise wrong because 
in thei r  view. independent  producers are qui te  
properly preoccupied by the search for oil and  by the 
task of extract ing it so that  they have neither t ime 
nor energy to spare for the s t r e n ~  marke t ing  effort 
t h a t  t he  m i l i t a n t  a n t i - m o n o p o l i s t s  p o s t u l a t e .  
Accordingly, these skeptics main ta in  that  though the 
s ta tu te  expressly requires that  these rates  he "just  
and  reasonable," the enac tment  really has nothing or 
next to nothing to do with rates. They th ink tha t  the 
real po rpme  of the s ta tu te  was to see to it  tha t  
everyone who wanted to use a pipeline had access to 
it. Accordingly, they believe tha t  i t  would he a g r i t  
mis take for us to take oil pipeline ra temaking  too 
seriously. 

As the pa t ien t  reader will learn in due course, we 
have arr ived at  o~r own conclusions about  these 
historical issues. Of curse, we th ink throe conclusions 
correct. But we do not  c la im tha t  ours is the only 
t ruth.  

ses S O e J O H N S O N  at  24-33. 

In his concluding chapter  Professor Johnson utys: 
'*In the heat  of the exci tement  whipped up by 
Roosevelt against  S tandard  Oil and  the rai l roads in 
1906. Co~gress precipi tately placed pipelines under  
the In te rs ta te  Commerce Commission.  The  legislators 
made  vi r tual ly  no s tudy  of pipeline problems as such 
and no analysis  of how thm~ pr ivate ly  bui l t  carr iers  
differed from other carriers wi th  which they were 
lumped for regulatory purpoK.s." J O H N S O N  a t  464. 

s ts  Noth ing  in the historical mater ia l s  t ha t  we 
have seen sug4ests tha t  economists were consulted. 

* n  Federal  oll pipeline rate  regulat ion s tems 
direct ly from a furor in Kansas  about  the low prices 
tha t  S tandard  was pay ing  for crude produced in tha t  
state.  ~ e  J O H N S O N  a t  22  quoted in n.94, s . p r a .  

a t l  The  words "automobi le"  and  "gaml ine"  are 
r ~ .  to  he found in Ida  Tarhe~l's eare|ut index. 

sxa The exercise reseml~es an effort to determine 
what the Roman law of firearms would have been if  
the Romans  had known about  f i re ,ms .  

)s* T h a t  was t rue only at the Federal  level. The 
states had tried to regulate.  See W. Beard, Re~JMtion 
of  Oil l~pellnes as Common  C a ~  (1941). 

,~t The  shipper-owner phenomenon m a y  make  
this course rnoee complicated than  it  sounds when one 
first  hears about  it. Norrtmlly, there is nothing 
"discr iminatory"  about  a rote tha t  is very h i g h  Such 
a r a t e  m a y  be  " u n j u s t . "  I t  m a y  a l s o  be  
"unreasonable".  But if everybody pays the same high 
rate, it is not  * 'discriminatory." 

When the supplier  of the service is also his own 
best customer,  mat te r s  may  be on • different footing. 
I t  c a n  be a r g u e d  t h a t  in  t h a t  s i t u a t i o n  s 
r e a s o n a b l e n e s s  r e q u i r e m e n t  a n d  • b a n  on 
discr iminat ion meet and blend so tha t  the difference 
between the two concepts is semant ic  ra ther  than  
subs tan t ive  If the X Oil Company  charges itself a lot 

F E ~  Rspeets 
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of money fo¢ shipping its own oil over its own line, 
tha t  is just  bookkeeping. But suppese tha t  X also 
charges Y, s n  unaffi l iated shipper,  tha t  same high 
rate for the use of its line. For Y, that  high rate is 
very real. So we now have something that some wi l l  
undoubtedly view as undue discrimination of a 
perniciously •n t icompet i t ive  type. 

Problems of this type also arise in natura l  gas. 
There.  however, the Na tu ra l  Gas  Policy Act o! 1978 
has done much to res~ve them. See §601(b ) ( IXE)  of 
tha t  s ta tu te  (15 U . S C  §3431(b}~l)~E)) providing 
tha t  in certain situaticms any  price l~tid by an 
in ters ta te  na tu ra l  gas pipeline to i ts  producing 
a f f i l i a t e  t h a t  does not  exceed pr ices  pa id  in 
comparable t ransact ions between unaffi l iated third 
part ies shall be deemed "just  and reasonable.'" 

**s We consider this the correct result  under  
e• is t ing law and as a ma t t e r  s t  poiicy. But we concede 
tha t  the sulYject is enshrouded in a fog tha t  precludes 
us from branding  other views "clearly erroneous" or 
*'[rivoic~ts." 

n 7  That ,  of course, is a very general s ta tement .  
Many  detal is  wi th  respect to such mat te r s  as to the 
precise meaning  of "marke t  power" for this p u r p o ~  
and burden of proof would have to be filled in. Would 
there be a presumption in favor of rate regulation 
with the burden ~-~ the ea rne r  to show that  it is 
unnecessary? ST would it work the other way so that  
the presumption would be in favor of the uninhibi ted 
market  with the burden on the shipper  to show tha t  
the circumstances  of b i t  s i tuat ion are such that  
unrestrained marke t  forces make  (or may  make) for 
exploi tauve and socially harmful  results) 

no  As noted earlier,  the friends of the s ta tus  quo 
aren ' t  really all tha t  friendly to it. Though much 
enamored of the ICC's  basic oil pipeline concepts, the 
indus t ry ,  i t s  lawyers ,  and  i ts  exper t  economic 
witnesses insist  wi th  great  vehemeuce tha t  the way in 
which throe concepts have t radi t ional ly  been applied 
is overripe for a drast ic  overhaul. Th i s  p ~ i t i o n  m ay  
have been mot ivated in large measure by tactical 
considerations. Son~  of u t  ~ p e c t  tha t  it  was. 

The  carriers were and  are confronted by an 
assaul t .  T he i r  assa i l an t s  charge tha t  they have 
benef i ted  for decades  from a cozy. sweethear t  
a r rangement  between themselves and the ICC, under  
which tha t  al legedly indifferent p~ i cem an  permi t ted  
them to do whatever  they wanted to do. In these 
c i r c u m s ~  as tu te  tact ic ians on the indust ry  side 
m ay  well have looked to the old max im tha t  " the best 
d e f e n ~  is a good offense." Had  they contented 
themselves with a mi l i t an t  de feme of their  old friends 
a t  the [CC. they w~t ld  have bee~ open to so~e  
d a m s l ~ n g  rejoinders. 

The i r  adversaries could have responded tha t  such 
l~ss iona te  mutua l  admira t ion  • m e a l  the regulators 
and  the re4pJdsted, such perfect concord between the 
cops and  the rebbers, was enot~h in itself to raise a 
peesumptiou of rellulatory inadequacy. 

Had  the indus t ry ' s  critics ehmen to take  tha t  
s i m m s  irresistible course, they could have drawn on a 
voiuminot~ l i terature indict ing the [CC for undue 
subservience to throe whom it regulates. We express 
no op in ion  abou t  the schola r ly  mer i t  of t ha t  
l i terature.  The  impor tant  th ing is that  whatever  i ts  
merit ,  it exists. I l lustrat ive is the following perhaps  
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outmoded extract  from Hunt ington ,  The Marasmus of 
the ICC, 60 Yale L.J. 467, 473 ( 1952): 

At t imes the railroads have been almost effusive in 
their praise of the Commission. The ICC, one sub- 
commit tee  of the Association of American Railroads 
has declared, "is eminent ly  qualified by nearly 
sixty years of experience to handle t ranspor ta t ion  
m a t t e r s  wi th  a m a x i m u m  of sa t i s fac t ion  to 
m a n a g e m e n t ,  labor and the public ."  Another  
representa t ive  of the same association has similarly 
s ta ted that  "what  is needed for the solution of the 
t r emendous ly  i m p o r t a n t  problems of t ranspor t  
r e g u l a t i o n  is the  i m p a r t i a l i t y ,  d e l i b e r a t i o n ,  
expertness,  and cont inui ty  of policy that  have 
marked the history of the In te r s t a te  Commerce  
Commission."  Railroad officials and lawyers have 
commended  the Commission as a "conspicuous 
success," a "const ruct ive  .force," and as a "ve te ran  
and generally respected t r ibunal ."  The American 
Short Line Railroad Association has commented  
upon the "fair,  intel l igent  t r e a t m e n t "  its members  
have been accorded by the Commission, and the 
[now deceased] Pennsylvania  Railroad has been 
lavish in its praise of the la t ter ' s  policies. The ICC 
is probably the only regulatory body in the federal 
government  which can boast tha t  a book has been 
wri t ten  about it by counsel for a regulated interest  
in order to demons t ra te  "how well" the Commission 
has "performed its du ty . "  (Footnotes omi t ted)  

Long before "deregula t ion"  came into vogue 
(indeed, Professor Hunt ing ton  was an advocate  of 
vigorous regulation) the author  concluded tha t  "The 
Inters tate  Commerce Commission should be abolished 
as an independent agency." 60 Yale L.J. at  5C~. With  
respect  to the ICC's oil pipeline performance see the 
scorching cr i t ic i sms of the c h u m m y  relat ionship 
between the ICC and pipeline managemen t  by a 
commit tee  of the House of Represen ta t ives  back in 
1959. Report  of the Ant i t rus t  Subcommit tee  of the 
House Commit tee  on the Judic iary  on the Consent  
Decree Program of the D e p a r t m e n t  of Justice,  86th 
Cong., Ist Sess. (1959). 

The indus t ry  may well have decided to avoid this 
t rap  by launching its own gentle but audible assault  
on the ICC. By interposing a counterclaim to its 
crit ics '  complaint  against  it, the indust ry  is able to 
appear  as an aggrieved plaint i ff  in its own right 
ra ther  than as a defendent  intent  on holding on to the 
allegedly cushy life of which its adversar ies  wish to 
deprive it. Besides, why not ask for more than  you 
already have, if the oppor tun i ty  to do so arises? 

Of course, this is just speculation. We have no 
way of knowing whether  it is correct or not. What  we 
do know is that  the indust ry  has its own oil pipeline 
reform program. Indeed, it has two oil pipeline rate 
reform programs.  The first is deregulat ion.  But we 
have no power to give it that .  So it asks us for its 
second choice. Verbally and conceptual ly that  second 
choice is much more modest,  much more conservative,  
and  much  more t r ad i t i ona l  than  the p rog ram 
espoused by the indus t ry ' s  critics. But when one digs 
beneath  the surface to the substance of the thing, it 
becomes appa ren t  tha t  the indust ry ' s  program is 
every bit as drast ic  and every bit as radical as that  of 
its critics. The indus t ry ' s  program may well have 
merit .  But we do not consider ourselves at l iberty to 
adopt  it. The considerat ions tha t  preclude us from 
legislating in the way recommended by the indust ry ' s  
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cri t ics  also preclude us from legislating on the 
indus t ry ' s  behalf. As the Supreme Court  once said of 
another  mat ter ,  " this  case boils down to an old adage 
about  sauce and geese, which need not be given 
ci ta t ion."  Midsta te  Horticultural Co. v. Pennsylvania 
Railroad Co., 320 U.S. 356, 367-68 (1943). 

ix9 We use the word "law" in the narrow 
technician 's  sense. 

120 Even the justices of the Supreme Court were 
once reminded by three of their bre thren in one of the 
most famous dissenting opinions to be found in the 
annals  of the law that  " the  only check upon our own 
exercise of power is our own sense of self-restraint ."  
Uniled States v. Buuer,  297 U.S. 1, 79 (1936) 
(dissent ing opinion of Stone, J., joined by Brandeis 
a n d  Cardozo ,  JJ . ) .  A fort iori  should  h u m b l e r  
tr ibunals,  such as this one, be mindful of that  
admonit ion.  

*2x Tha t  is for Congress, not for us. When it 
wants  the world remade,  it will tell us so. 

122 C[. Home Building & Loan Association v. 
Bla isdel l ,  290 U.S. 398, 426 (1934):  " W h i l e  
emergency does not create power, emergency may 
furnish the occasion for the exercise of power." 
S tudents  of the Const i tu t ion will recall tha t  this 
famous Depression-era case involving a Minnesota  
debtor-re l ief  s t a t u t e  tha t  allegedly impaired the 
obligation of contract  in violation of Article I, § 10, of 
the Const i tut ion was decided by a vote of 5 to 4 and 
tha t  the division of opinion among the justices was 
sharp  and hot. But there was no disagreement  about 
the general proposition. Just ice Suther land 's  dissent 
conceded tha t  " I t  is qui te  true that  an emergency 
may supply the occasion for the exercise of power." 
290 U.S. at  473. 

, 2 s  That  s ta tu te  dealt  with lots of things besides 
oil pipelines. I ts  "basic import  . . .  lay in the explicit 
delegation of ra temaking power to the Commission 
and in the procedural  reforms which . . . rendered the 
de te rmina t ions  of the Commission . . .  effective and 
final." 1 S H A R F M A N  at 43. 

Of course ,  the  i m p o r t a n t  th ing  about  the 
Hepburn  Act for present  purposes is what  it said 
about oil pipelines. From a broader perspect ive,  
however, the oil pipeline provisions were scarcely 
ear thshaking.  Johnson's  review of the history leads 
him to conclude that  "Except  for members  of the oil 
industry  . . .  or observers of the industry  like Miss 
Tarbell,  the pipeline aspect  of the pending legislation 
was largely ignored, even in Congress. The railroad's 
role in oil t ranspor ta t ion  dominated  the interest  of 
both the public and government  officials." JOHNSON 
at 26. 

,24 The Congress of 1906 was not interested in 
pipelines. It was interested in oil. I ts  members  knew 
a b o u t  n a t u r a l  gas p ipe l ines  and  abou t  w a t e r  
pipelines. But they saw no need to regulate them. 
Hence carriers of natural  gas and of water  were 
express ly  excluded. Seventy-six years  have now 
elapsed. And carriers of those substances remain 
exempt  from the In te rs ta te  Commerce  Act. 

Johnson tells why at page 26 of his opus: "Lodge 
reported that  he had numerous complaints  from 
producers against  . . .  S tandard  Oil pipeline practices 
. . .  When Senators concerned about the possible 
inclusion of pipelines devoted to natural  gas or 
irrigation water  made their objections known, Lodge 
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quickly  quie ted  them and the language  of the 
amendmen t  was clarified. 'All I want  to get at  is the 
t ronsportat ion of oil, ' he said. With  the way so 
sn~oth ly  cleared, the Ledge pipeline amendmen t  
rolled through the Senate by a 75-0 vote." 

A generat ion elapsed before natura l  gas  pipelines 
were regulated. When Federal  regulation finally came 
to tha t  indus t ry  as a result of the Na tu ra l  Gas  Act of 
1938 (52 Star.  821, coOified in IS U S . C .  §717,  et 
seq.), Theodore R ~ s e v e l t  was long dead. His  cousin, 
Frankl in  D. Ro~eve l t ,  was in the White  House. 
When it addressed itself to natura l  gas, F . D R . ' s  
Congress did not use the common carr ier  concept tha t  
T R . ' s  Congress  had found a p p r o p r i a t e  for oil 
pipelines. Moroover. the political forces that  led to 
regulation were no/ the same in na tura l  gas as they 
were in oil. As pointed out  earlier,  oil pipeline 
regulation was sought by oil producers. While natura l  
gas  producers had some interest  in na tura l  gas  
pipeline rate regulation,  the p r imary  push for that  
innovat ion came from people who were interested in 
cmmurner protection. The  consumeris ts  were joined by 
"investoris ts"  who were concerned about  financial 
malpractice* by the holding company  l roup6 tha t  had 
come to dominate  both electricity and  gas  dur ing  the 
1920's. Compare  Johnson's  account of the legislative 
history of oil pipeline rate  regulat ino wi th  the na tura l  
gas  story recently recounted in M. Sanders,  The 
Regulation o#" Naturol  Gas: Policy and Politics, 1938- 
1978, at  17-58 (1981). 

zm See ngO, supra. 

• m Anti-rebate provisinos had been added to the 
In te rs ta te  Commerce Act by the Elkins  Act of 1903. 
32 Star.  847. T h a t  s ta tu te  was passed a t  the behest of 
the raiirneds. After all. they were the pr incipal  
v ic t ims of rebat ing.  See I S H A R F M A N  36 (Elkins  
Act  *'enacted on the in i t ia t ive  of the railroads 
t h e m s e l v e s ,  as  a m e a n s  of c o n s e r v i n g  t h e i r  
revenue*.") The  Hepburn  Act made  the Elkins  Act 
applicable to oil pipelines. 

The  reference to "legal l i tmus  paper"  comes 
from Just ice Holmes 's  dissent  in Abrams  v. U m t e d  
States, 250  U S .  616  (1919). At  page 629  of 250 U.S., 
Just ice Holmes ~: "Even  if . . .  enot~lh can be 
squeesed . . .  to turn the ca4or of lagal l i tmus  paper,  
the most  nominal  pun i shment  seems to me all t ha t  
peaibly could be m f l i c t e d . . . "  

ne Justice Jacltmn wrote: " I  must admit that I 
pouten no instinct by which to know the 'reammtble' 
from the 'unreasonable' in price*." Fedent/ Power 
Commission v. Hope NattmlI G~ts Co., 320 U.S. .591,  
64.5 (1944) (dissent ing oplnkm). 

We, too, lack tha t  " ins t inc t . "  And in our  expcsuce 
to the regulatory process we have no/ found anymle 
blessed with it. 

L~ The  idea c ~  from the Church  fathers.  
Back in the Middle Ages they talked about  the 
'~ustum pretium." the "just price." As Profe*~r 
Bonbright says '*The just  price is basical ly ethical  
ra ther  than  economic. While not completely devoid of 
economic  content ,  it  reco ln izes  no va l id i ty  for 
ecnoomic ac t iv i ty  as such nor independent  economic 
norms. I t s  law is derived from theological doctrines 
and  from the phi lmophy of medieval  c l a n  society." 
Bonbright ,  Principles of Public Utility Rates  lZl,  n. 1 
( 1961 )  ( h e r e i n a f t e r  c i ted  as  " B O N B R I G H T " ) ,  
quoting with approval from Salin, Just Price in 
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volume 8 of the Encyclopedia of the Social Sciences 
(1932). 

tse Throe among them who will concede tha t  they 
may  sometimes be in a pe*ition to reap excessive 
returns are few. Even fewer are these who will 
concede that they have ever actual ly succeeded in 
raking in some really unjusted l e a  When such 
confessions are made. they are made to investms to 
whom one wants  to sell stock. In our experience they 
are never,  never,  ever  made  to legis la tors ,  to 
regulators, or to courts. 

sag How many  buyers would rather  pay a higher 
price than  a lOWer price on the ground that  the lower 
price would be unfair  to the seller? 

Here, however, we have that rare situation. 
There is a gcmd deal of evidence tha t  independent  
producers of crude oil (the class of perums that  the 
Congress of 19U6 sympathized  with and wanted to 
help) are now either  content with or indifferent to 
pipeline rates. We do not  rely solely on the record 
before us as au thor i ty  for tha t  s ta tement .  Almost 
th i r ty  years  ago Professor Cookenhoo noted that  
" Independent  producers do not complain so much any 
mote."  He a t t r ibu ted  the independent  producers '  
a c q u i e s c e n c e  to the  p i p e l i n e  s t a t u s  quo ,  an  
acquie*cence tha t  was and  is in sharp  contrast  to the 
frantic agi ta t ion at  the turn of the century  and a t  the 
bottom of the Grea t  Depression to the fact that  " their  
price [was]  now protected aga ins t  ca tas t rophic  
d e c l i n e s  by  the  s t a t e  g o v e r n m e n t a l  a g e n c i e s  
preduction c o n t r . . "  L. Cookenhoo, Jr. ,  Crode 0~1 
Plpelines and Competition in the Oil Industry 6 
(1955). 

U n l i k e  t he  i n d e p e n d e n t  p r o d u c e r s ,  t he  
independent  refiners have not appeared before us to 
support the pipeline owners who allegedly exploit 
them. On the other hand, they have not mobilized to 
support Kerr-McGee. Though their  interests would 
seem to be a t  stake, they show no s tomach for a war  
agains t  their  p~tat ive  exploiters. Save for Kerr-  
McGee itself and i ts  two co-complainants in these 
proceedings, independent  refiners who feel tha t  the 
pipeline am- top . i s i s  are choking them to death  have 
failed to shaw up  ei ther  in these proceedings or m 
other proceedinl~ before us tha t  raise basic que*tietls 
about  ell pipeline rote regulation.  T h a t  is so even 
though those proceedings hove been well-publicized 
and  even ~ they offer the independent  refiner • 
splendid oppor tun i ty  to strike a blow for liberty. Th i s  
oppor tun i ty  has  to/rod do takers.  

We th ink  tha t  the independent  refiners are 
rot ioaal  ecormmic actm's and  tha t  they have a bet ter  
and  a clem'er conception of wha t  is really impm' tant  
to them than  we possibly can. Hence we a t t ach  
cortslderoble significance to their  passivi ty  in this 
s trul~le.  We shall  have more to say abo~t this a t  
la ter  paints.  

sin Unless  there is reason to believe t ha t  the 
contract  was impruden t  or tha t  borrower and  lender 
did not deal  wi th  each other at  arm's- length.  Then  the 
ba rga in  will be sc ru t in ized  to see whether  the 
borrower paid too m u c h  Such scrut iny is unnecessary 
when the bocrowor got the benefit of an exceptim..ally 
good bargain.  T ha t  benefit  is flowed through to the 
consumer wi thout  ado. 

sm The figure s ta ted in the text is on the high 
side Actually,  prime corporate bonds re turned an  

¶ 61,260 
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annua l  average yield of 2.45% in 1946. S. Homer,  A 
History of Interest Rates 352 (2d ed. 1977). 

t N  Ai  Judge  Stephen Breyer of the Court  of 
Appeals  for the Firs t  Circui t  hM recently observed, 
"se t t ing  a rate of re turn [for common stock] cannot-- 
even in p¢ inc ipk ,~be  reduced to an  exact science. To  
spend hours of hear ing  t ime c-m~tidering e b | ~ a t e  
ra te -of - re turn  models  is of doub t fu l  value and  
suggestions of s proper rate, carried out  to several 
decimal  phtces, give an air  of preCiskm tlutt mus t  be 
f a l se"  S. Breyer, Refocming Regulation 4Z (1982). 

t m  At the Federal  level this has been the 
universal  answer.  Oil pipel ining is the only exception 
to that  s ta tement  of which we know. The  word 
"unique" is often misused. I t  does not mean merely 
"unusual ."  I t  means  "singular ,  the only one of i ts  
k ind . "  See W e b s t e r ' t  T h i r d  N ew  I n t e r n a t i o n a l  
Dic t ionary  2.5(30 (1967). But  tha t  much m i s u ~ d  wocd 
fits here. Oil pipeline rate  reKulation i t  indeed unique.  

tm  Since stock prices floctuote,  different holders 
have paid different prices. Looking at  what  each 
shareholder paid for his, her. or its piece of I~pe r  
would be administra%ively impract ical .  Moreover,  
shareholders generally buy in the t rad ing  market  
from other shareholders. The  prices paid in these 
t ransact ions have no n ~ r y  relationship to the 
price that the company  rec~ved when i t  iumed the 
stock. T h a t  Mr.  Jones p ~ d  Mr.  Smi th  $20 for a share 
of Amalgama ted  Ut i l i t ies  on such and sueh a day tells 
t,~ nothing about  how much,  if anythin$,  the original  
buyer  of tha t  share contr ibuted to Amallgarrmted's 
caI~tal.  

t ~  B O N B R I G H T  a t  173-174 (1961). 

See Li~fheimer v. lllinois Bell Telephone Co., 
292 U.S. 1.51 (1934); Federal Power Commission v. 
Hope Natural Gas Co., 320 U.S. 591, (306.607 (1944) 
("By such s procedure the ut i l i ty  is made  whofe 
the integrity of its inve~ment maintained. No mone 
is required.  We c e s m ~  approve the contrary hnldinl¢ 
of United l ~ l w a y s  Co. v. West, 280 U.S. 234, 253- 
254 (1930)."); Demotrat ic C.enu'M Comrmttee of D.C. 
v. W a s h i n l t o n  M e t r o p o l i t a n  A rea  T r a n s i t  
Commi,,~oa. 485 F2d 786, 8(32-804 (D.C. Cir. 1973), 
cert. den~,d, 415 U.S. 935 (1974). 

1as There  are exceptions and  qualif icat ions to 
t ha t  p ropos i t ion .  But  in an  expmi t io~  of the 
essenOait,  which this  it ,  thole need riot detain  us. 

t*e B O N B R I G H T  a t  177 (Emphas i s  in the 
original).  

See also J u d g e  Learned  H a n d ' s  opinion in 
Nia&,ara Fal ls  Power  Co. v. Federa l  Power  
Commission, 137 F 2 d  787, 793 (2¢:1 Cir. 1943), cen 
den~d ,  320 U . S  792 (1943) and  the opinion of the 
Court of Appeals foc the N in th  Circui t  in Montana  
Power Company v. Federal Energy Regulatory" 
Commission, 599 F 2 d  295, 3UO (1979). 

lSI Of cfl~l"~, We a~ttu~e tha t  the allowed rate of 
return has  in fact been h i l h  enough to compensate  
h im adequate ly  for ant ic ipated inflation. 

zss Cf. Federal Power CommL~ion v. umted Gas 
Pipe Line Co., 386 US. 237. 245 (1967): " [C |u~ t  
~ppe~t the powe~ and the duty [emphasia added]  of 
the Commi~ io~  to limit cost of service to real 
expenl~t." 

¶ 6x,260 
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t u  The problem is that  postage costs and  labor 
costs are easy to quant i fy ,  while the true cost of 
equity capital can only be guessed at. 

i~ That fiction may have had something (indeed, 
it may have had much) to do with the methodology's 
ociglns. In no senso, however, does the methodology 
rest on tha t  fiction. N m  does the manner  in which the 
depreciated original cost methodology is actually 
applied in the world of today by careful regulators 
assume (either explicitly or implici t ly)  tha t  a 1932 
doflar and  a 1982 dollar are really one and the same. 

l u  We assume tha t  their  securities are not 
convertible into common stock. Moreover, even when 
fixed-dollar securities are convertible into common 
equity,  so ~ as they remain  unconverted their  
holders' claim on the issuer's current income is 
limited to the nominal dollar amount stated in the 
indenture and in their coupoas. 

t m  Just ice Brandeis,  whom some regard as the 
f a the r  of the  p r u d e n t  i nves tm en t ,  deprec ia ted  
historical cost appr~ch and who was, among  other 
things,  a sophist icated and a successful investor. 
streMed th is  pmnt  in his  seminal  concurring opinion 
in Missouri ex re/. Southwestern Bell Tele~one Co. v. 
Public Service Commission of Missouri, 262 U.S. 276, 
307 (1973). He said: "About 75 per cent of' the capital 
invested in utilities is represented by baods. [Because 
of the Securities and Eatchimge Commission's 1oo8 and 
in  l a rge  m easu re  successful c a m p a i g n  aga ins t  
exce~ive leverage in ut i l i ty  capi tal  s t ructures  and 
because of the costly lessons on tha t  subject given by 
the Great Depressim~, t ha t  75% figure is sornewhal 
lower today. But  in 1 ~ 2 ,  as in 1923, most utilities 
get  most of their  capi tal  by selling bonds.] He who 
l ~ y s  bonds leeks pr imar i ly  safety . . .  Thro~lh a 
f luo .ua t ing  rate  bate  the bondholder can only l~e .  He 
can receive no benefit  from a rule which inc rea~s  the 
rate  hate  as the price level rises; for his return,  
expressed in dollars would be the tame,  whatever  the 
income of the company."  

,sT In most  uti l i t ies he supplies considerably leas 
than  half  of the total  capital .  

ass I t  m us t  also be r em em bered  t ha t  the 
economic cl imate in which this system ol thought  was 
ini t ia l ly  developed differed substant ia l ly  from tha t  of 
our era. Sixty years  have now elapsed since Just ice 
Brandeis w r ~ e  his Southwestern Bell c ~ c u r r e n c e  
(c i ted in hA46,  supra).  Brandeis  and the other 
~ r s  of the rne th~o logy  tha t  we have described 
in the text  and tha t  this  Commission uses every day 
in i ts  gas  and  electric work were concerned about 
undue favori t ism to the equi ty  investo¢ in regulated 
enterpri tes .  When we look at  the context in which 
tha t  concern was voiced, we see tha t  it was one of 
ineffective regulat ion,  high growth rates  in the 
dem and  for the service, and great  technological 
p ~ .  ~ factors enabled equi ty  investors to 
r eap  ga ins  tha t  m a n y  found inappropr ia te  and 
u n s e e m l y  in i n d u s t r i e s  t h a t  were  s uppos e d ly  
regulated.  The speculat ive f renzy of the 1920% in 
ut i l i ty  and  ut i l i ty  holding comp~my secudt les  (see 
n.154, in/'ra) reinfocced tha t  view. The people who 
bo4qf, ht  these tecwrities m a y  not always have made  
ont  qui te  so handsomely as  the inves tment  bankers  
who mid  them.  Down unt i l  1929, however, equi ty  
investors in u t i l i ty  securities did very well indeed. 
Leverage was working for them. 

Federal Eneqff Guidelines 
CGI-4~ 
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So was the price level. T rue  it  is that  inflation 
was a wellknown phenornenon in the early 1920's. 
Then,  as now, regulatory controversies turned in large 
m e a s u r e  on pr ice  level changes  and  on the i r  
regulatory consequences. Like other great  wars, the 
1914-1918 struggle had led to severe inflation. But 
that  inflation was no~ protracted.  And it was most 
assuredly not viewed as permanent. I t  was considered 
an  essen t ia l ly  shor t - run  by-produc t  of war t ime  
finance. 

Hence Justices Brandeis and Holmes said in 
Southwestern Bell t ha t  "To require tha t  reproduction 
cost at the da te  of the rate hear ing he given weight in 
fixing the rate base, may  subject investors to heavy 
losses when the hish war  and pes t .war  levels p u ~ a n d  
the price trend is again  downward."  262 U.  S. at  3(~-  
303. To  tha t  sentence a long footnote (Just ice 
B r a n d e i s ' s  n . 16  at  303-304  of Z76 U S . )  was  
appended. T h a t  fo~note summar ized  American price 
level history. I t s  last  sentence reade: "The  chart  shows 
that the peak price levels were pract ica l ly  the same 
during the War  of 1812. the Civil War,  and the World 
War;  and  it  shows t ha t  p rac t i ca l ly  cont inuous  
declines, for about 30 years, [o~lowed the first two 
wars. The exl~rience after the third may be ~mil~r." 
(Emphasis added.)  

Also pert inent  to the t emper  of t?lat t ime and  to 
the bear ing of tha t  temper on our t ime is Just ice  
Brandeis 's  next footnote. I t  warned tha t  "a seriot~ 
decline of the price level would subject the re turn on 
m a n y  uti l i t ies established earl ier  to . . .  dangers.  A 
collapse of public ut i l i ty  values m igh t  result. And the 
impa i rment  of poblic ut i l i ty  credit  migh t  be followed 
by the cessation o4' exten~ioas and new undertakings." 
After  1929. tha t  warning,  which is a t  the end of • .  17 
on pa~e 304 of 262 U.  S., appeared  prophetic.  His tory  
seemed to vindicate it. And the belief tha t  it  had done 
so had much to do with the origins of the legislation 
on which this  Commission spends rnest of its time. 

Now, however, we have had more than 40 years  
of inflation. The  Second World War  was not followed 
by the great  pots-war deflation tha t  seemed in the 
192~s  (and  even more in the 1930% when Brandeis 's  
views began their forward march to the total  victory 
tha t  they we~ in the 1940's) to be an immutable law 
of ~ i c  history. 

Ins tead,  we had and still have a worldwide 
outburs t  of seemingly perpetual and I t  least thus far  
a p p a r e n t l y  incurable inflat ion.  T h a t  has  had a 
mate r i a l  adverse  i m p a c t  on inves tom in ut i l i ty  
equities.  The i r  potation today is far  different  from 
tha t  of the people who held such I~curit lol  in the 
1920's. We note in this  regard tha t  Holmes, Brandeis 
a n d  t h e i r  c o n t e m p o r a r i e s  k n e w  n o t h i n g  of  
" ~ t l o n . "  Nor had they ever heard of such a 
thing as an "inf lat ionary del~re~ion,'" 

In recent years,  however, both phenomena have 
been prominent .  So it  has not  been unusual  to see the 

• allowed return for util i t iea l a l  well behind prevai l ing 
short.term and le~g-term interest  rates. Th i s  is •o 
small risk. Secondly. the entire inves tment  of the 
equ i t y  holder is sube¢dinated to c l a ims  of the 
bondholders and  preferred shareholders. This, aim,  is 
no s m a l l  r i sk  in the  c o n t e m p o r a r y  economic  
environment .  Thirdly ,  tbe equi ty  holder has the 
financial  risk of not earn ing  his allowed return if the 
ut i l i ty  does no( perform as expected. Fourthly,  pay- 
out r a t i ~  depend a t  least in par t  on the ut i l i ty ' s  cash 

rrd c 
011--41}' 
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flow needs, so more or less of the investor's earnings 
wi l l  r ema i •  " cap t i ve "  to the prior claims of 
bv~tdhoiders and preferred shareholders in the form of 
earned surl~uS or retained earnings (and subsequent 
investment). Finally. although leverage is beth more 
common and greater i •  utilities than in unregulated 
i•dustr ies,  i t  is •n ]y  in industries subject t •  
t radit ional ,  original c ~ t  regulation that  the equi ty  
investor is s t r ipped of all  i ts advantages .  And that  is 
done in the regulated industr ies witho~t adequate  
allowance for the fact tha t  the common shareholder 's  
r i sk  is a p p r e c i a b l y  g r e a t e r  t han  t h a t  of the 
bondholder or the preferred shareholder  But we are 
quick t •  point that  this argues only for the use of a •  
inflat ion.adjusted rate base, not that and an innatioo- 
adjusted rate of return also. To give both, which the 
oil pipeline industry  asgue~ for in this case, is clearly 
t •  compo•sa te  the equi ty  investor for inflation twice. 

t t l  Federal Power Commi~ion v. Hope Natural 
Gas Co., 320 U S .  91 ,600.601 (1944). 

l m  Wri t ing  i •  1961, Professor Bonbright said, 
"One standard of reasonable rates can fairly be said 
to out rank  •11 othem in the importance a t tached t •  it  
by exports and by public opinion alike-the standard of 
colt of service often qualified by the stipulatloe that 
the relevant ~ is necessary [emphasis in the 
or ig i •a i ]  col t  or colt  reasonably or prude• t ly  
incurred. True. other factors of rate making  are 
potent  and are somet ime |  controlling-especially the 
so-called value-of-service factor in the determination 
of the i •div iduai  rate s£hedules. But the colt of 
service s t andard  has the widest  r a •ge  of application.  
Rates  found t •  be far  in excess of cost are at  least 
highly vulnerable t •  a charge of ' u n ~ l e n e u '  
Rates found well below cast are likely t •  he t•lerated, 
if  a t  all, only as • n e c o l ~ r y  and t emporary  evil ." 
BONBRIGHT at  67. 

*sz Federal Power C o m m ~  v Hope Natural 
C-~ Co., 320 U.S..591, 6U2-603 (1944). 

* u  Section 5(a) of the N a tu r a l  Gas  Act (15 
U S . C .  § 717(t) provides, among  other things,  tha t  
" the Commiss iee  m a y  order a decrease where exist ing 
r a t ¢ ~ . . ,  are not the lowest rmtm~able ra te ."  There  is 
no such express direct ive in the Federal  Power Act. 
But his tory leaves no doubt  tha t  this  is what  its 
authors  had in mind.  See F. Fungiello,  Toward  • 
National Power PolK3,: The New Deal and the 
Electric Utility Industry, 1933-1941 (1973). 

m Brandeis  and  Holmes.  J ] .  co~ 'u r r ing  in 
M i u o u r l  ex rel. Southwestern Bell Telephone 
Company v. Public Service Commhu6on of M i ~ i ,  
2 6 2  U ~ .  276. ,308 (1923)  (such rates  are a m o n s  
" | t ] be  pr ime needs of the communi ty . " )  True ,  the 
s ta tu tes  tha t  we inheri ted from the Federal  Power 
Cornmiu ion  were pa~md years  after Southwestern 
Bell. But the people who wrote them worshipped 
Holmes and  revered Brandeis. 

The  Federal  Power Commimion 's  rate jurisdict ion 
was  a child of the New Deal. And in tha t  field the 
N ew  Deal made  the dissent ing opinions of Just ices  
Holmes and Brandeis the foundation stones of a new 
legality that tilted toward the consumer and that 
freed regulation from the cestly and t ime consuming 
rituals impe~ by the old idea that regulated enti t ies  
had a constitutional right to a fair return on the " fa i r  
value of their properties." The leading case was 
Smyth v Ames, 169 U S .  4456 ( 1 8 ~ ) .  

¶ 61,260 
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The Pmzer and the Gas  Acts  were pr t~ tmts  of 
what historians o d l  the Second New Deal.  And i t  ha t  
Ions been a comm~l.piace among  the historically 
minded t ha t  Just ice Brandeis was the Second New 
Deal's spiritual father. See A. M. Schlesinger, Jr. ,  The 
Age of Ro~et, elt: T ~  PoJi:ics of U p h e ~ l  (19~0). 
Chapter  17 of tha t  book (at 3(12-324) entitled '"/'be 
Utifities on the ~.rrfcodes" is per t inent  to our theme. 
So is Chapter 20 (at 362-384); its t i t le is "Power for 
the Peopte.'" At  ImSe 387 of his book Profesme 
Schlesinger says: " T h e  second New Deal  was 
eventually a c~l i t ion hetwcen lawyers in the tohool 
of Brandeis and economists in the school of Keynes. 
But in 1935 [and  tha t  was the y ~ r  in which the 
adminis t ra t ion  and  the C o n g r t ~  a d d r e ~ . d  ut i l i ty  
problems] the economists were st i l l  in the 
hack4p'onnd; the neo-Brandeblan lawyen were a t  first 
the dominant fq~ures in the new dlspemmtion. At  for 
the old Just ice him•oil ,  he watched the events  of the 
year  wi th  growing del ight ."  See al to  the d i s c tm km  of 
u t i l i t y  r e g u l a t i o n  i n  B. M u r p h y ,  The 
J~r~o~e/a/FrJnkfurter Connection 165-182 (lgl~2). 

l eo  M o v i n g  oi l  t h r o u g h  a p i p e l i n e  i s  
transportati~m. And t h o r t ~  regulated (a t  t i ~  highly 
regula ted) ,  t r anspor ta t ion  enterprises have never 
been regulated in " I m b l k  u t i l i ty"  fashinn. Of course, 
i t  can he said tha t  the t ransmission of electricity or 
gas is also " t r a n s p o r t a t i o n . "  T h a t  t y p e  of 
t ramB~-ta t lon,  however, is an  integral  par t  of a 
t ight ly  regulated business. When the product  arr ives 
a t  i ts  eventual  dest inat ion,  the m a x i m u m  price at  
which it  can he mid  to the u l t imate  consumer i t  
regulated. This  is not  true of oil. See /renerM/y, 
BONBRIGHT at 4-5. 

tm The  quota t ion is from m~r order  of December  
24. IgSO, direct ing tha t  the dura t ion  of oil pipeline 
rate  suspension orders be l imited to a single day.  
Buckeye Pi.oe Line Company, 13 F E R C  161,267. 
(Footnote•  omit ted.)  T h a t  re'tier deal t  mlely with  
suspension policy. In footnote 25 (13 F E R C  a t  
1161,597) the C o m m i t s i ~  ~ i d :  "All  tha t  we deal wi th  
here and now is IUSPeusion D~ic~j'. T ~ t  is not  to he 
c o ~ h ~ ' d  with and has no nece~ary bearing on the 
subs tan t ive  content  of the ' just  and  reasonable'  
s t a n d a r d . "  T h a t ,  of course,  was  good jur id ical  
technique. The  appl ica t ion before the C o m m i ~ i o n  in 
Buckeye raised no substant ive  questions. SO the 
Commission had no occa~on to opine sbo~t  the 
thorny i t s u ~  with which we now grapple.  

The nice dist inct ions in which law s tudents  are 
dri l led and  tha t  they  d r aw  when they  come to 
pract ice at the har between d/ctum and hok l l~  and 
between tha t  which is necessa~ tO dispose of the 
precise question presented for decision and  tha t  which 
could have been left ummld wi thout  nececsarily 
al ter ing  the re~Jlt have an  impor tan t  place in the 
legal order. But  throe dis t inet iot~ carl be pushed ton 
faT. In Buckeye, for example, the Commisaion had to 
formulate  • rat ional  suspensm/~ policy for oil pipeline 
rate  iucremm f i l i n p  tha t  its Oil Pipeline B~t rd  found 
ques t ionab le  enough to wa r r an t  suspension and  
investigation. To  answer tha t  nar row qne~tion abe~t  
suspension poficy, however, tbo Commission had to 
consider broader questions about  the toclal function 
a n d  the  p r a c t i c a l  ef fects  of oil p ipe l ine  ra t e  
regulatkm. The preciss quest ion p o n d  was: "Shonid a 
procedural  policy adopted for electric power and 
natural gas t ransmiss ion  he carried over to oil 
pipelines.)" 

¶ 61,260 

So the Commission had to comlmtre its oil pipeline 
r ~ e  with its rote under  the s ta tutes  inherited from the 
former Federal  Power Commission. T h a t  a s seumen t  
was carefully made. We find it  valid. We alto find 
tha t  i ts  implicat ions go much beyond the narrow 
ques tkm that  the Commi~i (m addressed in Buckeye. 
Hence we reaffirm the Buckeye analysis. And we 
app ly  tha t  analysis  to the brtmder questimts now 
before us. 

tim T he  "eccent r ic i t ies"  wi th  which Jus t ice  
Jscks(m was there concerned were throe of na tura l  gas 
production. The "eccentricit ies" tha t  we have to 
s tudy  here are the eccentricities of oil p ipe l in ing  We 
set  neither nezus nor analogy between t h e e  two sets 
o4" "eccentricit ies." 

tat  13 F E R C  at  | 61,594. 

um The  Commumon was mindful  of the Supreme 
Court ' s  sugsestion tha t  unreamnable  oil pipeline rates 
"will almost cer ta inly  he passed along to the . . .  
consumer." Trails Alaska Plpeline P-Jte Caw& 436 
US. (>31,644 (1978), discussed at some length in n.4, 
supra. 

However,  the Commissiot~ stressed the Court ' s  
use of the qual i fying word "almost."  The Court  did 
not  say tha t  excemive oil pipeline rates "will certainly 
be psmmd a l m ~ . "  What  it  said was that such rates 
"will almost certainly be passed • Ja rS ."  

T h e  C o m m i s s i o n  c o m m e n t e d  (n .22) :  " T h e  
presence of the w ~ d  'a lmost '  is significant.  Had  the 
Court  been s ix ' skins  of wholesale electric rates  or of 
natura l  gas pipeline charges, i t  wocJkl prolmbly not  
have used tha t  qual i fying adverb.  In abuse contests  
the word ' a l m ~ t '  wou/d be unnecessary. Indeed,  it  
~ k t  be misleading."  

tes 13 F E R C  a t  | 61,595. 

toe At this  pomt,  a footnote in.31) was appended. 
I t  reads: 

We adduce no stat is t ical  s tudies to suppor t  this 
prol~s i t ion .  I t  is a l to  t rue tha t  we has'e no 
stat is t ical  s tudies at  mar f ingert ips to suppor t  the 
prolmsltion tha t  the senior !~r tners  in New York's 
20 largest law firms have more discretiormry 
income as a class and are. on the whole, in 
s igni f icant ly  be t te r  f inancial  condition than  • 
representative ~mple of working and retired New 
York Ci ty  legal secretaries and legal file clerks. We 
recognize that  there is a chance Omt there are a few 
immlvent temor  ps r ta~rs  and  tha t  some of the 
sofvtnt  memhers  M tha t  class m ay  have been 
d o ~ e d  by  mitfor tunez tha t  have rendered their  
fmar .c~l  s i tuat ions somewhat  letm comfortable than  
they would o t h e r w i ~  be. We have alto heard M rich 
legal spores•ties. And  we suppose tha t  there ma y  
very well be a couple of retired legal file clerks in 
New York who have performed prodisious feats of 
thrif t ,  who have also inheri ted m m ~y ,  and who 
have in addit ion done well in the stock market .  
Nevertheless,  we have considetable confidence in 
the va l id i ty  of both the general izat ion stated in the 
text and the generalisation stated in this footnote. 
Neither proposit ion calls for a n  e l a b o r a t e  
suppor~ng  demmmtration.  Both are truisms.  

tm Under the c ~ t i t u t i o n a l  doctrines of tha t  day  
there was a serums question, to say the least, about  
the power of c i ther  the states or the nation to regulate 
those prices. 

FederM EmtTI Gui4MImm 
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tea A q n a n e r  of a century elapsed before refined 
products l i n~  appeared on the scene. 

tst In sharp coutrast to the Hep4~rn Act's oil 
pipeline provisioas, which appear to have been 
solely on visceral reaction, the Power and Gas Acts 
were ~ on the exhaustive utili ty studies that the 
Federal Trade Commission had made between 1928 
and 1935. Both of throe statutes tell us that  at  their 
very outset. The Natura l  Gas Act begins: "As 
disclosed in reports of the Federal Trade  Commission 
made pursuant to Senate Resolution 83 (Seventieth 
Congress, first session) . . , it is hereby declared that 
the business of transporting and selling natural  gas 
for ul t imate distribution to the public is affected with 
a public interest, and that  Federal regulation in 
matters  relating to the transportation of natural  gas 
and the sale thereof in in te rs ta te  and foreign 
commerce is necessary in the public interest." 52 
Sca t .  821  ( 1 9 3 8 ) ;  15 U.S .C.  § 7 1 7 ( a ) .  T h e  
corresponding statement in the Federal Power Act is 
harder to track down. One who looks for it in Ti t le  16 
of the United States Code, where the Federal Power 
Act is codified, will not find it there. But if be goes 
back to the Statutes at  Large he will see it in the 
Public Uti l i ty  Act of 1935. 49  Scat. 838. Ti t le  I of 
that s tatute is the Public Uti l i ty  Holding Company 
Act, codified in 15 U.S.C §79,  et seq., and Ti t le  II  is 
the modern Federal Power Act, codified in 16 U.S.C. 
§; '92. 

Section l(bX5) of the Holding Company Act 
reads in pertinent part: "Upon the basis of facts 
disclosed by the reports  of the Federal  Trade  
Commlulon made pursuant to S. Reg. 83 (Seventieth 
CongreM, first session) . . . .  it  is declared that  the 
national public interest . . .  and the interest of 
consumers  of e l ec t r i c  energy  and  n a t u r a l  or 
m a n u f a c t u r e d  gas, are  or may be adve r se ly  
affected--when in any . . .  respect [emphasis added] 
there is lack of economy of management and 
operation of public-util ity companies, or lack of 
effective public regulation, or lack of ec~omios  in the 
raising of capital. '" 15 U.S.C § ~a (bX$) .  

T h e  H o l d i n g  C o m p a n y  Ac t  m a y  be an  
anachrmlism today. Indeed, the Securi t ies  and 
E x c h a n g e  Commission,  t he  a g e n c y  tha t  has  
administered that  s ta tute  for almost half a century, 
now recommends i ts  repeal .  I t s  members are  
urmnimo~t about that.  Accordingly, bill- that  w ~ l d  
repeal or overhaul the Holdin i CompQny Act are now 
pending in Congreu. Historicll ly,  however, i t  is clear 
that  the Holding Company Act was the centerp/ece of 
the New Deal 's uti l i ty program and that  in 1935 and 
for many years thereafter the Federal Power Act was 
the tail and the Holding Company Act the dog. See 
M. Pasrish, Sec*ur /~  R e l u / a t ~  and  the New Deal  
145-1~ (1970); F. Fungiello, T o w ~  a Nat /ona/  
Power Policy: The New Deal and the Ut i l i ty  
Industry, 1933-19#1, page 63 (19"/6); Report to 
Congress by Charles B. Cur t~  Chalrnum of the 
Fe~cel Eneqry ReguMtory Comm~on on Dec ima l  
Delay in Whofe~le E/ectr~ Rate Cater. Causes, 
Consequences and Pms/b/e Remed/es 32-35 (January 
22, I~U) .  

In Section 30 of the Holding Company Act (15 
U.S.C § 7 9  Z-4) the Congress of 1935 was very 
explicit abo~t its uti l i ty aims. Tha t  section reads in 
per t inent  part :  "The Commission ["Commission" 

t-rJ  h a r t .  
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t h e r e  m e a n s  t h e  S e c u r i t i e s  a n d  E x c h a n g e  
CommieslonJ is hereby authorized and directed to 
make studies and investigations of public-util ity 
companies, the territories served or which can be 
served by public-util ity companies, and the manner 
in which the same are or can be served, to determine 
the sites, types, and locations of public-uti l i ty 
companies which do or can operate m a t  economically 
and ef f ic ient ly . .  , and in furtherance o[a v~der and 
more ecoaOmical use of gas and electric energy 
[emphas is  added] ;  upon the basis of such 
investigatiorm and studies the CommLssion shall make 
public from time to time, its recommendations as to 
the type and size of geographically and economically 
integrated public-utility systems which, having 
regard for the nature and character of the locality 
served, can best promote and harmonize the interests 
of the public, the investor, and the consumer." 

True it is that  the S E . C  never made the studies 
that  the Congress of 1935 "directed*' it  to make. 
Many factors accounted for that.  Among them were 
the SE.C. ' s  determination that  its primary duty in 
this field was to break up the holding companies as 
rapidly as possible which meant that the long-run 
studies contemplated by Section 30 were secondary 
and peripheral (see North American Co. v. Securities 
and EJrctma~e Commi~ion, 133 F.2d 148, 151 [2d 
Cir. 1943], affirmed witlmut discus.won of this point 
327 U.S 686 [1946]; The Commonwealth and 
Southern Corporation, I I  S.E.C. 364. 371-384 
[1942]), the eJmentlally self-liquidating character  of 
the S.E.C.'s utili ty mission which meant that  once the 
electric pov~r and retail  gas industries had been 
restructured by el iminating most of the holding 
company empires that  fc*~nerly dominated them and 
by reorgan iz ing  and ra t iona l i z ing  the holding 
company  sys tems t h a t  r emained  the S.E.C. 's  
regulatory jurisdiction over utilit ies extended only to 
about orte.fifth of the industry and that  even with 
respect  to tha t  minori ty  segment the S . E . C ' s  
regulatory jurisdiction was so limited and so marginal  
a character  as to render it unsuited to the task of 
remaking the nation's ut i l i ty map, the S.E.C.'s 
preo~upatian with other problems that  had a closer 
nexus to i ts  investor.protectioo minion, staffing 
limitations and budgetary c a t s ,  ta ints  

Bqt these things could not have been fo~leen in 
1935. We assume that  the Congress of that  year  
meant  what i t  soid in Section 30. And what i t  said 
there was that  i t  wanted to l a t e r  "e w/der and more 
economA:l tree of p s  ~od electric enerzD,." 

Tha t  is what  the Power and Gas Acts were all 
about. "Wider use" so that  the b le tJ in~ of electricity 
tnd gas would he brought to the peor~t in the land 
and to the mint marginal of industries. That is the 
foundation, cornerstone, and walls of the Federal 
regulatory effort in electricity and gas. See SecuHbe,  

E.wtumge Comm/tu~t  v. New Enf /and  E l e ~ r k  
Sj~f#m, 384 U S .  176. 184, n.l$ (19~); U ~  
E.le¢Iri¢ Company, 45 S.E.C. 489, 5 I0  (1974). 

The reamning involved was very simple. I t  ran 
like the :  

( i )  Rates as low as possible foster wider use. 

(2) Wider use enlarges the scale of prorluction. 

(3) Tha t  means meuive  economies of scale. 

¶ 61,260 
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(4) Thoso will make  for constant ly falling costs and,  
if the regulators are v is i tant  and assiduous, for 
constantly falling rates. 

(S) So the scale of production will be fur ther  
e n t e r e d .  

(6) The  end result  will be ever lower costs, ever 
lOWer rates, ever grt 'Ster output, and an ever higher 
~tandard of l iving for e l l  

Thus .  for example, the Twent ie th  Century  Fund  in i ts  
s tudy of Electric Power And Government  Policy 
(unpublished until 1948, because of delays incident to 
World War  H,  but  based on the experience of and  
wri t ten  dur ing  the New Deal  period) said at  p~ge 747 
tha t  "assuming  the avai labi l i ty  of sufficient power at  
costs . . .  low enough to permi t  the widest  inu~ inab le  
use of electricity m its  adap ta t ion  to hum an  needs 
and  desires, those who supply such power have before 
them potential  consumer demand  which puts  no 
easily conceivable l imi t  upon eapansion." 

The  turn of the century  agl ta t iou about  oil 
pipelines had nothing in common wi th  all this. No 
studies were made. A bunch of l awyer - lq i s la to rs  
wrote a s tatute .  And tha t  was it. 

Nor  have we found any th ing  in the turn of the 
cen tu ry  historical  record t ha t  su l~es ts  even by 
implir~stion that  pipeline rates  were regulated in 
order to make  oil cheaper and  to widen i ts  use. 
Indeed,  the people who were pushing for oil pipeline 
regulat ion wanted  to make  oil dearer. So it  is obvions 
tha t  we are deal ing wi th  an imals  of different  specles. 

t ~  In s ta tu tory  construction one must  not  only 
read the words, one mus t  listen to their  music  as well. 
Tha t  was the message of a ~ e a t  judge who was also a 
dis t inguished legal philosopher and  who in his prior 
incarnat ion as a member and  later as C ha i rm an  of 
the Securit ies and Exchan&e Commission had much 
f i rs t .hand experience at  the adminis t ra t ive  level wi th  
the cmtstruction of broad and flexible s ta tu tory  texts. 
We refer to the late Judge  Jerome N.  Frank ' s  Words 
and Music: Some Remarks on Sta tu tory  
Interpretation, 47 Colum. L. Rev. 1259 (1047). 

s is  I t  is most  assuredly not extinct  today. I t  is 
alive and well. I t s  par t i sans  remain  fiercely loyal to 
their  cause, which they continue to re~ard as a bat t le  
for e lementary  economic democracy.  

t~s See Bonbr ight .  Public Utilities and the 
Nattotutl Power PoL~/es ( i 940). 

rsV See p~ge 380 of the Twent ie th  Century  Fund  
report  cited in n.163, supra. See a/so D. D. Anderson. 
Slate R~ru~,lW~ a~# Pub;u: Ulil/~Jes, in JQ. Wilson, 
ed., The Politics of Regulat~m J - f 6  ( 1 ~ 0 ) .  

*sa Our  references to " g a s "  exc l ude  the 
production of tha t  commodity.  Once a g s m  we note 
tha t  special c i rcumstances  come into play  there. 

tse I t  mus t  be remembered tha t  m a n y  otherwise 
qui te  conservative people who regard themselves as  
s ta lwar t  champions  of the pr ivate  enterprise  sys tem 
favor  or have  in the  pas t  favored  the public 
ownership of utilities, if only for the purpose of 
predding the inves t s -owned  companies with so-(ailed 
"yards t ick  competi t ion."  The  C o n ~  tha t  created 
the  Tennessee  Val ley  Author i ty  and  the R ura l  
Electrif ication Adminis t ra t ion  were not domina ted  by  
Socialists. Nor was the New York Legislature bent  on 
mak ing  s ~ i e t y  in general  over when it  created the 
Power  A u t h o r i t y  of the  S t a t e  of N e w  York .  

¶ 61,260 

Nebraska ' s  case i~ very much in point.  Whatever  its 
politics m ay  have been when Wil l iam Jenninge Bryan 
was its best ,known cit izen or when George W. Norris  
represented i t  in the Uni ted  States  Senate, Nebraska  
today is no hotbed of radk~lism, I t  is generally 
relpu'ded as one of the rn~t conservative states in the 
Union. Yet  i t  is the only all-public power s tate  in the 
land. His tor ians  may  say tha t  like i ts  unicameral  
legislature (which is also unique).  Nebraska ' s  I ( X ~  
public power sot-up is • lesac'y from George W. 
Norris,  for decades i ts  most prominent  s ta tesman.  
But the Nurris  era ended four decades sap. And we 
detect no signs of a mass movement  in Nebraska  
call ing for a re turn to investor-ownership 

Wri t ing  dur ing  the period when the Power and 
Gas  Acts were enacted and wri t ing with special 
au thor i ty  as one of the princip~l architects  of those 
statutes,  Professor 8onbr/~ht ,  no Socialist, said: 

[E]ven under what  we call pr ivate  ownership. 
public utilities are Government  agencies in a very 
real sense. They  enjoy l e p l  powers ordinar i ly  
reserved for the Government  itself. They are under  
a host of restrictions by public officials which 
interfere with the freedom of manngement  and  
which keep them perpettmlly in politics. Too often, 
in the pest, their  efforts to malnr~n s profitable 
status have led them to c~'rupt chy councib and 
s ta te  legislators. They are therefore on a very 
p r e c a r i o u s  b o r d e r l i n e  b e t w e e n  bus ine s s  a nd  
government .  Under  these circumstances the future 
of private industry in America might possibly he 
brighter i f  businesa men were to withdraw from this 
dangerc~m borderland, leavinK to public officials 
sole f e a s i b i l i t y  for the supply  of ut i l i ty  service. 

I m en t i on  t h i s  pos s ib i l i t y  not  by way of 
recommending any  such action, bu t  only in support  
of my view tha t  public ownership in the ut i l i ty  field 
cannot  wisely be condemned,  even by economic 
conservatives as "an entering wedge for socialism." 
The case for and  .~a lns t  this form of ownership 
should depend on the test  of relat ive efficiency as 
judged by  actual  experience, not  on a doctr inaire  
dispute as to whether  the util i t ies belong in the 
sphere of business or in the sphere of Government .  
Indeed, i f  such a dispute becomes tho controilm|t  
one, the winners are almost sure to be those who 
take the more radical position. Bonbrisht ,  P u b i c  
Utilities and the National Power Politics 59 (1940). 

T h a t  is how a sophist icated observer saw the ut i l i ty  
scene back in F D R . ' s  day.  

sto Ut i l i ty  executives once sang paeans of pcluse 
to regulation.  The  love affair  between the t a m e r s  and 
the ICC tha t  lasted for so m any  years and of which 
professor Hunt ing ton  took to jaundiced a view fsoe 
n . l l S ,  supra) had i ts  coun te r l~ r t  in the ut i l i ty  field. 
Thos~h  allergic to the idea of FedorJO regulation, 
uti l i ty  executives praised state regulat ion to the skies. 
Thus ,  for example,  the editor of Pub. Uti l .  Fort . ,  then 
as now an  industry  publication,  told the Academy of 
Political Science in 1930 tha t  "commission regulation 
has functioned admi rab ly . "  He added that  "There 
bats been no serious complaint  as to the manner  in 
which  the  sorvice  of the  compan ies  has  been 
regulated" and  tha t  " I f  you will examine the charges 
tha t  Commie/on r e ~ i a t i o n  has broken down, or is 
ha l tm~ and  bes t ing  time, you will find that  they L,~ 
most ly  based on a mere difference of opimon as to the 
reasonableness of rates."  Spucr,  H ave  the S ta te  

F ~  r:Mqff ~ I n m  
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Commiss ions  Ful f i l led  Their  I n t e n d e d  Functions? 14 
Proceedings of the Academy of Political Science 11, 
15-16 (1930). Mr. Mar t in  J. Insull, pres ident  of the 
Middle  West  Uti l i t ies ,  one of the grea t  ut i l i ty 
combines of those days, a former president  of the 
National  Electric Light Association, and the brother  
of the great  Samuel, told that  same group: "Sta te  
regulation of the electric light and power industry,  
no twi ths tand ing  any cri t icisms tha t  may be made 
against  it, has an enviable record to look back upon." 
Insull, Is Control  of  Operat ing  Companies  Suf f ic ient?  
ld. 81, 83. One who examines the volumes of Pub. 
Util. Fort. for the 1920's and the early 1930's will 
find more, much more, in the same vein. 

In those days it was the indus t ry ' s  crit ics who 
were raising quest ions about  regulation. Save for the 
most vehement  public ownership par t isans,  those 
cri t ics thought  that  uti l i ty regulation had a potent ial  
for doing some real good. But they also thought  that  
this potent ial  had not been realized. Tha t  was why so 
many  of them wanted  to bring a Federal  presence to 
the regulatory scene. They hoped tha t  Washington 
could show the s ta tes  how the thing ought to be done. 

iT1 A qui te  conservat ive  economist  who has 
wr i t ten  much in recent years  about the abuses of 
r egu la t ion  and who is a s t a lwar t  champion  of 
"deregu la t ion"  concluded that  regulation had no 
signif icant  effect  on prices until the 1960's. P. Mac 
Avoy, The R e g u l a t e d  Indus t r ies  and  the E c o n o m y  35- 
37 (1979). 

Writ ing in 1934, the future Just ice Frankfur ter ,  
then still a mere law professor who taught  public 
u t i l i t y  regu la t ion ,  a m o n g  o the r  things,  said of 
regulat ion tha t  " [ the]  whole process is fundamenta l ly  
an elaborate  fiction." He added tha t  "in the end rates 
are fixed which reflect no other  reali ty than tha t  of 
compromise,  reinforced . . . by the superior advan tage  
of the utilit ies in l i t igation." F rankfur te r  and Hart ,  
R a t e  Regula t ion  in 13 Encyclopedia  of the Social 
Sciences Ist ed. (1934), repr in ted  m P. Mac Avoy, ed., 
The  Crisis o f  the R e g u l a t o r y  Commiss ions  1-17 
(1970). 

172 Tha t  point  is no mere historical curio. It is 
n o t  discursive pedant ry .  I t  is basic to the issues that  
we have to decide in this case. 

As long as regulation was domina ted  by the idea 
(according to the Supreme Court ,  which had and has 
the last word in these mat ters ,  it was a const i tut ional  
impera t ive)  tha t  regulated ent i t ies  were ent i t led  to a 
fair re turn  on a myst ical  something or other  called 
"fair  value,"  it was almost  impossible to tie rates  to 
costs. Tha t  was so because the classical "fair  value" 
of S m y t h  v. Ames ,  169 U.S. 466 (1898), and of tha t  
great  case's confused and confusing progeny was an 
ar t i fac t  of the legal imaginat ion tha t  existed only in 
law books. Uti l i t ies did not pay "fair  value" when 
they built plants.  Nor did investors buy util i ty 
securit ies at  their  "fair  value."  They bought them at 
market  prices de te rmined  by the calculat ions of 
people who did not waste their  t ime worrying about  
the true, inner meaning of the Supreme Court ' s  "fair  
value" essays. Hence the capi tal  sums on which those 
people were allowed to earn a "fair  r e tu rn"  were not 
real-world numbers.  Indeed,  they bore no relat ionship 
to any real-world numbers .  In such an env i ronment  
arr iving at  the cost of equi ty  capital ,  a lways an 
inherent ly  guessworky proposition even in the very 
bes t  of c i r c u m s t a n c e s ,  b e c a m e  an i n t e l l e c t u a l  
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a d v e n t u r e  t h a t  was s t r a i g h t  out of Alice in 
Wonderland.  And indeed one well known s tudent  of 
the subject called the whole thing a "merry-go- 
round." Hale, The Fair  Value Merry-Go-Round,  33 
I11. L. Rev. 517 (1938), cited with approval  in the 
concurring opinion of Black, Douglas, and Murphy,  
JJ., in Federal  Power Commission v Na tura l  Gas 
Pipel ine  Co., 315 US.  575,599 at 6~)3 (1942). 

Wri t ing in 1940, when the fair value concept was 
a l ready well past its prime save in those corridors of 
the I n t e r s t a t e  Commerce  Commiss ion ' s  building 
where oil pipeline problems were being pondered-but  
when the doctr ine still showed certain signs of life and 
had not yet  been defini t ively repudiated-one of the 
c o u n t r y ' s  most d i s t inguished  s tuden t s  of ut i l i ty  
problems said: 

As a result of this cour t -made "law of the land" 
legislatures or public service commissions have not 
been free to develop s tandards  of regulation under 
which the rates are so adjusted as to yield an 
adequa te  return on actual  capital  inves tment ,  with 
or without any special p remiums for ef f ic iency Nor 
have they been free to adopt  any other measure of 
reasonable profits based on the amount  of income 
necessary to a t t r ac t  capital  and to mainta in  the 
corporate  credit .  On the cor t ra ry ,  they have been 
compelled to decide rate cases by reference to an 
almost meaningless engine,,ring appraisal  of the 
physical properties.  In theory, this appraisal  may 
result in a low valuation,  just ifying the fixation of 
rates  at  lower levels than would be set under other 
rules of rate making. And so it sometimes worked 
out in p r a c t i c e  d u r i n g  the  ear ly  h is tory  of 
regulation. But for many  years,  the valuations 
approved by the courts have seldom gone below 
original construct ion cost and have often exceeded 
this cost by a high percentage.  

s m • 

Part ly ,  I suspect,  because of its very tendency  to 
cripple  [emphasis  added] effective public control 
over rates, the "fair  value" doctr ine has been 
strongly suppor ted  by uti l i ty officials and company  
at torneys .  Indeed, the fear that  it may be mcxtified 
if not renounced by the present  Supreme Court is 
one of the reasons why some of the newer members  
of tha t  Court  are not popular in the uti l i ty world. 
Bonbright,  Publ ic  Uti l i t ies  and  the Na t iona l  Power 
Policies 16-17 (1940). 

Professor Bonbright proved an accurate  prophet.  
The gloomy forebodings about the Supreme Court 's  
probable direction en te r ta ined  by the fearful "ut i l i ty  
officials and company  a t to rneys"  to whom he referred 
turned out to be wel l - founded The ink on Bonbright 's  
pages was scarcely dry  when the epoch-making 
decisions in Federal  Power Commiss ion v. N a t u r a l  
Gas Pipel ine  Co., 315 U.S. 575 (1942), and in Federal  
Power  Commiss ion v. Hope N a t u r a l  Gas Co., 320 US .  
591 ( 1 9 4 4 ) ,  k n o c k e d  f a i r  v a l u e  out  of t he  
Const i tut ion.  

Why is all this historical lumber important?  It is 
impor tan t  because, as previously noted, we deal here 
with the only type of Federal economic regulation 
known to us in which "fair  value" still survives, 38 
years  a f t e r  Hope,  40 years  a f te r  N a t u r a l  Gas 
Pipeline,  42 years  af ter  Bonbright concluded that  
" the  'fair value'  doctr ine . . .  has gone a long way 
toward bringing regulated pr ivate  ownership into 
d is repute"  and noted also that  "even a few util i ty 
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executives have shown signs of awarenese tha t  u n l e ~  
the doctrine undersees  drast ic  modification i t  m a y  
promote the recent movement toward outright public 
ownerJhip," and 43 years after Justice Frankfurter 
(with whom Just ice Black ooncurred) denounced " the  
mischievous formula for r i s ing  u t i l i ty  rates  in S m y ~  
v. A m ~ ,  169 U.S. 4456" and  went  on to brand  '*that 
formula mo~b imd ,"  character iz ing i t  a t  "useless Its a 
guide  for adjudicat ion."  ~ v. Ed/mn / . ~ b t  & 
Power Co., 307 U.S. 104 at 177 (1939). 

We agree wi th  that .  We agree with Brandeis,  
with Frankfur ter ,  wi th  Banbright ,  and  wi th  others 
wboR e ~ n i o m  deserve rm~pect---inclnding everym~e 
or pract ical ly  everyone who ever served ou the 
Federal  Power Commiu /e~ ,  our predecessor in t i t l e - -  
tha t  "fair  va lue"  is an  inappropr ia te  t ~  for the 
ut i l i ty  regulator.  But  tha t  does not  ~ l y  make 
it  inappropr ia te  here. 

We think t ha t  the rogulatory effort tha t  the 
Cno4[n.m of 1906 directed in this  most unusual  field 
has nothing (or a l m ~ t  nothing) in o 0 m r n ~  wi th  tbe 
much more strenuous regulatory efforta tha t  la ter  

directed in electric power and in na tu ra l  
gas. As we see it, oil pipolino reguiatton is in a c l a ~  
by  itself. We are al to  of the opinion that :  

(A) The  hiltldy specialized v a m m t  of fa ir  value 
regulat ion that the ICC developed in i t s  oil pipeline 
work is r easo~d~y  well-suitad to this  s/ngular armL 
of regulatory act ivi ty---where else do roguiator t  
deal with regulated ent i t ies  tha t  are thei r  own best 
customers? 

(It) No showing has been made  tha t  any  other  oil 
pipeline rate  base methndetogy would be so much  
bet ter ,  so mneh fairer, and  so much  mere equi table  
a t  to enable m to say cenf idendy tha t  such other  
method would be clearly worth  both the ~ c l a l  c ~ t  
of drast ic  regulatory change and  the ins t i tu t ional  
cmt  to this Commission and to the lelptl order of a 
headlong drive into the deep and  m u d d y  waters  of 
adminis t ra t ive  legislation. 

svs Consider,  for example, the famous 1923 c u e  
of BluefieM Water Workz & Improvement C~t v. 
Public Ser~ce Commis~mn of We~ Virginia, 262 U.S. 
6,"9. T h a t  was  a "fa i r  va lue"  case. The  opinie~ was 
wri t ten  by Jus t ice  Butler.  He  was general ly regarded 
a t  fr iendly to uti l i t ies and  carriers. N o  o~e could 
possibly have regarded h im a t  insensit ive to the 
investor 's interest.  Nor  are we aware of anyooe who 
ever accused him of t i l t ing too far  in the ra tepoyer ' s  
favor. 

Yet  Just ice Butler 's  BluefleM opinion iAsisted 
that ;  '*A public u t i l i t y . . ,  has . . .  no r ight  to  profits 
such  as  a re  rea l i zed  or a n t i c i p a t e d  in h igh ly  
profitable e n t e ~  or speculat ive ventures ."  2~ ,  
U . S  at 692. 

I n  e l e c t r i c i t y ,  in  gas ,  a n d  in t e l e p h o n e s  
everybody considers tha t  principle axtomatic.  In 
theory, at  any  rate, every electric company,  every 
natura l  Ilat pipeline comlmny,  every rate  of re turn  
witoess and  every advocate who a p p ~ r s  before us 
s ta r t s  from tha t  axiom. 

But  i t  m a y  not  be axiomatic  a t  all  in oil 
pipelining. Indeed, i t  m a y  produce pernicious results. 
We shall have mote to say about  that .  

srs The public p ~ c y  coutroversies of recent 
years  aho~t avint~on and  about  t rucking show how 
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important this factor can be. The utility field is 
s o m e w h a t  d i f f e r e n t  f r o m  t r a n s p o r t a t i o n .  
Transpor ta t ion  general ly inveives oiigopoiies. Retai l  
gas, retail  electric power, and  local telephone service 
general ly involve m o n o d i e s .  

The important thing for present ~ about 
those mo~les is that any coml~ny that |ought, at 
so many such c~p4mies did, to become the sole 
supplier of gas, electric, or telephe~e service to a 
particular market had to accept rate and profit 
constraints in exchange for that status. The people 
who managed  thma enterl~'ises were astute and 
pol i t ica l ly  sophist icated.  So they knew that  
u n r e g u l a t e d  legal  monopo ly  was  soc io logica l ly  
unfeasible. People just  wouldn ' t  s tand  for it. See the 
quota t ion from former C ha i rm an  Cur t i s  in the very 
next footnote. 

t~ Some think that the house has now outlived 
its uaefutness and that it ought to be remodeled or 
demolished. That is a big subject. And though o( some 
relevance to our pcesent coocems, it does not impinge 
on them directly. 

Even today, however, m a n y  still  believe tha t  in 
electric power and in both the transmiuion and the 
distr ibut ino of gas  the noly real choice is between 
public ownership,  on the one hand. and rigorous 
re~Jlat iou on the other. When he was here, this 
Commis~on ' s  first Cha i rman  took tha t  view. He said: 

[I]nvestora in public u t i l i ty  securities and the 
~ e  who manage  the properties tha t  belong to 
these investors have a teal  and  a keen interest  in 
effective regulation. T h a t  is so because there is no 
real prospect of '*deregulation" in your industries. 
To Mr.  and Mrs. John Q. Public and to their 
leg is la t ive  representa t ives ,  gas comp~mies and  
electric comlmnles look like meaopolies. Hence 
there is an  inevitable demand  for regulation. Some 
e c o n o m i s t s  m a y  w r i t e  l e a r n e d  p a p e r s  
demonst ra t ing  tha t  this demand  is silly. Those 
p a p e r s  a r e  of  l i t t l e  r e a l - w o r l d  m o m e n t .  
I~lati~ is a na~-starter here. There are two- 
and otlly two-sociologically viable options in this 
field. One is regulated pr ivate  ownership. The  other 
is public ownership. And history shows tha t  in 
publ ic  u t i l i t y  services,  a t  d i s t i ngu i shed  from 
commodi ty  production and  from tranlportatino, 
regulat ion tha t  seems ineffective and m m m l n g l e u  
never  leads to t idal  waves of lamsez-inire sentiment.  
Ineffective ut i l i ty  regulat ino leads only to strong 
preseures for public ownership. Curt is ,  A Regulator 
Reflects on l~ t e  Resuiatlon---Yesterday, To~y,  

Tomorrow, Pub. Uti l .  Fort . ,  June  19, 1 ~ 0 ,  
page 73 at  75, n . 16  

*so T r u e ,  t h e i r  c anse  evoked  w i d e s p r e a d  
sym po thy  from people who thought  that ;  

(A) Rockefeller's oil monopofy raised a moral 
iuue;  and 

(B) Pipeline t rans i t  was a stratelpc point a t  
which the monopoly could be a t tacked and i ts  obscene 
~ o i n g  curbed. 

Now moral issues are very potent.  Tacbell's 
enormous Ix)polar success shows that .  Essentially,  her 
hundreds  of pages were a richly documented sermon 
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on John  D. Rockefeller 's  sins. We have  a l ready  quoted  
from the next  to last  p a r a g r a p h  of her very  long book. 
See n.52, supra.  However  t ha t  p a r a g r a p h ' s  last 
sen tence  bears  repeti t ion.  It reads: "At  all events ,  
unti l  the t r anspo r t a t i on  m a t t e r  is sett led,  and  set t led 
right,  the monopolis t ic  t rus t  will be with us, a leech 
on our pockets,  a barr ier  to our free efforts ."  The n  
cam e  Miss Tarbe l l ' s  final words in her very  last 
pa rag raph .  Th ey  were: 

As for the ethical  side, there is no cure but  an 
increas ing  scorn of unfa i r  p l a y - - a n  increas ing sense 
tha t  a th ing  won by breaking  the rules of the game  
is not worth the winning.  When  the bus iness  m a n  
who f ights  to secure special privileges, to crowd his 
c o m p e t i t o r  off the  t r a c k  by o the r  t h a n  fair 
compe t i t i ve  methods ,  receives the s ame  s u m m a r y  
d isda infu l  os t rac i sm by his fellows tha t  the doctor 
or lawyer who is "unprofess iona l" ,  the a th le te  who 
abuses  the  rules, receives, we shall  have  gone a long 
way toward m a k i n g  commerce  a fit pu r su i t  for our 
young  men.  2 T A R B E L L  292. 

T h a t  is powerful stuff.  But its power is of a qui te  
d i f ferent  order from the power of a direct  appea l  to 
the e lec tora te ' s  sel f - interest  by ask ing  its m e m b e r s  to 
consider  their  m o n t h l y  gas  and  electric bills, to 
c o n t e m p l a t e  how m u c h  lower those bills would be if 
only gas  and  electr ic i ty  were publicly owned or 
"proper ly  regula ted ,"  and  to th ink  about  how m u c h  
easier  and  p l easan te r  life would be if only e lectr ic i ty  
were cheaper .  The  power of the an t i -u t i l i ty  appea l  
was of the  second sort. So far as its pipel ines were 
concerned ,  S t a n d a r d  was never  confronted by a 
p r o p a g a n d a  c a m p a i g n  of t ha t  type.  

iT7 Proposals  for public ownersh ip  have  been 
m ad e  from t ime  to t ime.  We know that .  But  those 
sugges t ions  did not sur face  unt i l  long af ter  the  
e n a c t m e n t  of the H e p b u r n  Act. Hence they  are not 
par t  of the s t a t u t o r y  background.  So they  shed no 
light on our problem which is what  did the  Congress  
of 1906 have  in mind?  

T u r n i n g  to t h a t  ques t ion ,  we find no reference to 
public ownersh ip  in the  H e p b u r n  Act ' s  legislat ive 
history.  Nor  do we find a n y  men t ion  of it in Tarbe t l ' s  
m a n y  pages.  The  first proposal for public ownersh ip  
of which we are aware  was the one made  by Senator  
Rober t  L. Owen of Ok lahoma  in 1914. See J O H N S O N  
a t  107-110.  T h e  nex t  r o u n d  of p r o p o s a l s  for 
G o v e r n m e n t  ownersh ip  did not come unt i l  the 1940%, 
by which t ime  hard ly  anyone  in a n y  way connected  
with the e n a c t m e n t  of the H e p b u r n  Act was still 
alive. See W O L B E R T  II a t  474-475. 

17s Social ism has  never  been of apprec iab le  
political consequence  in this  count ry .  At the na t ional  
level, it never  a t t r a c t e d  m u c h  suppor t .  But people 
who descr ibed themse lves  as "Social is ts"  were more 
n u m e r o u s  in the  Amer ica  of 1906 t han  they  are in 
today ' s  America .  Th i s  is some t imes  forgotten.  At 
var ious  t imes  the Socialist P a r t y  d o m i n a t e d  the 
poli t ics of such  ci t ies  as Milwaukee,  Wisconsin;  
R e a d i n g ,  P e n n s y l v a n i a ;  Br idgepor t ,  Connec t i c u t ;  
S c h e n e c t a d y ,  N e w  V o r k ;  a n d  M i n n e a p o l i s ,  
Minnesota .  Socialists and  Socialism were also of some 
s ignif icance in New York City.  T h a t  is re levant  to the 
f o r m a t i v e  e ra  of u t i l i t y  r egu l a t i on .  And  it is 
i m m e n s e l y  re levant  to the h is tory  of u rban  mass  
t rans i t .  Moreover,  trollies, subways ,  and  e levated  
rapid  t r ans i t  lines used electric power long before it 
was widespread  in homes.  So there  was a nexus  
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between urban  ma ss  t rans i t  and  electric power. Both 
indust r ies  were ideal for exper imen t s  in what  the 
n i n e t e e n t h - c e n t u r y  B r i t i s h  s t a t e s m a n  J o s e p h  
C h a m b e r l a i n  s tyled "mun ic ipa l  social ism" when he 
began his political career  as a "Rad ica l "  at the 
munic ipa l  level in the c i ty  of B i r m i n g h a m  before 
rising to fame at W e s t m i n s t e r  where he ended this 
career as a great  Conserva t ive  and where his son 
Neville rose to the pr ime min is te r sh ip  tha t  had 
eluded his sire. The  corrupt ion in which franchise 
g ran t s  were often mired added much  fuel to this  fire. 
See E. W. Clemens,  Economics  and  Public  Util i t ies 
78-80 (1950). See also J Q .  Wilson, ed., The Politics of  
Regulat ion  4-12 (1980). For case s tudies  on two of the 
na t ion ' s  largest cities see F. McDonald .  [nsull  (1962) 
( C h i c a g o ) ;  N. W a i n w r i g h t ,  H i s t o r y  o f  t h e  
Philadelphia Electr ic  Company,  7-8, 27-29, 57, et seq. 
( 1961 ) (Phi ladelphia) .  

None of this has  any  bear ing on oil pipelines. It 
would be difficult  to th ink  of a ny  indus t ry  as little 
sui ted to munic ipa l i za t ion  as this  one. If there  was to 
be G o v e r n m e n t  ownership ,  the " g o v e r n m e n t "  in 
ques t ion  had to be the na t ional  government .  

And though  Socialists and  Socialism were of some 
m o m e n t  in a n u m b e r  of Ci ty  Halls, they  a m o u n t e d  to 
noth ing  on Capitol  Hill. Moreover,  Socialists had no 
reason to in teres t  themse lves  tn the pipelines. The y  
were in favor of na t iona l iz ing  oil. But they  had no 
special  reason to pick on the pipelines. From their  
Marx ian  perspect ive ,  the great  oil pipeline bat t le  was 
a r idiculous war between Rockefeller and  a bunch  of 
smal ler  "exploi ters"  who were every bit as bad as he 
was but  not qui te  so s m a r t  and  muc h  less efficient.  
The  point  here is t ha t  the Progressive Era ' s  anti-  
m o n o p o l y  w a r s  in w h i c h  oil p ipe l ines  were a 
ba t t l eg round  were middle-class,  and  to a large extent  
u p p e r - c l a s s ,  wars  f ough t  by and  on beha l f  of 
e n t r e p re ne u r s  who deemed themse lves  menaced  by 
the t rend  toward concent ra t ion .  See, e.g., T. McGraw,  
ed., Regulat ion  in Perspective: Historical  Essays  
(19@1), where Professor McGraw of the H a r v a r d  
Business  School points  out (at  page 31) tha t  " the  net  
effect [of vert ical  in tegrat ion]  over t ime,  m i g h t  well 
be the reduct ion of prices and  the e n h a n c e m e n t  of 
consumer  welfare."  His next  sentence reads: "Bu t  this  
complex mix tu re  of effects  was not at  all clear to 
Brandeis  and  other  c on t e mpora ry  observers,  who 
na tu r a l l y  paid more a t t en t ion  to the ru th less  me thods  
of such companies  as S t anda rd  Oil (me thods  made  
possible because of S t a nda rd ' s  muc h  lower uni t  costs) 
and the g radua l  d i s appea rance  of small  a u t o n o m o u s  
oil ref iners  than  to long-term t rends  in the price of 
pe t ro leum products ."  

At pages  43 and  44 Professor McGraw re tu rns  to 
the a t t i t ude  of Brandeis  and  of those who though t  as 
he did toward the oil business  and  toward other  
indus t r ies  in which concen t ra t ion  appea red  to be 
p roceed ing  apace .  M c G r a w  po in t s  out  t h a t  in 
S t a n d a r d ' s  way of doing business,  "Brande is  saw the 
d i s appea rance  of the independen t  wholesaler and  
retai ler  of oil. If someth ing  were not done to stop this  
t rend,  he added,  there would evolve ' the subs t i tu t ion  
of agen t s '  a r r a n g e m e n t s  for the ord inary  bar te r  and  
sale which in most  respects  leave the c i t i z e n . ,  a free 
ma n . '  " Mc G ra w  then adds  " t h a t  Brandeis ' s  chief 
goal was not consumer  welfare th rough  product ive  
e f f i c i e nc y - -w h ic h  . . .  he seems to concede to the 
cen te r  f i r m - - b u t  ins tead individual  ident i ty .  He was 
concerned about  the loss of ident i ty  as the indiv idual  
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jobber or retailer  was metamorphosed  into the mere 
agent  of a vert ical ly in tegra ted  corporat ion."  

Of course, McGraw is speaking of Brandeis before 
his ascent  to the bench. His Brandeis is in large 
measure Brandeis, the Boston lawyer whose clientele 
consisted largely of retailers, wholesalers, and small 
manufac ture rs  confronted by economic changes that  
were  " i n h e r e n t l y  t h r e a t e n i n g  to the a tomis t i c  
commonweal th  of Brandeis 's  imaginat ion."  McGraw, 
id. at 53. What  is relevant  for present  purposes about 
McGraw's  discussion of Brandeis '  concerns is tha t  the 
concern for the small businessman tha t  he showed in 
the unregulated sphere of the economy, a concern 
that  led him at t imes to subordinate  the consumer 's  
welfare to the welfare of the en t repreneur ,  was 
al together  different  from his concerns in the ut i l i ty 
field. There "a tomiza t ion"  was obviously impossible. 
So there Brandeis, as we have previously noted, 
stressed the communi ty ' s  in terest  in rates  "as low as 
possible." He was not alone in that .  

Nor is this mere an t iquar ian ism.  Even today the 
ve ry  same people who are most  voci ferous  in 
demand ing  vigorous an t i t rus t  action with respect  to 
o i l  o r  o t h e r  i n d u s t r i e s  t h a t  t h e y  d e e m  
o v e r c o n c e n t r a t e d  tend  to be the most mi l i t an t  
champions  of e i ther  public ownership or a rigorous 
version of cost-based regulation when it comes to 
"u t i l i t ies"-na tura l  gas pipelines, retail gas service, 
electric power, and local telephone service. 

,Ts In 1900 Standard  owned about  90% of the 
pipelines. JOHNSON 3. Around tha t  t ime new firms 
began to go into pipelining in the Mid-Cont inent  area 
( the very area involved in the case with which we are 
now concerned)  and in the Gulf  area. Id. 19. 
H o w e v e r ,  S t a n d a r d  r e m a i n e d  o v e r w h e l m i n g l y  
preponderant .  And we find no suggestion in the 
historical record of s ignif icant  compet i t ion among 
pipelines at the turn of the century.  We see nothing, 
absolutely nothing, tha t  even hints  tha t  the S tandard  
Oil Company  of 1906 was worried about  compet ing 
pipelines. John D. Rockefeller had e l iminated all of 
the compet ing pipelines tha t  really bothered him. 
And he did tha t  long before 1906. Hindsight  shows 
that  even "in 1906 . . . .  its [Standard Oil's] position 
. .  was potentially [emphasis  added]  vulnerable to 
p i p e l i n e s  bui l t  . . .  f rom the Gulf,  where  new 
companies  were being establ ished."  JOHNSON again 
at 19. But there is no evidence that  S tandard  was 
bothered about  this. It sought no legal protection 
from these Gulf  interlopers.  And the legislators 
c e r t a i n l y  were not bo thered  by the t h rea t s  to 
S tandard ' s  dominance.  They thought  tha t  S tandard  
owned all of the pipelines that  counted.  And at  the 
time, they were probably right. 

But the indust ry  was changing as Congress was 
legislating. After 1906, pipelines owned by S tandard ' s  
c o m p e t i t o r s  b e c a m e  more  numero u s  and more 
impor tan t  than they had been when Congress was 
consider ing the Hepburn  Act. Professor Johnson 
explains that:  

A major development  of the period 1~)6-1911 . . .  
was  a c o n t i n u i n g  and  g rowing  cha l l enge  to 
S tandard  Oil based on aggressive exploitat ion of 
new discoveries in Oklahoma and Kansas  by both 
large and small, old and new firms. Many  of them 
owned pipelines, pr imari ly  to assure a supply of 
crude through a low-cost t ranspor ta t ion  medium 
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over which they themselves  could exercise control. 
Since the discovery and output  of flush fields was 
unpredictable,  the construct ion and inves tment  in 
t runk pipelines was feasible only when a quick 
"payou t"  seemed reasonably certain.  No more than 
Standard  Oil did the new concerns want  outsiders 
to pre-empt  or benefit  from lines built to serve their  
own in tegra ted  operations. Even where state  or 
federal law required pipelines to be operated as 
common carriers,  high rates and minimum tender  
requi rements  proved obstacles to use of the lines by 
outside shippers.  JOHNSON 53. 

The foregoing extract  shows that  Standard  had 
no monopo ly  of the  idea t h a t  p ipe l ines  were 
compet i t ive  weapons which could be used to make 
things difficult for people in the oil business who 
depended on pipelines owned by others~ Everybody 
who was in a position to put this operat ing principle 
into pract ice seems to have done so. The second 
striking feature of Professor Johnson's  summary  of 
the initial  stages of the long process by which 
S tandard  Oil's formerly near-total  dominion over the 
pipelines was slowly eroded is the absence of any 
reference to compet i t ion among pipelines. Each line 
seems to have had what  was for all practical  purposes 
a vir tual  monopoly. That ,  of course, was an economic 
e n v i r o n m e n t  in w h i c h  a b u s e s  could  f lour i sh .  
Eventual ly  compet i t ion among pipelines did appear .  
But decades went  by before that  happened.  See 
JOHNSON 387. 

, s o  The utilities objected to part icular  things that  
par t icular  regulators did in par t icular  situations. But 
they  had no quar re l  with the general  idea of 
regulation. Indeed, some claim that  they invented it. 
See, e.g., F. McDonald,  InsuH 113-123 (1962). Not 
until very recently when inflation became virulent 
and the regulatory lags that  used to work for them 
began to work against  them, did some people in the 
u t i l i t y  bus iness  become d i s e n c h a n t e d  wi th  the 
regulatory principle. From a historian 's  perspective,  
it was only yes terday (indeed, it was only a few 
minutes  ago) tha t  the notion that  something like 
electric power (the tradi t ional  locus classicus of cost- 
based regu la t ion)  could be deregu la ted  wi thout  
damage to the public interest  and without  fueling a 
strong drive for public ownership first began to 
s p r e a d  f r o m  t h e  e c o n o m i c s  d e p a r t m e n t s  of 
universit ies to cer tain industry circles. 

*sa See JOHNSON at 69-81. 

*s2 Cynics no doubt  will say that  it could not 
possibly have told posteri ty what  it had in mind 
because it had nothing at all in mind other than a 
politically expedient  gesture. It is hard to say that  
they are wholly wrong. There seems to be a good deal 
more than  a germ of t ru th  to their  position. Tha t  is 
one reason why we plead so earnest ly  for a fresh and a 
searching legislative look at  this subject. Unti l  tha t  
look is made, we and the courts must  work with the 
foggy mater ia ls  tha t  history supplies. Tha t  may mean 
that  we have to guess about what  the Congress of 
1906 would probably have thought  about justice and 
reasonableness as applied to oil pipeline rates had it 
given some a t ten t ion  to the point. Sometimes there is 
no escape from guesswork. In the words of the great  
Cardozo we must  ask ourselves, "which choice is it 
the more likely that  Congress would have made?" 
Burnet v. Guggenheim, 288 U.S. 280, 285 (1933). 
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t u  Ear ly  in the history of American law, Chief 

Just ice Marshal l  said "where the mind labors to 
di~.'over the des ign  of the legis la ture ,  i t  seizes 
everything from which aid can he derived." United 
States v. FLther, 2 C r t n c h  358, 386 (1805). And  142 
years la ter  one of Marshall's sncceMo~ o~ the 
Supreme Bench quoted and  lauded tha t  ebservation. 
He said that  " [w] i th  characterist ic  hardheadedness,  
Chief Just ice Marshal l  s t ruck a t  the core of the 
ma t t e r "  and lamented what  had happened under 
s o m e  of  M a r s h a l l ' s  s u c c e s s o r s  w h e n  " T h i s  
commonsensical  way of deal ing wi th  s ta tu tes  fell into 
d isuse  and  more or less ca t chpenny  canons of 
constru<tion did service instead."  Frankfur ter ,  Some 
Reflections on the Readit~ of Stetutes, 47 Coium. L. 
Rev. 527. 542 (1947). We are of like mind. 

ta t  See 3-B S H A R F M A N  32 (the "gu id ing  
principles [were] ten ta t ive  in character" . )  And  tha t  
was still  t rue decades later.  Wr i t ing  in 1936 about  the 
I C C ' e  i d e a s  concerning t h e  j u s t i c e  a n d  the  
r e a m m a b l e n m  of the general  ra te  level, Profeseor 
Shad 'man  spoke of "anomalous, if  not  i nc~s i s t en t ,  
declaratie~ts" and of "tangled threads" t ha t  had to he 
"unraveled diJcrimin•t ingly, alptinst the varying 
haelq|mund of changing circumstances and conditions 
to reveal the qua l i ty  of the Commission 's  performance 
dur ing  the long period o( i t s  regulatoey ac t iv i ty ."  Id. 
at 291. Thoss ore Idnd worde. Profe~or Shitrfnum wat 
an  indulgent histormn. And  the ICC was his favoeite 
agency. Moreover,  he was wri t ing a t  the bot tom of 
the DepreNion when people of all  shades of opinion 
hoped t ha t  maybe rqguiatio~ could help to  tha t  
regulat ion and  r e su in to~  had a friendlier p r e ~  than  
they  do  today when the old P ~ v e - N e w  Deal 
idea of philraopher-kbHpt (or t t  l e ~ t  phik~lophor- 
dukes)  s i t t i ng  in d is in te res ted  )udl~nent on the 
propr ie ty  of prices is k~ t  •ppea l lng  than  i t  used to be. 
Today  nei ther  this  agency ~ other  re lp~t tory  bodies 
c a n  expect  c o n t e m p o r a r y  academic ians and 
dissertat ion writers to throw them kism~ of the kind 
tha t  Shitrfnum threw m liberally a t  the ICC. When 
appropriate •llmvan¢ce for Shar fman ' s  long love 
affair  wi th  the ICC are made,  it  becomes • l rga ren t  
tha t  Sharfman,  a lawyer as  well as  an  economist,  was 
canfe~ing t ha t  after sttm'ylng the ICC fer year • f t e r  
year  he was unable to make  any  real t e n ~  out  d i ts  
dectrince and  tha t  he found i t  i m l ~ m i b k  to derive 
a n y  consistent gene ra l  c r i t e r i a  of jus t i ce  a n d  
r e a m n a b l e n s ~  from .its welter  of p , ~ e d e o t .  T h a t  
cenfezsion was made when the ~ Act was 
celebrat ing i ts  th i r t ie th  b i r thday .  So we fred i t  hard  
to imag ine  t ha t  the Congress of 1906 expected 
theoRt i  e*l elegance or analytical rigor fl"mn the I C C s  
oil pipeline work. No th ing  in tha t  qency's pest ( i t  
was already 19 years  old, luw in j  been created in 
1887) held out  • n y  p m m i ~  o~ that. 

Of co~w~, the Federal  Power Ceom~fissio~ did  
not  invent  thorn c o ~ e p t s .  I t  merely followed • pa th  
that had already been blaned by the best state 
Commissions, by Justice Brandeis ,  • n d  by  such 
academics at I~mbright ,  Hale,  and  the future Just ice 
Franldurter. 

114 The C o n g r e u  of I g06  was legislating in • 
regulatory vacuum. The Coe~es*~ of 1935 and 1938, 
on the other hand,  were l eg i s~ t ing  ng• ins t  the rich 
hack• round  of theory and controversy referred to in 
the precedin~ hmtnote.  

FBRC ht t, 

l | r  Once •ga in  we exclude natura l  gas 
prodnction, • very special case. There the nature of 
the i ndus t r y  made the i n d i v i d u a l  f i r m  an 
inappropriate regulatory unit. Permian Basin Area 
Rate Cases, 390 U.S. 747, 756-767 (1968), rehearmff 
denied, 392 U.S. 917. I t  seems to us tha t  Perm/an  is 
worth another word. That is so though the precise 
questioos tendered for decision there had little, i f  
anything, in common with those that confront us 
here. When details and partieularl are I ~ t  to one 
side. we see tha t  Permian sanctioned i radical break 
wi th  t radi t ional  notions about  the way in which gas 
and  electricity should be regulated. I t  did so for two 
reasons.  The f i rs t  was " t h a t  the b read th  and  
complex i ty  of the C om m i s s i on ' s  respons ib i l i t ies  
demand  tha t  it  he given every ~ a b l e  oppor tuni ty  
to formulate  methods of regulation appropr ia te  for 
the mlut ion  of i ts  intensely pract ical  difficulties." 390 
U S .  at  790. The  second was tha t  the tradit iorml 
cr i ter ia  of cost-bated regulat ion "scarcely exhaust the 
re lev•nt  considerations." Id. a t  791. The C ~ r t  then 
e labora ted  on tha t  second point.  I t  said: "The  
Commission cannot  confine its inquiries ei ther  to the 
computatior~ of costs of service or to conjectures about  
the prospective ~ of the capi tal  market ;  i t  is 
instead obligated a t  each step of its regulatory 
process to s u e s •  the requirements  of the bread public 
interests entrusted to its protection by Congress. 
Accordinsly,  the 'end result '  of the Commismem's 
mders must  he measured a t  much by the succe~ with 
which they protect those interests as by the 
effectivene~ with which they 'maintain . . .  credit 
a n d . . ,  a t t r ac t  capital . '  " I b i d .  (Footnote omit ted.)  

What  do these excerpts from Perm/an mean hereP 
In our view, they mean that :  

( I )  When we till the oil pipeline field, one with 
w h i c h  o u r  p r e d e c e s s o r ,  t h e  F e d e r a l  P o w e r  
Commission,  had no ~ i o n ,  we are not  free to 
s lumber  on concepts,  t radit ions,  and  approaches 
developed by that agency for other fields with • 
different  le4al and historical evil. 

(2) We mus t  kx~k hard at  the par t iculars  of this 
indus t ry  and  a t  the special features of i ts  legal and  
econemi¢ history. 

(3)  If  tha t  leek convinces us t ha t  the gas  and  
electric nuxlel is inappropr ia te  to "the needs to he 
served" (General ~ ( a ~  Carp. v. Sh/em~y, 350 U.S. 
462, 466 [1956])  in this industry under  the [~trti¢~JhLr 
s ta tu te  h e r  invofvnd, we have both the power and  
the d u t y  to regulate  oil pipelines in • way qui te  
different from the way In which we deal wi th  the 
j u r i s d i c t i o n  i n h e r i t e d  f rom the Fede ra l  Power  
C o • r a i l • o n .  

tl~ " R a t e • a k i n •  . . .  is bu t  one species of price- 
fixing." Federal Power Commission v. Hope Natural 
Gas Co., 320 US. 591,601 (1944). 

Rate ol return is something ehe. When it  
comes to that ,  the New York Commisstou leohe, and 
must  look, at  the rates  of re turn allowed to and a t  
those ac tua l ly  ea rned  by  other  u t i l i t i es  whose 
s i tuat ion is more or less s imi lar  to Consolidated 
Edison's.  But cac~umers do not pay rates of return.  
They  pay  rates. And rate of re turn is but  one of m a n y  
elements  in the total  rate. 

¶ 61,260 
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~m In those days  the Pennsylvania  Railroad 
C o m p a n y  was regarded  as a ver i table  Rook of 
Gilbraltar. See E.D.  Baltacil. Puritan Boston amd 
Quaker l~iladelpl6a 224-225, 229, 235 (1979). The 

that the Pennsylvania would one day marry its 
arch-rival, the New York Central, would have seemed 
outlandish. Such a combination wonld under the 
doctrines of tha t  t ime have been of dubtous legality. 
See Northern Securities Co. v. United States, 193 U~. 
197 (1904). T h a t  m unlikely n nutrrla~e would he 
consummated,  tha t  it  w~Jld prove disastrous,  tha t  
the couple would wind up  in the bankruptcy  courts, 
tha t  its railroad interests would he acquired by two 
G o v e r n m e n t - o w n e d  en t i t i e s  cal led A m t r a k  and  
Conrail ,  tha t  the couple's n o n - r ~ l  interests would 
prove subs tant ia l  enough and  remunerat ive  enough to 
give it  a new lease on life as a diversified enterprise 
tha t  has nothing to do with r a i l rmding ,  and tha t  a 
th r iv ing  oll pipeline company (the Buckeye Pipe Line 
Company  acquired by the old Pennsylvania  Railroad 
Company  back in 1 ~ 3 )  wonld figure prominent ly  in 
t he  r e o r g a n i z e d  e n t i t y ' s  p o r t f o l i o  w a s  t h e n  
unforeseeable. 

un  The  Erie 's  h i s t o ~  was troubled. And the 
Ba l t imore  and  Ohio  was  scarcely in the same 
financial  ~ with the Pennsylvania  and  the New 
York Central .  

les  S h a r f m a n  c o m m e n t s :  " T h e  concep t  of 
adequacy  of income has  no pract ical  mean ing  except 
for individual  f a d s :  the average re turn  of groups of 
car r ie rs  is a mere stat is t ical  concept; it  is the 
f i n a n c i a l  p e r f o r m a n c e  and  c r ed i t  s t a n d i n s  of 
par t icular  lines which mold the character  of the 
service rendered.  But  compet i t ive  considerat ions 
p r e c l u d e  t he  fixinlg of r a t e s  s e p a r a t e l y  a n d  
dis t inct ively for each individual  company with sole 
reference to i ts  par t icular  revenue requirements .  The  
difficulty is hasic; when C o n g r c ~  in 1920 directed 
tha t  rates  be to adjusted as to yield a fair  re turn  to 
the carriers as a whole or in rate  groups,  i t  bu t  gave 
this  difficulty express s ta tu tory  recognition. In order 
that extremes of dear th  and  affluence am<mS the 
carr iers  should ont, under  rates to adjusted,  work 
t h e i r  h a r m f u l  e f f e c t s  u p o n  t he  t r a f f i c  a n d  
c o m m u n i t i e s  served ,  m e a n t  were  necessary of 
mobil iz ing financial  s t ren~.h for the good of the 
rai lroad system in i ts  ent i re ty ."  3-B S H A R F M A N  
301.302. 

The  "diff icul ty"  adver ted to in the forelloing 
extract  i t  no diff iculty a t  all  foe ut i l i ty  rel~latocs. 
They  deal  wi th  "extreme~t of affluence" (which really 
shonldn ' t  exist in the ut i l i ty  sphere in the first place, 
if regulatory practice is in accord wi th  regulatory 
theory) by tryinl¢ to paM a fair share of the ut i l i ty 's  
offiuence on to i ts  customers in the form of lower 
rates. And they do what  they can about  *'extremes of 
dear th"  by giving ap lxopr in te  rate relief. Unl ike 
t ranspor ta t ion regulator, s, they have no occasio~ to 
"average"  the two sets of extremes. 

The  reason for tha t  becomes crystal  clear when 
we compare  local t e lephone  service,  a na t u r a l  
numeT~y,  with tax/cab service. In most large cities 
there are a number  of compet ing taxicab operators. 
Some of those opera tors  are  in good f inancial  
condition. Others  are up agains t  it. Some have new 
vehicles. Others  have old ones tha t  have been fully 
ztepreclated on their  books. Yet the fares have to he 
uniform. To  permi t  one cab company to charge more 

¶ 61,260 

t han  another  would make  neither regulatory nor 
economic sen~ .  MoRover ,  it  would he self-defeating. 
The  low-fare companies  would wind up  with the lion's 
share of the b~inees .  The  high-fase companies, which 
would he left only with the overflow that their low. 
fare brethren were unable to handle at peak times, 
would find the preferential  fares desi~,sed fur their  
benefit a one-way ticket to extinction. 

A local telephone company, on the other hand, 
need not worry much about other local telephone 
companies in other" places. Few of i ts  customers are 
likely to move elsewhere in order to save on their  
te lephone  bil ls .  Hence  the public officials who 
regulate tha t  telephone company 's  charges are in a 
position to concentrate on its affairs. It is quite true 
tha t  these officials will, if they are diligent,  look at  
other teleplume companies for comparat ive  p u r p o r t .  
T h a t  i t  the to-ealled yards t ick  factor. But  they do not 
look a t  those other co~npanies as ck~ely and  as 
direct ly as a taxicab regulator  must .  Therein  lies the 
e~en t la l  difference between the In te rs ta te  Commerce 
Commission 's  regulatory t radi t ion and the regulatory 
t radi t ion tha t  we inheri ted from the Federal  Power 
Commission.  For  most of i ts  history the In ters ta te  
Commerce Commission was in a position akin to that  
of our hypothet ical  Taxicab Commisainn. The  Federal  
Power Commission 's  ra temaking  chores, on the other 
hand,  were very much like throe of our supposit ious 
Telephone CommiMio~. 

T h e  o n l y  s i g n i f i c a n t  e x c e p t i o n  to t h a t  
general izat ion grew out of Phillips Petroleum Co. v. 
W/scon~un, 347 U S .  672 (1954), which held the 
commodi ty  price of na tura l  gas  subject to the Na tu ra l  
Gas  Act 's  " jus t  and  reasonable" s tandard.  Tha t  
meant  tha t  the Commission had to regulate the prices 
charged by thml~mnds of firms who were sellinlg a 
fungible good. Experience showed tha t  this could not 
be done on the firm-by-firm basis t radi t ional  in the 
ut i l i ty  field. See Permian  Ba~'n Area R a t e  C u e s ,  390 
U.S. 747, 756.757 (19~8). But  this was one of t h e e  
exceptions tha t  proves the rule. At  the Supreme Court  
said a t  page 756~d" its Perm/Ju~ opinion, "Producers  of 
na tura l  gas  cannot be usefully classified as  public 
ut i l i t ies."  

,~t Some sup l~ r t  for this view can be found in 
the Mann-Elkins  Act of 1910. 36 Stat .  539. Tha t  
s ta tu te  gave the ICC jurisdict ion over interstate 
telephot~e and  telegraph service, a jurisdict ion tha t  i t  
retained for a lmost  a quar te r  of a century  until  the 
creation of the Federal  Communica t ions  Commi~ ion  
in 1934. One can argue tha t  it  defies cornmeal lense to 
ma in ta in  that  Congress intended tha t  the ICC turn  a 
bl ind eye to monopolies in commun/cat ions and  tha t  
i t  d i rec ted  the agency  to t rea t  the Ame r i c a n  
Telepbo/le and Telelgraph Company  as though it  were 
a facsimile of the Pennsylvania  Rai l road Company  
and Western Union as though i t  were a carbon copy 
of the Southern  Pacific.  The  problem with the 
a rgumen t  is the inherent weakness of inferences 
drawn from a different s t a tu te  passed by a later 
Co¢~rest than  the one tha t  pasted the s ta tu te  under  
examination.  

uN This  also argues,  obviously, that the point 
about  telephone companies  and  telegraph companies 
made  in the preceding footnote is beside the point.  
Telephot~es and te legrams had no int imate  links with 
railroading. Nei ther  Western Union nor American 
T e l e p h o n e  and  T e l e g r a p h  c o m p e t e d  w i th  the  
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~ . m  ever alkll~d to Mve.bq¢~ a 
~ l ~ t ~ ,  f r o m  . t~ ' rmlr=eds .  . reeJf l i t ,  t:.0f 

tm  Senator  LOdge mid:  " ' :; • ' ' 
wh)~ the men I carl ~e t~ '~ t t~A~ 

¢Ontrol|i~. U~e.  ~ t runk 
t ine~f  eJP~= d~Jd  n= m~ke = c ~ r r ~  b~e~m:~md 
be ~onteat to carry ~1 for all .Dmducert..,~ .a 
rettommb~ rate• We make t~e rtih~ui~ d~ it....:".40 
Cm~. R~:. 910( Oun¢  ~ 1906~ .~,-._ 
/~.wanted to p ~ ' e  Uze re" .... ".. ~.Ru. ~ that 
~;he. ~ J'~m&. I t  -~ . . . . . .  I)Q~Hm~ m 
~ t  he  intended . to lubje~.l 

~cheme mote onerous t kan  . t ~ t  a~P~)lic&ble t 9 trlE~c by ra~.  

: t ~  "l'nll is not to say that we thl~k'hl#~.w . ~ u , L  

de~ling. The view surfeited in the 
is . t rengtJ~med Prt~6fff~ 'fotR~oYe 

by the = m t e m e u L L q d ~  ~ When introduced 
MI PiPeline ~ l m e n d m l m t .  At  .thet 

he amid; " M y  object,  I s t a tq  fr&nk]Lv, i a .  =bi) 
~meadmea t  is to br ing the pipe l i n t = . a  the Emmda~l 

Company  within 
Commerce the jurbdicti=t of the [n ten~te  
17, 1906). C=0=mi~ . , ,  4O C ~ .  Re¢. 7OOO (M~y 

t in Four  centurles a l~  ' In ~ t ~ t  hllve o ~ n  
beth quoted since, Lord Coke =rid tlmt'the' edael~',t~l 
~tep~ in interpreting • sta0Jte are tb" . ~ ' e r ~ I M  
: [~ ! Imt  t~tt the mischief and dL~fm ~'~' )l~hict~ tee 
co...m..me~ law dld not provide,,, "[W]h~t 't~m~dy 
r t r l u l m e n t  I~lth resolved and a P p ~ t e d  1.6'~.~ tee 
d i s e u e  of  the Commonwealth,,. ~ " l i the  "t~6/e 
re~m~ of the remedy; mxl then ~ Office ~ aft the 
]~11~es i= alwayl to m41k~ st~h coos~ its 
=uppr¢~ the mmchlef, m~l &dv~r~ the ecmed~.,' 

Commluion Opln]0tlt  O t a e m  bod Notlces 

~ d ~ F M A . N  , ~ - 7 ~  1~o~ . ~  ~rt0o~wa~tm~al u d , a  
contrOversial view of the subject by a "revisiom~' 
hJ=tor~a(t who s t r eue t  thl " , • . 

" ~ ' ,  u..  ~ t,) ::'~X~)':~ ~[i ce ' : " • 
M , - - , , - - - - . =  ' 

' r, 
• . . . - - L : ' ~ "  ~" ,,r,';-'.',. ~e~!fl¢,~ airlines - ^ -  '-'-- 

, , . ~ , , ? ~ J ~ . ~  c ~ p ~  ~ ' t  I ~  .o ."e L - - :  . u ~ r ~  
O [  a i r  ( : 1  [ ~ "  ' ,  H I  l t r ( e r l ,  j lnd m m n ~ -  J ' . '  " ' "  . ~ , ,  r P . ~ t ~ . t  011 
r e " ' l r  ~ ' "' '~ ';r-¢rc/~'~Pr~ ¢1~1, lr19 ~¢mltu:J for 

. ers them,., . . .  The, 
~v=rnment tO P ~ t  tJ/em"fro~ market 

interest= were ~o~,-,,~a ,-,- L 'Sq ~'or a t  } i l l  } l p e ~  
= ~ .  ,~,l;I ....... ",'7 . . . .  ~i,u~, n o. R0¢kefeller ~1  no~ 

a~ [n none of t l ~ e ~ l u ~ l t r i ~  ~,=m the =tiler=Era 

• "' • . . . .  . . ) ; ,  .~P¢~; =u= # i ~  n I~,.~t 

• ~'~" ,. 9:;,oy ~ p r i v i n l  o l h ¢ - '  'L* -": . • ",rm, 

"~ ==y-niitn r a t e l  that  lEO'  l d  o t  
l ~ U i b l y  pity. S u m d ~ r d  O~! . . . . . .  - e w  , .~ 
h~l~hl[llht~l ll~'hitt~e ~ ; .  • re~.nder to ,this attmck 

• - -  u o ' a o o e d '  r u t !  I b  tE~ ~ fire. S • , . , . . .  1584). t~n~k=dde m~t~tKcd Od~t it':~L~dq~u~ ~ '  
pipefi6et with lt~ ~ L , '  . . . . . . . .  ] "6~h~ 

a l l  DJfleronce= of rOUl~ly the tmme PuYpo~'s'~r~tk=t ~i,~me~.., ~ , ~ _ , . , . ,  , * ~  o ~  
~&'~tttude a order OI "O~a~t" f . ,u~,~aw, .~. . . ,  ~'.". m ac  ~ l ~ q , [ , ~ a ~  • Ppelr when we eompmre 'e  " . . . . . . . . .  ,~. nlmelr" t l~n .~  ~ . .,~;,,; 
=tory ~. th the reSu~-t . . . . . .  3 ~ 91 I ~ t f r m  foP,,-. . . . . . . . . . . . . .  ~ ~'{t~Vti~ 

--~, , ,one= "Of ~ l ~ r  " ~ J ~ ' o ~  .,,,,~,~ , r ~ [  an m~x'i~ehder~'t~ertr~O~ I t ~  ~ " ~ h  

¢~'rm~e o~ hi~ =hUt ~ d  t in, 9 ~ ' v J O i t  " " ' i=. - -  It r t ~  protest in the SOUth a , d  ' . .  ~.L . ~  ] ~ 8 0 N  4~a.~,Z, .74~81 .A¢coNin~v 
l l l 4 1 ~  ,r~ 7 . "  ~ = * ' ~ =  t @ " = =  .u,. 
-. s , ,  , , ,~ [o r i .  ~lft~l~llh'~':i~,~t~L !~.~a~u,in, .Ca haberdashery The  - ' f ~  . m  t o m @ d d ~ . w / t h ' h i =  

' "  ~ ~L..~,,....._'r-,.,,a~muce*:t~.the ~}'~F~t~rn%,'~} " ,.q~T ' 
• - - , = - - - - ,  m . m  " • • " ~ - ' ~ ' " ~ - , . ~ . . ~ , e , . ~ u  

t~elm,~ltpotlm~t facto~ u _ [ M I ~ . . . O ~ | ~  e~lB;em mm~ -:- ., -" ...~,,Y~;Flil;[q~ete. ~ i ¢  

~ _ _ _ _ _ _  . ~ e . ~ . ~  ~ , ~ , ~  . . ,_~ , ~ , , . ~ . , ~ c ) ~  ~qo~,m~#~.~.,7;A~.~t ~ . ' ~ " = = m m e . w ~ o . w l m e d ,  t e  m o v l i ~ _ _ _ . .  - - -~ .~  - ,~a  of it= monoo~y of 
ulNIt ~ ~ t " m="m=~l 'm.41.~,lml ~ ~ e ..m~l. n i  of t r l m p o t t l t i ( m  the 

P~nted to the important ride teat pulpit fundJ~lmtmn 

pl~t)otm And i t  ren~ i  . . . . . . .  , ~ "t 
• ~ a elVely'politic.a tMue ' dec~de~ after  H)at r~rt ,- 's  . r . . .  - -  f,~ 

chat differen°t . . . . .  a, redo a te  regulation ~re n ~  ~11 
from the c~=tellation of force= tJmt led 

at a later date to u t i l i t y  re|ulat ioo. F ~ r  • 
conVentioeml aco0unt  of  tee rmlr~md b a c k a p ' o ~  me  I 

wmc 
oLI-4~ 

~ t ; o f f ~ l W m l ~ W l ~  ~ m m ~ t ~  ~a~ln,E, I~om "fnany 
c,mmv bi~vby ~ d ~ : ~ f  'wHleN, tl~e' 6tmdkrd Oil 

,"r . ,  . .  . , , . ,  ,. 

• * .  + . . . .  

,.. ~teq ~ tbep] May |7, 1906,-Report o[ the 
C o m m L ~ r  a~ Coq~*~ions on : the  . T r x ~ t a t ~  
~¢" P e t ~ m ~ , I r d o c u m e n l , . O u ) z  aeems to heve.hRd 
much to. do with the ConKreuionat,detision ,~  

1 6 1 , 2 6 0  
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Cited m "21 FEIC ¶ . . . .  " 
Stimdird Oil Complny wis noi whOUy without 
lnfl~¢l~e. I t  b id  ill  friends on Cal~tel HIll, In ltl 
frai l  form the statute reflects this ~ o( for~s in 

me ieztzlt ive hills. 
Stluldird ~ lonltl~ll out for i l l  intiz¢lts. And no 

doul~ i t  had weyt d doing to that weal ~ot aitoltnber 
inefft~:tivi. ~ egher ~ ~ i l l o  at work. 
stemmed from the ambivalence of 5tandaid 's  
tmleplndmlt ad~rmti~s. ~ wanted -sore•tiling" 

about the piptlines. But ~ all d them winted • entS wire den• • ~- ~--- t~- Some independ 
th i t  i~nlethtng tO oe uss- "~-iiues would he unvmb~e i( seveie~ 
i lraid lh~i~i~Pi~n~ that flitS, the independlnt'oi 
from a~i,,~- dependable means without a wmlld he left . . re b ~ d .  And t i t  had 
tllllip~tafion. Thlir vmc~ w~he ~ c e ~  cited eililler 
i heiriml oa tt~ ~u:ome. See 
in t~iz Icotn~e. I ~ t y .  

Tt~ o ' h ~ t ~ t ~  co~tro, m ~  tins remained 
pipelines ryom their oll coml~nY 

BIlli to d ivm~ lelliml ol Consre~ 
plv~nU ~ Introduced st 

~.Wh~te. #it pill¢ 37 oi h~ leporl, the C o n ~ n e r  

sa id :To e Standard Oil Compllny his all but • 
mmlell~Y el the ptpeSnel in the U~tted Statel. I t l  
control ol them is o~e o~ the c t ~  mur (~  ~ its b ~  ~ is  yet 

Federal Gevemnllil~ ~ in 
p l i ~  . . .  cmu~t over pil~ llnll 
e~ce~:i~ any " that ~ 
interltate conlme~Ce, The ~ u | t  is 
~ d *  by Ihe SUw~Ird for i r l~Spor l i~  ~il 

plpellnts ?o~ outsil~ concerns ~ ahqFiher 
its ~ in p l l c l e  l i l l y  priit l iblt;tl. 
ezit.~ve the ch~rseS f i r  exceed ~he ~ ol  I z r v ~ .  the 
. S l ~ r ~  has • trrell sdventotr~ over s . ch  ol  ils 
competitotl is ~ flll~D~ to u~ its p/p¢//n~ to 

secure their ci~le ai'l. (Empbllis alled.) 

~ l~Itedi~ I fmln~te. 
ma See the q~ot~t i~ fp~m The p i p e l ~  Ci~e~, 
U ~ .  5415, 559 (1914), in n. I i~, ~pat .  

Seuat~ Ledse told his c o t ~  ' ~  witt 
1~45. WOLBEII.T l i t  ~, n.4. blmle 

owners i re  Ibl~lutelY at the mercy d ~ pipe li~ls from 1931 to ms to us of mine s l l l ~ t f ~ i ~ .  O~lr 
• I ~ 1 1 ~ .  T h • t  t , _ _ *  k i l i n r v  I U  I S  ~ - - - -  

is compel l l t i  to Ulte th~ l~rlce ~lding ot till relevm . . . . . . .  T : L u ~ . t ~ t t  ~ • A small well ownei line." 40 I l l  ~fered by the ¢ootroller ot the trunk , nt factor that made Congre~ 

~ . R l ~ . b 3 6 6 ( I d i y 4 ,  15~b)" put the . • m • n d i v l n a t  t h e i r ' "  
I l l  Senator K n e e  Netso~ ~ Mlnnem~ P:'OlD '~stv~ ~ .~-  , -ca that the independ'm~ 

i . . w ~ u m s  . i ~ , m  t l l ~  I :tr~sliY u ~  point this l a y :  '"]['hl Stalldlrd Oil Company m ,- , - . - -  ' t i~m 

t h e t ~ t h e m ~ t n ~ l e l a n d  ~ v e ~ h i m m * " - , ~ ]  -~ - t  divelt l tul l  
sod hotds • m~l ld i~  i~th e tmlltlml d the ][nUertUtt@ ifid~pefldents ~ . re  l l r lm v . -  
9ntess It II ptlt ~ ~ l l ~  dilt l l~ nitlsn tin piptlin~ ~ at Linst r ~  r pipllint~l. 
Commerce cmnmlssiml, It can . . .  
all I n l t t #  t d t i le r l  . . .  " 40 Cool;. ~.e~. 7001 

(May 17, 1 ~ ) .  
~ . . ~ . . ~  R©ollvett's ml,~llle l i l ~ 2  ~ 

lm s n ~ . ~ , -  .~ .etand~d Oil prln~ 
e Semite inlli; 

• , . , , ,  , 

arranged tO gi . . .  i n i ~ w ~ l n t  I 
~ d ]  ad vantalle over l i i  I"---  
40 Coa~. Re~. b.%~ (May 4, 190b). 

con~llued. ~ •s thtortmil m ,~ purpus~ which lie hellind 
imlgimltion ot the yen~Va~,  218 F2d 

" l e h i g h  VallO' ~ Co. v. 
"~7, S ~  (2d Cir. 1 9 t ~ .  

We note in thi~ rep rd  dmt the C ~  or 

thai  ( e l f  is still 
Thl i¢ .~usr ler l  ol a century lati~ pe t r o l e um 

there. Moreover. the independent 
~tmoctatkm oi ~ toili us that iUI ~ d u c e l -  
members also lea[ hard-nosed, tunnel-visional 
~el tuL•t io n t h a t  would  i e d u c e  bo th  t h e  
i ~ m ~ t i v ~ e l i  or the pipelines ~ ~ maj(x 
i~ l ig i l ted ¢ 0 ~ ¢ ~ "  ineemtive to bulm them. TOil 
[e i r  m Y  be ill.foond~d. I t  m Y  be exal~ ~rated" I t  

Uim.d.U~l in laul~e me~urc by the milo.n 
italy he . .  . , ,  tb ty l i v e  moth to l~_ Ln~lr°~n.~ 
themlllv¢i. ~ l ~ r  --.; ' -eo~d and the r i ~ -  ~ -  
BUt ~ the hi~or~Jx • £ciir exiStt. 
bl ro~ us in this very ~ shoW t h l t  the ~," to~Cl~ ~ ihowl dial thls rear 
Mmeover, the ~1~ c ~  ~e of leSi~itioo. Hence we 

~ u e n c e d  
free to dllreglrd it. number o[ 

tcj()6 wii lelli ilatlnfl in a rel~ toly vacmi~. NO The fact that • sillni(icant have heen in 
i ~ n d e n t l  al¢ their self.lppolntlgl iitcnl~l, the r.~herent b o ~  o( ~LemskinlJ tt~.m~j was avil~ahk~ fG( [tot ~ attd The C o ~ r i l i ~  ol the 19~Ys ~ v l e l e  i r ~ l  with . ~-wl l  is an impm~int 

.~ . .  C . ~ r e l l  to adopt. . _.~o ~ and to - - - - -  t~Y ,-- , That .n~, , t  oll ~peUn¢ ~ . . ~  __ h ive to d~l .  
that • ( id l l~ l~ u ~ ' ~ - ~ i n g  in • w~dty m, - , , - - -  gnmd d the imu~.. , h ~ h t  the leaf in qua. :~." 
natural Sis we.re w~,_~, d" ~ ~ ~mltiotmW ~ he to even - l i  . ~ _ . ~ ,  we do ~X t l l in l  i t  
.limate I b e l l  . . . .  I . . t  which I ludlirous. AI  i t  l i a l  ' ~ " t ~  pramile that the 
...... "--,.. and mu, . f i i im l  _ q " ~ L . .  

• . . . .  " " "  i n  t h e  I I  u u ~ , - -  ~ - ~ - t  i i 

ti~ss who I s v ~ l  ~ - - - - - -  u~n - -  i 
I GnNm, as now, ~ lL~msb0uad tohelut i le  mtli~.~. __ : j l . .  I l l t O r y  i,--~- re 

unlell the ptp~m~ to I i~u i l~ lY purport w ~ tm 
the oil buslneU and tu~lied over 
i nd~p lm~ t  t r l n l p o c t i t ~  c~topl id~ c o t = .  insist w~th g ~ l t  ~elt  that they 

- - ' -  s i s  lat~cebll to thllr c l u t .  The c l l r i r s  . 

dlvestiture. ~ ~ - -  ~ ,  _ . . . ~ l i l  that nolmllii --  ---~--+ 99-101 i n  Is ~mlll~'- - - - - ~  The ftilt invotves 
STAFY Rle.lqJl~ -- " -~ -ugl th l t  t ~ t  w u  --" ~he argument his twe prortp. 
reoliY radtl~ll was ~nviss l~ - ~ I ~ i ~ 4 ~ r a  statute ~memhel~'d 0n~y 
lelllsisttv~ ~ f~r s~y lb l~  s t ~  ~scur l  *" - h i s i ~Y  by ~ludeots ~i True, Iiockefeller by ~pe~dlsts n Imnspor~ t '~  
mild don ~ ~iulitorY t ~ . r i i n t ,  the 
.as  d ~ t ~ i  bY t l~  pop~i,~. H e v e n t ~ ,  F e d e r e l i n e l l y G l l l l l i ~ m  ~ 
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the career of i ts  dis t inguished sponsor, Senator Robert  
M. ( "F igh t ing  Bob") La FoHette, Sr., by the West 
Publishing C o m l ~ n y ' s  editorial  staff, and  by lawyers 
who represent oil pipeline companies.  This  is the 
Valuat ion Act of 1913 (37 Sla t .  701), now cedified in 
Section 19a of the In ters ta te  Commerce Act. It 
directs us to collect and publish information shout  the 
value of the carriers '  proper t ies  The  original  coot of 
tho~,e properties is one of the things tha t  we are 
supl~sed  to look at.  But we are also required to 
examine other kinds of "value."  The s ta tu te  refers to 
"the cmt  of reproduction new." I t  also speaks of "the 
cost of reproduction less depreciat ion."  Finally,  there 
is • va~ue catch-all reference to "other values and 
elements  of value." The carriers main ta in  tha t  this 
manda tes  the applicat ion of t radi t ional  la i r  value 
concepts to this field. 

The a ~ u m e n t  is flawed. To  begin with,  the Count 
of Appeals has relet ted it. Farmers Union Central 
F_,xchan~ v. FeOeral F_.nerly Reg'ulatory Commission, 
584 F .~I  408, 413-422 (1978) (hereinafter  cited as 
"FARMERS'). All future ci tat ions to and quotat ions 
from FARMERS are referenced to the p ~ e  numbers  
in 584 F 2 d  without repeti t ion of the number  of that  
VOlume. 

Tha t  happened in this very case. Moreover, the 
S u p r e m e  C o u r t  den i ed  W i l l i a m s '  pe t i t i on  for 
certiorari.  Williams Pipe Line Co. v. Federal E~er~ut 
ReguMtory Co•minion, 439 U.S. 995 (1978). Tha t  is 
the end of the matter .  For  us, it  is " the law of the 
case" that the Valuat ion Act is wholly devoid of the 
s~nif icance that  the cachets  a t t r ibu te  to it. No mote 
need be said. Nevertheless,  we th ink i t  appropr ia te  to 
note tha t  we find it  hard to see how the Valuat ion  Act 
could possibly have done the indust ry  much pract ical  
good, even if the Courl  of Appeals had been wil l ing to 
read that statute as the indust ry  re•all it. See n. 306, 
infra. 

T h e  second  prong to  the industry 's legal  
a rgumen t  revo4ves in essence a r n o l d  the inaction of 
Congress. The  legislators have known for a long t ime 
t ha t  the I n t e r s t a t e  Commerce  Commiss ion  was  
regulat ing oil pipelines in • manner  so relaxed as to 
he a l toge the r  wi thou t  para l le l  in the world of 
regulation. Yet they never amended the s tatute .  They 
never directed the ICC to show rno~ vigor. Ergo, the 
clasatcal ICC m e t ~  must  he "the law." 

This  a rgument  has more to it  t han  the first  one 
does. Indeed, we attach considerable weight to it. But 
we do so as a ma t t e r  of s ta tesmanship ,  not ar a 
matter of law. ~ pp. 84.87, supra. 

The indust ry  goes much  further  t ~ n  that .  I t  
claims that passing refeconcos to oil pipelines m 
certain commit tee  reports  and floor colk~mes durin8 
the 1970% (all of them digr~mmas hecau.w the central  
topic being examin~ l  in each instance had mxh ing  to 
do  wi th  pipelino~) make  a myster ious  body of 
uncedified s ta tu tory  law about  the subject. 

These "secret s ta tu tes"  are said to read as though 
they had been draf ted by the indus t ry ' s  lawyers. We 
do not see bow tha t  can be so. The  Ccctstitution 
prescribes the way in which laws are to be made. I t s  
text gives no sanction to the idea tha t  a 19C~ s ta tu te  
can be amended or "clarif ied" by casual remarks  
seven decades later in commit tee  reports about  other 
s ta tu tes  deal ing wi th  other matters .  Accordingly, we 
find the indust ry ' s  reliance on the legislative histories 
of the Ra i l r oad  R e v i t a l i z a t i o n  and  R egu l a to ry  
Reform Act of 1976 and the Depa r tmen t  of Ene r ry  

OrEanization Act of 1977 misplaced. Far  stronger 
c o n t e n t i o n s  of t h a t  t y p e  were re jec ted  by  a 
u n a n i m o u s  C our t  in Securities and Ezchanlle 
Commission v. S / a n ,  436 U S .  Ilk3 (1978). The 
justices said there that  they were "extremely hesitant 
to pcesume general congressional awareness . based 
only on a few isolated s ta tements  in the thousands of 
pages of legislative documents ."  Their  next sentence 
observed " [ t ]ha t  lantu•s~e in • Commit tee  Repoet, 
without  addit ional  indication of more widespread 
conBreuion•l  awareness, is s imply  not sufficient . .  " 
436 U S .  at  121. True  it  is tha t  the construction of the 
s ta tu te  said to have been embraced by subsequent  
ConEresses in $1onn was "a t  odds with the lanEuase of 
the section in question and  the pa t te rn  of the s ta tu te  
taken as a whole." 436 U S .  a t  121. T ha t  is not so in 
this case. But what  is true in this case is tha t  the 
propriety of the very methodology that  Congress is 
said to have approved, ratified, and silently enacted 
or re-enacted into law was being holly l i t igated before 
the In ters ta te  Commerce Commission and before the 
Court  of Appeals for the Dis t r ic t  of Columbia Circuit .  
T h a t  was  happen ing  in this  case. And it was 
happening at the very t ime tha t  Congress is supposed 
to have embraced the ICC's  corpus of oil pipeline 
common  law. 

Thus  the a rgument  is tha t  the relatively recent 
Congresses of 1976 and 1977 tokl us and also told 
reviewing courts how to decide the essential  issues 
tha t  this case presents about  the construction of a 
1906 statute .  O• course, Congress can de such things.  
But it  almtmt never does. No showmg has been made  
that  it  followed tha t  extremely unconventic¢~l course 
in this instance. Nothinl[ tha t  we have seen persuades 
us tha t  the ~ that  ~ the Rai l read  
R e v i t a l i z a t i o n  a n d  D e p a r t m e n t  of  E n e r g y  
Organizat ion Acts can be presumed to have reali,v.ed 
tha t  they were also voting a t  tha t  t ime on the 
subetance of oil pipeline rate regulation and tha t  they 
were voting in favor of the earners '  views. 

s ~  T h a t  is a peeslb/lity. But there is also another  
pc••ability. Astute  lawyers on both sides m a y  have 
decided to steer clear of Ig(~ .  Tact ical  mot ivat ions  
for t ha t  are  no t  lacking.  F r o m  the  i ndus t ry ' s  
perspective the oily co~troversiez at  the turn of the 
century are sordid and embarrassing. The less said 
about them the better. The industry also argues for 
the best of all warlde---~ valuatian rate base .o/~ 
r a t e s  of r e tu rn  ca lcu la ted  under  con t em pora ry  
regulatory s tandards.  Since contemporary stand•call  
are far  different from throe of 1906, let alone the 

• 1940% when the ICC farh~'~ed i ts  peculiar ra te  of 
re turn methodology, the indust ry  is precluded by 
consis tency from louking ton hard at  what the 
C o t ~ r e ~  of 1906 intended. The  indust ry ' s  critics are 
in about  the same shape. We know of no turn of the 
century  suppor t  for their  public u t i l i ty  concel~ions, 
which would, we th ink ,  p robably  have rounded 
extreme and  a bi t  peculiar  to the Congress of 1906. 
And we doubt that they know of any such support .  I f  
they did, why  wouldn ' t  they tell us about  it? Since 
such suppoct app~rs  to be abeent, the critics have an 
obvious incentive to ignore 1906 and to talk instead 
of the many post-New Deal authorities about electric 
power, about gas, and about telephones thai tell us 
nothing at all about what the Con~-ess of 1906 had in 
mind about this subject but that support their ideas 
about what o ~ h t  to be de~e with oil pipelines in 
1982. 

FL~C mq.x~ 
ooo-@s ¶ 61,260 
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That  is legi t imate advocacy. We do not censure 
it. But we are cer ta inly  not l imited by it, either. 
When questions of law and policy are involved, the 
s trategic judgments  made by the advocates  do not 
confine the dis interes ted t r ibunal ' s  range of inquiry. 
Suppose, for example,  tha t  counsel on both sides 
present  a nice const i tut ional  point  without  reference 
to the debates  at the Const i tut ional  Convention,  
because nei ther  side finds sufficient succor for its 
position in those debates.  Does it follow tha t  the 
judges are prec luded from looking at  what  the 
Framers  had to say about their own handiwork? The 
quest ion answers  itself. 

=ix C/'. Brest, The Misconce ived  Quest For the 
Original Unders tanding,  60 B . U . L .  Rev. 204, 238 
(1980): "To put  it bluntly,  one can be t te r  protect  
fundamenta l  values and the integri ty  of democrat ic  
process by protect ing them than  by guessing how 
other  people meant  to govern a different  society a 
hundred  or more years  ago." 

=x= Brown v. Board o f  Educat ion ,  347 U.S. 483, 
492 (1954). However,  tha t  observat ion was preceded 
by a careful s tudy of what  had happened  in 1868. 
Indeed,  the Court ' s  interest  in " the  unders tanding  of 
the f ramers  of the [Fourteenth]  A m e n d m e n t "  was so 
grea t  t h a t  it put  a series of pointed historical 
quest ions to counsel and also ordered a r ea rgument  at  
which those questions were vent i la ted.  Gebhart  v. 
Beoiton, 345 U.S. 972 (1953). Of tha t  rea rgument  the 
B r o w n  opin ion  said: " R e a r g u m e n t  was largely  
d e v o t e d  to the  c i r c u m s t a n c e s  s u r r o u n d i n g  the 
adoption of the Four teenth  A m e n d m e n t  in 1868 . . .  
This discussion and our own invest igat ion convinces 
us tha t ,  al though these sources cast  some light, it is 
not enough to resolve the problem with which we a r e  

faced. At best, they  are inconclusive . . .  What  . . .  
Congress and the s ta te  legislatures had in mind 
cannot  be de te rmined  with any degree of ce r ta in ty . "  
347 U.S. at  489. 

Thus  the Supreme Court ' s  problem in Brown had 
something in common with  our problem in this case. 

~*8 The Const i tut ion is hard to change. The Act is 
easy to change. Congress has changed it many,  many  
t imes.  W h e n  it came  to oil pipelines,  however,  
Congres s  n e v e r  chose to m a k e  a n y  change  o f  
substance.  Indeed,  it has shown itself loath to t inker 
in even the sl ightest  degree with the words tha t  its 
predecessors of 1906 wrote about oil pipelines. Thus  
when the Congress of 1978 recodified the In te rs ta te  
Commerce  Act (92 Stat.  1337) it expressly excluded 
"those l a w s . . ,  related to the t ranspor ta t ion  of oil by 
pipel ine" from the scope of the recodification. 92 Stat. 
1470. As a law professor who recently became a judge 
observes,  " i f  courts  mi s in t e rp re t  a s t a tu te ,  the 
legislature can nullify their  mis in te rpre ta t ion  ra ther  
easily through an amending  s ta tu te  . . .  Courts have 
much more leeway in in te rpre t ing  the Const i tut ion,  
not only because the Const i tut ion is so costly to 
amend,  but also because its an t iqu i ty  makes it 
unlikely that  the same political forces that  procured 
its a m e n d m e n t  are still around to nullify depar tures  
f rom i t . "  Posner ,  Economics ,  Politics,  and  the  
Read ing  o f  S ta tu t e s  and  the Const i tu t ion,  49 U. of 
Chi. L. Rev. 263,291 (1982). 

2a4 The inaction may indeed be much more 
significant than the action. 

2*B That  many of these seem of doubtful wisdom 
t o d a y  w h e n  the  n o t i o n  t h a t  e v e r y  fo rm of 

¶ 6 1 , 2 6 0  

" t r anspor t a t ion"  must  be t ightly regulated is no 
longer deemed axiomatic and when there is less faith 
in the regulators '  unerring wisdom than there used to 
be is beside the point. That  is so because we are 
inquiring into the intellectual cl imate of an earlier 
day when economic regulation was in fashion. 

2 x e  These  d e v e l o p m e n t s  are  reviewed in 1 
S H A R F M A N  at 86-292. 

=iT Control over abandonment  is an impor tant  
subject. It deserves some comment .  To begin with, it 
is fairly obvious that  a regulatory scheme that  
permi ts  the regulatees to abandon service whenever  
they find the regulators '  decisions about  prices 
unpalatable  isn ' t  worth very much. That  kind of 
regulation gives the regulatees a veto power over the 
actions of the regulators. It is as full of holes as a 
Swiss cheese and is arguably t a n t a m o u n t  to no 
regulation at  all. South  Carolina Genera t ing  Co., 16 
FPC 52, 58 (1956). See also the report  of tha t  same 
case in 16 FPC 1365 (rehearing denied). With respect 
to this phase of the mat te r ,  the Federal  Power 
Commission 's  decision was aff i rmed by the Court  of 
Appeals  for the Four th  Circuit  in South  Carolina 
Genera t ing  Co. v. Federal  Power  Commission,  249 
F.2d 755, 762 (1957), cert. denied, 356 U.S. 912 
(1958). 

Because control over abandonment s  is so central  
a cornerstone of effective regulation (see 1 Priest,  
Princ ip les  o f  Pub l i c  U t i l i t y  Regu la t ion  380-403 
[1969]), we are loath to confess that  we lack it here. 
Yet it seems clear tha t  we do lack it. Tha t  the s ta tu te  
contains no express res t ra in ts  on the carriers '  freedom 
to abandon is not necessarily controlling. A look at 
the Federal  Power Act shows tha t  this is so. Tha t  
s t a t u t e  does not use the words "abandonmen t , "  
" t e rmina t ion , "  "cessat ion,"  or "hal t ."  Nevertheless,  
wholesale electric service that  falls within the Federal 
Power Act 's  ambi t  cannot  be halted without  our 
consent.  Pennsy lvan ia  Water  & Power Co. v. Federal  
Power  Commission,  343 U.S. 414 (1952). 

We are strongly t empted  to hold the reasoning of 
that  case as applicable to oil pipelines as it is to 
wholesale electric power. Such a holding would, of 
c o u r s e ,  g i v e  us t h e  c o n t r o l  o v e r  p i p e l i n e  
abandonment s  tha t  we think essential to meaningful  
regulation. However,  formidable obstacles s tand in 
the way. 

To b e g i n  w i t h ,  the  I n t e r s t a t e  C o m m e r c e  
Commission never claimed that  power. Now tha t  
agency may not have done a great deal in the 
concrete with its regulatory powers over oil pipelines. 
But it was seldom bashful about assert ing those 
powers  in the  abs t r ac t .  Yet it never  c la imed  
regulatory jurisdiction over pipeline abandonments .  
Nor did any of the vociferous critics of the In te rs ta te  
Commerce  Commission 's  oil pipeline performance 
censure the agency for its laissez-faire tack on 
abandonments .  

We conclude that  the ICC was right. We find 
that  the Power Act analogy suggested earlier in this 
footnote fails. 

Unlike the Power Act, the In te rs ta te  Commerce 
Ac t  c o n f e r s  e x p r e s s  r e g u l a t o r y  c o n t r o l  ove r  
abandonments .  But tha t  control added to the s ta tu te  
by t h e  T r a n s p o r t a t i o n  Act  of 1920 ( see  I 
S H A R F M A N  239-240, 283) applies only to "carriers 
by railroad." 49 U.S.C. § 1(18), now § 10903 of the 
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recodlfied 49  U . S C .  We can conceive of no rentable 
basis o~ which Congr~m could be deemed to have 
created two kinds of controJ over abandonments ,  an  
e~q>licit comrol  over "carr iers  by  rai | rm|d" and an 
implici t  control tha t  came to the same th ing over 
carriers by pipe. 

We should add tha t  our s tudy  of this point lentil 
us to believe that **through routes" and *'j~nt routes" 
are on a special fontmg and  tha t  our approval  is 
essential  before service on any  Such route can be 
dbcont inued.  S e e 4 9  U .S .C  § § !(4), 3(4), and  15(3). 

zts  An argument  to the contrary can be made. I t  
usually can. Here one can reaso~ tha t  the fact the 
powers  confe r red  on the  I n t e r s t a t e  Commerce  
C o m m i a ~ m  after  1906 were not  e~totuied to o~t 
pipeline~ tells us only tha t  such powers were deemed 
tmneceua ry  in this  industry.  The  a rgument  would, 
we suppme,  run mmeth in~  like this: 

(1) ARANZ)ONMENT~ - Why bother to regulate 
oil pipeline abenckmmonts? The carriers are their  
own most impor tan t  customers. So it  is altognther 
un l ike ly  t ha t  they  would abendon  service to 
thems~lvas without  good and  sufficient reason for 
zo d o i n g  

(2) QUALITY OF SERVICE - Wha t  has just  
been m i d  of abandonments  is also true here. Why 
would the S tandard  Oil Company  have wanted to 
serve itself inadequately? I t  may,  of corlrae, have 
h a d  a m o t i v e  fo r  s e r v i n g  independen t s  
inadequately.  But the prohibit ion of discriminatio,~ 
would, if enforcod, have been an effective check on 
that .  Noth ing  more was needed. 

(3) SECURITY ISSUES. The~ were resulated 
to protect  investors and to shield both the inves tw 
*rid the ~ a m c r  from tha be~(u l  eff~-ts of the 
torrents of watered stock and the sweetheart deals 
between invastment hankers and issuers that 
mmrr~l  tha t i t~ncla l  blatory of the railroed~ rand of 
the uti l i t ies in the bad,  old pre-S.E.C, dayz.  But  oil 
p lpel ining was free from these evils. For  one thin~, 
there weren ' t  m a n y  oil pipeline inve~m's.  Then,  as  
now,  the  p u b l i c  i n v e s t e d  in i n t e g r a t e d  oil  
companies,  n ~  in oil pipeline enterpr ise~ Secondly, 
nei ther  the o k / S u m d s r d  Oil C~mpany  nor the host 
of aub~idiar ias  theore t ica l ly  relmu~ed from its  
con t r~  by the decision in U~dred~,~t~ v. 
Oil C o m l ~ y ,  771 U.S. 1 (1911), was smlty of 
m h n m a t i a g  investors. John D.  Rc~:keleller may  
have been a **robber ham~."  If  so, he "robbed*' his 
compet i tors  and hla c u ~ m ~ e ~  His  i n ~  he 
u e a t e d  well. Ror.k~el lm w ~  net  a J ay  Gould,  a 
Daniel  Drew, or a Samuel  Immll. He  had be~w~ life 
as  a bookkeeper .  And  be r e m a i n e d  a good 
he~theop~r to the  t~'td. He  m a y  indeed have 
histccy's grea tes t  and  most  gifted bookkeeper. 
Investors  who pu t  their  t rus t  in h im had no cause 
for ragret.  So why  regulate  m m e t h i n s  t ha t  was  
working so xplendidly~ 

( 4 )  S T A T U T O R Y  I N S U L A T I O N  F R O M  
COMPETITION.  H e m  alpttn there was no need 
for controb. In fact,  the b u s ~  was a m ~ o l ~ y .  
And everybody knew i t .  The Standard Oil 
Company  never mainta ined  tha t  i ts  oil pipeline 
operatic~m faced much competit ion.  To  superimpose 
a legal monopoly on a pre-ezisting actual monopoiy 
would have been pointless and  silly. Th i s  line of 
a rgument  has something to it. But there is also 
much tha t  cuts alptirmt it. T rue  it  is tha t  there is 

m ~  ~ r m  
o~o--4m 

l i t t le danger that  an integrated oil company will 
mis t rea t  itself. But Cor~ress  obviously wasn' t  
w~rrymg about  that .  I t  was worrying about  the 
i n t eg ra t ed  companies '  power to m i s t r ea t  the 
indepem~enu. T ha t  power could be exerctsecl by 
sbandanin8 service on routes crucial to a group of 
ir~depen~en~ bu t  relatively un~mpor~n t  tO the 
shipper-owners and by refusing to extend lines to 
sites more significant to the independents than  to 
their  major, integrated rivals. I t  could also be 
exercised by routing a new line in a way that 
favored its integrated owner and that  disfavored 
that  integrated owner's independent competitors. I t  
is hard  to see how anyone could have considered 
such conduct unnatural or unlikely Yet Congreis 
never did anyth ing  to curb it. We do not deem 
our se |ves  free to s h r u g  t h a t  f a i lu re  off as 
inadvertent  or inconsequential. 

Int T ha t  was FARMERS. There  have been other 
cases. But all of them turned solely on jurisdictional 
p~nts. 

m FARNIERS a t  413. (Emphas i s  added.)  

zzt Certainty is elusive in tbor¢ matters. 

m What precedents would we parse? The on]y 
c ~  in I)Omt is Farmers. I t  raises provocative 
questions. But it does nm answer time. 

m The legal l i terature tha t  we think in point 
tel I. us no( to icok a t  legal l i terature. The cit~ticn 
tha t  we have in mind is Holmes, The / ~ t h  o / t h e  
Law, I0  Harv.  L. Rev 457, 469 (1897), where we are 
advised tha t  history *'is a par t  of the rat ional  s tudy 
[of law], because it  is the first step toward an 
enlightened skepticism, that is, toward a deliberate 
reconsideratin~ of the worth of . . .  rules? and the 
future Juztice Ho4mas goes on to say: "For  the 
f a t i m a |  s tudy  of the law the b~c lde t t e r  man  m ay  be 
the m an  of the p o t e n t ,  bu t  the m an  of the future is 
the m an  of stat is t ics  and the mas te r  of economics." 
Those w ~ d s  were wri t ten 85 years  ago. I t  is high 
t ime to pu t  them into practice. And we can think of 
no bet ter  cc¢,a~ion on which to do so than  this one. 

Our p~-dece~mcs seem to have taken the same 
view. In an  interJocutory order occasitmed by a 
scltmld~e about the precise scope of the inquiry  to be 
made  in the ins tan t  case they  ~*d:  *'What are the 
numbers?  That is what we want to know." The 
quota t ion iz from footnote 5 to the Commission 's  
oedcr heroin of AuguK 6, 1979 [8 F E R C  ¶61 ,139] ,  
which referred a m~Xion to exclude c e r t a i n / ~ u e s  from 
the ~ o p e  of thase peocoedings to the sdmmis t r a t / ve  
law bxlSe. 

m For  remmos tha t  we arc abotat to explain, the 
very large amounts  collected by the Trons  Alaska 
Pipeline Systom have been excluded. As we have m id  
several t imes,  the Alashan situation may be special. 
Were Alaskan pipeline revenues to be included in the 
cakula t io~,  the 61 cents peg barrel  t t a t ed  in the text 
would become $1.11 per b~-rel. 

m See pp. 188~9, /nfra. 

m The relevant cak'ulatiom are explained in the 
A p p a n d ~  For ~ there s ta ted we think cltr 
estimate ccmervat ive .  That is why we *ay '*at lea~t 
$240 billlon." 

m See pp. 188-89, mfra. 

m The heated controversy about  the propriety of 
the sy~tem*s rates sterns in the main  from the fact 

¶ 61,260 
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tha t  the royalties and the severance taxes due the 
Sta te  of Alaska are computed on the value of the oil 
a t  the wellhead. Tbat wellhead value is the world 
marke t  price minus  the c a t  of transpm~uttiou. So the 
higher the pipeline charge, the lower the Sta te ' s  oil 
revenues. Hence Alaska wants  the pipeline charge to 
he as low as possible. Conversely, the shipper-owners 
have an obvious self-interest in l ~ y i n g  themselves as 
much for pipeline t rans i t  as  they can possibly get  
away  w i t h  Every t ime they shift  a d ~ l a r  from one 
pocket to the other in order to pay themselves for 
shipping their  own oil over their  own pipeline they 
save 27.5 cents in royalties and  severance taxes tha t  
would otherwise fall into Alaska's  coffers. 

The Uni ted  States  also has an interest.  I t s  
interest  is dual.  The  Uni ted  States  wears two hats  in 
the Aluhan affair. One of throe hats  is tha t  of a 
landed proprietor.  The  Uni ted  States  ~ Alaskan 
lands capal~e or believed to be capable of producing 
commercial quantities of oil. The revenue stream that 
the Federal Treasury can expect to derive from those 
properties is affected by the level of pipeline rates. So 
State and Natiou have a commou interest in doing all 
that they can to keep Trans Alaska's rates down. The 
United States's second interest stems from the 
an t i t rus t  laws and  from the na t~ ' l a l  policy in favor of 
competit ion.  The  theory here is that :  

( I )  Though  h~h pipeline rates tha t  they l~ty to 
themselves do nol deter the shipper-owners f rom 
looking for Alaskan oil, they  do d i ~ou rage  non- 
owners f rom e m b a r k i n g  on expensive Alaskan 
adventures.  

(2) Excessive rates on TAPS  therefore run afoul 
of the fundamenta l  nat ional  public poficy in favor 
of compet i t ion and  of the dispersion of economic 
power by c e ~ e n t r a I i n g  Alaskan produotiou in the 
hands  of the Iffoup of major companies that owns 
the pipeline. 

sm In due course we shall have to decide whether  
it dens. 

Sex See n. 4, supra. 

m See Trans Alas]hi Pipeline System, 20  F E R C  
1 61,044 (July 12, 1 ~ 2 ) .  

m As noted earl ier  and as every a t ten t ive  
newspeper  reader knows, there is a great  debate  
about  exactly how compet i t ive  the oil business is. We 
need not enter  tha t  dehate.  Nor  do we prapese to do 
so. Nevertheless,  we th ink it  appro~rmte  to note tha t  
the indus t ry ' s  r n ~ t  a rden t  eemmmist-defenders do 
not  assert  tha t  it  is pedee t ly  and  purely competi t ive.  
Nor,  so far as  we have been able to ascertain,  do the 
industry  and  its friends assert  tha t  it  is o t~  in which 
sell ing prices are a lways precisely a t tuned  to the c a t  
of productiou. 

Magui tudes  are relevant  here. A fall in the 
c a t  of crude is almo*t cer tain to be pasaed slang,  
because tha t  coot bulks so large in total  c.mt. A fall in 
the cost of peper  clips of in safe deposit  box rentals,  
ou the other hand, would a l m m t  cer ta in ly  be drowned 
out hy other  factors. Pipeline t rans i t  wmdd s p e a r  to 
fall somewhere between these two extremes. Jus t  
where we don' t  know. 

m See pp. 108-110, su/~ra. 

u s  The  aseumpt~e about  expense is based on 
what  we know about  l i t~a t ton  c~ts and on the fact 
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tha t  Kerr-McGeo does not normally l i t igate m forma 
paupens .  

sat  T h a t  K e r r . M c G e e ' s  m a n a g e r s  are such 
zealous consumerists  teems just  a wee bit  unlikely. 
We note in this connecuon tha t  the consumerists  
t h e m s e l v e s  a p p e a r  ob l i v i ous  to K e r r - M c G e e ' s  
affection for their  cause. Thus ,  for example, all of the 
m any  references to Kerr-McGee in P r ~ e ~ o f  Robert 
En~ler 's  The Politics of Oil (1961) are critical.  And 
some of those references are scorching. We, of course, 
express no opinion as to the correctness of Engler*s 
criticisms. T h a t  is not  our sphere. 

But we do think it  appropr ia te  to note tha t  the 
oil pipeline rate all iances between some of these who 
purpof t  to speak for the coasumer and certain 
independents  in the oil industry  are strange,  strained,  
l imited,  t ransi tory,  and uneasy. The  two factions may  
a t  t imes  join hands  and voices in denouncing the 
p ipel ine  owners '  ou t rageous  ty ranny .  On other  
matters ,  however, they seldom see eye to eye. When it  
comes to the price of na tura l  gas. to controls on oil 
prices, and  to the tax t rea tment  of oil and  gas, the 
two ~ o u p s  are in different camps. Indeed, they have 
been known to turn  on each other furiously. Since 
t h e e  other subjects have for the I~s t  40  years  been of 
appreciably greater  moment  for the oil industry,  for 
its critics, and for society in general than  oil pipeline 
rates,  the oil pipeline rate reform alliance has  been a 
feeble and a tepid affair  since the end of the Second 
World War.  

On Capi to l  Hil l  it  has wou a few friendly 
l e g i s l a t i v e  r e p o r t s  ( t h e  K E N N E D Y  S T A F F  
R E P O R T  is o re  and the so-called Celler Report  
[Repots of the House Commi t t ee  on the Judiciary on 
the CooJent Decree Pro#ram of the Det~rtment o[ 
Jus~ce,  85 th  Cong., b t  Se~.  (1959) | )  is another.  But  
tha t  is all  i t  has won. The  oil pipeline rate reform 
h a w k s  h a v e  h a d  to c o n t e n t  t h e m s e l v e s  w i t h  
legislative documents  tha t  never led to legislation. 
These documents  make  pleasant  reading for those 
who agree with wha t  they say. But  save for the 
salartes collected by the Corqp-mm~nal stuff members  
who wrote them and foe the remunerat ion received by 
the people who replied to them on the ir~dustry's 
behalf,  they have yet  to pu t  a nickel into anybody's  
pocket. 

Now this does not  mean  that nobody cares about 
these rates unymore. The carr iers  obvimtsly care. 
They  are qui te  pus i m u t t e  on the subject. T h a t  is why  
their  defense of the s ta tus  quo (or of their  version of 
the s ta tus  qno, a version tha t  differs substant ia l ly  
from ours) is so ardent .  I t  is also why they are now 
beseechin~ Congress to deregulate.  

Some of the carriers '  adversaries also care. But 
they do not care that  mueh. Other  ma t t e r s  are more 
impor tan t  to them.  And since they d luqFee  heatedly 
with each other about  t h e e  other mat ters ,  they have 
never  been able to m oun t  a real ly formidable  
legislative effort to al ter  (or as some of them would 
have i t  to update)  the Grea t  Oil Pipeline Compromise 
of 1 ~ .  The  oil pipeline rate conliUo¢~ tha t  the 
carriers '  adversaries have formed from t ime to t ime 
have been conlitious without  consensus. U p  to now, a t  
least, these teams of strange bedfellows have not been 
notable for political effectiveness. 

Feders; Eneqff Quldeibms 
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m The a~ricultural cooperatives alfied with 
Kerr.McGee in this case are consum~-mvved. Hence 
we think it fair to usume tha t  they do speak for the 
consumer .  Now those cooperat ives a re  very  
s~bsrantial entities. Their  a~¢t$ run to the hundreds 
of milliow. We ore not talking about a handful of 
~ v e r s  b~nding t ~ e t h e r  to run t small stme io 
Ruchdaie, England. But ml is a very b~g business. And 
on an overall, industry-wide ~ i s ,  cooperatives do.not 
bulk large in the oil butirs~s. Were rural cooperatWe$ 
as much o( a force in oil as they and their mm~icipally 
owned cnosins are in electric power and were the cost 
of pipeline transit  to figure as prominently in the cost 
of gasdine and home heating oil as the c ~ t  of 
pprehased power does in the electric bills of people 
served by utilities that  b~y all or m ~ t  of their energy 
from others pursuant to arcer~ements subject to the 
Federal power Act, an altogether different situatloe 
would be pr~ented.  Our v,.ew of the instant c a ~  
wo~ld a~o be different. 

We do not ~ e S t  tha t  i t  should have been. 
Kerr-MCGee is a business enterprise. I t  is not the 
Consumer Federation ol Ame~iua. 

Once again we note that what we say her 
may be L, mpp] feeble to the TrlL~ ~ System. We 
do not say that  i t  is inappticable. We say only that; 

(A) [ t  may he inapplicable; 

(B) An inquiry wil l  have to be made in order to 
determine whether i t  is applicable or inapplicable; 

und 
(C) A furthe¢ inquiry will be needed to lee 

whether the dlfferenoe between the Alaskan pipeline 
and the plpelln~ in the lower 48 is • diHerenco that  
makes a difference. 

~.a Sounds absurd. But ~e United States v. 
United Shoe Machinery Corp., 247 U.S. 52 (1918); 
258 U.S. 451 (1922); r i o  F. Supp. 295 (D. MuM 
1953), af rd  per curlam 347 U.S. 521 (19,54); 2 f~  F. 
Supp. 328 (D. M~um. |967) ,  rev'd., 391 U,S. 244 
(1968). Moreover, we maY he dealing here with 
~mething of that sort. S u p p ~  that ~om¢ Victorum 
t y c ~  had begun by acquiring a stranglehold on the 
~ l a a e  t ~  ~ ~ then made u tu te  tac t fu l  tas~ 
of that to a£qui~ • p~pocuJor~nt pomtlo~ In iho~.  
This  could well have lvd to an outcry from the 

• I t  coukl aim have indopendenta in the shoe busi~m. "d~ne 
led to wkk'~prond popular cmcern about s 
trus~'" and about the s,.ratqOc impm'tanee of h~e~. In 
• uch c i ~ u m s t a ~ e ~  C ~  might have perceived s 
problem and might  have exper imented with a 
regulatory "soiuti~x." 

m In Christopher Columbus' t ime spice prices 
were a burning im~e. In  the intervening five centuries 
thei¢ importance had dwindled. 

m But much of the $~¢e tha t  we use com~ from 
abroud. SO i t  is not a l together  clear how the 
regulatory scheme ~ w ~ k  or hew much real 
effect i t  weuld have even on the price ol ip~ce, let  
a~o~ the cost of food, 

• t* This  is, of coterie, a var iant  of our e~dier 
hypothetical case about thnehlces. True.  no one has 
ever contended that  the apl~rol t rade is mon~p~istic. 
F a r  from it .  G a r m e n t  production is general ly  
regarded as t he  most c o m p e t i t i v e  type of 
menufacturinlL as the competi t ive industry Per 
excellence. Suppe~,  however, that through p*ttente or 

~ o - - ~  

othccwile some ol the larger apparel  mlmufaeturers 
uired a firm I~P on the button trade. "Fneir 

acq . . . . . . . .  ;toes w ~ l d  then probably consider $~S;l:r I.tn.l~;-. 
then~Ives  the vict ims of a "squeeze." And the odds 
are that  they would be right. Sympathy for the 
"squeezees'" might lead Cov4gresS to try to do 
something for them. That something could o i l y  rake 
a regulatory form. But it would hal follow from all 
this that breton pdces were of anything like as much 
moment to people who merely wore ck)thet as they 
w a r  to people who made clothes. Our sup~Itmt1~ 
¢Jue about bu t t~  ~J turns on the misut¢ o( a patent. 
Such thinKS happen. Analytically, conduct of that  
tort  has much in common with the "IKiuecze plays" 
sold to have been peacticed by the 0il pipeline 
industry for the past century. Hence we think it 
significant that when wrongdoing l~tentees are 
ordeRd to issue patent licenses and to Mant licensees 
Options to buy on relumoable terms, it is not public 
utili ty ~ b l e n o s s  that supplies the applicable 
standard, but something much lo~or and far more 
permbmve. See, e.¢, ge~er .Mr~nu[actut~ng C~ v. 
United States, 343 U.S. 444 (I95Z).  

I ~  Many of them are businessmen. 

su They might serve val~ble ri tual  functions. 
They might remind the populace ol historical pants 
that i t  th~dd bear in mind. But i t  is hard to see how 
they could do anything of subarance for pragmatically 
minded, ml ter ia l is t ic  consun~n. They might, of 
coarse, do quite a bi t  for pragmatically minded, 
material ist ic Mwyers. Thnt, however, is amgher 
matter. On second thoulht, however, it  may well 
that some matter .  Over the long run the burden of 
tho~ handsome legal bi$|s would pro~thly falJ on the 
consumer. So it~utd the Government's out of pocket 

reguiarory costs. 

st t  Tha t  proceeding was in i t ia ted by the 
interstate CommerCe Commiuion back in 1974. At 
the ICC i t  was called Ex / ~ r t e  . ~ .  When it  came 
here on October I, 1977, it was ~ RM78-2. The 
carriers found i t  of Ip1~t inteRst.  So did the A n t i t r ~ t  
Divit ion. But, apart from the compllining shippers m 
this case and the State of Alaska, oob~Jy else did. 
The small and sel~:t circle ol oil pipeline rate fans 
spent a great  deal of t ime on that  ru|emaktng. I ts  
members spilled firm's at ink ~ the mysteries there 
invest~ated. But nary a word was ever heard from 
anyone who claimed to be a co~umer  or a consumer 

advecate. 
For a history of the bisarre rulemaking 

p ~ n g s  and for i n  luct'ot~t of the factors that led 
the C o m ~  to terminate them on Jantmry 9, 
I ~ 0 ,  ~e  Am~r.~tion ~ O// p/pc/rues, IO FERC 

1 61 ,u23  
ese Might  there not he something to both 

hypotheses? 

Im See pp. 112-18, supra. 

~st However, we have no~ heretofore prt~¢nted 
the ~tasistic~l guppy'S for o~r views, provio~ly  we 
asked the reader to occopt those views on f/~ith, We 
no ~ong~ do so. We now offer evidence t h l t  we think 

"substaxltiai." 

e l l  T r u e ,  proposi t ions arc not proved by 
,epetitio~. But, as HoJme~ once observed, there see 
times when it is mote i m p o t e n t  to keep the obvious 
well in mind than it is to elucidate the 0b~ure.  

See pp. 1-15, supra. 

¶ 61,260 
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tas ,fee p. 12, su;wa. 

am See pp. 63457, s4Jpra. 

am T h a t  axiom binds us in the way tha t  Eucl id 's  
axiom about  parallel  lines never  meet ing binds  a high 
scho~ class in plane geometry. 

mr See n. lT,  supra.  

ssa No independent  pipeline owner wmtkl have 
any  motive for that .  

am See the 1978 Univers i ty  of Oklahoma doctoral 
dissertat ion by Johnnle K. Plercey, The Pfpeiine 
Segment o[ the Domestic Petroleum Industry; 
Structure and Condm:t 19-26 (1978), hereinafter  cited 
as  " P I E R C E Y . "  

Wri t ing  in 1931 Proleator Sha r tman  who was not  
p rone  to d e p r e c a t e  e i t h e r  the  e x t e n t  or the  
sqgnificance of the ICC's  work, brushed the pipelines 
off with a cursory '*The Commission 's  powers over 
p ipe  l ines . . .  have  remained  in most  respects 
unexerc ised"  2 S H A R F M A N  at  96. A few pa l~ t  later 
(a t  99-1U0) Shar fman  ~ d :  "Signif icant  da ta  [about  
pipelines] have . . .  been made  available,  bu t  no 
rngulato~ action has followed." 

am Number s  for 19~6, when ixessure from the 
independent  producers led to the enac tment  of the 
s ta tute ,  were roughly the same u for 1931. 

These questions reflect the v~ev~ of the 
indu t t ry ' s  critics. However,  these views m ay  have 
been moce conspiratot ial  than  the evidence wareants.  
Professor Johmmn thinks tha t  high pipeline rates  were 
t r a d i t i o n a l  in  the  i n d u s t r y ,  t h a t  m a n a g e m e n t  
followed tradit ion,  and  that this wax not  necessarily 
sinister.  J O H N S O N  a t  278. 

esa Two extracts  from Pro~eesor Johnson's  history 
capture the spir i t  of the time*. One reads: " In  March  
1933  t h e  d o m e s t i c  p e t r o l e u m  i n d u s t r y  w a s  
overwhelmed wi th  crude oil. Prices had dropped 
steadi ly since the preceding fall; flush production 
continued despite s tate  efforts to curb it ." J O H N S O N  
at 222. The  other observes t ha t  *'Distress in the oil 
indus t ry  as a result  of overproductiotl  and  federal 
i n v e s t i g a t i o n s  of p ipe l ines  in connec t ion  w i th  
proposed remedial  legislation bore s high correlation 
with each other . . .  [N lew interest  was  displayed a t  
the nat ional  political level where the henov~enee of 
the 1920's toward business was being replaced by 
growing hosti l i ty."  Id. at  217. 

am In East Texas oll sold for as l i t t le as 10~: a 
b a r r e l .  I n d e p e n d e n t s  a t t r i b u t e d  t h a t  level  to  
manipula t ion  by the r n a ~ ,  who were said tO be 
*'seeking to wipe out independents in Eas t  Texas."  R. 
Engler ,  The PoJit/cs of O/I (1961), a t  page 135 of the 
1976 paperhack edition. 

sot However,  tha t  interest  was not  neat ly  so 
• intense as i t  had been at  the turn  of the century.  

Frankl in  Rc~eve l t ' s  America was far  different from 
that  of his namesake.  And his tefy seldom repeats 
itself prnelsely. In l g ~ 6  the ag i ta t ion  ngainst  the 
S tandard  Oil Comlmny  a t t rac ted  lots of interest  from 
people who were not in the oil business. In 1933 most  
Americans  had other more preesing things to worry 
about. To  people who were not direct ly involved wi th  
oil, collal~ing bsnks and dixap~ng jabs seemed 
more impor tan t  than recondite debates  about  who 
should and  who rbouldn ' t  own the pipelines. Cf. 
J O H N S O N  at  222: "Even t s  were moving fast  in 
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Washin~on during the spring of 1933, and the 
question of pipeline divorcement was a minor matter 
compared to the banking, asricultural, relief, and 
other emergency measures that concerned the 
administration." 

am Section 9(b) of the National Industrial 
Recovery Act of 1933, 48 Stat .  200. inval idated by 
Sehechter Poultry Corp. v. United States, 295 U.S. 
495 (1935). the so.called "sick chicken case." 

No action was ever taken pursuant to this leant 
of authority. 

sm "The  integrated oil industry  was stunned by 
the ease with which opponents  of integrat ion had 
found suppor t  in the White  Hotute. The immediate  
indust ry  tactic . . .  was to point out  tha t  pipelines 
were a l ready regulated by  the ICC . . .  " J O H N S O N  
a t  223. 

mT J O H N S O N  a t  229. 

am See JOHNSON at 2,36-304. 

The industry had two euswers to its critics. 
One was that "rates had been high but were hems 
reduced." The  other was tha t  "in the absence of 
outside business, [rates] were of l i t t le significance in 
any  event ."  T o  make  i ts  f irst  answer plau~ble,  the 
indust ry  had to lower rates. I t  was  on the defensive. 
And I~trt of its defensive s t ra tegy was to "stress the 
fact  tha t  change wmul raking place which w~Ald 
correct any abuses of the post. [and to] e m p h a s i ~  the 
fact  t ha t  public policy had a l ready provided a 
regulatory agency for pipelines." The quotat ions are 
frorn page 278 of J O H N S O N .  

m Thongh  rates  fell, earnings did not. Fatrninge 
were remarkably  stable. T h a t  was true both of the 
dollar  amounts  earned and of the rates of return on 
net investment .  See L. Conkenbon, Jr., Crude O/l 
l~'pellnes and Competition in the Oil Industry. 97- 
102. 

gtx See Engler ,  off. cir. supra at  136-143. 

grt For  reasoos previously explained (see pp. 166- 
(38, supra),  we exclude TAPS.  

m This  change began to manifes t  itself af ter  the 
close of the Second World War.  In par t  V of his book 
ent i t led '"/'he Transformation of Pipelinin& 1946- 
1959," professor Johnson says: " [T]he  large-diameter  
lines required full Iom£t to realize their  maximum 
operat ing efficiency and  this fact  encouraged new 
interest  in common-carner  business . . .  In  the new 
era c~tside business was welcomed . .  • (T]here was a 
downward trend in rates s t imula ted  by  competi t ive 
bui lding of large-diameter  systems."  J O H N S O N  a t  
387. 

s~* W h e n  the  i n d u s t r y ' s  c r i t i c s  speak  of 
"oiigopolies" and  "shared monopolies" in oil, this is 
what  they are saying. As noted earlier,  one of the 
best-known and sharpest  cr i t iques of the indust ry  is 
e n t i t l e d  The  Brotherhood of Oil. But  even in 
ferociously compet i t ive  businesses the competi tors  
engage in concerted ac t iv i ty  to advance common 
interests.  For example, res tauranteurs  vie wi th  each 
other for the expense account trade. But  they unite to 
preserve the income tax deduction for the business 
lunch. Hence we draw no sinister inferences from the 
fact  tha t  save for Ker rMcGee ,  the indus t ry  is 
main ta in ing  an essentially united front on oil pipeline 
issO~S. 

Federal [n~ l f f  Guld~Inm 
Ot~-4R$ 
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m This case can he viewed as an exception to 
that 8eneraiizatm..  And in this case Kerr.M¢~.e is 
not squnhbling with • brother oil company. I t  is 
squabbling with an independent pipeline operator. 

tm For us, however, those rates are central. Rates 
and access are the only things that  we have the power 
to influence. 

r n  See the American Enterprise Irmtitute's 1979 
symposium on (]%'1 Pipelines atnd Public Policy edited 
by Professor Edward J. Mitchell. See also WOLBERT 
If  at  375..4~. 

s ~  This is ooe of the many sittmtlom in the law 
in which relevance does not depend on truthfulness. 

6 Wigmore, Evidence ~ 1765 (Chadburn rev. 
1976); McCormick, Handbook of the Law of Evidence 
§249(2.ded. revised by E. W. Cleary, et al., 1972). 

rm A quarter of • century a4o the Assistant 
Attorney General then in charge of the Antitrust 
D i v i s i o n  to ld  a legislative commit tee  t h a t  
"Throughout the entire history of oil and anti trust ,  
the pipeline probJem has run a coutlnuo~m thread." 
Mr. Victor R. ltansen testifying in 1957 before the 
Ant i t rus t  Suheommlttee of the House Judiciary 
Committee on the Consent Decree PmlWam of the 
Department  of Justice, H e a r i n p  before the Antitrust 
Subcommittee of the Committee of the Judiciary of 
the Hmtse of Representatives, 85th  Cong,  is• Sess. 
(1959) a t  33. 

Undersizing c a t s  the shipper-owner money. 
When their lines are overtaxed, they are no( at  liberty 
to devote them solely to their own purpmes and to 
bar  nan.owners from them. Their common carrier  
abligatious preclude that  course. They must ration or 
pro-rasp capac/ty equitably amo~l  shippers. This  
practice known in the trade as "prorationing,, faeces 
shipper-owners to send mine of their own oil over 
other means of t ransl~rtat ion that  cost more than 
pipeline* do. 

set During, the New D e ~  years, the ICC was 
more active. But that  was a long time ago. 

me Tha t  is none did af ter  the 1940's. There were 
a few earlier ceses. 

ms Both Commi~one r i  and staff were mlndf,a of 
the rebuke that  the Court of Appeals for the Second 
C i r c u i t  a d m i n i s t e r e d  to t h e  F e d e r a l  Power  
Commission in Scenic Hudson Preaervation 
Conference v. Federal Power C ~ ,  354 F.2d 
608, 620  (1965), cert. d e ~ . d ,  384 U.S. 941 (1966), 
where i t  said: " In  this case, as in many others, the 
Comm/uion has claimed to be the mpmmntat ive  of 
the public intereslL This role ~ not permit  i t  to act  
as an umpire blandly calling b4tlls and strikes for 
adversaries appearing before it; the right o4" the 
public must receive active and affiramt/ve protecUou 
a t  the hands of the Coma/minn."  

aN Buckeye l~'pe £a'ne Company, 13 FERC 
| 6 1 , 2 6 2  (December 24, 19g0), dimmed and quoted 
from pp. 108-113, supra. 

me It  alto seems to us that  they read Scenic 
Hudson P t~erwt i~ ,  from which we qou(ed two 
footnotes earlier, much too brondly. They forgot two 
thin~s about ,.qceOt~ H ~ o ~ .  The f/rlt  was that  it 
i m p i n g e d  on t h e  h u m a n  e n v i r o n m e n t .  T h e  
hydroelectric proRc t there involved was "to he 
located in an area of unique beauty and major 
histo¢/cal s/gnificance. The highlands and Ipx'ge of the 

r B c  h  wt, 
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Hudson offer one of the finest p i ~  of river k'enery 
in the world. The great German traveler Baedeker 
called it 'finer than the Rhine."' 354 F . ~  at 613. 
Accordingly, the court found " tha t  the Commimi~t 
must take these factors into cousideratloe." Tha t  
holding was based on the historical record, which 
shows that the Federal Water Power Act of 1920 (now 
Part  I of the Federal Power Act) was a planner's 
s tatute,  a couservatiouist's statute,  encompassing 
" t h e  c o n s e r v a t i o n  of n a t u r a l  resources ,  the  
maintenance of natural  beauty, and the pceservation 
of historic sites." Id. at  614. When the Commiesion 
licenses a project under that  statute,  i t  gives l ~ r t  of 
the nation's heritage to a private developer. To carry 
the concepts and the standards fashioned for that  
setting over to pipeline rates deemed oppreMive by 
our staff but unobjected to by the shippers is to think 
words, not ccocepte. Scemc Hudson mvoived•  statute 
tha t  "seeks to protect non-ecouomic as well as 
ecoaomic interests." ld. at  615. The Heldmrn Act, on 
the other hand, deals udely with economic interests. 
Nothing in SCenic Hudson precludes the Commission 
from d r a w i n g  d i s t inc t ions  between these two 
situatimlL Neither that  case, nor any other case 
known to us, not" any round principle of public 
administratiou with which we am familiar requires 
the Comminim~ to convert itself into an assiduous 
guardian ad i i tem for shippers of oil who are 
unwilling to fight their own battles. The second thing 
that  seem• to have been forgotten about Scemc 
Hudson was that  i t  did no( invo/ve the initmtion of 
proceedings sam spoors. The people who ~ h t  that  
the project was SMog to ruin the Hudson were not 
si t t ing back pamively. They were active. They had 
intervened. The Court of Appeals thought that  the 
Commission had treated them cavalierly. The m¢cal 
of that  is that  intervermrs should be taken seriously, 
treated respectfully and ~iven every fa l l  oDporttmity 
to air  their grievances. And that  is exactly what we 
propose to do in our oil pipeline work. However, we do 
not proposs to permit our staff to appoint itself 
counsel to every shipper o4" oiJ in the United States 
who would in its view complain about pipeline rates 
were he a t  knowledgeable and as public spirited as 
our staff is. I t  B n ~  to us that the staff can easily 
find ~ constructive outtets for its energies. 

m Securities and Excha~tl, e Comm/u/on v. 
~ t o ~  Pu.,'itm Co., 346 US .  119. 125 (1953). 

my See the favored t reatment  of independent 
producers with respect to the depletion allowance in 
the Tax Reform Act of 1975, 89  Stat. 47, l . l~C.  
§613A and with respect to the windfall/~rofiss tax in 
the Crude Oil Windfall Profits Tax of 1980, 94 Stat. 
235,1.R.C. § § 4~6,  eC soq. 

me 15 U.S.C. § 7$1, et soq. 

me See, e.g., Texaco la¢.  v. Depar tment  air 
F-aeqD,, 663 F. 2d 158 (8th Cir. 1960); Luady- 
T / m ~ u d  O/I C~m,o~y, FERC Appeals D e c ~ m  
(CCH) |46,035 (November 16, 1979); ¥oun~r 
Refinin& Corp. Id. | 46,098 (March 2L /gSO); and 
.Sabre Refim'~, Inc., .rd. 146 ,122  (November I0, 
19S0). 

am We refer to oil pipeline ra te  c ~ .  
involving allegedly diserlmirmtory denials of accees to 
the lines or other a|leged breaches of the comrrmm 
carrier obligation are clearly on • different fop•rag. 

61,260 
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1ms There  are m a n y  such dockets. So it  is 
conceivable tha t  a few of them present  special 
circumltances tha t  war ran t  special t reatment .  Our  
staff  shonld bring situntiorts of this  type,  if any  there 
b e ,  t o  o u r  a t t e n t i o n  w i t h  a p p r o p r i a t e  
recommendations.  And it  should do m with di ,patch.  

m Dur ing  the past  decade he has endured a 
great  deal of pinehmg. 

ms  The late Mr. Mar t in  Dooiey, Chicago's turn- 
of - the-century  saloonkeeper philosopher, once 
observed that John D. Rockefeller had converted 
himself into a one.man "Society for the Prevention of 
Cruel ty  to Mmuey." We gather  tha t  in the view of the 
oll industry's critics tha t  Society, though no longer a 
one-man affair, is still alive and well. At  for the 
indust ry ' s  friends, do they main ta in  tha t  i t  is allergic 
to money. ~ 

We are mindful  of the prudence i uue s  raised in 
the Trans AMska proceeding. The owners of tha t  
facili ty are alleged to have been proll iaate in i ts  

V = siegle4um value 
R:  - cmt o~ repfoductio, new 
R s - cost ol reproduction new leu deprecistiee 
01 = original cmt to date 
Lt - pm~ent value d lendi 
1.4 - present value ol right of way 

W t = w~king capital 

T h a t  slowing down is progressive. Eventua l ly  
i t  b e c o m e s  g lac ia l .  C o m p a r e d  to s t r a i g h t - l i n e  
d e p r e c i a t i o n ,  the  ICC ' s  ra te  base  deprec ia t ion  
methodology: 

(A) Accelerates depreciat ion dur ing  the facili ty 's 
earlier years; 

(B) Decelerates it  in later  years; and  

(C) Always leaves an  undepreeiated residue to long 
as the proper ty  remains  unretired---if  inflation ha t  
been substant ia l ,  t ha t  undepreciated residue m a y  
also be subetantial .  

mT The  precise numbers  depend on the type of 
proper ty  involved. The  37% figure given in the text 
appl ies  to pipe and  fit t ings.  Had  another  kind of asset  
been selected for i l lustrat ive ImrpowJ, the p re~se  
proport ion remaining  in the rate base would hlve 
been different. But  the general principle is the t ame  
with respect to all  kinds of depreciable property.  

m At first blush i t  also seems impor tan t  for 
large, mult i-route pipeline networks whine capi ta l  
equ ipmen t  consists of a mixture  of old plant ,  new 
p l a n t ,  a n d  m i d d l e - a g e d  p l an t .  However ,  i t  is 
impossible to generalize about  that .  Much depends on 
the par t icular  system's  age mixture.  Wha t  is clear, 
however, is tha t  from the ex ante  perspective of orte 
w h o  b u i l d s  a p i p e l i n e  t he  I C C ' s  r a t e  b a s e  
methodology means  tha t  the pipeline will be an  
income-prednc ing  asset  down unt i l  the t ime  of 
abandonment .  Thus ,  if th ings go well, the line will 
continuc to produce a sul~ttantial s t ream of income 
for i ts  owner or owners long af ter  i ts  depreciated book 
value has fallen to a very low figure or even vanished 
al tegetber.  
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construction. But these are mere allegations on which 
this  Commission m ay  in due course have to l~ta .  
Secondly, even if those al legations should be found 
true, Trans  AM~k• involves a moot unusual  situation. 
We know of no one who contends tha t  oil pipeline 
construction in the Cont inental  Uni ted  States hat  
been ext ravagant  or tha t  the oll comp~mies' pipeline 
affiliates have failed to watch coots. 

eat T h a t  is even t ruer  of the independent  
pipelines. They have little or no oil of their  own to 
carry.  Will iams,  Buckeye, Mapeo. Kaneb, and the 
other independents  sell t ransportat ion services to 
others. Should tha t  business become unremunerat ive,  
they will leave it. Hence rigorous rate regulation 
wo~ld probably lead to the decline and  eventually 
perhape the demise of the oil pipeline industry 's  
independent  sector. T h a t  is scarcely the "reform" 
which the indus t ry ' s  critics favor. 

The formula is: 

÷IL, + L, + w,] 

am The  case is hypothetical.  But it  is not  
fanciful. Much of Wil l iams '  p lant  dates  back to 1931, 
when • grcmp of oil coml~nies  bruit the system tha t  
Wil l iams bought  in 19~6. 

me In practice • n  allowance for salvage value 
sometimes leaves a small  residtml rate base. 

mx The  t e rm "condit ion percent"  sounds odd" 
today. But it is a classical fair value term• There  is 
(or a t  least there used to be) nothing in the least 
esoteric about  it. ,See, e.g., C i t y  o[ Cleveland v. Hope  
Natura l  Gas Comlmny,  3 FPC 150, 167.168 (1942), 
and the S~preme Court ' s  comments  on the point in 
Federal Power Commission v. Hope  Natural  Gas Co., 
320 U.S. 591,596-597 (1944). 

m2 Once aga in  we draw frOm the numbers  used 
for pipe and fi t t ings.  See n. 297, supra. 

ms In an inflation-free world our 50-year-old oil 
pipeline proper ty  with an original cmt  of $I  mill ion 
and  an  es t imated  useful life of 40  years w ~ d d  have 
an ICC rate base value $160,0G0. But  t a r e  for its 
f irst  decade, the last  half century has been an  era of 
inflation. And the ICC's  rate base methodology is 
inflation-sensitive. So the actual  contr ibution of our 
50-year old proper ty  to the rate base would be far in 
exceu  of $160,000. 

tot For example,  neither the rationale for the 
going concern value allowance nor the ~ for the 
6% weight  asstgned to tha t  factor has ever been 
e x p l a i n e d •  T h e  m e t h o d o l o g y  fo r  c a l c u l a t i n g  
reproduction cm t  also seems a bi t  peculiar.  Assume, 
for example, tha t  • pipeline was bui l t  in 1960. I t s  
reproduction cmt  would be calculated as follows: 

• F , ~ k n l  E n m l f f  ~ d d 4 ~ m s  
e~t---$7 
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( i )  The actual 1960 expenditures would first be 
trended back to 1947. In other words, the initial 
inquiry wordd be, had this pipeline been built in 
1947 instead of in 1960, what would the cost of 
construction have been in 1947 dollars? 

(2) The 1947 base prices are then trended forward 
down to the present. 

am Neither the industry nor the ICC used the 
term "fair volue." They seem to have wished to avoid 
the stigma that had attached itself to that concept. 
Hence they preferred to speak of "valuatiou " 

am The industry disogreee. As noted earlier it 
insists that valuation is required by the Valuation 
Act of 1913. See n. 209. supra. But the Court of 
Appeals rejected that idea. And even if it had not 
de~e so, mXhing in the Valuation Act requires that 
the elements of "value" referred to therein be blended 
into a single sum by means of a formula. There is 
certainly no statutory basis for the part,color formula 
employed. Nor do we know of any lelpt I mandate in 
the Valuation Act or elsewhere for the mismatch 
between cost of serv/ce deprecation and rate be~e 
depreciation. 

esT So said a prominent teacher of p~blic utility 
law. Hit name was Felix Frankfurter. F. Frankfurter 
anthed H. M. Hart, Rate Re~Jlation, 13 Encyclopedia of 

Sncial Sciences 104-112 (1934), reprinted by 
Profesmr Paul W. MacAvoy in his The Cr/s~ of the 
Re~datory  Commiumns (1970) with the comment 
that "it]he e~ay remains as basic now, as when 
published.,, The quoted ianguale is ot page II of the 
MacAvoy reprint. 

ms The Supreme Court retreated from this as 
early as 1933. In a case decided in that year it held 
that "when rates themzelve, ace in dispute, earnings 
pro(l, ueed by rates do not afford a standard for 
decmton." Los An~reles Gas & E/ec~ic  Carp. v. R. R.  
Commis~on of  California, 289 US. 287, 305 (1933). 
Eleven years later the Court made the some point in 
the famous Hope case where it said that "The heart 
of the matter is that rates connm be made to depend 
upon 'fair value' when the value of the going 
enterpr/~ depends on earningu under whatever rates 
may be anticipated ,, FedeM, n ~ _  --  " ,--# rcnlTr LOnlmiLV..C~ V. 

ope Natu ra l  Gas Co., 320 U ~ 5 .  5 9 1 , 6 0 1  (1944). 

ms In Smy~ v. Ames, 169 U.S. 466 (1898), 
which held, among other thinlm, that "the anmunt or 
market value o f . . .  bonds and stocks" was pertinent 
to the rate bale questton, a elMslcal bit of circular reammnS. 

~°  ,Yee p. gS, supra. 

The practice stems from " t h e . . .  disasters of 
the 19Z0's, when many accountants had been 
tarnished by the scandals of unjustified writo.upe.,, 
H. Kripke, The SEC and C~on~tte D~c/mure: 
Rezrulation In Search o f  a Purpme I , ~  (1979). 
Chapter 17 of Prnt'eamt. KHplm's ~ entitled "How 
Ori~nal Cost Came to Amer ican Accounti~6,, 
Summar/z~t the relevant intellectual history and aho 
hilghlights the beaHn~ that utility malpracticee had 
on that history. 

~ns It hat been vastly overdone in this case and in 
related proceeding. 

ssa Kripke, op. cir. supra at 184. (Emphasis added•) 

~-Y--44 
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szs Theze rates may prove aberrational and 

short.lived. We realize that. Nevertheless, they make 
an important regulatory point. So does Wall Street's 
current affection for bouds. 

sls ,Many of them are said to be doing that at the 
moment• 

ate Does the SEC's failure to insist on that caveat 
at the outset of those prospectuses show that it has 
been remiss in this area? 

zzt Were we to agree with the industry's 
contentions about the inherent deficiencles of the 
original cost method, we should have to concede that 
our treatment of investors under the Power and Gas 
Acts is fundamentally and inherently unfair. We are 
not inclined to make that concession. 

sza See also n. 331. mfra. on the Securities and 
Exchange Commission 's  i n t e r p r e t a t i o n  of 
"reasonableness.., 

Sze This standard is an inadequate guide to 
regulatory decisionmakin& As Professor Bonbright 
says: "The price at which the servlce may be sold is 
the very point at issue in a rate case." BONBRIGHT 
at 86. In footnoee 8 on that pace Profeuor Bonbright 
quotes the following from 3B SHARFMAN at 321- 
3 ~ ;  "The *value of service' principle, as a basis for 
ra temaking ,  provides at  best a vague and 
indeterminate fOrmula, rather easily construed as 
justifying any syStem of rates found expedient by the 
carrier. Takin/~ the words in their most obvious sense, 
no rate can exceed the value of the service and still be 
paid by the shipper." Nevertheless, Bo~bright notes 
that value of service considerations were traditionally 
]ueked to in railroad ratemaking. Id. at 83. Since we 
ore dealing with the Interstate Commerce Act and 
since the regulatory scheme here involved is a child of 
traditional railroad rate regulation, that is an 
important point. 

It is one thin s to say that "value of Service" 
controls. It is quite another to say that "value of 
service" is a factor to be considered. The first 
proposition makes regulation otiose. Nobody can ever 
collect more from co¢laumers than they are willing to 
Pay. So undeviat/nll adherence to "value of service" 
reduces re~Jlat/¢~ to the status of a ritualistic rubber 
stamp. The second proposition, on the other hand, 
leaves much to the diseretion of the regulators. I t  
mimics competition where "value of service" is 
reflected in the buyers' demand sehedules and 
theref0ce counts for a goad deal in the pricing peocese. 

see The real regulatory justification for an 
or/g/nal cost rate /~ute it that it facilitates rate o/~ 
return ana/ysis. 

lira That practice is in sharp contrast to the 
cmulervative f'mancial policies Irenera]l-, fop----~ L 

• . . ; , , . , w = u  oy 
major oil compames. It m a by-product of • consont 
decree that the Antitrust Division obtained beck /n 
1941 against all of the major o~1 companies and their 
pipeline affiliates. That decree enco~ra~-s debt and 
discourages equity financing. See pp. 312-15, infra. 

m In the past that entity was usually a single 
company. Thus we have such entities as the F.cxon 
Pipeline Company, the Mebil Pipeline Company, and 
the Marathon Pipeline Company. Today however, it 
is common for two or ~ parents to be involved. 
Such Jointly owned pipelines are often built and 
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managed by jointly owned corporations.  Thus, for 
example,  Kerr -McGee itself has a wholly owned 
pipeline subsidiary and also owns an interest  in the 
White  Shoal Pipeline Company.  Another  technique 
used in c o l l a b o r a t i v e  p ipe l ine  v e n t u r e s  is the 
undiv ided  in teres t  system. There the parent  oil 
companies  or their pipeline subsidiaries are t enan ts  in 
common. Each of the various t enan ts  is deemed to be 
operat ing a common carrier  system of its own. The 
Trans Alaska Pipel ine  S y s t e m  is organized tha t  way. 
See W O L B E R T  II at  174.227; P I E R C E Y  at 176-316. 

328 Sometimes the pa ren t ' s  commi tmen t  is an 
ordinary guarantee ,  i.e., a simple promise to answer 
for its subsidiary 's  debt.  In other  instances the same 
basic objective is achieved by a somewhat  more 
complicated mechanism called a " through-put  and 
d e f i c i e n c y  a g r e e m e n t . "  Those a g r e e m e n t s  "a re  
ins t ruments  whereby each shipper-owner  binds itself 
to ship, or cause to be shipped,  through the pipeline 
its pro rata  share of enough oil so tha t  the pipeline 
will generate  sufficient gross cash revenue . . .  to 
service the interest  and principal repay of the debt  
and service all operat ing expenses and other costs of 
the operat ion during the entire period of the loan. 
These obligations are not mere agreements  to use the 
line, a l though they do require the shipper-owners to 
commit  specific volumes of oil for t ranspor ta t ion  
through the system. They go well beyond that ,  by 
v i r ture  of the deficiency agreements ,  or deficiency 
pa rag raphs  in the throughput  agreements ,  which 
contain clauses f requent ly  referred to as 'hell or high 
water '  clauses. Under  these obligations, if for a n y  
reason whatsoever,  even if the line is inoperable, or 
the inabil i ty to ship is due to causes which under 
normal commercial  dealings would provide a force 
majeure  escape, the pipeline does not have sufficient 
cash on hand to pay the principal  and interest  on the 
debt  and discharge all its other  obligations, the 
shipper-owners  are required to make up the difference 
by a cash 'def ic iency payment . '  This obligation 
cont inues as an ever-present  possibility for the entire 
20-40 year life of the debt ."  W O L B E R T  II at  243-44. 
(Emphas i s  in the original.) 

s a 4  Will iams '  history is i l luminat ing in this 
regard. Will iams did not create  its pipeline system. 
Like pract ical ly  every other major pipeline network, 
the one tha t  Will iams now owns was conceived and 
planned by a group of major oil companies.  Those 
companies  formed an en t i ty  called the Great  Lakes 
Pipe Line Company  to build one of the pioneer 
p r o d u c t  l ines .  T h a t  h a p p e n e d  back  in 1930. 
Operat ions  began early in 1931. See W O L B E R T  II, 
at  18-19, 130, 173, 201, 210. See also JOHNSON at 
256, 264-67. 

Great  Lakes was the first jointly owned products  
line. Thir ty-f ive years later Grea t  Lakes '  owners sold 
the sys tem to Williams. At that  t ime Grea t  Lakes'  
deprecia ted  net  inves tment  in carrier proper ty  was 
$83.4 million. I ts  ICC valuat ion was $167.6 million. 
But Wil l iams,  which p u r c h a s e d  at  c o m p e t i t i v e  
bidding, paid $287.6 million for the property.  Tha t  
raises some regulatory questions,  which we shall later 
discuss. Our concern at  the moment  is not with those 
problems, but with how Williams raised the $287.6 
million purchase price. It borrowed aH of it. Since 
Williams was then a small construct ion company  with 
assets of about $30 million and earnings of about  $3 
million annually,  it is plain tha t  the lenders were 
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lending against  the pipeline. This feat of leverage, 
this amaz ing  reliance on the lifting power of other 
people's money, evoked admirat ion in some financial 
circles. See the laudatory account of the t ransact ion 
in Stott,  The Changing  Face o f  Corporate Finance, 
The Morgan Guaran ty  Survey 3 (October 1967), 
comment ing  that  "The construction company came 
out of the deal with a highly leveraged capital 
s t ructure-with  only 12% of its capital  accounted for 
by common equity. The heavy  orientat ion toward 
debt  appeared  to be jus t i f ied,  however,  because o f  the 
s tab i l i t y  character iz ing the pipel ine 's  earnings and  
because cash flow was ample  in relation to debt-  
s e r v i n g  r e q u i r e m e n t s . "  ( E m p h a s i s  added . )  The 
editors of a widely used corporate finance casebook 
use the Will iams-Great  Lakes si tuation to introduce 
law s tudents  to the leverage phenomenon. Brudney 
and Chirelstein,  Cases and  Mater ia ls  on Corporate 
Finance 355 (1972). 

s ~  An all common stock s t ructure  also imposes 
unacceptably  high-tax costs on consumers.  Tha t  is so 
because  each dol lar  paid out in in teres t  to a 
bondholder is a deduction from the regulated en t i ty ' s  
taxable income. When there are no bondholders and 
when all of the capi tal  is equity capital ,  there are no 
such deductions.  Hence taxable income is higher than 
it is when a judicious measure of debt  f inancing is 
used. The higher income tax to which tha t  income 
leads is paid in the last analysis by the ra tepayer .  

s 2 e  Communica t ions  Satel l i te  Corp. v. Federal  
Communica t ions  Commission,  611 F.2d 883, 902 
( D . C .  C i r .  1 9 7 7 )  ( F e d e r a l  C o m m u n i c a t i o n  
Commission's  use of a hypothet ical  s t ructure  in lieu of 
C O M S A T ' s  a c t u a l  100% e q u i t y  c a p i t a l i z a t i o n  
sustained.)  (Footnotes omit ted  from the quotat ion.  ) 

s2T Of course, it isn't  really a "just the facts" 
a p p r o a c h .  I t  ignores  the gua ran tees .  And the 
guarantees  are facts. 

s 2 s  Some may see an analogy to the commi tmen t  
fee c h a r g e d  by a c o m m e r c i a l  b a n k  under  an 
agreement  to commit  funds to a borrower. 

s ~  We are even more dubious about  the val idi ty 
of t h e  u n d e r l y i n g  c o n c e p t  in t h i s  c o n t e x t .  
Hypothet ica l  capi tal  s t ructures  are const ructed for 
the  p u r p o s e  of sh i e ld ing  c o n s u m e r s  f rom the 
de t r imenta l  consequences of financial s t ructures  that  
are overly conservative.  The regulatory need for that  
is p l a i n .  E v e n  t h e  S e c u r i t i e s  and  E x c h a n g e  
Commission, an agency that  has in its uti l i ty work 
been much concerned about excessive leverage, has 
pointed out that:  "Common stock is an expensive 
source of capital.  Essent ial  though it is as a cushion 
for the senior securities, common stock financing 
imposes special burdens  on c o n s u m e r s . . .  To insist on 
huge fur ther  issues of common stock . . .  would be 
most unfair  to cus tomers . "  Metropol i tan  Edison 
Company ,  45 SEC 751, 756 n.19 (1975). Here, 
however, the idea is being turned on its head. What  
we are asked to impute  is not debt,  but equi ty .  And 
we are told tha t  this is the proper course because the 
capi tal  s t ruc tures  tha t  the regulated ent i t ies  have 
designed for themselves  and tha t  actual ly exist are 
too favorable to the ratepayer.  Hence, it is said that  
those actual  financial s t ructures  should be replaced 
by hypothet ical  ones tha t  will be more favorable to 
the regulated enti t ies.  The idea seems bizarre. And 
we know of no precedent  for it at the Federal level. 

Federal Energy Guidelines 
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u p  Since the industry  is so heterogeneous, we 
should probably have to do so over and over again. 
Hypothet ica l  model capital  s t ructures  for "normal"  
oil pipelines could undoubtedly be developed. But 
that  would take t ime and effort. We doubt that  this 
expendi ture  of energy would be worthwhi le.  What  we 
have seen of this indust ry  suggests that  carriers 
would seldom concede that  they were " n o r m a l "  or 
" low- r i sk "  and that  most of them would have l i t t le  
d i f f i cu l t y  in f inding arguments and expert  test imony 
demonst ra t ing that  they were much too hazardous to 
carry  any appreciable amount  of debt on a stand- 
alone basis. So the cap i ta l  structure issue would, i f  
permi t ted  to become an issue, probably  prove a 
prol i f ic  mother of l i t igat ion.  And, as we hope is now 
evident  from the reader's labors wi th  this Opinion, 
there is l i t t le  reason for us to engage in the exercise. 

~ x  The Securit ies and Exchange Commission 
used this phrase in C hr i s t i ana  Secur i t i e s  C o m p a n y ,  
45 SEC 649, 668 (1974), a f f ' d  s u b  nora. E.  I. D u  P o n t  
D e  N e m o u r s  & Co. v. Collins,  432 U.S. 46 (1977). 
Tha t  case seems in point here. C h r i s t i a n a  involved a 
t ransact ion between affil iated corporations. Under  
t he  I n v e s t m e n t  C o m p a n y  Act  of 1940 t h a t  
t ransact ion  could not be entered into unless the SEC 
approved it. Such approval  can be given only if the 
t r a n s a c t i o n  were found fair, reasonable, and free from 
overreaching on the par t  of any person concerned. See 
lS U.S.C. §80-17. Several minori ty stockholders of 
one of the affected corporations contended that  this 
s t andard  had not been met. They pointed out that  the 
benefi ts  to be received by their  class were slight when 
compared  to those to be reaped by others. They also 
stressed the fact that  the lion's share of the total 
benefi t  would go to members  of the Du Pont  family 
ra ther  than to the ordinary public stockholder. The 
SEC agreed. It said: "The objectors are clearly right 
when they say tha t  the merger will be a very good 
thing indeed for Chr is t iana ' s  stockholders." 45 S.E.C. 
at 656. The Commission also found an " imbalance  of 
benefi t ."  1(t. at 660. It character ized  the benefi t  to 
the public shareholders as "far  from awesome." Id.  at 
661. At another  point, the SEC spoke of " the  str iking 
d i spar i ty  between the substant ia l  benefi ts  to be 
received by Chr is t iana  and the far more modest ones 
inuring to Du Pont ."  Id. at 669. 

However,  the Commission found the s ta tu tory  
s t andard  satisfied because " the  Act 's  requi rement  
that  the t ransact ion be reasonable, fair, and free from 
overreaching,  does not mean that  the benefits  to the 
part ies  must  be nicely balanced."  Id.  at  661. The 
Supreme Court  agreed. 432 U. S. at  54-57. C h r i s t i a n a  
thus shows tha t  there are s i tuat ions in which a 
s ta tu tory  requirement  tha t  a price be "reasonable"  
can be satisfied by a look at  the broad picture for 
ev idence  of exploi ta t ion and gross over reaching  
without  the nit-picking inquiries into every aspect  of 
the price character is t ic  of public uti l i ty regulation. As 
we have seen, those laborious inquiries are made to 
p r o t e c t  c o n s u m e r s .  C h r i s t i a n a  f o u n d  t h e m  
unnecessary and inappropr ia te  to the protection of 
investors. And we now find them unnecessary and 
inappropr ia te  to the protection of oil companies  tha t  
ship petroleum products  over pipelines owned by 
others. Moreover, we see something of an analogy 
be tween  the I n v e s t m e n t  Company  Act and the 
In te r s t a te  Commerce  Act 's  oil pipeline provisions. 
One was intended to protect  investors against  gross 
overreaching by strategical ly s i tuated  control groups. 
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The other was intended to protect  independents  in 
the oil business against  gross overreaching by the 
major integrated oil companies '  pipeline affiliates. 
Nei ther  was intended to usher in a reign of perfect  
j u s t i c e .  Both  s t a t u t e s  a re  to be i n t e r p r e t e d  
pragmat ica l ly  in light of their  history. 

We return to the SEC's  phrase about "ventures  
into the unknown and unknowable" that  we quoted in 
the text. Our sister agency used those words in its 
C h r i s t i a n a  opinion when it rejected the objecting 
shareholders '  contention that  mere market  prices 
should be ignored and that  an inquiry should be made 
into the intrinsic investment  value of the security 
there involved, the common stock of E. I. Du Pont De 
Nemours & Company.  The SEC noted that  such 
explorations are inherently speculative.  It added that  
this did not mean that  they were always out of 
bounds. In the SEC's words: 

At t imes the law undertakes explorations almost as 
speculat ive as those on which the objectors ask us 
to embark.  Thus in the law of tort judges and juries 
place price tags on pain and suffering - and indeed 
on human life itself. And to come closer to home, in 
reorganizations under the Bankruptcy and Public 
Uti l i ty Holding Company  Acts we and the courts 
try to es t imate  the probable future earnings of 
business enterprises  and the mult iples  at which it is 
appropr ia te  to capital ize those earnings.  Those 
inquiries are under taken because justice requires 
tha t  the effort be made. 

Tha t  d i f ferent ia tes  those si tuat ions from this one. 
Here justice requires no ventures  into the unknown 
and unknowable. An inves tment  company,  whose 
a s se t s  cons i s t  e n t i r e l y  or a lmos t  en t i r e l y  of 
securities the prices of which are de te rmined  in 
active and continuous markets,  can normally be 
presumed to be worth its net asset value." 45 
S.E.C. at  667-68. Quoted with approval  in 432 U.S. 
at 51. 

That  is our si tuation here. We design hypothet ical  
cap i ta l  s t ruc tures  when our consumer-pro tec t ion  
mission requires us to do so. Here, however, that  
mission is not implicated.  So we need not convert  
ourselves into a Supreme Court of Oil Pipeline High 
Finance.  Nor are we under  any compulsion to 
speculate about what  oil company balance sheets 
would look like in a different  world of our own 
devising. 

ss2 Of course, there is a lot of guesswork in 
regulat ion and elsewhere in the law. So the effort 
could be made. However,  we see l i t t le  point  to this 
k ind of guesswork in the context of our ra temaking 
for oil pipelines. 

~m Questions have been raised as to whether 
comparable earnings analysis tells us much about  
what investors are l ike ly  to do. Those questions need 
not be faced here. 

~4 Hence they wi l l  normal ly  take great pains to 
see to it that  capaci ty  is ample and service adequate .  

s ~  Tha t  means, of course, tha t  the risks are 
borne by the parents '  stockholders. However, this 
t ruism does not supply us with much analyt ical  help. 
Shareholders are always at risk for a company ' s  
borrowing. Tha t  is called "f inancial  risk." It is at  the 
heart  of the difference between a stock issued by a 
highly leveraged company  that  has borrowed heavily 
and the stock of a conservat ively f inanced issuer. 
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I n v e s t m  are compenmted for that  risk by a higher 
rate of return on their equity. They do no/ increase 
the amount of their equity in the company by 
assuming a hillh dqFe  e of fmancla! risk. 

m They are not dedicated to pipelining. They 
are dedicated to oil. Nor do they have any t ~ i s e s  
to protect+ 

m Under  e~ttinlg law oil companies are free to 
invest in many thingl.  And every reader of the 
financial p ~ e s  k n o m  that  they avail themselves of 
that  freedom. They do not cortfine themselves tO oil or 

even tO ~l~r~+ 
m I t  is well known that  some of the oil cmllpeny 

non-oil investments referred to in the precedin~ 
footnote have not been shat ter in l ly  succeesful. This  
s ~  that, Jlke other inve~tors, oil companies are 
fallible. I t  also shows mmethins else. I t  shows that  by 
and htrlge oil company manallers are interested in 
high fish.high p ~ m t / a /  reward fltuatior~. Thus, for 
e x a m p l e ,  t h e  C h a r t e r  C o m p a n y  b o u g h t  t he  
Phi ladelphia  F.,veninl Bulletin.  That turned out 
unhappily. The  Bulletin is no more. We think i t  safe 
to asaume that  Charter  had high h o ~  for that  I~per  
when i t  invested millions in it. But i t  must also have 
been obvious to Charter's manallers tha t  an aftemem~ 
metropol i tan  neWSl~P er that was losing money 
heavily was a hilh-risk propemt/on and that  there 
was no assurw~ tha t  the property could be turned 
around. Nevertheless, Charter c h ~  to p m b l e  on the 
neWSl~per. I t  did not invest in electric power, retai.'l 

which oil coml~fiec have chmen su<n ,u~- 
for their  excel, capital .  On the ~ t c e r y ,  their 
d iver~f~eat i~  efforts have generally inveived the 
aesumptio~ of subetantial risks. There is a moral in 

that  for us. 
am T h a t  asmm~ption rinses a question. Why have 

the complaininll shippers re~eained from invest ln l  in 
these a t t rac t ive  and ~ccoeding to them relatively 
r iskle~ pt~psa/tlons? Kcrr-McGea clearly has the 
reamu~s.  I t  I~dxets  about $(300 million a yeaz for 
capital  expenditures. But i t  finds North S ~  oil 
development x mine at t ract ive  outlet for thoec funds 
than pipelines in the Mid.Continent region. See W~/ 
Street.hxu'na/, August 28, 1 ~ 2 ,  p. 28, col. 3. 

ate T h a t  sentence sheuld net be mimmstrned.  I t  
is m~/ a finding " tha t  oil pipelines are relatively risk- 
free." Rather,  it  is I policy jud lment  that  whetber 
they are ~ are not is far from central to our inquiry. 
What  we find, in e s s a y ,  is that  risk a n a l y ~  d o ~  
net advance this inquiry. 

The risk issue has been hotly and extensively 
debated in this reco~  and elsawbere. Though we Fred 
tha t  debate of l i t t~  conmqtmnce for present p ~ t a s ,  
we think that  we should say something about it. The 
industry 's  critics maintain that the risks of ml 
pipelining are about on x par  with tha t  of natural  gas 
p ipel in ing .  Both indust r ies  push hydrocarbons 
through pipe. The oil pipeline industry answers by 
pmnting to the insulation from competition that  the 
Natura l  Gas Act gives the gas lines. T h a t  is not much 
of an answer. For m~ thing, i t  exalgllerates the 
pervasivene~ of the ~e l to r  that  the Gas Act gives. 
That statute does not create mm~pobs~ic forueeses. 
See, e .g ,  Om~rk Cam T r a m m ~  Sys~m, 16 FERC 
| 61,099 ( l ~ l ) ,  r e / ~ t t m c  demed, 17 FERC 1 61,C~4. 
In fact, most majer metropolitan a rea l  are served by 
two er more gas pipeline~ Secec~, the nmsaive capitol 
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investment needed to bring an important pipeline 
into being is a formidable barrier to entry. So exlstinS 
oil pipelines en~oy what  can be ~ as the 
fum:tic~ai econo~c  equivakmt of a l e p l  l~ rne r  to 
entry. The industry also makes murat of the fact that  
the l o b - t e r m  cm~tracU common in natural  gas 
transmimie~ are absent there. T h a t  m our view is 
smnewhat move imixxtant  than the al i~nce of a 
certification reqmrement. We reo~luiZe that  there is 
listie likelihond that  the shipper-owners will desert 
their own lines for those of mhers---co~tr~ts  or no 
contracts. This is said to have happened on eccasion. 
But i t  is hard to believe that  it happens often. 

Of course, the independent olI pipelines have no 
captive customers. Moreover, their n ' ~ t  impe~tant 
customers are free to leave them and to bmld lines of 
their own. Ttu3ec customers ere s h e  in a position to 
k~ver trsnspertotion cmts by ezcbanlPn8 oil 
tbemeslveL Henoe i t  seems to us that  considered as a 
chum, the independently owned pipelines confront 
risks appreciably greater than those faced by the gas 

l in~.  
Thus far we see no sqplifleant difference between 

the shipper.owned oil lines and the gas line& T h a t  
does not mean that  there is no such differenee. There 
is. I t  stems from two fact~n. The fLrst is that  many 
oil pipelines lace ~ cmnpetltion from water  
carners. Natura l  ~ pipelines am immune frmn that .  
The  ~ distinction between the two industries is 
that  the oil lines are far more betereG eneaW than the 
gas lines. Viewed as a whole, the oil pipeline.in.d...ustry 
~ m  Ixospero~ and flourilkhinl, parenthettcauy, we 
note that  the Aesuclat~m of Oil pipelines does not 
c la im tha t  i ts  membership is on the br ink of 
destltutio~. Instead, i t  tells us that  the l~dustry has 
done quite nicely over the years. But Instances of 
part icular  pipelines that  have done pe~ly  and that  
have had to be ~ by their parents are far more 
numerous here than they are in . I~-  Seei#-EM" 
IAvinl~on,  Off Pipe/ ine~"/ndusuy ~ructute • , .  
Mitchell, ed., Off p/pe/ines and Pub//c PoLk7 328-3S 

(1979). 

On haiance, i t  secms to us that:  

(1) Mort oll pipelines are probably a t  i s ~ t  
somewhat riskier than most natural  ilas pipelines. 

(2) Tha t  risk difference cannot be quantified. 

(3) Even if we were able to quantify it, m that 
we coukl announce with mine confKlee~e that oil 
pipelines are on average 10% riskier than gas 
pipelines, that nundX~ woukl be of l i t t le aid in 
dealing with cortcrete cases involving part icular  

pipelines. 
m C, eorS~ Clemenceau is said to deserve the 

credit for that  aphorism. 
m Moreover, we have no disinterested expert 

testimony ab(mt the culture of oil pipelining before 
us. Hence  we are  constrained to rely on the 
impreesle/~ we have formed and on the testimony of 
pipeline executives and investment bankers. Tha t  
testimmly we sprinkle liberally with salt  to allow for 
thole witne~es' patent  self-inter~t.  However, we do 
not dteco~qt it in toto. Do~l~t ic  skepticism can be as 
mistaken and as misleading as naive credulity. 

t t t  Rea//zed rates of return are much ea~er to 
measure than exp e~ ed  rates of return. But the two 

01~--44 
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should not he coufu~cl with each other. One who 
contemplates an equi ty  inves tment  can never be sure 
about the return he will actually realize. BUt he 
know* the return he expect*. 

m Thus,  for example, civil servants  seldom think 
like bu~neumen. Tha t  is one of the ~pre~t I ~ b l e m  of 
eo~-Iou~ie regulation. I t  is mi t i sa ted  in the ut i l i ty  
field by the fact that there the industrial culture is 
itself qumu~ucratic and *omewhat akin to that 
of a civil service. 

A sitting Supreme Court Justice ha* expressed 
the view tha t  **a ut i l i ty  ia far closer to a s tate.  
c o n t r o l l e d  e n t e r p r i s e  then is  a n  o r d i n a r y  
corporatiou." Justice Rchnquis t  diseentm~ in Central 
Hua~ou Gas & Electric Corp. v. Pubic Service 
Commission of New York, 447 U ~ .  557, 587 (1980). 
No  one would label oil  compm~ies "state-controlled 
enterlx'U~." 

s~ Parisi, Ins/Oe Eaxou; Ma~a~m~ an 
Bil[ion.a. Year .F-mpi~. New York 77rues, August 3, 
I ~ 0 ,  §6 (Ma|u ine) ,  18 a t  36. 

s~* Everynoe agrees a b ~ t  that .  The p e n i e s  
differ ouly about  the extent of the need. Even if the 
AI~ of Oil has linseed i ts  peak and  even if h i~ /~ l | h t  
should show tha t  the petroh.,um indust ry  is now 
mature or declining (see. e.g., M~tin, " rvd l i~ t  Nears 
for the A~e o4 Oil, New York Time~, Ausu~ 29, 1982, 
J 3 Businese, p. 1 ), new tields will he dls¢overed, new 
refineries will be I~l l t ,  and  ofd pipelines will wear 
out. H ~  new pipeline plants  will be required. 

m Consider, for exampie, the case of the Mobil  
Pipeline C ~ p e n y .  At  the end of I ~ 0 ,  i ts  valuat ion 
was abeut  $370 millkm, ~ to the t e a d i t i ~ l  
ICC formula. But i ts  del~-Cintod net  investment  was 
only ~ 2  milliou. The  ICC cemidered  • re turn of 10% 
on valuation l~rOper. This meant that MM~ll c~dd 
earn $37 million a year without ~ the 
of proprlety. Comp~ted ou orilOn~ test, hmrever, 
tha t  is a re turn of 45%. Tam*co-Citi~ Service Pipeline 
C.mnpany illustrate* the l ~ n t  even more s tnkinaly .  
The  Commiseino 's  va lua t ion  of its Wopenies is 
apprmdm~toly  ~ t imes  their  depreciated 
cost. T ~ i t i ~  ~ ' s  va l tmtkm was $ 6 4 2  
m i l l ~  a t  the end of 19~0, as  s41a/m~ d e i ~ i a t ~ l  net  
i n v e s t m e n t  of $7.3 mill ion.  A e a l ~ h ~  Pipel ine  
Comp*ny  is ~ m  wm, th a look. I t s  uet investmout  rate  
b ~ e  is only $579,000. It* v a i ~ t t m  i* "qsht ly  over 
$8~ milllou. 

~ Seine brand  t h ~  cue~era ~ w l o ~ .  Tbey m y  
tha t  oil ~ p a ~ m  build pipelim~l to ~ their  
oil xnd to facil i tate thor  own lntqp'atod O l~ ra t~L  
ThaY add that hlatodeally revouou born out~l~m Ires 
not been material to the inves tment  d~'ieion. Th i s  is 
one of the central  theme* of a 1978 Univendty  of 
Oklahoma doctoral d i~er taUno.  J.  K. Plareey, The 
Pipeline Segment of  the Domestic Petroleum 
Indwtry: ~lactum ~ Cor~t. Dr. P~emey quotes 
a 1958 T w e n t i e t h  Century Fund study, which 
su~ested that "a llne is ummlly b ~ l t  not  as  a 
of earn/n~ mouey directly but as a unit in intqD'atod 
petm|eum structure." S. N. Whitney, Ant/~ 
Po/~'/e~ 123 ( 1 9 ~ ) .  Th i s  wew s u l ~ t s  tha t  there 
much to be said fee l imit in  8 oil pipeline owners '  
r e v e n u e s  to some th in l l  j u s t  a b i t  above  the  
, :em~itutinnal minimum. T h a t  would be • ~ for 
the thippere.  And it  wouldn ' t  really hur t  the owners 
because their  lines are not bui l t  for the purpose of 
produeing revenue. We think tha t  approach uuwise. 

61,701 
Our two threshboid thou~hu  with respect to it  

have already been d~weloped a t  lenl~h earl ier  in the 
Opinion. The t i n t  is that  the idea is hard to square 
with the le~slative history, murky tho~lh that 
history may be. What we have to bear in mind on 
that is that C ~  never attempted to regulate the 
Standard  Oil Company 's  entire intejlrated busmen .  
That which it subjected to reaulatiou was a small 
segment of that husineu, the pipeline segment. Hence 
it seems to us that we are f~ the most l~rt coml~lied 
to k~k at the pipelines as though they stood alone, 
t h a t  our  freedom to regula te  on the bas is  of 
speculations a b o u t  their ow ne r s '  non-pipeline 
motivati~-~ is extremely limited (if indeed, we have 
any such freedom at all), and that this is so even if 
those speculations am well-founded. Second, the 
Soverning statute is aloug the lines here su~iested 
For us to break dramatically with the established 
r ~ u l a t o r y  t radi t ion and to emhark  ou a radically new 
course of actiou on the ~ of the aforementioned 
speculations without any semblance of a mandate 
from C ~  f ~  such a course would, we think, be 
u n J ~ m l y ,  improper  and very pre~ably d a r n ~ i ~  to 
the l~b l ic  interest  we am  chartered to p ro tec t  

Moreover ,  the not ions t ha t  we here reject 
over~mpl l fy  some comp~x  r~ l i t i e s .  True.  most of the 
oil that moves over most the lines still belongs to their 
owners.  But  it  does not  follow tha t  non-owner 
I ~ t r ~ a u  is inc~sequen t la l .  On the contrary,  it  is 

~ n i f i r . a n t  than  i t  ~ to be. Compare  the 
discusmou of the contemporary *'scramble for traffic" 
in W O L B E R T  I I  at 62-81 with the d i s c u ~ o u  of 
ear l ier  t imes  in W O L B E R T  I at  43-52, w h k h  
c'~ludes that ' *Dur i~ the early formuL-tive period 
of petroieum industry  development,  the t remendous 
competiUve diffel~otlal in the transpor~tieo p&~e 
enabled the large companies pe~emdng extmmve 
pipel ine  systems to ~ate thei r  refineries ue~r 
t idewater  or [arEe marketin8 a r ~ ,  while the 
outf i ts  were forced to construct  their  l ~ m t s  ~ the 
Wnducing f'mlds." Hence inferences drawn from the 
industr ial  envi ronment  of 1 ~ 6 ,  1936, 1946, or even 
1956 are no gutde to public poiicy in the oil pipeline 
enviroumout  of 1982. Tnday  prospective ~ - o w n o r  
p a ~  and the revenue such p*trmmge can be 
expected to Imx~uce is a si~nif'~.ant factor in many 
pipeline investment demiom~ 

Final ly,  the "ragulato these t h i n ~  as t ~  they  
were electric ublitles or telal~oue eomp~nles, keep • 
wxtchful eye on every dime of 'exce~ revenue' and 
Imve no fear of the cemequence~ - nothinl bed is 

to happen"  a p p ~ a c h  ~ the i n d e p e n d ~ t  
p i pe l i ne .  We can ~ of no hypothe~,s on which 
t he i r  incentives to invest could be deemed 
tmimpaired and unaffected by t ight  rel|uh~tiou. 

me See FeOeosl Power Commission v. Natural 
Pipeline Co., 315 U ~ .  575, 586 (194;D (*'The 

C@m~.ituUou dues not  bind r a t emek ins  ~ to the 
servlea of any  "~nl~ formula or combinotlo~ of 
formu*".") ;  F e ~ e r ~  Power C o m m ~ n ~  v. Hope  
N • t u n d  Gma Co., 320 U3. 591, 601 (1944) ("The 
fi~iag of pe/ces, like other appl/cut/om of the p~iea 
power, may reduce the value of the property which is 
being regulated. But  the fact that  the value is 
reduced dou~ not  m ean  that the resulation is 
invalid.*'); Nebbia v. New York, 291 U.S..%12. $22- 
539 (1934); B~t~l ia  v. General Motors Corooratio~, 
169 F 2 d  254 (2d Cir. f948); Ohio Utilitie~ Company 

¶ 61,260 
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v. ~ Ut~i~es CommJ~on ~ Ohio, 58 Ohio St. 2d 
IS3, 389 N. E.  Zd 4&3, 488 (1979)' 

IS~ ~he  CA~tmi~ts/on mutt ,  of c ~ ,  comply with 
the law. And the courts have the last wind no what 
the law is. But  the problems wi th  whleh the 
C o m m i m m  d e ~ t  are not primarily kqpd. Ks Justice 
Frankfurter  said a few m~tttut after  he had left his 
p~bllc utilit ies clamroum at  Harvard for s place oo 
the Supreme Cnort Bench: "The determination o~ 
utili ty ras~-what  raay fairly be esacted ft~)m the 

adequate to enllst enterprise-does 
public and what is essentially legal nature in 
not present questions of an learning 
the ~ that  legal education and lawyers' 
afford peculiar competence for their adjustment. 
These are mat ters  for the application of whatever 
knowledge eceaomlra and finance may bring to the 
pesctlcalitles of badness enterprise. The only relevant 
func%io~ of law in dealln~ .with this intersectims of 
government and en te r l~se  ~s to secure d~ . rvance  of 

safeguards in the e~ecciso of 
those prncedural  ave the historic foundations 
kglaiat ive powers which 
of due process." Dn'scoH v. Edison L~ht  & Power Co., 
507 U~q. 104, 122 (1939) (concurring opinion). 

ass Feanldurter,  J-, d iuent ing  in West Virginia 
Sotte Baird ~ Edu~tio~ v. Bar~ette, 319 U.S. 624, 

646  a t  670 (1943). 
ms We do not say that  this was the sole factor in 

the i r  calculations. Other  motivations were also 
been of greater weisht than 

present. These may have n.348, supra. 
the  ~esulatm'Y considerations. See 
Nevertheless, we think i t  clear that  the re~htto~'y 
meth~i~oil~ was s sul~.ant~a~ facto~ in many oil 

• - • obviously true 
pipeline investment de(~ous .  T h a t  m independent 
of the investment decis io~ made by the 
pipe|inera, such as Williams. 

us* Dsmel 6:12. 
ea t  See, e . g . ,  Report  of  the An t i t rus t  

Subcommittee of the Ho~s~ Committee on the 
] ~  on tlw Con~nt Decree ~ m  oi the 
Department o~ Justice. 86th Cong., lat Ses~ 301 
(1959). See aL, o E V. Rcetow, A Natlo~l Policy for 
the O/l Industry 58, ef seq. (1948). 

Im T h a t  thei~ astute legal advisers were that  

sanguinc i t  even more doubtful. 
181 T a t  induetry's ndver~r ies  poke much good. 

h m ~ r e d  fun at  its claims of reliance- They nutke 
some excellent detmtin~ pmntS. Thus they atl[Ue ~t: 

( I )  Though the rate base methodo~gY was 
out l ined in • general  way in Ajax P ipe  L/he 
Co.por~t /~,  50 1.C.C. VaL l ~ p .  t (1950), that  
exp~tuaUno was to vtlFte aod so uni}lummatinlg that 
i t  exp[ait~ed nothing• Save for the ICC's  own 
valuation staff (a staff that  came to this s~oncy on 
Oct~cer I ,  1977). no one re~lly knew anything abo~t 
the vain• ton formula unt~,l the ICC's D/viaim~ 2 
issued its opinion in the instant ease. 351 ICC. 1(~, 
109-116 (1975). afPd. by the full Cammi~ion, 355 
I .CC.  479 (1976). And the ezplanations in t l ~ e  
opinions left mnch to be desired. The  full oil pipeline 
rate base story was not told until 1977, when Mr. 
)essoe C~k, s vstuatmn engineer who had been on the 
lCC's staff f ~  a Ions time and who was later in our 

wetkinlp of the 
employ, testified in detail  about the reproduced in 
methedoiegY. AccordinglY, the f ~ m u l a  
~ g s ,  ~. ~" c~ to be ~ " "the o.k 

ula." Our seal( the D~l~r tment  of JusUce, ann 
the thil)P ~r'oomplaiuants ask how the industry cou~ 

¶ 61,260 
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possible have relied on a fc~muia that  was unknown 

to it? 
(2) ~ h  the h 

the 1CC • rate of re 
ttmt there war no cot~mms in the trade about w h l t  
those standards were• Different wltntq~es had 
different imprm~m3a. The whole subject to rate of 
return ~ th~uded  in • dense fog• 

Were this a debating ~ i e t y ,  we should have to 
say that  the creates wm hands down. But the• is not a 
coile~e debate. I t  is a quasi-judicial prncoodin4~ about 
real things in the real world. In that  co . tea t  the 
critics'  critique of the induetty's reliance claim• 
becomes underwhe|ming and unshatterin4$. True,  the 
industry did not know the precbe fortune. But i t  
obviously had a quite sophisticated underslJo~ing of 
the valuation prOcos*. The data  that  the valuation 
staff used and us~  came and still comes from the 
industry itself. The indUStry also knows what the 
f in l l  valuatloas are. Moeeover, od pipeline companies 
have mathematically l i terate people in their employ. 
Finally, the industry had worked very ck3sely with 
the ICC in the development o( the early valuations. 
JOHlqSObl at  240-1. 391-5. Indeed, oil COml~my 
pereom~el worked ou valuations at  the ICC's offices. 
JOHNSON at  450. Those who ~ok askance a t  this 
industry's hlstncY and a t  the |CC's  indulgent style of 
regulation are well a~are  of the intimacY of this 
ind~stty.Sovernmen t liaison. Yet they turn a blind 
eye to it in order to ridicule the industry's claims of 
reliance on the traditional oil 1~pe linc rate base 

physician ~ fce¢ to do that.  A 
methndok~Y. We are 
who prescribes a dco~ abo~t which be knows a good 
d e ~  tn general but who does not knm v that drug's 
precise chemistry is neither proceeding ~n~'ant~y no¢ 
guilty of malpractice. Ttmt is ~ situatm~ here. We 
find that  the industry knew • ~ t  deal about the 
valuatio~ methodololY. Its  claim of reliance on that  
knowksdSe is ~_~fClJngly w e l l - f o ~ d .  

When i t  comes to rate of return, the reliance 
issue is much muddier and much more complicated. 

• " "ble to tell exactly what the 
There t t t s  ,ml~ _ - - I . ~ . .  on. But the induetry's 
industry thought It w ~  t~,, . . .e of 
real m" fe i~- 'd  c0~fusion about the ICC's rate 
return standards (lees not detract  in *my way from its 
claim that  it relied on the O~k formula. Whatever the 
permissible rate of return was, the industry knew that  
it would he allowed on the rate base later described 

by Mr. C, tk. 
ms ASSOCIATION BRIEF at  40-41. 
me A newcomer to the business that  was not an 

oil complny  woU~l find those risks especially 
formidable. I t  would have no captive traffic of its 
own. Hence it would have to look to the mawr oil 
c o m p a n i e s  for bus ine s s .  T h e y  m i g h t  p rove  
umtccommodatinl~. Some think tints history shows 
that  they have been eeactly tints. So it is unlikely 
that  the promoters w~uld he delulged with prmp¢¢tive 
investors. We note in this regerd that:  

( I )  practically every important  pipeline system 
was originally built by a ma~o~ oil company of by a 
group o( such coml~n~s.  

(2) Williams is not the only ,,hvtependent" to 
have come into the trade by purcl~ai l~  an existing 
pipeline system from its oll company owners. Others 

have aisO dooe that.  
tm We do not say that  i t  is omnipresent. 

Federal Enmlff  G u M e ~  v 
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mz Whether  the two kinds of competi t ion are of 

sufficient vige¢ to obviate the need for regulation or 
to war rao t  • drast ic overhaul of the s ta tu tory  scheme 
is • questioo for Congress to onswer. We make no 
recommendat ion with respect to it. Our  c0ecern here 
and now is with the s ta tu te  as it  is, not with •n  as yet  
u n w r i t t e n  s t a t u t e  t h a t  m i g h t  pe rhops  be an  
improvement .  And under the s ta tu te  as it  is, we have 
bo th  the power and  the d u t y  to look a t  the 
competi t ive factors tha t  differentiate oil pipel loing 
f r o m  e l e c t r i c  p o w e r  a n d  f r o m  n a t u r a l  g a s  
t ransmiss ion  

~ 1  See Navs r ro ,  Peterson, ond  Stauffer,  A 
Critical Comparison o4 Utillty.7~vpe R~temak i~  
Methodologies in Oil Pipeline Regulotiou, 12 Bell 
Journal  of Economics 392 ( 1 ~ 1 ) .  

m In the ~ of large shippers,  the constru~tiort 
of "pr iva te  lines" immune  from regulatory controls 
may  also be a viable optien. See the discussion of the 
so-called "Uncle  Sam" doctrine in n.90, supra 

m S ~  Federal Power Commil~ion v. N o t u r ~  
G ~  Pipeline Co., 515 U.S. 575, 590 (1942); Galveston 
Electric Co. v. Galveston. 258 U ~ .  388, 395 (1922); 
Nader v. Federal CommunieationJ Commilu~on, 520 
F 2 d  182, 2 ~  (D.C. Cir. 1975). 

Infiotioo.sensit ive rate  he~t~ do not el lmtrmte 
this  phenomenon. But they do much to mit igate  it. 
That is so because the gap  between the depreciated 
coet of reptoduc/ng a pipeline bui l t  in 1939 and the 
depreciated cost of r e p ~ d u c i n g  sno(her  pipeline bui l t  
in 1979 is much narrower than  the gap  between throe 
line~' depreciated original c u t s .  

m "The cmmiderat lm~ to which the indust ry  
points are often neutral ized or outweighed by other 
factors. The  most impor tan t  of those factors is tha t  
new lines tend to be of wider diameter  than the older 
oues. T h a t  makes  foe enormous ecaoomies of Kak~. 

As Wolbert  says: "There  is no dtq~ute tha t  
pipelines have substant ia l  ecooomles of scale. The  
basic reason is that as pipeline d iame te r s  are 
increased, pipe c~ts  . . .  increase somewhat less than 
propectimmtoly, construction costs i n c r e ~ e  linearly, 
b u t  c a p a c i t y  i n c r e a s e s  e x p o n e n t i a l l y  . . .  T h e  
constructio~ coat p rop~i t ion  has been eapee~ed u 
follows: m~e 36-ineh line is equal  in capaci ty  to 
seventeen 12-itch lines, bu t  i ts  cmmruc t ion  c a t  is 
less than  3.112 t imes  tha t  oi one 1 2 4 n ~  line. The  
operat ing compar i~m is i l lustrated by  the fact tha t  
the per l~Irrel COSt of operat iM 8 36-inch line is about 
I / 3  the cost of operat ing a 12-inch line. The  basic 
reasons  are  t h a t  ce r t a in  cap i t a l  c u t s  such as  
s u r v e y i n g ,  r i g h t  o f  w o y ,  d a m a g e s  s o d  
communka t im '~  do no( vary  wi th  line diameter .  The  
bill t icket i tem is the coot of steel which wil l  d e c r ~ e  
per unit of CmTylng eapecity as the stse i n ~ .  
The second r n ~ t  impor tan t  i tem is the friction f a c t ~  
which is influenced pr incipal ly  by  the inner surface 
area of the pipe. Because the volume increaNs more 
than  d~es the surface area, it  follows tha t  in the 
larger pipe, a smaller proportiml of the oil touches 
pipe sorfaco area. Less friction per harrel is created 
and  hence the energy required for pushing the fluid 
wil l  increa~ at a rate s ignif icantly less than  the 
increase in th roughput .  In addit ion to reducing 
o p e r a t i n g  costs,  this  factor also affects cap i ta l  
expendizure because for a given throughput ,  the 
optimal sized line wil l  require the lenst bormpower 
capital investment .  The combined e[feet o[ all t ~  

FERC 
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component facto~ is that the coat of  trat~porting a 
b ~ r e l  of  oil gemerally decrease~ about 1 /3  each time 
the des i ln  p ipe l ine  th roughput  is doubled."  
W O L B E R T  IS, a t  98 .100 .  ( E m p h a s i s  added ;  
f ao tno t~  omit ted.)  

ssl See n. 13, supra. 

ass A haste analysis that was sound and 
perceptive in l ~  m ay  not Look quite  so u t u t e  in 
1987 or in 1992. 

m We refer, of course, to shippers who •re  not 
owners. The new line's owners will a l m u t  always find 
it  in their  interest  to prefer their  own high-priced line 
to somebedy else's low-priced line. 

m Also per t inent  is the fact tha i  for most of i ts  
h is tory  the  i n t e r s t a t e  na tu ra l  gas  t ransmiss ion 
industry  has operated in a sellers' market .  I t  has 
t radit i(mally been able to sell all  the gas it  was able to 
acquire  from I~reducers. Accordingly, competi t ion in 
natura l  gas transmission has in the main been a 
r ivalry for l imited gas supplies ra ther  than a r ivalry 
for customers. C u s t o m e r s  have  n o r m a l l y  been 
a lmndaa t  and eager to commit  thcmmclves to long- 
term contracts.  T ha t  is changmg now. And it  m ay  
change even more in the future. Hence innovat ive 
regulatory respec~es to changes in the economics of 
gas t ransmisslon m a y  be in ~de r .  We note the point. 
But we do not  pursue it. T h a t  would take us much too 
far afield. Nor would tha t  d i g r e m o n  serve any  useful 
purpese. 

r n  I t  will do this only if inflation is actual ly  in 
progress. However,  inflattoe has been in progress 
since 1940. And I - , t ing  and total  victories in the fight 
alpunst  inflation do not appear  imminent .  Should 
inl la tkm be conquered at  last, i t  migh t  be well for our 
s ~  to take • f r ~ h  look a t  the oil pipeline rate 
b4se questiml. But fresh looks wil l  then have to be 
taken It many things,  some of them of greater  Kcia l  
significance than  oil pipeline rate bases. 

m See n. 357, supra. 

Iml When this e a ~  was in the Court  of Appeals  
o(I appeal  from the ICC's  decision to adhere  to i ts  
c l a s s i c a l  o i l  p i p e l i n e  r a t e  m e t h o d o l o g y ,  ou r  
p ~  asked tha t  t r ibunal  for a r emand  to tha t  
they could "begin their  regulatory duties in this area 
with • clean slate." The court granted that request 
bl~auss  i ts  mambers  thought  '*it . . .  logical both to 
avai l  ourselves d some addit/onal expertise before we 
plunge into this new ond difficult  area, and  to allow 
the relevant  adminis t ra t ive  agency to a t t em p t  for 
itself to build a viable modern precedent for ~ io 
future ca~s that not on)y machss  the right result, but 
does so by way of ra temaklng  criteria free of the 
problems tha t  appear  to exist in the ICC's  apprcaeh."  
F A R M E R S  a t  421. 

But  we cannot  e~cJtpe history. Whatever  this 
Commission 's  briefs m ay  have s ~ l  hack io 1977 and 
1978 and however jaundiced the court 's  view of the 
[CC's  methodology, the fact is that that methodology 
has been in place for a long time and that drastic 
conceptual changes would be disruptive. And as has 
already been noted, such changes would frustrate  
entrel~reneurial expectat~oos that we deem ratmoal,  
legit imate,  and  w m t hy  of respect. Perhaps  even more 
i m p u t a n t  is the total abeenee of any  evidence to 
suppor t  • f a d i n g  tha t  the incremental  benefits of the 
exercise wotlld be worth itg CUts. 

161,260 
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al, What  is m i d  in the text seemm to call fm" a 
g l e m  As we have mid  many  t imes,  the real equi ty  
i n v e s t o r s  he re  a re  oi l  c o m p a n i e s  a n d  p rof i t -  
m u i m i z i n g  coMIomerates.  They are not c o m u m ~  
They do not buy food. They do ~ b~y cloddns. They 
do not buy shelter. Nor do they have any need for 
medical care. So why look to the cot~umer price 
index.:' The answer to tha t  seems s imple to us. The  
companies are conduits. The funds they invest in 
p ipe l ines  a re  t he i r  sha reho lde r s '  funds .  Those  
shareholders are people. Even when legal title is in an 
in s t i t u t i ona l  investor ,  the equ i t ab le  in te res t  is 
normally held by flesh and blood people. Those people 
eat, wear clothes, l ive in hou~J, and go to decters. 
And theirs is the purchasing power tha t  regulators 
should try to protect.  

m We explain what we mean by the term 
"entrepreneurially adequa te"  at  pp. 340.43, im'ra. 

m Trnnsi t lonal  rate base* would have to be 
constructed for each of the many common carrier oil 
pipolinos. Tha t  would be a formidable, a difficult,  and  
a costly endeavor. The task could be by-p,um~/ by 
using the mess recent valuat ion (or in the a l ternat ive  
the cmt  of reproduction new l m  delxe¢lat inn element  
of tha t  valuat ion)  as the t rans i t~mt l  ra te  h*se. But  
then bow much substantive change would there rmdly 
he for exist ing pipelines? We conclude tha t  the 
change wo~ld be far more costly than  i t  is worth.  

Excluding the T rans  Alaska Sys tem the 
aggregate  es t imated  depreciated cost of reproducing 
the nat ion 's  oil pipeline plant  was a p p r o ~ m a t e l y  
$10.3 billion a t  the end of 19"/9. A4gsregate valuat ions 
were approximately  $9.169 billion. The  magni tude  of 
that  difference is far  from awesome. 

rm Righ ts  of way, on the other hand,  are valued 
a t  or ig inal  cost less depreciat ion.  The indus t ry  
ma in ta ins  qui te  properly tha t  throe r igh t s  should be 
va lued in the same way tha t  other  depreclable 
proper ty  is valued. 

m However,  tha t  is so only in the reproduction 
co4t calculations. When originol cest is calculated, 
account is taken of actual  interest  expeoses incurred 
dur ing  constru<tion. 

mo Moreover, no re turn at  all  is given foe equi ty  
funds advanced dur ing  conatrnction. 

ms When it  comes to the value of land, however, 
we have soma doubts  about  the ttrength of tbe 
indus t ry ' s  claim of gross imequity. True, a rule tha t  
a rb i t ra r i ly  values land at  half  i ts  cest ~ t m d s  like 
something devised by the Mad  Hat te r .  But  tha t  rule 
is flexible. The carriers are free to submi t  appra isa ls  
of their  lands. And when thma  appra isa ls  are found 
persuasive, the land goes into the rate ~ a t  present 
appraised value. 

m ASSCCIATION B R I E F  at  66. 

m Some of them were made for the railro~b. 
The ir  r e l e v a n c e  tO pipe l ines  m a y  he d ~ i ~ .  

am So far as  we c a n  tell.  no one n o w  a l i v e  has  
e v e r  seen t h e m .  

sea Our predecessors held ru lemaking an 
inapgrnpr ia te  means  for coping wi th  the que~oos 
t ha t  the F A R M E R S  court remanded us in this case. 
But they abo  thought tha t  rulensakin~ might  have an 
impor tan t  rc~e in this field af ter  adjudicat ions in the 
ins tan t  case and in the Trans Ahud~ proceeding had 
resolved the basic conceptual issues. See the last 

¶ 6 1 , 2 6 0 -  

l~rngxaph of the diseumion in ALuocmt/on a f  O/I 
P ipe l i ne ,  10 F E R C  | 61,023 a t  p. 61,03;7. 

am However,  we shall make  two changes. The 
first relates to the rate  base t rea tment  of proper ty  
tha t  the carriers use b~t  do not own. Such property is 
leased from others. The carrier 's  rental  payments  to 
i ts  l euor  are, of o ~ r s e ,  par t  of the tes t  of service. 
However, the ICC also included such "osed bu t  not 
owned" property in the rate base. Th i s  save  the 
earners  a return on investments  tha t  they never 
made. T ha t  is egregious double conn t i ng  The ICC 
offered no defense for this strange practice other than 
"that is the way i t  has always been." Williams 
B~thers Pipe Line Company, 355 1CC 479, 486 
(1976). Nor can this Commission conceive of any 
region for this anomaly other than traditino. Now we 
are no/.~ensJ~ve to U'aditlno's c la lm~ Our ~ o n  
t h i s  d a y  s h o w s  t h a t .  H o w e v e r ,  i n t e l l i g e n t  
c o n ~ a t i s m  is not  to be con/used with a ne u r~ i c  
affect/o~ for a n ~ e n t  evils, ~ solely on their 
an t iqu i ty .  In our view, the ICC's  t r ea tment  of 
"proper ty  used bu t  not owned" was greely irrational.  
Accordingly, we shall e l iminate  all  such property 
from the rate base. Moreover, we shall apply  the new 
rule  r e t rospec t ive ly .  N e i t h e r  equ i ty ,  nor good 
conscience, nor the Consti tut ion,  nor any th ing  else of 
our acquaintance requires tha t  a re turn be given on 
an  invostment  tha t  was never  made. 

The seco¢~ rate base point on which we diverge 
from the XCC relates to its treatment of working 
capital. The ICC used a rule of thumb formula that 
lb'lS derived from the balance sheet, that was 
somewhat complicated, that had been developed long 
ago, tha t  appears  dubious, and tha t  seems at  first 
blush to cry out  for re-examination. Accordingly, our 
predecessors viewed working capi ta l  as a subject of 
moment .  See the order entered in this docket on 
February  23, 19"/9, 6 F E R C  | 61.187 at  pages 61.364 
- 61,365. Ini t ial ly,  we were of the same view. O~ 
reflection, however, we conclude tha t  this is one of 
those areas in which pragmat ic  adminis t ra tors  can 
learn more from the ar i thmet ica l  facts than  from 
dialectical ~ i n s .  The fact is tha t  working capital  
does not  bulk large in ~ l  pipeline rate bases. Thus ,  for 
example, a t  the end of 1979 the entire indostry's 
aMresate rate ha~ (exclusive of TAPS) was $9.169 
billion. Working capital accounted for only W 
million of that. So a mere three-quarters of one 
percent of the industry*s rate base came from the 
working capi tal  allowance. Moreover, much of that 
~37 mill ion om'Isistod of alIowance~ for materials and 
supplies. These are b4u*ed on accounting records and 
are seldom, if ever, controversial. The controversies 
relate to cash working capital ,  i.e., to how much  cash 
does a par t icular  pipeline need to have on hand in 
order to do busiuees? In this industry  the anJw~er to 
that question seems to be not much. So cash working 
capi tal  needs are minimal .  

In these circumstances we find i t  best to: 

(1) At tach  a weak rebut table  presumption of 
cor rec tneu  to the ICC's  tradit ional  working capi tal  
formula,  however questionable that  formula ma y  
be. 

(2) Hence the formula will control only if no 
l i t igant  chco4es to question it. 

(3) However, shippers,  carriers and other part ies in 
interest  fsee p. 20.5, supra) who choose to quostion 

FederM E n e q f f  Gukle l lnee 
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the t radi t ional  working capi tal  formula are free to 
delve into this subject and to demonstra te  what  the 
part icular  carrier 's  actual  cash wofkin4 capi tal  
needs are. 

Th i s  is a tentative,  short run. ad  hoc solution. Should 
the whole rate base question be given a tearchmg k~k 
at  some future time, working capi tal  will, of course, 
be on the agenda. I t  is aho  possible tha t  experience 
may  lead us to our succesxors to restudy the oil 
pipeline cash working capi tal  problem as a discrete 
matter ,  divorced from larger and more troublesome 
rate base points. 

A final word on cash working capital:  we note 
t h a t  the  c o m p l a i n i n g  shippers m a i n t a i n  t h a t  
Williams* method of doing business is such that  it  
needs no cash working capital  at all. They are 
enti t led to every fair oppor tuni ty  to show tha t  this is 
actual ly so. We assume, of course, that  Wil l iams will 
disagree. And it  should, of course, be given ample  
oppor tuni ty  to rebut the shippers '  claims and to 
present its own position with regard to its working 
capital  needs. 

Ira' The ICC had begun to do so. See n 2 4 5 ,  supra. 
This shows that  our predecesmr agency did not 
consider  i ts  oil pipel ine rate base methodology 
sacrosanct or immutable .  We know of no re• ion  why 
this C o m m i u i o u  dmuld  take a more reverential  view. 

I m  For a d iscu~lon  o4' the relative youth  of the 
nation 's  oll pipeline plant  as compared to i ts  natura l  
gas  plant  see J. A. Hansen,  Competitive Aspects of 
the United States Pipeline Industry: Implications for 
Regulatory Analysis 157 ( Y a k  Univers i ty  Ph.D. 
dissertat ion 1980). Dr. Hansen was formerly an  
economist  on this  Commiss ion ' s  staff.  Like Dr.  
Hansen,  we exclude the Trans  Alaska system. Were 
tha t  enormc, uts facility thrown into the pot, the text 
s ta tement  would be even t ruer  than  it  is. 

i However, the indus t ry  b qui te  heterogeneo~ts. 
So there are many  pipeline companies  tha t  derive 
sub~ttantial rate bate benefits f rom the condition 
percent app rmch .  

sse This mater ia l  is not in the record. But  it is 
p~blic, h comet from the reports  tha t  the carriers file 
with us and from the valuat iot~ tha t  we l~b l i sh .  

100%----4F~ . 53~t. 

m 1tX)%---42%, 5891,. 

sea At least for the short  run.  

am At noted earlier, the carr iers  obviously see 
l o n g - r u n  b e n e f i t s  for  t h e m s e l v e s  f r o m  t h e  
perpetuat ion of the condition percent  methodoiolly. 

am The terri tory is new and wbo~y uneapiored. 
Hence we are unable to offer any  road maps.  

am See n. 324, supra. 

l i t  At  noted earlier,  depreciated ori l i rml cm.t was 
only $101.1 millioo. 

am That  rent control may  well  be a poor idea has 
no bearing on the point. Whether  rent Corltrol is good 
or bad is for the legislators to determine.  Once the 
legislature has opted for rent control, i t  is not for the 
adminis t ra tors  to subs t i tu te  their  ideas about  sound 
housing policy for those of their  legislative matters .  

m Wil l iams place~ great stress on the fact that  it 
owned the system for three years before it raised, i ts  

FER¢ 
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rates. In  our view, that  does nm inval idate the text 
statement. 

The assurance that  i t  1ought and obtained 
related u~ely to account ing  It had nothing to do with 
rates. FARMERS • t  420. 

ssx Shippers '  init ial  post-hearing brief • t  103 
(emphasls added). 

There are exceptions to this rule The ratepoyers 
concede t ha t  But those exceptions involve si tu•t ions 
in wh ich  the t ransfer of ownersh ip  promotes 
eff iciency In such • case the excess over original c a t  
can be viewed as capital  dedicated to the publ ic 
in te res t  See 1 Priest,  Prinoples of Public Utility 
Regulation 189 (1969). Th i s  is obviously not such • 
case. And Will iams'  able counsel wisely refrained 
from s u n e s t i n g  that  it is. 

am See p. 98, supra. 

ml Uniform System of Accounts for Pipeline 
Companies, 337 I . C C  318, $22 (1970), quoted w i th  
approval in Williams Brothers Pipeline Company, 
355 I.C.C. 479, 488 (1976). 

(4~ Uniform System of Accounls for P~peline 
Companies, 337 ICC 518, 523 (1970), quoted but  
disregarded in the opinion of the ICC' t  Division 2 in 
the ins tan t  case (351 [CC 1(~, 107 [1975]) and 
total ly ignored in the h.tet Opinion of the full 
CommiMiou. 

tm FARMERS at  420-21 ffootnotes omitted).  

*ea C a u t i o u s  p u r c h a s e r s  will  p robab ly  seek 
declaratory orders before preceedin& 

44n Reduced Pipe Line Rates and Gathering 
Charles 1, 243 ICC 115, 142.143 (1940); Minneh~t 
Oil Corp. v. Continental Pipe Line Co., 258 ICC 41, 
53-57  (1944) ;  Reduced Pipe L:ne Rates and 
Gatherin# Clu~ses II, 272 ICC 375 ,384  (1948). 

am Petroleum Rail Shippers' Ass'n. v. Alton & 
Southern R. R., 243 ICC 589, (xS3 (1941) ( involving 
the very system now before us in the ins tant 'case) .  
See also the Minnelusa case cited in the preceding 
footnote. 

t m  .See Note, l . ,e~l and Practical Aspects of 
Petroleum Rates and Termmal Tan/us#e, 102 U. of 
Pa. Law Rev. 894, 910-11 (1954). 

Wr i t i ng  as long ago as 1954, the author  of the 
Pennsylvania  note to which we have jt~lt referred 
found the crude-refined dist inction dubious. He went 
further.  He suglested tha t  it  was the crude lines tha t  
were riskier. N o t i n l  tha t  there had been an explmive 
growth in protlucts pipeline mileage between 1940 
and 19.52, the author  said (at  page 911 of 102 U. of 
Pa. L. Rev.): 

I t  can be inferred from these fisuros tha t  the 
higher return allowed to products  lines is no ]anger 
j u s t i f i ed  by  t he i r  r e l a t i ve  newness  and  the  
unpredic tabi l i ty  of their  succees . . .  In fact, it  
would seem tha t  the p r ~ p e c t s  of a products  line, 
since it  usually begins at  or near a refinery, are less 
uncertain than those of a crude line, which becomes 
useless when the field it serves is depleted. 

t ie  A hostile cri t ic characterized the procaedintu 
as "cabalist ic."  E. V. Rostow. A National Policy for 
the Oi/ lndustry. 59(1948) .  

¶ 61,260 
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s** When the C n o n  of Appeals deal t  with the 
ins tant  case, it  cemured  the ICC's  failure to pay 
"even . . .  e~gnous attention t o . . .  the actual c a t  of 
equity capital to Will iams." FARMERS at 418, last 
sentence of the cnort's n.27. 

s e e t h e  indus t ry  says tha t  them were mere 
"guidelines."  But the ICC never m a d  tha t  term. 
Moreover,  both the worth usod and  the results 
decreed in i ts  oil pipeline rate opiniot~s =how tha t  it  
viewed its 8% and  10% h o l d • g •  as conclusive tests, 
not  as  inv i ta t iea t  to protracted dialogues about  
upward adjustments .  Thus ,  for example, in the very 
first  opinion in which i t  scrim*sly addressed oil 
pipeline rates the ICC b e l a n  its rate of re turn 
d i scuu ino  with these wo~ds: '*If an  annual  return of 
8 ~  he taken as fair---and to u t  i t  ~ m s  a m p l e . . .  " 
Reduced Pipe Line R~tes and GttheHn8 ~ I, 
243  I . C . C  115, 142 (1940).  G e t t i n g  down to 
particulars, the Commissinn held on the following 

of 243 I.C.C. that ' ~  the pro~ent r e c e ~  no 
f inding c m ~  be made  tha t  the rates  of the 14 
respendente which earned k ~  than 8 percent  upon 
value a r t  unjnst  and unrealonsble  becamm excec~ve. 
As to the remaining  21 rezpe~dents,  rite earn/nlf~ of 
each mLe~t he fom~ to he nmterisdly in e a t ~  o f •  f•ir 
return, and the St.necel level of  their r a ~  hmnd to be 
tmju~t ~ ~ n n m m a b ~ . "  (E rapha~  added.) The 
ICC's  later  oil pipeline rate  of return opinions ~ 
like tenor. I t  clearly did tha t  m this  c t ~ .  TAPS w•.t 
something of • deviation.  But tha t  deviation was very 
slight. See n.414, infra.  

sat True.  the ICC had no oil pipeline rate cases 
between 1948 and the mid-1970's,  when i t  had to deal 
with the ins tant  care and with TAPS. But  when the 
later cmu~ came along, the Commissinn m a t e d  its 
1940% rate off return precedents as he~y writ. 

t t s  In its httt oil pipeline detisic~,  Tcen~ Ahudut 
Pipeline System, 355 ICC 80  (1977), •frumed sub 
non. Mobil  A M s ~  Pipe//ne Co. v. UMted &rotes, 557 
F 2 d  ;'7'5 (Sth Cir. 1977), r e ~ t ~  m i ts  e~tJrety as  
~n • p p e n d ~  thereto (557 F.2d a t  784-801), and  ngam  
affirmed sub nom. Trans Alaska PipelL~ R~te Cases, 
436 U S .  631 (1978), the ICC allowed an  in ter im 10% 
return c~t the Alaskan crude oil line. However,  the 
Commission s ta ted tha t  this  was not *'intended to be 
a general  s t andard . "  The  resul t  t u rned  oft the 
magni tude  of the Alaskim project snd  ml its special 
risks. Not ing  " t ha t  the 8% on valuation tum, d~rd 
a r ~ e  in the early 1940's, when capi ta l  costs were 
substant ia l ly  lower than  they are today," the ICC 
commented  tha t  this s tandard  "could continue to 
provide • substantial re turn on original inves tment  of 
established carriers, whme valuat ions have Hson well 
above their  actual  inves tment  b e c a u ~  of inflation." 
But the ICC went on to add, " In  the case of the TAPS 
carriers . . .  their  property was contructed so recently 
tha t  valuat ion is l i t t le higher than  actual  carat, and  an  
8% return becomes quite  deficient." 355 ICC at  85, 
reprinted in 557 F ~ d  a t  791. 

sts See Williams Brothers Pipe Line Company, 
351 1CC 102, 105-106 (1975), for the Opinioa  o~ the 
Commiu ion ' s  Divis/on 2 and William= Brothers Pipe 
Lim~ Company, 355 ICC 479, 486,88 (1976), for the 
full Commission 's  Opinion. 

Nei ther  the Division nor the full Commission was 
unanimous.  Commissitmer Corber d i s ~ n t ' d  from the 
D i v i s i o n ' s  O p i n i o n .  355  ICC a t  1 , . ' -33 .  And  
Commiss ioner  ( la ter  Cha i rman)  O'Neal  dissented 
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from the full Commission O~nion .  355 ICC a t  496- 
503. The  future Cha i rman  O'Neal  took • skeptical 
view of the va l id i ty  of the ICC's  1940's precedents. 
He alto questioned the serupulmamese of the te*ts and 
armlyr~t employed " e v e n . . .  then."  [d. at  4 2 .  

~s  As we said • t  the outset o( this discus•ion, the 
whole thin8 is odd. One very s t r iking oddity is the 
idea tha t  there is • m e s h i n g  inherently just  and  
axiomatically re•tunable about nominal rates of 
return that appear to have heen p~ucked out o( the 
air  in the first place and that are then applied 
mechanist ical ly and religim~tly decade • h e r  decade. 
T h a t  flies in the fate of every regulatory principle 
known to us- I t  was meet emphatically not part of the 
c l am ca l  fair  value system. In the f a m m a  fair  value 
case of Bluefiekl Water Work= & Zmprovement 
Company v. Public Service C o m m i ~  ol  t ~  State 
of West Virg/n/a, 262 U.S. 679, 692-93 (1923), • 
u n a n i m o m  Supreme Court  sold:. " W h a t  annual  rate 
will o m t t i t u t e  just  compensat ion depends Ul~m many 
circumstances and  m u t t  be de te rmined  by  the 
exercise of • fair and enlightened judgment ,  ha vmg  
regard to all  relevant facts• A public u t i l i ty  is enti t led 
• . .  to onrn • return . . .  generally beinlg made a t  the 
same t ime . . .  m investmenUt in other bnsinem 
undertakings which are a t tended by  corrasponding 
risks and uncertaintiet . . .  A rate of return may be 
r e a s ~ m b ~  • t  one t /me • r ~  become ton h/gh or  w o / o w  
by clumE~ iffectlnff oppor t tm/ t~s  for /nvectment. 
the n~ney market; ~md bm~v~= c o n d i ~  generaJly." 
(Emphas i s  added.)  The ICC= f e m h i m c  oil pipeline 
rate  of re turn n u m ~  v i ~ t e d  these e lementary 
precepts, which are as round snd as •uthori tat ive 
teday as they were when the H i ~  Court articulated 
them in 1923. Note should •Ira  he made  of a lesser 
oddity.  T h a t  noe i= ca~.specif ic .  T boush  William= is 
predominant ly  • carrier  of refined products, it  a bo  
c a m e •  tome crude. Acct~dingly, it  would seem that 
the bifurcated 8 ~  fec crude, 10~  for refined test 
would have called for • quant i t a t ive  analysis  of 
Will iams'  business and for the derivation of an overall 
rate of re turn somewhat  below the 10~  to which • 
pure preducts  pipeline is deemed entit led. The  ICC 
gave no a t tent ion to this pomt.  

s*r Even the ICC had s tave  doubts. True,  i t  
adhered to i ts  tradit iomtl tests in the ins tan t  caso. 
But it  propmed to reexamine them in • ru lemaklng 
coetext. See WHli•ms Brothers Pipe Line Coml~ny, 
351 ICC IC2, 105.106 (1975); Williams Brothers l~pe 
Line Company,  355 ICC 479, 487 (1976). 

s~t F A R M E R S  a t  416. 

The court  applied tha t  label to the ICC's  rate 
base methodol~ty as well. We take a different view. 
We think the rate ba te  methodology still  serviceable. 
Our  reasons for to holding have a]rondy been s ta ted a t  
length .  But  we al[rxe wi th  the cour t  tha t  the 
tradit iomtl  oil pipeline rate  of return methodology is 
indefensible, that  i t  m u t t  be scrapped in toto, and 
tha t  something quite  different from the mete.covered 
8 ~  and l (~ t  numeroingy is essential. 

t*s Id • t  419-20. 

tee We have  a l r eady  observed t ha t  seriotts 
quectu0¢ts were raised el•out tha t  • generat imt ago. See 
n.409, supra. 

*St The quotat ion is f rom footnote  31 to 
F A R M E R S  at  420. 

FedcmU i m t q f f  Gu ldu l l nm  
01S--67 
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422 The quotat ion is from the last paragraph  of 

the F A R M E R S  footnote cited in the preceding note. 

,=s See p. 89, supra. 

,2, See Black, Oil Pipel ine Divorcement ,  25 Corn. 
L. Q. 585 (1940). See also W O L B E R T  I at 142-60; 
W O L B E R T  II at 237-41, 314-25; JOHNSON at 286- 
304. 

,25 The industry claimed that  2.5 billion real, old- 
fashioned pre-World War II dollars were at  stake. 
JOHNSON at 291. 

,2e Among the defendants  were the Great  Lakes 
P ipe  Line  C o m p a n y ,  W i l l i a m s '  p redecessor  in 
in teres t ,  and Grea t  Lake 's  eight shipper-owners.  
Uni ted  S ta tes  v. Great  Lakes  Pipe L ine  Co., Civil 
Action No. 182 ( U S . D . C  D.C.) (filed September  30, 
1940). 

4=7 The role of defense considerations and of high 
officials in the Execut ive Branch is discussed in 
JOHNSON at 298-304. Professor Johnson makes some 
interest ing observations. One of them reads: "If  
Arnold had a lever in the size of the potential  
liabilities under the Elkins Act, the indust ry  had a 
c o u n t e r v a i l i n g  force in the  d e e p e n i n g  defense  
emergency .  No responsible admin i s t r a t i on  would 
del iberately create chaos in the face of an all-out war 
threat ,  and the indust ry  knew it. In essence, this 
became the t r u m p  card in the game the negotiators 
were playing."  A few lines later he says: "One cannot  
but feel from a review of the record that ,  at  least from 
mid-summer  1941, officials in the higher levels of the 
Executive Branch were seeking ways to hasten a 
c o n c l u s i o n  of the  p r o c e e d i n g s  a g a i n s t  the  oil 
indus t ry ."  Id. at 303. 

4~ Tha t  was done in Uni ted  S ta tes  v. A t l an t i c  
Re f in ing  Company ,  Civil Action No. 14060 (U.S.D.C. 
D.C.). All of the major oil companies  of tha t  day and 
all of their  pipeline affiliates were de fendan t s  in tha t  
action. 

' ~  Excess earnings must  be segregated and are in 
effect frozen. They can be used for addit ions and 
be t te rments .  But addit ions and be t t e rmen t s  tha t  are 
so f inanced cannot  be included on the valuat ion on 
which the 7% is based. Thus there is no incentive to 
use excess earnings,  if any, for expansion. The only 
way in which a shipper-owner  can get its hands on the 
excess earnings is to sell its interest  in the lines. The 
consent  decree expressly permi ts  recapture  in this 
si tuation.  Tha t  may have had some bearing on the 
motives of the eight oil companies  tha t  sold the Great  
Lakes Pipe Line Company  to Williams back in 1966. 

,~o Nothing in the Valuation Act requires annua l  
valuations.  These were never made for the railroads. 
Nor did the In te r s t a te  Commerce  Commission ever 
make them for pipelines before the consent  decree. In 
fact, it made no pipeline valuat ions of any kind until 
1934. The pressure for annual  pipeline valuat ions 
came ent irely from the industry.  It is hard to imagine 
who else would have wanted  them. After the consent 
dec ree ,  the  ca r r i e r s  were so eager  for annua l  
In te r s t a te  Commerce  Commission valuations that  
they wanted  to pay for them themselves.  JOHNSON 
at 393  

4a, See W O L B E R T  I at  153-55. 

• a= Repor t  o f  the A n t i t r u s t  S u b c o m m i t t e e  o f  the 
House C o m m i t t e e  on the Jud ic iary  on the Consent 

FERC Repot'ts 
024--65 

Decree Program of  the Depar tmen t  o f  Just ice,  86th 
Cong., Ist Sess. 301 (1959). 

* U T h e  difficulties and the confusions created 
when the valuations were out of date  are described in 
JOHNSON 335-36 and in W O L BE RT  I at 153-55. 

4~ Copies of those reports  go to those authorities.  

' ~ T h a t  view does not rest on our decision to 
adhere to the valuation rate base for regulatory 
purposes.  When a rate case arises, an ad hoc 
valuation of the part icular  carrier involved can be 
made for purposes of that  litgation. Accordingly we 
agree with the House Commit tee  of 1959 (n.432, 
supra) tha t  "Annual  v a l u a t i o n s . . ,  are not needed to 
discharge regulatory responsibilit ies." (At 331 ). 

4st Even af ter  the consent decree made borrowing 
a t t r a c t i v e ,  some s h i p p e r - o w n e r s  c o n t i n u e d  to 
mainta in  a negat ive a t t i tude  toward debt.  JOHNSON 
at 338-39. 

,sT Had they done so, obvious questions would 
have been raised under the consent decree. The 
J u s t i c e  D e p a r t m e n t  would  u n d o u b t e d l y  have  
main ta ined  that  the " in te res t "  payments  to the 
shipper-owners were really "d iv idends"  in violation of 
the decree. Troublesome tax questions might also 
have been p re sen t ed  under  the so-called " th in  
capi ta l iza t ion"  doctrine.  See B. Wolfman, Federal  
I n c o m e  Taxat ion  o f  Bus iness  En terpr i se  117-23 
(1982); Plumb, The Federal Income Tax  Signif icance 
o f  Corpora te  Deb t :  A Cri t ica l  Ana lys i s  and  a 
Proposal, 26 Tax L. Rev. 369 (1971). 

4 u  All-debt  financing is used on occasion. Mobil 
funded its interest  in the Trans  Alaska Pipeline 
System tha t  way. 

4~ The industry  main ta ins  tha t  since the loan to 
the pipeline is guaranteed  by its parent ,  tha t  loan is 
really a loan to the parent .  So it is just as though the 
parent  went out and borrowed the money to make an 
equi ty  inves tment  in the pipeline. Ergo, the pipelines'  
debt  capital  is really equi ty  capital  and ent i t led to an 
equi ty  rate of return.  We have already noted our 
d isagreement  with tha t  view. See pp. 236-37, supra. 
For the reasons there stated,  we are unable to accept  
this approach for regulatory purposes. 

" O T h a t  assumpt ion  is correct only when the 
pipeline is new. Even then book value will differ 
s l ight ly  from valuation. That  is so because of the 6% 
going value allowance in the valuation formula and 
because of the somewhat  idiosyncratic way in which 
tha t  formula compensates  the carriers for the t ime 
value of the funds tied up during the construct ion 
process. 

,41 It may well be that  re turns  of that  magni tude  
are seldom actual ly realized. But regulators are in the 
ceiling business. Their task is to l imit  what  regulated 
en t i t i e s  can earn.  However  " l i gh t -handed"  and 
however permissive the regulatory scheme may be, 
those who adminis ter  it are not free to wink at 
ceilings tha t  are s t ra tospher ic  and limits tha t  are 
gargantuan.  The courts would not permit  that .  Nor 
do such methods comport  with our conception of our 
duties. 

442 This may not have been wholly spontaneous.  
The in i t ia t ive  appear s  to have come from the 
Congress.  I t  may have s temmed from a House 
inves t iga t ion  of an t i t ru s t  decree pract ice.  T h a t  

¶ 61,260 
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inquiry made in 1957 bore down heavily on the 
pipel ine decree. The major i ty  of the Commit tee  
ezpceued the view that the Justice Depertment bed 
pernfi t ted the compen|es  to o u u m a r t  i t  beck in 1941, 
that the Dep~m¢~t later compounded the erret by 
assenting to a str~ned readin8 of the d e c . ~  that 
stripped i t  of any semt)htnce of meaning and  that the 
Elkius and Hepburo  Acts had been eviscerated so far 
as the pipelines were c~ce rned .  See J O H N S O N  at 
440.456; P I E R C E Y  at  42-45. 

sea The  Supreme Court  explained the effect of 
this in a footnote . ~ l i n g ;  * 'A~umiag 8 c~'r~er him an  
[.C.C. "valuatiou' o¢" $ IO,U00,~XI, $2.000,000 of which 
r e l~ r~nu  s t ~ k  inwestments of $1,000,0~0 by  each of 
two shipper  ml companies, and $8,000,000 ~ wh~h 
r e p e n t s  debt  hecause of money borrowed by the 
ca r r i e r  f rom others ,  on the appe | lee-coml~nies '  
in terpreta t ion of the decree, each of the two shipper- 
owners would be ent i t led to 'dividende'  of one.half 
($1,000,0~0/ $2,000,000) of 7% of $10,000,000 or 
$350,(~0. On the Government ' s  new interpretat iou 
in~tead, each sh/pper-owner's 'share '  ~ I d  be one. 
tenth ($I,000,000/ $I0,000,000) of 7% of 
$I0,000,000 ct $70,000, th~ he~ ~. of ~h ~e's 
actual  r e v e t m e n t  of $1,C00,000 in the con~p~ny." 
United States v. Athtntic Refining Comp~ay, 360 
U ~ .  19, 22 n.2 (1959). 

at4 Id. at 23. ( F o ~ o ~  omit ted.)  

The  h u t  paragraph of the Opiniou l:~nted out 
tha t  the Government  migh t  ~ ¢ k  to modify the 
decree, **which continm~ the juri|d~ction of the 
Disarms C ~ r l . "  No such effort was ever made.  
Im~ead,  as has al ready been ~oted. the Government  
is n@w urginl that the decree be vacated in toto. 

/4s The  indust ry  likes this  idea today. But that 
wa~ not alway* i ts  Position. See the foflowing f o o U ~ e .  

The indust ry  itself was  of tha t  view in 1941 
dur ing  the nagotintious tha t  led to the decree. See 

JOHNSON at 291-300. Not unt/l the consent decree 
turned out to be so favorable to it, did the industry 

iu present poution. 

~ v  Ttnas ~ Pipeline System, 355 ICC 80  
(1977), aff irmed am/ rep~'nte@ as an appeno~z to 
Mobil A/~cl~t Pipeline Compeny v. United S~tes 557 
F.2d 775, 784-801 (Sth Cir. 1977), and  aRain all/treed 
sub nora. Trans A/ask4 P/pe/ine R a t e  Cases, 436 U.S. 
631 ( |978) .  The ICC blunt ly said, '*We do not accept 
t h e  1941 c o n s e n t  d e c r e e  as  I s t a n d a r d  of 
reasonablenes~ under the Inters ta te  Commerce Act." 
Rel~intedin 557 F 2 d  at  786. 

~us As our predeces~m, agency said (355 I.C.C. at  
84-5, t ep rmte~  m 557 F 2 d  a t  7 ~ - 9 1 ) :  

IT]he cousent decree s tandard  has never been 
e m p k ~ d  in a Cmnmi~im~ pcoceeding as the test of 
rcasenableness at" rates. I ts  sole legal status is as a 
l imit  on the a m m m t  at" dividends tha t  pipelines 
m a y  pay to s h i p l ~ r - o w n e r s  without risking 
p~secut/on under the F..l~m Act fm ill¢~ai rehash. 
Moreover, as  a standard of r e ~ o n a b l e m ~ ,  it has 
nothing to recommend it |tom s conceptual 
standpoint .  Although valuat ion is a measure of the 
entire investment ,  the o n ~ e n t  decree start<hard 
allowed a re turn ou valuat ion to be used entirely to 
compemmte one se~nen t  of the capi tal  invested. 
Such a standard can have no r e l a ~ i p ,  except 
by coincidence, to the carriers '  t rue cap/to |  c~ t s .  

I t  was o b v l o ~  tha t  the carriers w ~ l d  play a 
vi tal  re~e in the war  effort and th~tt the nat/on was in 
desperate need of their  aid. See J~edut'ed P ipe  L ine  
Rates and Gatherin# (7,barges 1"I, 272 ICC 375, 377- 
78 (1948). See ~ o  J O I ~ S O N  a t  307-32. So the 
indust ry ' s  b a r s t i n i n g  p~ i t i on  was strong. See n.427, 
supra.  

S ~ A n y h o w ,  those  ques t i ons  were not  our  
ques t ions .  T he  ad~..ctive *'rebative'* is not  an  
antonym to the phrase '*just and ~ l e . "  

¶ 61,260  ,d.V Ouk  .. 
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4~, It  is hard  to imagine  anybody  in the real 
world mak ing  so s t r ange  a f inanc ing  decision. Were  
the a m o u n t s  involved subs tan t i a l ,  a business  decision 
of tha t  cha rac te r  would a lmos t  cer ta in ly  provoke 
der iva t ive  act ions  by ang ry  shareholders  and  their  
h u n g r y  lawyers.  

4 n 2 T h a t  m a k e s  the  c o m m e n t  of the Mobil 
Pipeline C o m p a n y ' s  pres ident  (quoted in W O L B E R T  
II at 328) tha t  "A 7 percent  re turn  on va lua t ion  is 
not a red-hot bus iness  deal"  hard  to take seriously. 
This  is so special,  so peculiar,  and  so generous  a 7% 
tha t  the i ndus t ry  has  lived happi ly  with it for the 
p a s t  41 y ea r s .  C o m m e n t s  a b o u t  i t s  a p p a r e n t  
n i g g a r d l i n e s s  do m o r e  to o b f u s c a t e  t h a n  to 
i l luminate .  ~ It is, of course, qui te  t rue tha t  the 
g u a r a n t e e s  invo lve  r isks  for which  a p p r o p r i a t e  
compensa t ion  is due. But noth ing  in the consent  
decree relates  tha t  compensa t ion  (which the decree 
p e r m i t s  to be huge in m a n y  s i tua t ions)  to the 
q u a n t u m  of risk a s sumed .  See W O L B E R T  II, at  319- 
20. We note in this  regard tha t  Dr. Wolber t ' s  view of 
the consent  decree in his first book was muc h  less 
favorable.  Wr i t ing  in 1952, he b randed  it a pernicious 
absurd i ty .  S u m m a r i z i n g  his conclusions about  the 
consent  decree a t  t ha t  t ime,  he said: "The  consent  
decree was found to be riddled with ambigui t i es ,  'a 
poten t ia l  lawsui t  in every  word '  and apparent ly  not 
to have  con t r ibu ted  mater ia l l y  toward  rate reduction. 
For these reasons it was felt t h a t  the decree should be 
abolished,  and  tha t  Federal  regu la to ry  a u t h o r i t y  over 
i n t e r s t a t e  pipe l ines should  be conf ined  to the 
I n t e r s t a t e  Commerce  Commiss ion . "  W O L B E R T  I at 
163. ( E m p h a s i s  added . )  On th is  point  we find 
W O L B E R T  I far more persuas ive  t han  W O L B E R T  
II. 

4 ~  However ,  we obviously disagree  with the 
Divis ion 's  b lanke t  condemna t ion  of the va lua t ion  ra te  
base. 

4 ~  These  views are expressed in the " M O T I O N  
OF T H E  U N I T E D  STATES TO V A C A T E  T H E  
F I N A L  J U D G M E N T  A N D  FOR O T H E R  R E L I E F "  
filed on N o v e m b e r  16, 1981, in UniLed S ta tes  v. 
A t l a m i c  Re f in ing  Company ,  Civil Action No. 14060 
( D . D . C ) .  T h e y  have  a long history.  The  A n t i t r u s t  
Division lost fa i th  in the consent  decree a t  an  ear ly 
date .  Indeed,  it m a y  never  had any  fa i th  in the  
a r r a n g e m e n t .  W a r t i m e  pressures  and  decisions ma de  
by those in higher  a u t h o r i t y  in response to those 
pressures  led the Division to assen t  to what  it 
r e g a r d e d  as  a l u d i c r o u s l y  c h e a p  s w e e t h e a r t  
s e t t l em en t  tha t  set t led nothing.  Thus ,  for example ,  
one journal is t ic  c o m m e n t a t o r  of tha t  day  wrote of the 
disposi t ion of the "E lk ins  Act suit  aga ins t  the pipe 
l ines  wi th  a consen t  decree  so weak t h a t  two 
a t t o rneys  who worked on the case for the g o v e r n m e n t  
refused to sign it, and  one of them resigned in 
d i sgus t . "  The  quota t ion ,  which is from a piece by Mr. 
I. F. Stone ent i t led  A People's War-Or Monopoly ' s  
t h a t  ap p ea red  in The  Na t ion  in 1942, can be found in 
R. Engler ,  ed., America ' s  Energy  192 (1980). See also 
J O H N S O N  at  299: " W i t h i n  the Jus t ice  D e p a r t m e n t  
. . .  opposi t ion to s igning the decree in its exis t ing 
form did not subside on the s ta f f  level." At 303-304 
J O H N S O N  says: " [ R ] e a d i n g  between the lines, it 
seems likely t ha t  the speed with which the whole 
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affair  was brought  to a close reflected pressure  from 
the top level of the Roosevelt admin i s t r a t ion .  The  
a b r u p t n e s s  with which Arnold agreed to accept  the 
draf t  . .  over the opposition of his staff,  plus the 
unwil l ingness  of his negot ia t ing s taf f  to sign the 
decree, lend credence to this  in te rpre ta t ion  " 

As long ago as 1944 Francis  Biddle, then the 
At to rney  General ,  expressed skept ic ism about  what,  
if any th ing ,  the decree had ac tua l ly  accomplished.  90 
Cong. Rec. 3202 (March  28, 1944) After the Supreme 
Court  rejected the g o v e r n m e n t ' s  ingenious a t t e m p t  to 
re in te rpre t  crea t ively  the decree 's  l anguage  in the 
l ight  of h i n d s i g h t  (see pp. 316-17,  sup ra )  the 
Ant i t rus t  Division came to regard the decree as 
useless. T h a t  conclusion as to its u t t e r  fut i l i ty  was 
reached a long t ime ago. See P I E R C E V  at 45. 

4~  The  decree requires  annua l  reports  to the 
Division by each of the defendants .  

4BT We do not in tend to in tervene  unless ha rm is 
alleged. W he n  such an al legat ion is made,  however, 
our rules of decision mus t  be based on s t a nda rds  less 
capricious t ha n  the consent  decree 's  7% l imitat ion.  

48s Of course 7% is less t ha n  8%. And it is much  
less t ha n  10%. However the consent  decree 's  7% is so 
very  special a 2% and  so prone to ma n ipu l a t i on  by 
those purpor ted ly  res t ra ined  by tha t  l imit as to 
render  e l e m e n t a r y  school a r i t hme t i c  a decept ive  
guide to economic reality.  

460 See pp. 336-38, infra. 

4co See J O H N S O N  at  472-75. 

461 By  e i t h e r  t h e  I n t e r s t a t e  C o m m e r c e  
Commiss ion  or this  Commiss ion .  

t e ~  The  in s t an t  case and  the T A P S  proceeding 
a ppe a r  to have  killed tha t  idea. Ergo the i ndus t ry ' s  
cu r r en t  in teres t  in deregulat ion.  

t 6 t  T h a t  is c o n t r a r y  to b a s i c  r e g u l a t o r y  
principles.  See p. 272, supra. But the consent  decree 
sanc t ions  it. See ~l III  (d) of the decree and  the 
discussion thereof  in W O L B E R T  I at  156-59. 

4, t  M a n y  carr iers  in te rvened  in this  case. All of 
t h e m  are ably represented.  And m a n y  of t he m ma de  
exhaus t ive  presenta t ions .  Nei ther  the ev iden t i a ry  
p resen ta t ions  nor the a r g u m e n t s  based on t he m are 
perfect ly  homogeneous.  There  is no a l l -embrac ing  
" i n d u s t r y  v iew."  However ,  these  i n t r a - i n d u s t r y  
d i f f e r e n c e s  re la te  in the  m a i n  to n u a n c e  a nd  
emphas i s .  Hence we th ink  it unnecessa ry  to detai l  
each and  every fine point made  by the var ious  
p a r t i c i p a n t s .  W h e n  we speak of the " i n d u s t r y ' s  
posit ion," we refer to the  broad consensus  wi th in  its 
ranks.  Our  s t udy  of the record and  of the briefs leads 
us to believe tha t  the positions espoused by the 
Associat ion of Oil Pipel ines reflect the essent ia l  views 
of pract ica l ly  all of its members .  

4~  The  indus t ry  placed much  s t ress  on this  point  
in the abor t ive  ru l emak ing  proceedings in which rate 
of r e tu rn  was a cent ra l  issue. See Association of  Oil 
Pipelines,  10 F E R C  ~I 61,023 (1980). See also n.247, 
supra. In these proceedings the point is made  with 
more a r t  and  with a grea ter  measure  of subt le ty .  
Never the less ,  it is still here. 
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4e6 They  have  within  the pas t  year  yielded as 
m u ch  as 15%. 

4 e 7  ASSOCIATION B R I E F  at  120. 

4 u  ld. at  123. 

46~ We are merely s u m m a r i z i n g  the general  idea. 
Different  companies  favor di f ferent  numbers .  But 
those differences are not mater ia l .  Of course, all of the 
p r e s e n t a t i o n s  were heavi ly  inf luenced by money  
marke t  condi t ions when the record was made  and  the 
briefs wri t ten.  Hence our sketch of the i ndus t ry ' s  
position reflects a cer ta in  a m o u n t  of upda t i ng  by us. 
But we have  made  every effort to be fa i thful  to the 
essent ia ls  of the a r g u m e n t s  made.  

4~'0 The indus t ry ,  of course, asks  for a liberalized 
va lua t ion  formula  tha t  would widen the gap  between 
va lua t ion  and  original co s t  See pp. 281-83, supra. 

47, We ga the r  tha t  most  pipeline owners  believe 
tha t  their  properties are in the "h igh-r i sk"  class. 

472 There  is an air of unrea l i ty  about  all this. It is 
a little hard  to believe tha t  the i ndus t ry  is really 
serious. Does it ac tua l ly  th ink  tha t  the cour ts  would 
sanct ion  a n y t h i n g  as openhanded  as tha t?  We note in 
this  connect ion that :  

(A) The  indus t ry  lived happi ly  with the ICC's  8% 
and  10% tests  for m a n y  years.  

(B) It con t inued  to do so long af ter  inflat ion had 
become virulent .  

(C) Indeed,  it objected s t renuous ly  to the ICC's  
1976 decision to broaden the scope of its va lua t ion  
ru l emak ing  inqui ry  to include a re -examina t ion  of 
ra tes  of re turn .  

(D) By 1976, inflat ion was an old, a well-known, 
and  a very serious phenomenon .  

(E)  Ne i the r  the i ndus t ry ' s  a r g u m e n t s  about  its 
compe t i t i veness  nor its post-1950 ea rn ings  record 
sugges t s  tha t  r e tu rns  of this  m a g n i t u d e  are likely to 
be realized in an  appreciable  n u m b e r  of cases. 

(F) Loose and  permiss ive  though  the consent  
decree  is, it would ce r t a i n ly  inhibi t  p rac t i ca l ly  
everyb(x]y affected by it from sending  tha t  kind of 
money  u p s t r e a m  to an oil c o m p a n y  parent .  

This  is what  we had in mind  when we c o m m e n t e d  
earl ier  on the i ndus t ry ' s  " the  best defense is a good 
offense" s t ra tegy .  See n.118, supra. 

47s No other  i ndus t ry  whose ra tes  are regula ted  
at  the Federal  level makes  any  such claim. 

t7~ Cf. F A R M E R S  at  419-20. 

47~ We are not unmind fu l  of the 10% s t a n d a r d  
later appl ied to refined products  lines. T h a t  however 
is i r re levant  here. Even  the i ndus t ry  concedes t ha t  
the dif ferent ia l  is now ou tmoded  and  unjust i f ied.  

47e See n.410, supra. 

477 R educed  Pipe L ine  Ra tes  and  Gather ing  
Charges I, 243 ICC 115, 142 (1940). 

475 The  Court  of Appeals  also took t ha t  view. It 
pointed out tha t  though  the ICC of 1948 adhered  to 
t h e  8% on v a l u a t i o n  rule  la id  down by  the  
Commiss ion  of 1940, an  essent ia l  prop of the earlier 
decision was absen t  from the later  one. In the 
F A R M E R S  cour t ' s  words (at  415, second p a r a g r a p h  
of n.13): 

¶ 6 1 , 2 6 0  

[B]y 1948, the ICC was no longer willing to 
accept  the "general  asser t ion tha t  ra tes  for pipe- 
line service should make  allowance for the need of 
[higher] ea rn ings  in view of the mater ia l  haza rds  of 
the bus iness"  . . .  Nonetheless ,  hav ing  made  this  
observation, the ICC cont inued  to uti l ize the 8% 
rate of re turn  m a x i m u m  tha t  it developed at a t ime 
when it did accept  the indus t ry ' s  "higher  risks" 
assert ion.  (Ci ta t ions  omit ted.  ) 

47o It m u s t  be r e m e m b e r e d  tha t  when the 
In t e r s t a t e  Commerce  Commiss ion  of 1940 dealt  with 
these  m a t t e r s ,  it found rates of re turn  tha t  it 
considered out landish ly  high. Reduced  Pipe L ine  
Ra tes  and  Gather ing  Charges I, 243 ICC 115, 130-44 
(1940). The  general  tenor of tha t  Opinion sugges ts  
tha t  far from being in tended as pe rma ne n t ,  the 8% 
s t a n d a r d  was viewed by the ICC of tha t  day  as a 
mere first s tep  (a g iant  s tep in view of the s ta te  of 
affa i rs  at  t ha t  t ime) to oil pipeline rate reform. See 
Cook, Temporary  Na t iona l  Economic  Commission 
M o n o g r a p h  No. 39, Con t ro l  o f  the  P e t r o l e u m  
I n d u s t r y  b y  Major  Oil Companies  19 (1941); Note,  
Public  Control  o f  Petroleum Pipe Lines, 51 Yale L.J. 
1336 (1942). 

Though  the i ndus t ry ' s  critics later denounced  the 
8% on va lua t ion  rule as farcical and  openhanded ly  
generous  and  though they have  done so with grea t  
hea t  in these proceedings and  in others  before this 
Commiss ion ,  tha t  was not qui te  their  view in 1940. 
The y  though t  tha t  a s tep  forward (which they  hoped 
would be the first of a series of such steps)  was being 
taken.  Thus ,  for example ,  a journal is t  as far to the 
left and  as crit ical of the oil i ndus t ry  as Mr. I. F. 
Stone wrote in 1941 tha t  " the  liberals on the I . C C  
h a v e  f inal ly  prevai led  upon thei r  col leagues to 
exercise, for the first t ime, the power given them by 
Congress  th i r ty -seven  years  ago to regula te  pipe lines. 
An order has been issued reducing crude-oil pipe line 
rates to an eight percent return ( they have been 
averaging 25 percent . . .  ) No doubt the companies 
wi l l  use this as an addi t iona l  argument  for softening 
up the consent decree they are now negot iat ing 
behind the scenes wi th  Thurman  Arnold. Thus the 
I .CC. ,  l ike Providence, moves in mysterious ways. 
The joke is that  very  few independents wi l l  get to the 
pipe lines anyway.  So long as we permi t  integrated 
compan ies  to control the value  of oil from the well to 
the service s ta t ion  pump,  a reduct ion in the rates  
they  charge  themse lves  for the use of their  own pipe 
lines mere ly  forces them to put  less in one pocket and  
more in the other ."  Stone, Pipe Lines  and  Profi ts  
(1941), repr in ted  in R. Engler ,  ed., America  '5 Energy  
187-89 (1980). 

4so The  last two sentences  of footnote 8 to 
F A R M E R S  (at 413) read: "The  impor t a n t  point  . . .  
is tha t  in pas s ing  the Va lua t ion  Act, Congress  
explici ty refused to endorse any  r a t e m a k i n g  theory 
. . .  Consequent ly ,  to the extent  tha t  the ICC finds a 
m a n d a t e  for ' fair  value '  r a t e ma k ing  in the Valua t ion  
Act, we disagree ."  See also the cour t ' s  discussion of 
and  serious concern about  "double coun t ing"  at  418- 
21 of F A R M E R S .  

4s1 See pp. 223 ,327-28 ,  supra. 

482 There  is, of course, a ques t ion  as to whether  
this kind of pu rchas ing  power par i ty  in fixed-income 
securi t ies  is or is not a good idea. We put tha t  

Federal Energy Guidelines 
03~3  
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not at  l iberty to pcoeced ou tha t  apumpt t c~ .  Instead,  
we are constrained to m u m e  tha t  there is at  least a 
potential  d i sps r l ty  between pipeline investments  and 
re turns  oa other  10rids of oll investments.  Moeeo~r ,  
we are ebltgatod to assume further  tha t  this potential  
d ispar i ty  is at  least something of a ~ i a l  evil. Hence 
i t  has to he checked. We think the methodology 
fsshim~d this day an appropria te  check. 

ms  These require no citation. Of course, the 
" c o n t r i b u t o r y  neg l i gence"  and  the  " v o l u n t a r y  
assumption of risk" of which we speak here are very 
cool, calm, and very ratiouJtl. T h a t  doosn't  matter .  
W h a t  does ma t t e r  is tha t  the risks for which 
compensat ion is t o~ lh t  were and  are sclf-created. 
Tor t  lawyers and tort  scholars may  th ink those 
doctrine* outmoded. And they have been much 
diluted.  We make no cla ims to special export/re in 
tor t  lore. But it  is our unders tandmg tha t  even in the 
most liberal and the ~ permissive of jurisdictions 
ore who knowingly creates • dan~r  to which he then 
falls vict im c a n n ~  look to others for compeusat iou in 
font. We regard this u a round regulatory precept. 
Indeed,  we can couceive of no t l te rna t tve  to it. I t  lles 
at the heart of the prudence prlncil~e to  frequently 
invoked by  re | |uiators and by thma who l i t igate 
before them. 

m~ Section 165(d) of the In ternal  Revenue Code 
provide* in per t inent  pa r t  tha t  "Lmes  from wager/ng 
transact ions thall he allowed to the extent of the 
gains from such transact ious."  See a/so 26 C.F.R. 

1.165-10 (1~82) and  McClanatum v. Unfed States, 
272 F 2 d  663. (364 (5th Cir. 1959), cert. denied, 368 
U S .  913 (1961). 

I N  I t  is not  just tha t  the rates themselves will he 
high.  The  following factors are a l to  imporutn t .  
Indeed, they may  well he much more important ;  

(A) Thee  high equity rates of re turn will he 
given ou a fair value rate hate; and 

(B) They  will be l i ven  to an industry  m ~ t  of 
wbole capi tal  is debt  capital .  

pp. 351-57, infra. 

ms See the preceding footnote. 

sso But those sectors must  be sectors in which the 
pipelines'  p l r en t s  would be likely to invest.  Hence 
re turns  on inves tment  in such personal  service 
enterprises as ~dvertising ngen¢ies, brokerl~e,  and 
law firms are out of bounds. 

el* By "relevant  period" we mean the t ime 
period that was ]ookod to in order to derive the 
appropr ia te  nominal  ra te  of return.  

s ~  Additions and ret i rements  m ay  make for nice 
ques t iom of cOml~ ta t~n .  But even nicer q u ~ t t o ~  of 
that tort have been found m ~ b l e .  We see no 
r c a ~  why that should not be so here. 

l i t  The F A ~ J ~  court  e l ~ s ~ d  SCriOUtS 
coucern about  the fairness of the cost of reprorluction 
concept.  Distins~u~ithing "reproduction o ~ t "  from 
"replacement  cost," i t  said: " IT]he  valuat ion formula 
is weightod ra ther  heav/ly toward/nf la t iou .  T ha t  is to 
say, since reproduction new reflects the highor p r t c ~  
character is t ic  of n ~ d e r o  mater ia ls ,  without 
re~k, ct ing the efficicncies of modern 
w o u l d  r e p l a c e m e n t  c u s t - - i t  o v e r e m p h a s i z e s  
i n f l a t i o n ' s  e f fec t  on the  h y p o t h e t i c a l  cost  of 
recem~ructing the plant ."  FARMERS at  419, n~9 .  

¶ 61 ,260 .  

125 1.20-83 

That point is valid and important. Indeed, there 
are contexts in which it  is crucial. But this is not oue 
of them. The  method~OlrY tha t  we this day  adopt  
obviates any  cause for excessive coucern over the 
d i c h o t o m y  b e t w e e n  r e p r o d u c t i o n  c o s t  a n d  
replacement cost .  Suppose that reference to 
repmductle~ cost rather than replacement cost 
lead to an overly genemaS allowance for inflatiou m 
the rate base. Wha t  of it? The  rate of re turn ou 
equi ty  is reduced by the precise amount  of the 
overstatement. 

s i t  See n.511, supra. 

sxs See pp. 348-49, supra.  

sxs Indeed, when management  fails to borrow 
eno~lh  to give the ratel~tyers what  the regulators 
regard  u a square deal,  a hypothetical  capital  
s t ructure  that  doe* tha t  is subst i tuted for the actmd 
one. See, e.g., Comm~catious Satellite Corporatiou 
v. Federal Communications Comm~on.  611 F.2d 
883, g~ .908  (D.C. Cir. 19773. See a/so Kentucky 
West Virginia CompRny, I F E R C  | 6 1 , I l l  (1977). 
rehearinl denied, 2 F E R C  ¶ 61,C~t (1978), affirmed 
sub :~.n. Public Service Commissio~ of Kentucky v. 
Fe~ral  F,~er~ R~yz~to~ Comra/~on, 610 F 2 d  
439 (6th Cir. 1979). 

szr See pp. 251-57, supre. 
gut potent ia l  coml~t l t ion m ay  well be of greater 

moment than  actual competition. ~ pp. 186-96, 
supra. 

axe See pp. !(~-103.  supra. Were that standard to 
be applied here. we would trend only the equity 
portion of the rate base for inflation. 

~o ,fee n~ lT ,  supra. 

However,  w~ are using a valuat ion system. 
not  an  original c a t  system. So the s tandards  of 
propriety traditionally tssooiated with original cost 
are not neces~trily control l ing That is so because the 
two systems differ radically from each other in the 
way in which they al lorate revenues over t ime. 
pp. 269-80, supra.  

m They are also influenced by  the thinness of 
the equi ty  cushions. T ha t  thinness spawns financial 
risks. Our  methedology compensates  the equi ty  
investor for throe risks by giving him the full benefit 
of the leverage effect. 

m Our doubts about  the val idi ty  of a narrowly 
ar i thmet ica l  view of the regulatory task in this field 
Imve already been voiced. ,fee pp. 250-54. supra. 

m One who looks at  the numbers  tha t  way w~ll 
al to give some weight  to the frayS-end k~ d  and 
income-bunchlng factors discussed at pp. 268-78, 

supra. 
m These classes often have many  members.  

m The quota t ion is from p~ge 8 of the Division's  
m em orandum  of April 3, 1978, in Va/uatio~ of 
Common Carrier Pipelines, Docket No. RMYg-2 
(pcevinu~y known a t  the Inters ta te  Commerce as Ex 
Pdtrte , ~ ) .  Note that  the Division ck~t not  take an 
extreme point to point poution.  I t  does not urge the 
Commutsion to see to i t  t ha t  the rate from A to B is 
perfectly aUgued wi th  the rate from D to E.  Rather ,  
it speaks of comwtring one "pipel ine" wi th  another 
when both are under  common ownership and of 
"wholly separate" pipeline assets. 

F~lwal  Enmll~ G u l ~ i l n m  
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On this iuu¢,  however, the indust ry  is not really 
tha t  far apart from the Anti t rus t  Division. The 
i n d u s t r y  concedes  t h a t  the re  is a p l ace  for 
" s e g m e n t e d  r e g u l a t i o n "  in u n i q u e ,  new,  and  
geographically separate systems such as TAPS. Id. at  
123. 

ass Houston Lighting & Power Company v. 
United States, 6(~5 F 2 d  1131, 1148 (D.C. Cir. 1979), 
cert denied, 444 U.S. IU73 ([g60), affirming 
Incent ive  Rate on ConI-Cordeco, Wyoming to 
Southern Lake. Texas, 358 ICC 537 (19771. 

m Those factors engender rn~t of the rate 
disparit ies.  Cf. J. A. Hansen,  Competitive A s p ~ s  of 
the United States Petroleum Industry: Implications 
for Re.Ru/atory Analysis 129 (Yale University Ph.D. 
dissertation, 19BO); " [T lhe results of the rate analysis 
tend to confirm the expected incentive for pipelines to 
use h igh  ra t e s  in non-compe t i t i ve  ma rke t s  to 
subsidize competi t ive ini t iat ives in markets  with a 
gseater number  of f i rms."  

mm We note in this regard tha t  no one contends 
that  the Trans  Alaska Pipeline Sys tem's  owners 
should be permi t ted  to "average"  their Alaskan 
earnings  with those derived from pipeline operations 
in the Camtinental Uni ted  States.  

mn At first blush, this special rule about  shipper- 
owners who t rea t  themselves too well seems irrelevant  
to clues, like this one, involving pipeliners tha t  move 
l i t t le or no oil of their  own. But oil pipel ining is a 
complicated business. We have said tha t  before. And 
we now have to say it  again.  In the ins tant  case the 
complaining shlpper* allege tha t  Will iams,  which 
happens  to be in the fert i l izer business, has moved its 
own ferti l izer over i ts  own pipelines a t  u n ~ b l y  
low rates. Th i s  is sa~d to have been de t r imenta l  to 
unaffi l iated oil shippers.  Should the shipper* suppor t  
these claims by un adequate pflma-facie showing, 
q u e s t i o n s  t h a t  d e m a n d  the  mos t  p a i n s t a k i n g  
examinat ion will be presented. 

m That happened here. See the last sentence of 
the F A R M E R S  court ' s  hmtrm~e 4 a t  411. 

e|a Cf. Note. The M u t u a l  Fund and I t s  
Mana~rement Company: An Analysis of Business 
Incest, 71 Y a k  L J .  137 ( lg61). 

m~ ASSOCIATION B R I E F  at  140. 

Ms The  reference is to 18 C F . R .  §§352 .1 (13 )  
and  1(14) (Ig82),  The fir*t of these sections requires 
t ha t  " T h e  records and  s u p p o r t i n g  d a t a  of all  
t r ansac t ions  wi th  a f f i l i a ted  compan ies  shal l  be 
main ta ined  in a separate  file . . . .  The  file shall be 
main ta ined  so as to e n o l ~  the carr ier  to furnish 
accurate  information with suppor t ing  dncumentat ion 
atmut par t ic tdar  trLm~ctiol~s wi th in  IS days  of the 
reqtN~t." 

T h a t  same  sec t ion  also imposes  the  fol lowing 
addi t imml requirements: 

(i) Each bill rendered by an  affil iated coml~ l ly  
shall state s p e c i f i c a l l y  the b a s i s  used for 
determining charges, unless the file contains other 
informat/o~ to suppor t  the specific basis of the 
charges; and 

(if) The carrier  shall record, as the Cost of assets or 
services received from the affi l iated supplier,  the 
invoice price (plus any incidental costs related to 

 ac'a,w. 
O I Z - 4 6  

those transactions) in those cases where the invo/ce 
price can be determined from a prevail ing price list 
of the affiliated supplier available to the genera/ 
public in the normal course o| business. If no such 
price list exists, the charges shall be recorded at the 
lower of their c~t to the originating affiliated 
supplier lless all applicable valuation reserves in 
case of asset salts) or their estimated fair market 
value determined on the basis of a representative 
s tudy  of similar  competi t ive and arm's- length or 
bargained transact,ons 

The second of the two sections does not deal 
specifically with payments  to affil iates It relates to 
a/I transactions. I t  reads: "All [emphasis  added] 
charges to the accounts shall be just, r ea~nab le  
and not exceed amounts  necessary to the honest and 
eff ic ient  operat ions and m anagem en t  uf carr ier  
business. Payments  shall not. exceed the fair market. 
value of goods and services acqu,red in an arm's- 
length transaction."  

ss~ ASSOCIATION B R I E F  at  140. 

MY See. e.g., Sblensky v. South Parkway Bulldin4 
Corporation, 19 I11. 2d 268. 166 N.E. 2d 293 {1960), 
holding that  in transactions between cor1.~orations 
under  common control "the <~:fendant directors had 
the  b u r d e n  . . .  to es t ab l i sh  the fa i rness  and  
reasonableness of the varwu:  transactions,  and that  
the corpora twn was paid lull consideration and 
suffered no detr iment ,  nor was deprived of any proper 
benefits." 166 N.E.  Zd at  805. ALto notewocthy m this 
connection is Rip/ey v. lnternatwnal Railways of 
Central America and  United Fruit  Company,  8 N.Y. 
2d 430, 1~9 N.Y.S. 2d ~ 9 ,  171 N.E.  2d 443 ll9601. 
Like mo6t o! the Corl~ration cases in g~Jint, Ripley 
was a shareholder ' s  de r iva t ive  action. But  the 
business c ~ t e x t  tha t  gave rise to that  case had much 
in common with the one here involved, l~pley 
involved the relat ionship between the United Frui t  
C o m p a n y  a n d  i t s  t r a n s p o r t a t i o n  a f f i l i a t e ,  
In te rna t iona l  Rai lways of Centra l  America. The 
plaintiffs were minori ty  stockholders in the railroad. 
They claimed tha t  Uni ted  Fru i t  had used its power 
over the rai lroad to secure unfairly low freight, rates 
for its bananas.  In susta ining tha t  c la im and in 
af f i rming • mc6t subs tan t i , t  i~g/6ment, in favor of the 
v ic t imized  subsidiary,  the in termediate  appel la te  
court  said: "[C]ontracts fi~in$ shippin$ rates become 
suspect and must be carefully scrutinized since they 
obv ious ly  were d i c ta ted  by  the con t ro l l i ng  
¢orga~ition. Where a divided loyalty exists, as it  
c lear ly d id  here, it becomes incumben t  on the 
controlling corporation to just ify the fairness of any  
trammctions which are questioned . .  While  there 
was an a t t em p t  to give a verisimil i tude of complete 
independence and separat ion between the companies,  
the realities presented a case of complete dominat ion.  
T ha t  stubborn fact csnno~ be diui1~.ted by i n g e n i ~  
bu t  unconvincing,  a rguments ."  8 App. Die.  2d 310, 
188 N . Y S .  2d 6 . ,  72 (Ist Dept.  19591. (Emphas is  
ackl~. l  Those words teem in point here. See a l w  
Ged~ . s  v. Anaconda Copper Mining Co., 254 U.S. 590 
(19211. 

m This  is no novelty. As long ago as 1922, in the 
heyday of fair value, a Supreme Court  that  was never 
accused of i n sens i t i v i t y  to the jus t  c l a im s  of 
reguletees, held unanimously  that  parent-subsidiary 
t ransact ions *'require c|o~ serutiny .. to prevent 
imposition upon the communi ty ."  City of  HOuston v. 

¶ 61,260 
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Southwestern Bell Telephone Company, 259 U.S. 318, 
3Z3 (1922). 

sm See n.535, supra. 

No Shippers  do not l i t igate for the fun of it. So 
they will seldom find it  worth their  while to raise 
i~ues  about  expenditures that have on real impact  on 
the rate. 

s41 This very case shows that .  As the FARMERS 
court observed, "pet i t ioners  argue tha t  payments  by 
Will iams to two affil iated coml~tnies for terminal  
leases and  adminis t ra t ive  services were unreasonably 
exces s ive ,  a l l e g e d l y  s u g g e s t i n g  i n t r a c o r p o r a t e  
e x t r a v a g a n c e  t h a t  shou ld  not  be c h a r g e d  to 
ratepayers ."  FARMERS a t  411, last sentence of the 
court 's  f~otnote 4. 

See the quotatlm~ from the Uniform System of 
Accounts in n.535, supra. 

s i t  Such explorations can get  out  of hand.  T h a t  is 
true of all inquiries. But  experienced hearing officers 
know how to see to it  t ha t  investqgatlons do not 
encreach on eternity.  In areas such as this, we rely 
heavily on the acumen of our adminis t ra t ive  law 
judges. 

s~ Internal Revenue Code § § 1.501-I.504. 

s ts  As the Court of Appeals for the Second 
Circui t  said when it  spoke thrmllgh Judge  Learned 
Hand  in Helvermg v. Gregury, 69  F 2 d  809, 810  (2nd 
Cir. 1934): "Anymle may  5o arrange his affairs tha t  
his taxes shall he as low as ix~zible; he is not bound to 
choose tha t  pa t te rn  which will beat pay the Treasury;  
there is not even a patriotic du ty  to i ~  or, e's 
taxes." Also in pmnt  are Judge Hand ' s  s u b ~ q u e n t  
observations when he dissented in Commm~oner v. 
Newman, 159 F 2 d  848 (Zd Cir. 1947), cert. den~d ,  
331 U S .  859  (1947): " [Tlhere  is nothing sinister in so 
a r ranging  one's affairs  as to keep taxes as low as 
possible. Everybody does so, rich or Ix~r ;  and all do 
right,  for nobody owes any  public du ty  to pay more 
than  the law demands:  taxes are enfe¢ced exactions, 
not voluntary  contributions.  To  demand  mm'e in the 
name  of morals is mere cant ."  159 F.2d at  850-51. 

sm Oil pipeline companies  are not "uti l i t ies."  For 
purposes of resolving this  issue, however, they can 
properly be viewed as though they were **utilities." 
Wi th  respect to this question, we see no valid 
dist inction between "ut i l i t ies"  and  other types  of 
bus ine~es  whose prices are regulated.  

Im  At this point a fooLnote cited F/or/de Gas  
Transmission Company, 47 FPC 341 ,363  (1972). 

tse Columbla Gulf Transmi~ion Company, 20 
F E R C  | 61,036 (1982). 

s4s T h a t  need s tems f rom City ~f ChJtrloetes~lle, 
Vir~nia v. Federal EJ~rly ReguMtoo" Commamion, 
661 FJ~i  945 (D.C. Cir.  19BI). 

am Oil pipeline regulat ion is something of an  
exception to that .  But  that  is so only wi th  respect to 
the rate base. 

ms T h a t  difference s tems from the then novel 
depreciat ion provisions of the Internal  Revenue Code 
of 1954. In this area tha t  enac tment  made  a sharp  
break from its predecessor, the In ternal  Revenue 
Code of 1939. 

m See Sections 167 and  168 of the In ternal  
Revenue Code and  the regulations thereunder.  

¶ 61.260 . 
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Congress opted for this course because it  tho t~h t  
t h a t  " T h e  fas te r  tax  wri te-off  would increase 
available working capi tal  and mater ial ly  aid growing 
bus ines~s  in the financing of their  expansion. For all  
segments  of the Amer ican  economy, l iberal ized 
depreciation policies should assist  modernizat ion and 
expansia~ of indus t r ia l  capaci ty ,  wi th  resul t ing 
economic growth, increased production, and a higher 
s tandard  of l iving." H.R. Pep.  No. 1337, 83d Cee~., 
2d Sesa. 24 (1954); S. Rep. No. 1622, 83d Cons.,  2d 
Sass. 26 (1954). 

,a~ Like every generalization, this one has its 
exceptions. But t h e e  exceptions are rare. 

sot After a certain cross-over point is reached, 
h o w e v e r ,  t he  s i t u a t i o n  r e v e r s e s  i t s e l f .  T e a  
depreciation having been exhausted for the most par t  
b e c o m e s  v e r y  low. R e g u l a t o r y  cos t -of - se rv ice  
depreciation, on the other hand,  remains constant.  So 
the lat ter  exceeds the former by a wide margin.  

me Based on the 445% rate at  which corporate 
income is normal ly  taxed. 

am gee n.552, supra.  

mT ASSOCIATION B R I E F  at  128-129. 

Some m ay  find an incat~sistency between this 
pasiuon and the indust ry ' s  even more vehement  
contention tha t  an  original  cc~t rate base would be 
unworkable here because under  i t  earlier generations 
of ratepayers wo~ld he forced to subzidize future ones. 

ms F A R M E R S  at  411, n.5. (Emphasis added.)  

m See our Order No. 144, Tax Nornmlixation for 
Cer~in Items Retlectin4g ~mi .8  Differences in the 
Reeo~itlon of Expenses or Revenues for Ratemeking 
and Income Tax Purposes, FERC Stmtutes and 
Resulatioas 730,254 ( i u u e d  May  6, 1 2 1 ) :  " ( T i e s  
n o r m a l i z a t i o n  m a t c h e s  t ax  benef i t s  w i th  cost  
res l~msibi l i ty .  T he  CommiSSion f inds  t ha t  th is  
match ing  concept leads to fair and equitable results 
both to the regulated entit ies and their  customers. 
Equ i ty  is a im  achieved over t ime by the use of tax 
normal iza t ion ."  (At  31,525-31,526.) See a/so our 
Order No. 144-A, Order Denying Rehearing,  Lif t ing 
Stay and Clarifyi:~ Order, FERC Statutes and 
Res, ulat ions | 30,340 (iseued February  22, 1 ~ 2 ) .  

sm See Buckeye Pipe Line Company, 13 F ERC 
| 61,267 (1980). 

See pp. 264-77, supra. 

m At the p~rely legal level the oll pipeline case 
di f fers  sha rp ly  from the u t i l i ty  case. Save for 
historical exceptions of the so-called "grandfa ther"  
type, Sections 167 and 168 of the In ternal  Revenue 
Cede preclude uti l i t ies tha t  do not  normalize from 
availing themselves of accelerated depreciation. Tha t  
prohibit ion does not apply  to oil pipelines. W ha t  this  
means is that:  

( I )  C ong re s s  mandated n o r m a l i z a t i o n  for 
utilities; bu t  

(,2) I t  did no such thing for oil pipelines. 

ms  Perha l~  not in Japan,  West  Germany ,  or 
Switzer land where people are m id  to be thr i f t ier  than  
they are here. But we are not  ta lking s hoa t  those 
countries. We are speaking of the Uni ted  States, 
which has a populat ion whme profens i ty  to consume 
appears  very high. 

Federa l  Ene4rl~ G u i d e l i n e s  
o34-43 
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I i ,  which adopted  normal iza t ion  for 19~8 and 
subsequent  years. 

m An elaborate statist ical  demonstrat ion o~ this 
phenomenon appears in Effective Cccpo~te Ta~ 
Rates m l~gO, A Special Supplement prepared by the 
Editors of Tax Notes, Arlinlp.on, Virginia (!g82).  

m Since economic reali ty keeps them from 
get t ing  more now, their  choice is obvious. 

eat ~ . n  Antonlo, T e n s  v. Uni ted State$, 631 F 2 d  
831. 847 (D.C. Cir. 1980) (Emphas i s  added).  

sea Note should he made of a special point 
peculiar to the instant case. For tax purpo/ex, 
Will iams calculates, and  is ent i t led to calculate, i ts  
depreciation deductiomt on the basis of the price that 
it  poid for its pr~er i ies  when i t  acquired them b/tck 
in I ~ .  However, we have this  day  held that I ~  
price irrelevant and out of bounds for" regulatory 
purposes. Hence the depreciation component of 
W i l l i ams '  regu la tory  cost of service w i l l  be 
substant ia l ly  less than the depsecist lon dodnctions 
quite  properly claimed on its Federal  income tax 
returrm To whom do the tax benefits s~emmin$ from 
this aspect  of the h a t t e r  belong? Do they So to the 
shareholders of Will iams'  parent?  Or do they So to the 
ratel~yers? 

The  key th ing here is tha t  the shippers will 
he pay ing  the depreciatiml exprnse tha t  spownl 
tax benefit.  Hence it  follows that :  

(A) Th i s  benefit helonss to the investoes. They,  
a n d  t h e y  a l o n e ,  a r e  p a y i n g  t he  a d d i t i o n a l  
dep~eclatle~ expense tha t  spowns the tax benefit. 

(B) Accordingly, deduct ib le  from the rate  hitle to 
reflect this benefit  w ~ k l  l i ve  the ratep~yers  an  
inequitable windfall .  

m T h a t  legislative decision led us to suggest  
earlier tha t  the carriers should So to ~ if they 
wish to obtain tha t  t ame  favorable result  in the 
accelerated depreciation area where C o ~ f f e u  has  not 
spoken. ~ p. 382, supra. 

s ~  78 Stat. 35. 
lYt See the definitiam of "public ut i l i ty property" 

in Sec t iom 46(c)(3xn) and 4~f)(5).  

m Congress repealed the credit  in 1969. In 1971, 
i t  re in t I i tu ted  the credit ,  readopted the re~tx/ctio~t of 
Section 203(eX2), and  enacted Section 4~(f). 

s ~  There  is also a th i rd  way. But  i t  is i r relevant  
here. 

ate When Co(~roes enacted Secuon 4~f ) ,  it  
stated: 

Although the technical term "cmt  of service" 
includes the c ~ t  of common stack investment  ( that  
is, the coot o~ capital rate assigned to such investment 
times the amount of such investment), the rule of the 
first o p t i o ~ p e r m i t t i n g  a rate base reduction if it  is 
ra tably  restored--overr ides the flat rule probibitin~ 
any  reduction of cmt  of service. S. Rep. No. 437, 92d 
CocK., ist S e , .  39, n.4 (1971). 

Th i s  indicates to us that  the term "cmt  of 
service"  of Sect ion 203(e)  included the re turn  
allowance and tha t  hence rate base reduction was 
prohibited. It  took a special declaration to override 
that. One commentator agrees: 

Any "other method" of reducing c~ t  of service 
would seem to comprehend .reductions in return 
allowance or in rate base. Meilman. Public 
U~i t ie& Tax Accounting for Depreciatlon and 
Inves tmen t  Credits (1979) a t  13 n.68. See also 
footnote 16 to the opinion of the Supreme Court  of 
California in Sout~rn Californ~ Gas Co. v. Public 
U~litJeJ Commi~o~, 153 California Reporter 10, 
591 P. 2d 34, 43 (1979). 

m Cf. North Cemral A~rlines, Inc. v. Civil 
Aeronautics Board, 363 FH d  983 (D.C. Cir. I ~ ) ,  
and $~ltes S t e a ~ i p  Company v. United States. 428 
F 2 d  832 (Ct. Cling. 1970). Both cases held tha t  the 
inves tment  tax credit  could not  he uted to reduce 
subsidies. We tee no distinction between subsidies and 
f l i e s .  

em Hindslght convinces us tha t  i t  was wise for 
the judge to begin tha t  way. His  questions were 
carefully worded and  precise. They facilitated and 
expedited an  inquiry tha t  coned have be~ed down 
in terminably.  

e*T D e s i g n a t e d  ques t i on  G in the  judge ' s  
document.  

wrs This  was the jaclIpFI question H. 

STI See pp.  199-206, supra. 

m See FARAIE,W,S at 422. 

set The judlp~ will,  of course, peas on the 
preference,  prejudice,  and  d i sc r imina t ion  issues. 
These issues involve the ~ Pipeline C om peny  
as well as Will iams.  See F A R M E R 3  at  423-24. 
E xp lo r e r  has  moved  for the  d i s m i s s a l  of the  
proceedings as to it. We refer tha t  motion to the 
mdse 

Appendix 

What was the Nation's lgBl Off Bifl?-A Conservative Estimate 

To calculate the amount spent by ultimate consumers of petroleum products, the 
first step was to determine demand. The source for the f ~ r e s  in Column I was the 
March 1 ~  Survey of Current Business, S-31. This shows United States domestic 
demand m millions of barrels for the various categories of petroleum products in 1981. 
The source for the average price of each of the products in Column I1 was the Monthly 
Energy Review, May 1982, Part 9.* To arrive at the amounts expended, the following 
adjustments were made: 

¶ 61,260 



]nofflclal FERC-Generated PDF of 20050808-0262 Issued by FERC OSEC 08/08/2005 in Docket#: - 

6 1 , 7 1 6  Cited as "21 FERC 1 . . . .  " 125 1 - ~  

(a) Gasoline-The average pr/ce of a gallon of gasoline (which includes all types of 
gasoline) has a substantial tax component. To eliminate that, 10 cents a gallon was 
charged for the tax. Thus the amount expended was calculated by multiplying the 
2.415 billion barrels x 42 (gallons per barrel) x 125.3 cents a gallon. 

(b) Distillate fuel oil includes both diesel oil and home heating oil. The average of 
the two prices was used multiplied by the number of gallons. 

(c) Residual fuel oil - price per barrel x number of barrels. 

(d) Aviation fuel - number of barrels x 42 x price per gallon. 

(e) Liquefied gases-the average of the wholesale prices of butane and propane was 
used. The amount spent by consumers at retail substantially exceeded the amount in 
the table. 

(f) Asphalt-the number of barrels was converted to short tons by dividing by 5.5. 
This figure, 22.7 million tons was multiplied by $135 a ton, the 1980 price per ton. 

(g) Kerosene.the 1980 price per gallon was used times the volume x 42. 

(h) Lubrieants-no breakdown was available of products so no value was assigned. 

The total is thus a conservative amount. 

Ammmt Expended far Petn~eum Products by 
United States Consumers in 1981 

I U IIl 
V~Z PrkeZ Amount 

C~e~ry (Milzi~ B~x.~) (Cents per ~dlon) ~ of $) 
a. Gasoline . . . . . . . . . . . . . . . . . . . . . . . . . . . .  2 ,415.0 135.3 s 127.1 s 
b. D/st~late Fuel  Oil" . . . . . . . . . . . . .  : . . . . .  1,032.0 113.3 * 49.1 
c. Residual Fuel Oil . . . . . . . . . . . . . . . . . . . .  752.5 ~ , ,  50 24.5 
d. Aviation Fuel ....................... 368.6 ~i~ • barrel 20.4 

e" Liq~Fl~'d C 'ues  A s ~ .  . . . . . . . . . . . . . . . . . . . . .  5422. 53~ '  12.3 
f. $135.0 per sh. ton* K e ; ~ . ~ ' ~ ~ i ~ i ~  124~ 3.1 

46.2 90.1 T 1.7 g. 

5,337.3 $ 2 3 8 2  

15a~xe; ~ d Cwrem J~s/.e~ Man~ I~, p. S-3 I. 
2 Prices exr.lwJln8 ta~s at retail ~els ~ c~ed. Source: Monthly Eae, r~ Re,new. 

May 1~2, Part 9. 
a Price Le~ludes uwes. ctona taxes. In cak'u~[/ng ammmt lOcen~ • p/Ion wu e/imlnau~d for taxes. 
4 A,,,em~ of d i e ~  and home h~tmS oU. 
m Avera~ of b~tane and ixopa~e at wbo~emk 
t 5.5 b a r r ~  = a sha,~ tin. 1980 a~mLle l~-i~ umi. 

t No lxod~-t~ icl~ti~d ~ m pcim ¢m~d Ix  es~blid~. 

- -  Appm~ix Fc~mot~  - -  

* With respect to asphalt and kexoRne prices, 
supplemental information w u  obtained from the 

EnerlD" Information Administration of the Dep~-t- 
ment of Energy. 

- -  C O M M I S S I O N E R  S H E L D O N ' S  S T A T E M E N T  - -  

Sheldon, Commissioner, concun'Jng: 
I concur in the result and wish to add a few words of my own. I do so for several 

reasons .  

One is that I am the only member of the present Commission who has been here 
since October I, 1977, the day on which this agency was created and also the day on 
which it inherited both the Interstate Commerce Commission's general oil pipeline rate 
jurisdiction and the instant case. So I have been involved with this area for a much 

¶ 6 1 , 2 6 0  F . ~ , I  emm~ ~ ' . ~  
~o-al 
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longer time than have any of my present colleagues. That seniority has not given me 
greater expertise than they. I make no claim to that. 

What I can say, and should say, at this time is that every person who has served 
on this Commission since it began five years ago has spent much time and energy on 
the questions dealt with in this Opinion. Our decision has been long delayed. Many 
factors contributed to that x, but bureaucratic sloth was not one of them. 

A second reason for this individual statement relates to an important point made 
at considerable length in the Commission's Opinion. That is the oil pipeline rate 
problem is essentially legislative and cannot be resolved by this or any other adminis- 
trative agency. I agree.S 

But I go further. In my view, the Interstate Commerce Act's oil pipeline rate 
previsions are totally anachronistic. The oil industry that evoked them has practically 
nothing in common with the oil industry of today. In 1906 the United States was by 
far the most important oil producing country. The price of the commodity was made 
here. 

It was widely believed that the strength of the large producers' grip on oil and on 
its price stemmed in large measure from their mastery of the pipelines and that they 
used their pipeline-buttressed monopoly power to exploit the independent producer, s 
The majority says that. I t  quotes at length from Ida Tarbell. Its opinion is also 
liberally sprinkled with statistical materials of later vintage and greater contemporary 
relevance. 

My colleagues are bashful about drawing the conclusions to which their historical 
investigations point. Those conclusions, which seem obvious to me, are that: 

(I) Ida Tarbell's world is not our world. 

(2) John D. Rockefeller, Sr., has been dead for a long time, and his world isn't our 
world either. 

(3) The contemporary policy case for continued oil pipeline rate regulation is 
uneasy and unpersuasive. This is and has for a long time been regulation for regula- 
tion's sake. It  makes no visible contribution to the well-being of the American people. 

(4) Save for oil transit, the Government is no longer interfering in petroleum 
economics. This last vestige should be deregulated. The task of assuring freedom of 
access to the lines should be turned over to the Department of Justice and to the 
courts.  

Turning to what has actually been held this day, I have serious reservations about 
the administrative practicality of the rate of return formula. That formula's key 
concepts (an imputed suretyship premium and a so.called "real entrepreneurial rate of 
return on common equity") are novel and unprecedented. They are easy to state. But 
they will be hard to apply.t These new ideas may well turn out to be fruitful sources of: 

(1) unproductive and socially undesirable litigation; and 

(2) handsome annuities for legal practitioners.a 

Yet, as stated at the outset of this Opinion, I concur in the results reached by the 
majority Opinion. I will briefly set forth my reasons. 
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The ma'jority continues to approve the previously adopted valuation rate base, ] 
concur. A different manner of stating what has been set forth in the ma'~rity Opinion 
is that under the 1906 Act, this Commission is in the business of regulating an industry 
for the benefit of industry. I agree that the ultimate consumer of the product 
transported by the regulated industries will not feel the impact of our regulation, 
whatever methodology we approve. Therefore, the historical adoption of valuation rate 
base treatment leads me to conclude that a present change of course in treatment 
would cause economic disarray in an industry which appears to be serving its purpose 
quite well. 

Having arrived at valuation rate base treatment for this industry, the majority 
Opinion proceeds to allow the investors the benefit of the inflation associated with that 
methodology. I concur. I am aware of only two ways in which an investor could be 
allowod the benefits of such treatment within the methodology adopted. One would be 
through depreciation and a consequent recoupment of inflation's value through the 
"cost-of-service" component of the'rates. The majority's "condition percent" deprecia- 
tion method does not do this. I have no quarrel with this result. The only other vehicle 
for the investor to obtain the benefits of inflation is through return. I concur with the 
result of this portion of the majority's Op'mion. 

Whatever return number is ultimately arrived, at in Phase II of this case, the 
majority Opinion would apply that  number to the entire valuation rate base. In this 
result, I concur. It  makes logical sense. If the industry is to be allowed a valuation rate 
base, and if the return dollars allowed (as opposed to earned) are to be alike or akin in 
their magnitude to those earned by the regulated industry's brethren for whose benefit 
the regulation is applied, then the return allowed should be applied to the entire valua- 
tion adjusted rate base. 

In this respect, there should be no double counting. The ma'am-fry Opinion propeees 
to prohibit double counting by backing out from a benchmark return number an 
inflation component. I concur in ~ result as well.. 

As indicated previously, however, I must express concern with two matters which 
may very well affect the ultimate result reached in Phase H of this case. One involves 
our final genermity in the return number allowed. The second involves the adminis- 
trative implementation of our methodology. 

As stated earlier, this industry appears ripe for deregulation. I am drawn to this 
conclusion by virtue of indications in the record that competitive forces are at play 
among the members of the industry we regulate, as well as sources of competition 
outside that industry. Therefore', it makes logical sense to set an a/lowed return at a 
level high enough to be consistent with a desire to promote competition at lower levels. 
However, the allowed return should not he so high as to enable members of the 
industry, who are less subject to competition, to charge unreasonable rates. I am 
concerned that the application of the return methodology described in the majority 
Opinion might arrive at  such a result. We shall see. 

Accordingly, in Phase H of this case, I implore the administrative law judge to 
scrutinize carefully the evidence offered in response to the return methodology stated 
today so that our final decision on that number will be consistent with the "just and 
reasonable" standard applicable to this industry under this statute. 

In this connection, while I do not disagree per se with the majority's utilization of 
an '*insurance premium" as a component of the return, I am concerned that if that 
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component is to become a part of the final return number, that it is indeed factually 
based. Further, with respect to the "benchmark" used as a starting point for the rate 
of return computation, I believe that point of departure realistically should reflect 
contemporary returns earned by industry. My concurrence in the result reached should 
not be taken as an intent on my part to allow frivolous presentations of evidence to be 
welded into unreasonably high numbers. 

Moreover, I am even more concerned about the administrative implications of the 
majority Opinion today. I believe that a generic return number could be developed 
from the evidence offered in Phase II of this case, which could then be applied to the 
industry as a whole. I have often stated publicly my view that this agency would 
needlessly congest its already crowded dockets by permitting a multiplicity of 
proceedings covering each individual pipeline's rates to be permitted under the 1906 
statute. I feel that the majority Opinion could foster such a result. Since, however, that 
is not yet a result reached by the present majority Opinion, I can nevertheless concur 
in the result reached today. By this concurring Opinion, I further request of the 
administrative law judge that the record made in Phase II be of sufficient breadth that 
a generic return decision could be reached ultimately by this Commission. 

This case is old. The litigants have a right to a decision while they are still alive. 
So the Commission cannot continue to search forever for the perfect oil pipeline rate of 
return methodology. 

There probably is no such thing. Moreover, a prompt decision in this case is 
imperative. And skeptical though I am about the workab'dity of the prevailing 
Opinion's rate of return ideas, I confess that after a good deal of thinking about the 
subject, I have nothing compellingly better to offer. Accordingly, I concur in the result 
for this case and for this day only. 

F O O t n O t ~  ~ • I do not envy the administrative law judge who 

• They have been enumerated m 2Vans A / a ~ t  will have to figure out what thote heretofore tmhmtrd 
PlpelineSy~em, 20FERC|61,O44(1982).SoIneed of notions reslly mean, a t  app4ied to the f&cUt of thht 
not re~ttate them+ care. 

| Tha t  the •p l~ l la te  co~rtt  are alto in inadequate | Exp4~M witneues should aim do well. 
and an inappropriate forum for I~dc  policy q ~ t i o t ~ s  
of this chax•cter is equally plain. 

i ~ m t t o ~ .  view oae u t k ~  o~ today*| ~1 tndtntry. 
who claims tha t  this is still • f ~ t i c  p ~ ' a ~  of the 
e~ent la ls  of petroleom ec~tomtczP 

- -  C O M M I S S I O N E R  H U G H E S '  S T A T E M E N T  - -  

HUGHES, Commissioner, d i ~ e n ~  m pan  and concurn~ in part: 

Introduction 

The Commission's statement today culminates four years of introspection on the 
reasons and methods for regulating oil pipelines by this agency. The product is an 
apologia for the ICC's lethargy in this field which I cannot accept and which does not 
appear to satisfy the Court's decision which remanded this matter to us. Farmers 
Union Cent~! F~rchang~ v. FERC, 584 F.2d 408 (D.C. Cir. 1978), cert. denied 439 
U.S. 995 (1978), hereinafter "Farmers Union." 

While I am concurring in some aspects of this decision, there are portions from a 
myriad number of pages out of the total number that I do not address in this Opinion, 
but with which I would take issue, both as to tone and content. While the majority 
"treatise" a on oil pipelines is erudite, clever and ingenious, there is much irrelevancy, 
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undue length (aside from the 391 pages, there are footnotes which outdistance the body 
of the text on numerous pages) and some sophistry that, for my literary and legal 
tastes, could have been omitted. 

Procedural Considerations 

The FERC's procedural path to today's decision, although well intentioned in the 
beginning, has proven to be unduly long and tortuous. Apparent short-cuts became 
detours and deadends. Clearings became thickets, and firm ground turned soft. 

It was laudible of our predecessors to try to shoulder the burden that had befallen 
the Court in Farmers Union by asking for a remand of the matter. At this date, 
however, it is safe to say that had they not done so, our entry into oil pipeline rate- 
making would have been guided by a more definitive judicial statement on the issues 
involved. 

Unfortunately, following the remand, the Commission retrieved the instant 
proceeding from the hands of an ALJ, denying itself the value of an initial decision. 
This would have given us a summation of the record and an analytical springboard. 
The "lead case" designation made this a more difficult decision by forcing considera- 
tion of a number of questions not present with respect to the Williams pipeline, but 
important to the industry as a whole. Williams is indeed an atypical oil pipeline 
because of its origin, in its lack of oil company affiliation, its capital structure and its 
markets. It is truly an unrepresentative lead case, which promises to be the lodestar for 
results that will be inequitable either to Williams or to the other more typical members 
of the industry. 

Nevertheless, the remand of this proceeding to this agency was to avail the Court 
of our expertise and to allow us to build a "viable modern precedent" for future cases. 
But, taken in its totality, the Commission's Opinion has managed to decide fewer of the 
issues presented than the ICC did in its 1976 decision, Petroleum Products, Williams 
Brothers Pipeline Company, 355 ICC 479. Thus, we have retreated further from the 
Court's goal of achieving a contemporary rate standard than when a predecessor Com- 
mission voluntarily requested (unwisely, it now seems) an opportunity to consider this 
case anew. I would have thought that this case, being the first oil pipeline case in 30 
years for the ICC and the first for FERC, would reach more conclusions on basic 
methodology rather than stolidly adhering to a status quo which was thoroughly dis- 
credited over four years ago by the Court. 

Much of the majority Opinion is "smoke screen" for the failure to adequately 
review and find a workable solution to an admittedly complex problem, but one made 
worse by only cursory acknowledgment of the underlying issues and tacitly ignored 
thereafter by the majority. 

This is precisely why I am propping another method which meets their tests for a 
"dream" rate base. The benefit would be simplicity and ease of administration since it 
would only mean transforming the existing base to a fixed annual sum which would 
need no subsequent re-evaluation. Simple adjustments could be made thereafter that 
everyone will understand and recognize. 

Valuation Rate Base 

The history of ICC valuation methodology is a litany of repudiation. In a telling 
dissent by Commissioner O'Neal to the ICC's last oil pipeline decision in Petroleum 
Products, Williams Brothers Pipe Line Co., 355 ICC 479 (1976), many of the 
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infirmities of valuation were catalogued. That view, in many respects, was echoed in 
the decision by the D.C. Circuit Court of Appeals in Farmers Union. 

Rooted in obscurity, the valuation procedures or "Oak Formula" has no logical 
basis shown of record nor does the majority Opinion herein make any rational explana- 
tion of it in their mystifying attempt to perpetuate a decaying form of arcane, 
regulatory lore. 

The Court expressly sent the case back to the Commission with instructions to 
build a "modern, viable precedent for use in future cases that not only reaches the 
right result, but does so by way of ratemaking criteria free of the problems that appear 
to exist in the ICC's approach." Farmers Union at 421. 

Instead, the Commission, suffering from amnesia, responds at page 279 ~: 

Were we writing on an absolutely clean slate, were we beginning afresh in a brave 
new world, were pipelines a novelty that had just made their appearance, we 
would fashion an inflation sensitive, anti-bunching rate base policy simpler and 
more logical than the ICC's.m 

STSBut we c a n n o t  escape  h~story. 
Whatever this Commission's briefs may have 
said back in 1977 and 1978 and however 
jaundiced the court's view of the ICC's 
m e t h o d o l o g y ,  the  f a c t  is t h a t  t h a t  
methodology has been in place for a long 
time and that drastic conceptual changes 
would be disruptive. And as has already been 

noted,  such changes  would f r u s t r a t e  
entrepreneurial expectations that we deem 
rational, legitimate, and worthy of respect. 
Perhaps even more important is the total 
absence of any evidence to support a finding 
that the incremental benefits of the exercise 
would be worth its cc~ts. 

If this is not the time and place to do it, then where and when? What was our 
mandate: to weigh the cost or to accomplish the task? Is "preservation" the Commis- 
sion's best answer to a "viable, modern precedent"? I had thought the burden of proof 
for retention was on valuation's proponents, not its detractors. 

Let us now analyze and review the majority decision to determine the validity of 
maintaining the valuation system already condemned by the D.C. Circuit Court of 
Appeals and other evidence of record in this proceeding. 

The central element in the ICC valuation is the weighting of reproduction cost 
and original cost according to the ratio of each to the sum of the two. This weighting 
principle leads to a result somewhere between original and reproduction cost, but 
nearer the latter in inflationary times. This is the very point that seems to have been 
condemned by the D.C. Circuit in Farmers Union, supra at 418: "Both the oil pipeline 
precedents and the history of valuation computations under the Valuation Act are in 
large measure products of a bygone era of r a t e m a k i n g . . . "  The Court further noted 
that the ICC had seen fit to abandon its "so-called tradition of valuation computation 
and ratemaking" in the railroad area, also subject to the Valuation Act. 

Even if one were to dismiss this inflationary debility out of hand with a "so what" 
as does the Commission Opinion, there is another reason why it is fatally defective, 
which is not discussed or addressed by the majority. The element of the Oak formula 
dealing with cost of reproduction new is designed to estimate what it would cost to 
duplicate the pipeline in all of its aspects at current prices. The fallacy inherent in this 
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premise is that the current technology, materials and labor of contemporary pipelines 
is not exactly equal to pipelines of yesteryear. There is record evidence reflecting much 
criticism of this method which is echoed by Professor Bonbright in his Principles of 
Public Utility Rates (1961), p. 227: 

The resulting valuation of the property (reproduction cost new) is therefore 
an economically meaningless application of up-to-date prices to out-of-date 
properties. 

Due to current economies of scale (see the majority's n. 366, pp. 273-274), the 
record herein reflects that the Williams Pipeline would never reproduce its present 
system with small diameter lines, yet the ICC formula nonetheless embodies such 
fallacious assumption. 

The kernel of every argument against the use of the discredited valuation 
methodology is its complexity and unreliable nature. This is best illustrated by a 
description of its calculation. The reproduction cost of a pipeline is calculated by 
trending the original cost of the various components backward or forward to 1947 from 
the year in which the cost was incurred through the use of ICC indices for various 
categories of construction materials. 

Those 1947 prices are then trended forward to the present by use of ICC "period 
indices." These, in turn, are derived by averaging prices for three prior years, one 
future year (estimated on the first five months), and the current year. The majority 
admit that reproduction cost is thus systematically understated since the current costs 
are not contemporary, but are derived from a trailing five-year period index. (p. 283). 
The only other base period ever established prior to the 1947 period was 1934. While 
recognizing the difficulty posed by changes in technology since 1947, no one, including 
the originators of the formula, did or has explained for the record why the indices have 
not been updated since 1947. 

Additional serious flaws have been pointed out in other elements of the Formula of 
which a partial catalog will suffice. 

Valuation of land is the first element in the Oak formula. Land is deemed worth 
only half of what it cost, with no adjustments having been made since 1953. But, the 
majority says (P. 282), that the sums involved are relatively insubstantial. No matter 
that it might be unfair to other systems, or that it might involve substantial sums 
connected when used with a new pipeline. 

The 6 percent "going value or concern allowance" is admitted by the majority and 
the carriers to be "pure water" but defended as compensating for other errors, such as 
the understatement of inflation, the trailing indexing period, and items relating to 
land. The 6 percent formula is more unexplained largess from the outdated nature of 
ICC's valuation, but the majority Opinion makes no calculations to state the amount of 
under-valuation or to disclose how the 6 percent correlates with the undervalued land 
figure. Neither the ICC nor this Commission has ever explained specifically why 6 
percent was chosen.S No one seriously supported it in the record, but the majority 
embraces it without any explanation other than that it allegedly makes up for other 
erroneous understatements. 

As to depreciation, the Opinion deplores as "disquieting" the mismatch between 
straight line methodology for cost of service and condition percent for rate base 
purposes. Sample this interesting description from P. 285 of the Opinion: 
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The assumptions about useful lives and about the rates at which things wear out 
are based on ancient studies made decades ago. The studies themselves 
disappeared m many years ago.m Hence our valuation staff works solely with the 
conclusions drawn by the deceased authors of those missing ancient books. We 
suspect that something must have changed in the intervening decades. So we are 
inclined to take a fresh look. 

m S o m e  of t h e m  w e r e  m a d e  fo r  t h e  
r a i l r o a d s .  T h e i r  r e l e v a n c e  to  p i p e l i n e s  m a y  
be  d u b i o u s .  

I~t  So  Ja r  a s  we  c a n  tel l ,  no  one  n o w  a l i v e  
h a s  e v e r  s een  t h e m .  

Following this condemnation of depreciation methodology, and awaiting the 
inclination toward this refreshing new look, we are then told that a reformation of such 
a moribund method is better done through notice and comment rulemaking, 
notwithstanding that this case has passed through that stage earlier. The Opinion then 
says in order to be fruitful, that the rulemaking "should be preceded by intensice staff 
studies," (P. 286). [Emphasis added] 

However, the "suggestion-rejection" syndrome is not over. The "intensive staff 
studies" process is then repudiated for being too "costly and time consuming" and thus 
questionable as to the value received from such cost. With circular spin, the majority 
Opinion then makes this startling conclusion: 

This question calls for further reflection. This is neither the time or place for that. 
We can ponder the point on another day. (P. 286). 

I thought this was the time and the day. The matter is apparently consigned to a n  
uncertain oblivion by asserting in the decision that it will be best to stick to the rate 
base status quo until getting a clear direction from Congress through statutory change. 
There is another "however," however. The contingency for legislative inaction is 
covered by a conditional possibility, grounded on a tenuous qualifiCation, should the 
resources be available "without detriment to other prod'ares of greater import, v~e or 
our successors may revisit the scene." (PP. 288-289) [Emphasis added]. 

This is great comfort to the remanding Court who, some four years ago, indicated 
this agency could receive back the proceeding to do that which we are avoiding doing 
today. It is even more reassuring to the litigants who have been denigrated to second 
class recognition in the Commission's new case classificatiow. "Programs of lesser 
import." 

Cash working capital is given the same summary treatment in the valuation 
methodology, but with a shift in the burden of proof to the shippers or carriers to show 
it improper. Otherwise, it is to be treated exactly as it was by the ICC. 

In what could be classified as minor tinkering, the majority exclude the value of 
leased property from the rate base. The ICC had included the asset's value in the 
valuation formula and also allowed recovery of a carrier's rental payments to its lessor 
as an annual expense. While this is branded a small item, there are no numbers to 
suggest the magnitude of such payments. 

With respect to the exclusion of other irrational items from the valuation process, 
the majority did not heed its own warning that "intelligent conservation is not to be 
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confused with a neurotic affection for ancient evils, based solely on their antiquity." 
(P. 286, n. 386). 

The majority admits that it would have been better to have used another rate 
base methodology. There are several items they would place in a "dream rate base": 

(A) Link the valuation to consumer price index or gross national product deflator. 

(B) Give an inflation-free rate or return on the equity portion of inflation sensitive 
rate base. PP. 279-280. 

A "straw man" is then constructed indicating an imagined problem entailing 
"social costs" with a transition rate base, however desirable, but then removing the 
societal barrier by concluding it could be bypassed by using the most recent valuation. 
(P. 281, text and n. 376). Somehow, this confusing and twisted logic is to suffice for the 
conclusion that no change will be made. 

Rate of Retura 

We now turn to the area where the majority attempts to remedy one of the 
problem areas of the ICC methodoi~ condemned by the Court" rate of return. 

One of the contentious issues raised with respect to the ICC methodology and 
which is incorporated by the Commission's Opinion into the FERC method is the 
application of the valuation procedure to the debt portion of the rate base. The 
Commission's Opinion defends and explains the matter on two grounds. (PP. 546-357). 
First, an example is given of a business transaction in an unregulated setting (the 
purchase of a house), with the premise that any increase in the value of assets should 
inure to the benefit solely of the equity investors. Second, since the method allows only 
a "real entrepreneurial" rate of return on equity, the increase in the rate base, and 
hence also return that results from trending the debt portion, is merely the means to 
compensate equity holders for inflation. (PP. 346-551; 356-557). 

I reject the first explanation by example as unnecessary and inappropriate. The 
oil pipeline industry/s regulated and a model that ignores this central fact is patently 
flawed and inconsistent with the ma'~rity's Opinion. (P. 280). This is inapposite since 
we are dealing with rewards to investors in the form of current income, not asset 
appreciation and sale in a competitive but unrelated industry. (PP. 351-355). This 
construction is unnecessary, subject to a cruc'm] restriction explained hereinafter, 
because the second rationale by the majority is acceptable. 

The contention that trending the debt portion of the rate base compensates equity 
holders for the effects of inflation has merit. My acceptance is, however, premised 
unequivocally on equity holders receiving only a real rate of return. The Opinion intro- 
duces a financial concept which may be known to others but is new to me: a "real 
entrepreneurial" rate of return. To the extent that the new concept is at variance with 
the usual sense of a "real" rate of return, I would be forced to reject the prospective 
trending of debt. To determine whether this unorthodox term has a rational basis, it is 
essential to examine the proffered meaning of a "real entrepreneurial" rate of return. 
(PP. 340-342). The Opinion describes this concept by mechanical process: first, a 
determination is made of the nominal rate of return on equity for an appropriately 
chosen class of stockholders in oil and other American industries as well as a host of 
various common stock portfolios for differing periods of time. This nominal rate of 
return is then reduced by the annual percentage increase from a beginning valuation 
rate base formula to the most recent valuation. I find this process flawed in two ways. 
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First, the example in the Opinion calculates the annual average percentage increase by 
dividing the total change in valuation by the number of years of trending. This ignores 
the compounding effect by using an inappropriate arithmetic average which tends to 
overstate the level of trending and consequently understate the "real entrepreneurial" 
return. 

A much more serious defect, and 1 believe, an uncorrectable one, is the unstated 
assumption that the trending of the rate base in the valuation formula approximates or 
should approximate the course of inflation. A preliminary review of inflation figures for 
the period 1970-1981 and of the change in valuation for Williams Company indicates 
on both a year-by-year and on a total cumulative period significant differences. The 
table below shows clearly the unpredictable differences between the rate of inflation, 
measured by either the Consumer Price Index (CPI) or the Gross National Product 
Deflator (GNP deflator), and the change in valuation of Williams Company by the 
ICC methodology. In only one year was inflation (measured by either the CPI or the 
GNP deflator) within 20% of the change in valuation. The degree of capriciousness in 
the relationship is also highlighted by the change in the sign of the percentage dif- 
ferences which discloses whether the valuation kept pace with either measure of 
inflation. 

For example, in 1976, the two index numbers showed 52% (GNP) and 5.8% (CPI) 
increases in inflation, while Williams' valuation increased by 11.3%, more than twice 
as much. The differences reflect the measure of how much the "real entrepreneurial" 
rate of return over- or under-compensates equity investors in Williams. 

Coml~ri~e of Percentage Chang~ from Previous year  of 
the Greta Nat ieml  Product Deflator, 
Price Index and Valuation o/Will iana Company 

1971--1981 

Vldua ~km V M u a ~  
GNP Williams cent~mrred c o e w ~  

Y~r  Denat~ CPI W l u ~ n  to GNP "* to ~Pl ** 
1971 ................................ 5.0 4.3 6.1 21.8 41.6 
1972 ................................ 4 2  3.3 1.2 --71.9 -64 .2  
1973 ................................ 5.7 6 2  3.9 - 3 1 2  - 3 7 . 1  
1974 ................................ 8.7 l l .O 10.2 16.7 - 7 . 5  
1975 ................................ 9.3 9.1 12.4 33.1 3.5.5 
1976 ................................ 5 2  5.8 11.3 i17.3 95.8 
1977 ................................ S.8 6.5 3.6 -38.6 --44.8 
19/8 ................................ 7.3 7.7 10.9 4 9 2  42.2 
1979 ................................ 8.5 11.3 6.8 - 1 9 . 7  - 5 9 . 3  
1980 ................................ 9.0 13.5 7.0 -22 .1  - 4 8 . 2  
1981 ................................ 9.1 10.4 2.3.* -74 .3  -27 .4  

* Tcmative 
0" A nctpt tlve reign indkate~ the vahut rico chan~ w~ l¢~t than 

inflation; • positive s/gn indicates the valuatiom cl~m4e 
was mere t lum mf'mtim~ 

The majority Opinion correctly discredits the fair value rationale for the valuation 
methodology. (P. 214). The only two possible remaining justifications stated for the 
continuation of ICC valuation are: (1) it is highly disruptive to change methodolegie.s; 
(2) it is an appropriate means to adjust for inflation. The majority has recognized that 
the first justification can be by-pasu~ by accepting valuation as the beginning rate 
base, as previously discussed. As to the remaining point, if insulating equity holders 
from inflation is the objective, the above table shows the inadequacy of the valuation 
procedure. The gross disparities demonstrate that the majority's approach would lead 
to arbitrary and capricious adjustments that would have little relation to actual 
inflation. 

nxc ¶ 61,260 
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Just as the forel~ing discussion reflects the arbitrary and capricious nature, as 
well as the illogic, of the majority Op'mion's rate base methodology, so it is with the 
rate of return process. The Opinion recognizes the need to adjust the return on equity 
to eliminate any "double counting" (P. 336) associated with adjusting the rate base to 
reflect inflation by applying a rate of return that also accounts for inflation. But there 
is apparently a basic misunderstanding of the manner in which nominal rates of return 
account for inflation. 

Nominal returns on equity indicate the market return required by investors for 
investments of a given level of risk. This return has both a real and an inflation 
component. However, the inflation factor required by investors is for prospective or 
future inflation wh/ch the investors expect will occur. To adjust the required rate of 
return correctly, it is this perception of future inflation that must be accounted for. 
What does the majority propose? Their adjustment would remove past increases in 
valuation. What is the connection between past increases in valuation and investor 
perception of future inflation? The above table shows that valuation does not even 
track historic inflation. What possible logic could explain the required correlation when 
none can exist? No answer is provided in the majority Opinion. 

The large variances between the Williams Pipeline's valuations and inflation 
highlights one of the most worrisome aspects of the majority's rate of return method. It  
invites an enormous amount of gam~manship. Eight rate of return options are 
suggested, some with multiple choices of time periods. The inflation/valuation 
variance gives exciting new twists to a pipeline's choice among the candidates. Thus a 
firm might choose to base its return one year on stock market performance after a bull 
market, and in its next filing switch to a high oil company comparison which might be 
offset by a small increase in its own valuation, t 

The majority excuses its generosity by citing the pipelines' threat that they can go 
out of business if we don't give them a more handsome rate of return than that 
received by gas pipelines (which, as public utilities, can't go out of business without 
first receiving abandonment authority from the Commission). 

This Commission should resent being held hostage to such a threat. I also think 
the threat is hollow. Integrated oil companies need their oil pipelines to move their 
crude to their refiners and to move their product from the refineries to their market. 
Moreover, the assumption is wrong. As with other business enterprises, all oil pipelines 
try to maximize profit. Shareholders demand it. We think it would be difficult for a 
company's management to justify divestiture of oil pipeline investments if they are 
earning an after tax return equal to what gas pipelines are now earning, even 
recognizing the recent increases in the market risks they face. By rough calculation, 
gas pipelines' earnings usually exceed 20% and may sometimes exceed 30%. 
Alternative industrial reinvestment opportunities average 12 percent (as the financial 
press indicates may be a general industrial average). There has been no rush to 
abandon gas pipeline properties, and there is no reason to think that equivalent 
returns would not support continued operation of oil pipelines. 

We neither can nor should guarantee natural gas companies freedom from the 
risks of competition. Competitive fuels have always been a source of competition for 
gas pipelines. Today, they are a powerfully real source of competition: many industrial 
customers of interstate pipelines with dual fuel capability switch from gas to oil on the 
basis of cost. With the recent fall in oil prices and the constantly increasing gas prices, 
many industrial gas sales have been threatened and some have been lost. 

I;  6 1 , 2 6 0 -  F ,eem Em,l  ouk n,m 
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We are also unable to provide guarantees against competition by other gas 
pipelines. We have no authority or control over the entry of intrastate pipelines into a 
state-wide marketing area of an interstate pipeline. Nor are we barred from providing 
competition between interstate pipelines: 

Nothing in this section shall be construed as a limitation upon the power of the 
Commission to grant certificates of public convenience and necessity for service of 
an area already being served by another natural gas company. Natural Gas Act, 
Section 7. 

Just recently, this Commission has allowed for the entry of a new pipeline into a 
production area even though it provided competition to the only existing pipeline for 
gas supplies from that area. See, Ozark Gas Transmission System, Opinion No. 125 
(issued July 28, I~1 [16 FERC ¶61,0991). As a final point, it is important to 
remember that gas and electric rates provide an opportunity to earn a rate of return 
established by the Commission. See Bluefield Water Works & Improvement Co. v. 
Public Service Commission o[ West Virginia, 262 U.S. 679, 692 (1923). They do not 
guarantee that the utility will earn the approved rate of return. 

A Modern Approach 

The majority's circular sophistry and counterpoint does not move us to a 
contemporary resolution of the issues. Departing from the tradition of analysis by 
negative appraisal inherent in the dissenting opinion process, a positive alternative is 
presented. It  is made not for the p u r p l e  of proving it is the only solution, but only to 
show that there are workable alternatives which could be employed by a responsible 
agency to construct and administer a contemporary rate methodology. 

An appropriate methodology to meet contemporary conditions of a particular 
industry must flow from a rational basis, drawing on economic, financial and 
regulatory precepts, and that basis must be fully explained. Further, we need an 
approach which addresses several technical problems that have been identified in the 
course of these proceedings. One is the front-end loading quandary, for which the 
majority admits the valuation formula is not the ideal solution (P. 279). Also, there are 
the issues of intergenerational equities and elasticity of demand effects. Finally, we 
desire an approach which will not be unfair as to either existing shippers or equity 
holders. 

We have basically three options in the record to choose from: the ICC 
methodology (or a modification), original cost rate base ratemaking or variations of 
trended original cost. 

For the reasons previously stated, I reject the valuation methodology, not only 
because the Court of Appeals has already deemed it unacceptable, but principally 
because it lacks any sound basis in economics or finance, as attested to by numerous 
experts of record in this case. 

The second option, original cost, is the standard approach this Commission uses in 
its electric and gas ratemaking. However, in the very different setting of the oil 
pipeline industry, several aspects of this method have much more serious adverse 
impacts. Specifically, the phenomenon of front-end load on revenue requirements for 
competitive pipelines has potentially damaging implications, to include reduced 
throughput levels caused by elasticity of demand impacts. 

FEnC ¶ 61,260 
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A variant of the third option, however, seems to meet all our objectives. I believe 
the Commission would have been well advised to adopt the following approach: e 

This method begins 'by recognizing that most oil pipeline facilities are added in 
large lumps. Each of these (including additions or improvements) would be treated as 
a separate project for the purpo~ of calculating its capital coet. Even minor plant 
items, such as pumps and sections of pipe can be dealt with the same way, or in groups 
of additions made in the same year, because the process is very mechanical once it is in 
place. The total capital costs to be recovered are computed asset by asset on an entry- 
in-service basis with appropriate indexing to compensate for inflation. 

For each project, an accounting life is determined. Periodically, the Commission 
would determine an industry-wide real cost of equity capital. Using the actual invest- 
ment, which is adjusted for multi-year projects to year-in-service dollars, along with the 
generically determined real cost of equity capital for each project, a level amortization 
payment (in year-in-service dollars) is to be computed at the time the investment 
enters service. This computation yields equal annual or monthly payments which will, 
over the life of the project, repay the present value of the equity investment and a fair 
return on it (in constant dollars). 

The total revenues to investors in any year would be the sum of the levelized 
payments for all projects still within their accounting lives, adjusted to reflect the 
appropriate degree of historic inflation or deflation. To that  must be added the annual 
operating and maintenance and tax expense and the costs of servicing the outstanding 
debt, to obtain an annual revenue requirement. From that sum, rates can be 
determined. This method could be applied to a total company or to its constituent 
systems, as the majority envisions, (P. 358). 

For plant additions that are beyond their accounting lives, revenues representing 
return on investment could be allowed to be recovered upon a showing that such plant 
additions operate in a competitive market. Other treatments are possible and could be 
pursued within the administrative process. 

For transition purposes, the existing ICC valuation, less outstanding debt, i.e., the 
original equity, the trended equity and trended debt, s could be taken as the present 
equity investment for each company or system. Current debt outstanding would be 
transferred at its actual cost. Thus, return of and on all existing equity investment can 
be reduced to a single amount for the first year and indexed thereafter without further 
calculation of ICC valuations. What we would be doing, in the final analysis, is using 
the trended valuation rate base for existing projects only to achieve an orderly trans- 
ition between ratemaking methodologies. 

Choosing as the transition rate base the last ICC valuation less outstanding debt 
would certainly transfer some outmoded or erroneous values. I recognize the argument 
for over-compensation on cost of capital under ICC valuation. I am mindful, however, 
of the Court's statement in Farmers Union, 584 F.2d at 421-422, that a pipeline's 
reliance on existing methods might be justified, and that, to that extent: "[T]he 
solution is not to perpetuate that reliance but to end it prospectively, without allowing 
reparations based on its occurrence in the past. [Footnote omitted]" 

Likewise, I am persuaded that it would be inequitable and unfair to impose a 
radically different rate level and resulting revenues on investors who made dec/sious 
based on the longstanding regulatory regime imposed by the ICC over a period of some 
40 years. I t  would be a financial and administrative debacle for this agency to at tempt 

¶ 6 1 , 2 6 0  FJ..  Q.kk m 
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to reconstruct an original cost rate base. Higher rates of return could be imposed 
initially, adding to the front-end load factor. It might also constitute unlawful retro- 
active ratemaking if it tampered with earnings made under past lawfully established 
r a t e s .  T 

I also find merit in the arguments that (even if by accident of timing) the rate of 
return allowed by the ICC is now equivalent to a real, i.e., non-inflated, rate of return 
on equity. Thus, the increase to date in total rate base value under the valuation 
method represents the original equity investment and the reinvestment of the inflation 
component of the return on equity that was never paid out to equity holders in 
dividends. 

This variant of the trended original cost method, espoused by Dr. Meyers, would 
tend to provide for a level revenue stream or levelized rates which are constant in real 
dollars. It thus responds to the arguments made against front-end load problems which 
are severe with original cost and somewhat less with other trended original cost 
methods. I believe the level return on equity approach comes closest to the viable, 
modern precedent we are seeking. 

The proposed method would not impose additional administrative burdens on the 
Commission staff, in stark contrast with the majority Opinion, which would greatly 
increase its workload. For each significant addition to pipeline plant, the staff will need 
to calculate the levelized revenue increment. However, this is done only once. The 
Commission will also have to determine on a periodic, generic basis a real rate of return 
on pipeline equity. With the majority approach, all of the effort necessary to review 
and potentially litigate valuation results would be required every year  which has the 
latent ability to bog down the Commission in a morass of case-by-case adjudications. 
This is compounded by another aspect of the majority's effort to "fix" the rate of 
return by engrafting an insurance premium for risk which the Opinion says "will have 
to unfold itself through case-by-case adjudication." (P. 339) 

Industry- Wide Returns 

One of the few admirable features of the ICC's oil pipeline regulatory system was 
that it spawned so few adjudicated rate cases. This is a virtue I would hope to retain, 
regardless whether my proposal or the majority's is adopted. We could do so by setting 
rate of return on an industry-wide basis. That is, we would undertake the analysis 
described, beginning on page 340 of the decision in a separate rulemaking docket. 
Therein, we would prescribe a rate of return to be used by any oil pipeline in 
developing its rate filings, just as the 8 percent and 10 percent levels prescribed by the 
ICC were used.S 

That rate of return will be subject to review, by us, whenever changing economic 
circumstances make it appropriate, s The majority has not dealt squarely with the 
volume of case-by-case litigation its decision invites. With the new approach, if there is 
a shipper protest, our staff will be obliged to look into a pipeline's capital structure, its 
debt guarantees based on credible testimony from designated experts, (P. 340) 10 its 
application of rate of return, and the correctness of its inflation adjustment.n Our 
experience in the other industries we regulate is that where we allow parties to litigate 
these issues, they will. The expense involved will be considerable and could have an 
impact on the due process rights of the litigants. 

boom ¶ 61,260 
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For an industry already familiar with an industry-wide rate of return, it is 
astounding that the majority would abandon the efficiency of that system and 
willingly enter the probable morass of case-specific adjudications. (pp. 205-206) 

The only limitation on the size of this morass is the restriction against staff 
initiation of, or participation in, oil pipeline cases. This restriction raises its own 
question of fairness and efficiency. The majority answers the fairness question by 
saying that a pipeline's rates are of no concern if there are no unaffiliated shippers. 
The efficiency of staff participation in terms of completeness of records, is nowhere 
addressed. 

Conclusion 

The majority has not succeeded in breathing logic into the ICC valuation method. 
Its rate of return creation is seriously flawed. Yet it thinks there is no other solution 
possible. I have suggested one, however, and there may be others. The suggested 
method meets all the criteria set out by the majority, it eliminates the need to calcu- 
late valuations ad infinitum into the future, and it will minimize the burden of case 
adjudication. I sincerely hope that we do not have reason to regret that we missed the 
opportunity to adopt this method. 

- -  Footnotes - -  

t I acknowledge my  admiration to Bernard 
Wexler, Director, Office of Opiniom and Review, 
whose thankless and lonely burden it has been to 
assist in drafting the Commisston's Opinion over 
these long mcmths. His legal ghelarship and his 
knowledge of the oil pipeline industry have been 
invaluable. 

• Page references to the mlfJonty Opinion will he 
given as P.---hereinafter. 

• Perhap* it was chmen in  the tame manner u 
the well known "7 percent mlution" by the tame 1CC 
and nfjected by the Court in San Antomo v .  U.$., 631 
F.2d 831 (D.C.Cir. 1981). 

• Note  that  the "pipeline's option" method 
extends to the choice between normalization and flow- 
through depreciatio~ accounting metheds. It seems 
we have created the regulatory equivalent of "Dialing 
for De~htrs" rather than "The Price Is Right." 

• This is a variant of the trended original cost 
method advocated by Dr. Stewart C. Meyers. (Tr. 
3587) See also Thomas R. Stauffer and Peter 
Navarro, "A Critical ComImrumn of Utility-type 
Rate.making Methndoingies in Oil Pipel ine  Regula. 

tion," l h r v t r d  University, Energy and Environ- 
mental Policy Center discussion Imper, January 1981 

e Th is  is t l ~  same equity base used by the 
m a l t y ,  but the method can be used w~th any other 
choice of equity base. 

• C i l y  of  Piqua v. FERC,  610 F2d 950, 954 
(D.C. Cir. 1979): Atlant ic  Seabusrd and  Virginia Gas 
Transmission Corp., II  FPC 45, 48 (1952). 

S i n  that rulerrmking, we could consider also 
whether different return rates should be set for 
product and crude pipelines. 

• See F.P.C. v. Hope  Natural  Gas, 320 US 591, 
615 (1944). But, Since we would be setting an 
inflation-free, real, rate of return, it should be 
relatively insensit ive to rapid obsolescence. C[ 
Generic Determination of Ra te  of  Return on Common 
Equi t y  for Electric Utilities, F E R C  Statutes  and 
R e / f u ~ t ~  | 37,242 (August 26. 1982), in which we 
proposed quarterly indexation, and full review 
biennially, of nominal rates of return. 

le The clam of experts is so tightly defined that  
~tr  staff witne~es  may not qualify. 

L~ See the forqoin8 discus~,~ headed "Ra te  of 
Return." 

- -  C O M M I S S I O N E R  R I C H A R D ' S  S T A T E M E N T  - -  

RICHARD, Commissioner, concurring: 

"Why with time do I not glance aside to new-found methods . . . "  Shakespeare, 
Sonnet 76. 

The case before us today is one of the most time consuming and problematical 
ever faced by this Commission, deciding, as it does, the regulatory methodology which 
is to be applied to the entire oil pipeline industry. The history of oil pipeline regulation 
has been detailed at length in the decision. (Indeed, the length of the decision is one of 
my quarrels with.it.) The years of litigation and months of debate invested in this case 
have not told us as much as that history. When the oil pipelines were made subject to 
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the Interstate Commerce Commission, it is unclear what kind of regulatory restraint 
Congress envisioned that agency should impose. To the extent we are aware of 
Congressional intent and to the extent we can identify the class which the 19(36 Act 
sought to protect, it tells us very little. Regulatory agencies were a new phenomenon 
then. We simply cannot pretend that Congress made any enlightened choice between 
what has come to be considered classic public utility methodology and some less 
intrusive mechanism. 

I think that we can agree that we are confronted by a statute, unexamined for 76 
years, mandating regulation. We can probably agree further that the statute was 
imposed out of concern for monopoly power. We can even agree perhaps that in some 
times and at some places oil pipelines may possess at least the potential for monopoly 
power. The Anti-Trust Division of the Department of Justice should be our watchdog. 

I do not feel driven to drastically change the way pipelines have been regulated 
without a strong showing that they have earned outrageous profits compared to similar 
industries. To the cry from some that oil pipelines should be regulated as we do inter° 
state gas pipelines, I must reply that a very different jurisdictional authority makes 
that  an impossible task. 

Unlike our authority over other regulated entities here at the Commission, we do 
not have the power to correct a miscalculation of what we thought was fair if we 
seriously underestimate our ratemaking methodolegy's ability to allow an adequate 
return for oil pipelines. 

We can not guarantee an oil pipeline's market from competition either intermodal 
or intramodal because we cannot certificate the facility and close the system as in gas 
pipelines. In short, we cannot keep the ships off the seas, trains off the tracks, barges 
off the rivers, and trucks off the roads. That is a real world factor that must be 
considered. We can assure that our natural gas pipelines are protected from 
competition at least enough for them to closely cover their costs, investments and a 
reasonable return. We can close an area from additional gas pipeline competition to 
maintain the original pipeline's financial integrity through this non-rate factor. 

For the short time that I have served on the Commission I have sought for a 
compromise which would reconcile these points of view. In the end, that has proved 
impossible and I am faced with a choice between a methodolegy with surface logic 
which can seriously disrupt a vital industry and a mechanism which approximates the 
results of ICC regulation. No alternative methodology with any semblance of logic 
achieved the latter result. 

The Commission has received no Congressional mandate to launch a new era of 
stringent oil pipeline control. The administrative costs alone of such an undertaking 
are staggering. I have seen no documented estimates of such regulation, but if they 
approach the expense of regulat/ng natural gas pipelines, I believe that a public which 
currently bears the de min/mis cost of oil transportation would be poorly served by the 
additional cost of regulation. Therefore, today I concur with the majority, but I also 
express my view that  the time is ripe for Congress to give us a clear direction in this 
field. 
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