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Federal Regulation of the Pipeline Industry

- A Summary Review

Abstract

The pfincipal purposes of this report are: one, the
identification of the jur;isdiction areas 61’ the federal pipeline regulating
agencies, and two, an examination of the amenability of the regulatory
system to the introduction of energy-conservative new technology into
the pipeline industry. The history, acope, and agency structure of
state and federal regulation are recounted and some gaps, overlaps,
and ambiguities are identified. The only significant inhibitory effects
upon technological innovation are found to derive from the FPC and ICC
limits upon profit, the 1941 Justice Department consent decree limiting
dividends to shipper—owned pipelines, and the incorme tax rules governing
recovery of investment credits and startup losses. Effects of these
limits are explored by simulation studies using the Systems, Science
and Software pipeline economic model (PEM), Two new concepts of
regulation are proposed which would neutralize the inhibitory effect of
the present regulatory system and would motivate pipeline operators to
conserve energy: on\e, the use of a ""national equivalent value' in the

economic tradeoff analyses which justify entry of a technological innovation

into the rate base (valuation), and two, a "valuation allowance' which would -

reverse the presently often-existing situation and insure that the pipeline
operator would realize a greater profit from saving energy than from

wasting it.
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1.0 OBJUECTIVES

1.1 Purpose of the Project

The work reported here is a part of a project which is being
carried out by the team of Systems, Science and Software (53) of San
Diego, and Pipe Line Technologists, Inc. (Pipetech) of Houston, under the
contract which is identified on the cover page as "Energy Study of Pipe-
line Transportation Systems.'" The primary objectives of the project
are to assess the susceptibility of the oil, gas, and other pipeline industries
to technological innovations and to identify the associated research,
development, and demonstration (R, D, & D) requirements, The project
final report will be published in early 1977 as 53 report SSS-R-77-3020,
"An Energy Study of Pipeline Transportation Systems." That final report
will be in éummary form, combining the results from the seven task reports
liéted in Table 1.1-1. As will be noted from the table, this present r*e'por‘t

is one of those task reports,

1.2 Purpose of this Report

This report presents the results of Task 2.2, which has two
primary objectives: -one, the identification of the jurisdictional areas of
the federal regulatory agencies, and two, an examination of the amena-
bility of the regulatory system to the introduction of enehgy;conservative
new technology into the pipeline industry.

This report is primarily devoted to reviews of the regulatory
agencies who exercise influence upon pipeline construction and operation.
However, there are two additional areas of government influence which
are not specific to pipelines but apply to all industries - t.he income tax
laws and the antitrust laws. It is'seen in Section 7.2 that the former are
very important objectives of this study. it may well be that the
latter are also important, i.e., that introduction 61“ certain innovations

might place the pipeline operator in a position which the Department of

)
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3021

3022

3023

3024

k025

3026

3027
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Table 1.1-1

Hroject Reports

Title

An Energy Study of Pipeline Transpor-
tation Systems

Economic Models of Pipeline Transpor-
tation Systems

Summary Survey of Energy Consump-
tion in the Pipeline Industry

Sldrr‘y Pipelines - Economic and
Political Issues ~ A Review

Federal Regulation of the Pipeline
Industry

Fotential 1:.‘m¢1én¢y improvements in
Pipeline Transportation Systems

Recommendations for Energy—-conserva-—
tive Research and Development in Pipe~
line Transportation

Opportunities for Future Energy Conser-
vation in the Pipeline Industry

S3 Financial Projection Model -
Preliminary User!'s Manual and
System Qverview
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Associated
Task

All

1
(partial)

1
(partial)

2.1

2.2

{(partial)

4
( partial)

1
(partial)
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Justice would regard with suspicion. As specific innovations and
scenarios are expiored in Task 3, this possibility must be reviewed
in each case, and the results preSentéd in the final r'eporti: or in a

revision to this report.

S
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2.0 SUMMARY

2.1 History of Regulation

Qil pipelines have been subject to the tariff provisions (Part 1) of
the In.ter*state Commerce Act since the passage of the Hepburn Act in 1906.
The Transportation Act of 1920 eliminated some ambiguous language of the
Hepburn Act and flatly declared pipelines to be common carriers. A
series of court decisions established that the tariff provisions and the other
req.uir‘ements of the ICC act are separately applicable. Where an interstate
pipeline operates in actual fact as a purely private carrier, it has been
held not to come under the tariff requirements of the Act, but it is,
nevertheless, subject to the reporting, valuating, and uniform system of
accounts requirements of the Act. On the other hand, when the pipeline
is in fact operating as a common carrier, and in particular when it enjoyé

a monopoly situation, it invariably finds itself alsoc under the Act.

In addition to tariffs, the other significant aspect of interstate
regulation, which developed in the early 1940's, is in limitations upon
operating income. Crude oii pipelines are limited to 8% per annum of their
rate base, which is essentially the total of their assets, while product
pipelines are limited to 10%. Cperating income for purposes of regulation
is net income after taxes. A third important limitation which evolved in

this period is a limit of 7% upon dividends paid to shipper—-owners.

Gas pipelines are treated as utility companies and therefore are
regulated by the FPC instead of the ICC. However, they are in fact
basically transporters and may be regarded as similar to gil pipelines,
though there are important differences between FPC and ICC regulation.
The principal distinctions are that the FPC does not allow interest as a
charge before net income, and that the rate base (valuation) is computed
in a straightforward accounting manner under FPC rules. Under ICC

rules, the valuation is set by a more complicated and subjective process.

The important historical events in pipeline regulation listed in

Tables 2,.1=1 and 2.1-2 are described in detail in Secticen 3.0.

2-1
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Table 2.1-1

Important Regulatory Actions Aﬁ‘ecting Qil Pipelines

'Inter'state Commerce Act - 1887
Initially applied only to railroads

o Principal objective = just and reasonable charges
(o] Prevent undue preference
o Abolish pooling of freight

Elkins Act -~ 1903
Designed to strengthen ICC Act

o  Prosecution for rebating
Qa Require publishing of rates -

Hepburn Act - 1906

o] Made pipelines subject to Part I of the ICC Act

Transportation Act - 1920

o LLegislated common carrier status

Cauirt dacisions

o Pipelines in monopoly situation found subject to ICC Act

o} Purely de facto private carriers exempt from the reporting,
valuation and uniform system of accounts requirements
of the Act.

10C Order — 1940
Applied to crude oil pipelines

o Return over 8% per annum on investment held unreasonable
n  Reduced minimum tender tu 10,000 barrels

ICC Order - 1941
Applied to product pipelines

o Return over 10% per annum on investment held unreasonable
© Reduced minimum tender to 25,000 barrels

Consant Decree - 1941
Applied to shipper—cwned pipelines

o Dividend payments limited to 7% per annum on the ICC
valuation of the pipelines.

2-2
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Table 2.1-2

Important Regulatory Actiohé Affecting Gas Pipelines

Public character of gas sale and tr*é,nsport

1858 ~ Opposite conclusions by New Jersey and Wisconsin
state courts on issue of gaslight companies' obligations
to serve without discrimination all who apply

1889 - Supreme Court settled issue
o} gaslight companies affected with public interest
o} gaslight companies subject to regulation

Limits of state regulation

1204 - Congress declared natural gas properly in interstate
commerce

1911 - Supreme Court voided Oklahoma law to prevent export
of natural gas :

1923 - Supreme Court voided West Virginia attempt to prioritize
intrastate/interstate shipments

1919 ~ Several Supreme Court decisions evolved doctrine that
no state had power to regulate activity over which its
power was incomplete

Federal Reg_;u tation

1935 - Public Utilities Act :
o} Broadened FPC power over electric utilities

1938 - Natural Gas Act
o} Placed gas pipelines under FFPC
o Intended to fill regulatory gaps created by Supreme
Court doctrine that neither state of origin or state of
destination could rule

1940 - FPC jurisdiction over production asserted
1942 - Supreme Court upheld FPC authority over rates
1947-64 - FPC jurisdiction over-sales asserted, upheld, expanded

1942-63 - FPC jurisdiction established over intrastate transactions
including gas in the ""stream of interstate commerce"
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2.2 ScopeA of Regulation

In addition to regulation of the financial aspects of the busi-
ness, i.e., tariffs and income, pipelines are regulated in other
respects, primarily with regard to safety and env_ironmenﬁal impact.
Ther*e‘ are three cabinet—-level departments of the f'eder'al government
(Transportation, Interior, Labor) and four independent ag-encies (ICC,
F-‘PC, FEA, EPA) with some form of jurisdiction over pipelines.
Within the Department of the Interior;, . there are a half-dozen subunits
which have approval authority, intervenor status, or an obligation to
comment upon pipeline construction and operations, and within the

Departmené of Transportation there are at least two.

These agencies, and the scope of their jurisdictions, are dis-
cussed in Section 5.0 below, and the jurisdictional incompatibilities
are identified in Section 6.0. Although numerous incompatibilities
are identified, they are not found to be important for the purposes of
this study. The important question here is whéther such incompati-
bilities exert any inhibitory effect upon the introduction of energy-
conservative technological innovations. As will be seen later in this
report, certain of the regulations themselves may in some circum-
stances be strongly inhibitory; no inhibitory effect has heen identified

which arises from jurisdictional incompatibilities alone, however,

It is worth taking passing nnte of the complexity of the taai<
of dealing with jurisdictional inconsistencies. The suggestion is
often made that, where more than one or two agencies re_gulate an
activity, all such regulation be placed within a single agency. However,
it is in fact often not desirable to do this for fundamental reasons, which
lead to the concept of what is call here "legitimate jurisdictional over-

lap."

24



As an example of legitimate overlap, consider the c.ase of aA
pipeline crossing ‘a coastal waterway. In addition to the regulation of
the operating business aspects of pricing, which are regulated by the
FPC or the ICC, it is easy to hypothesize circumstances under which
the Office of Pipeline Safety, DoT, and the EPA might have valid regu-
lations to be enforced. In this case, three agencies might be regulating
the same activity, each acting to serve a different interest. While it
is true that these three interests (price, safety, and envircnmental
impéct) are different, they are all public interests under acts of Con-
gress, and their regulations under the law should all apply. Additionally,
it is easy to visualize a situation in which the Fish and Wildlife Service
might be required, under yet another act of Congress, to irﬁpose regu-
lations to save the fish if the pipeline constructor were to propose
some detrimental action. Such overlaps of jurisdiction may be termed
legitimate overlaps in that they are all intended to be exercised in a

public interest of one kind or another.

Now, while it may be tempting to conclude that one or the
other of the regulating agencies should be given the overall jurisdiction,
‘there are good reasons to question that course of action. The different
interests represented by the different agencies, while they are all
declared to be public interests under act of Congress, are nevertheless
conflicting. For example, it is obviously not possible to achieve the -
lowest price, the greatest safety, and the least environmentai impact
simultaneously, whether in a pipeline or any other enterprise. Although
there is an abundance of evidence to show that the pipeline far exceeds
any other mode of transportation in all three of these criteria, in
every practical situation there must be compromises between what
are basically conflicting requirements., Therefore, giving overall
.responsibility to the protector of one interest may preclude any rea-

sonably optimum compromise. If overall responsibility were given

2-5



to the saf"ety regulator, for example, the result-might be a system
which would never cause an injury throughout the rest of eternity,

but at unbearable financial and environmental penalties. A similarly
unbalanced result could be anticipated if the overall responsibility

were placed in the hands of any other appointed protector of a pértiCular

point of interest.



2.3 Inhibitory Influences of Laws and Regulations
| In considering the potential adoption of eﬁ’iciency‘ improvements
and other ener*gy—ponser*vative innovations, there are two bodies of law
and regulation which exert important inhibitory influences upon the
adoption decision:
(1) The federal income tax provisions with respect to investment
credits and loss carry-forwards;

(2) The limitations upon operating income and dividends.

Oil pipelines operate as. common cérriers and are regulated by
the ICC. Their income is limifed to 8% for crude lines and 10% for products.
A further limitation upon oil lines is that dividends to shipper—owners are
limited to 7% by a 1941 consent decree. Since dividends are taken after
interest payments, and since the ICC allows interest as an expense before
computing the 8% or 10% return, these limits operate in a manner which is
similar to, and redundant upon, the ICC limits of 8% and 10%. As a practical
matter, since m_y all U.S. oil pipelines are shipper—-owned, the 7%
limit generally applies, and any suggested application of the results of this
study to oil lines will have to be examined primarily under this, the most

stringent of the three limits,

With these limits upon profitability, it is easy to visualize situations
in which energy-conservative innovations, even very effective ones, may not

offer sufficient attraction to the pipeline operator to induce such adoption.

Because of the combination of capital-intensiveness and limited
return, full recovery of investment tax credits is an important contributor"
to Rol. Since the life of an investment credit is seven years, an efficiency
improvement cannot possibly recover its own credit. Therefore, the decision
to accept or reject a prospective improvement can almost never be made on

a stand-alone basis, even in the first approximation, since it may be strongly



influenced by the way in which its tax credit life overlaps others, either
already on the ‘books or contemplated. It may depend upon whether the
owning company has other enterprises which can absorb the t\ax credit.

Also, a pipeline with a large initial investment and a low initial
throughput n;\ay find that if it is highly leveraged, it cannot recover all of
its initial tax credit. In this case, the Rol can be improved by reducing
leverage, and the optimum initial equity position, i.e., that which
maxirmizes Rol, may be as high as 40 or even 50%. During these early
years, at least until the operator can see how this situation is likely to
resolve itself, it may be very difficult to interest the operator in efficiency
improvements, even those for which a solid case can be made on paper,
These influences are discussed in Sectidn 7.0 below.

In summary, then, the effect of laws and regulations upon
innovaticns is indeterminate in the sense that it depénds upon the specifics
of the situation into whiéh the innovation is to be introduced. Depending
upon those specifics, the regulatory effect may range anywhere between

completely neutral and prohibitively inhibitory.
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2.4 Recommendations

The conclusion which emerged from the preceding section was
that if changes to the regulatory process are tc be made which will effec-
tively promote energy conservation, they must be sufficiently strong in
the motivation which they stimulate, and in the breadth of their applicability,
that the confusion and ambiguity just described is neutralized and overcome.
Section 7.4 presents two new regulatory concepts for achieving this objective
which are also summarized below.

(1) Introduction of what is termed a "national equivalent value"
for natural gas into the tradeoff studies onn which the acceptability of
energy—~conservative innovations for entr*y' into the pipeline companie‘s' rate
base is judged. The result would be that any innovation that would be cost
effective at the national equivalent value would be acceptable as a legitimate
addition to the rate base. Under the present dispensation, the cost—effective-
ness of a prospective innovation nmust be established under the price actually
paid for the gas. That price in many cases was established by contract
years earlier at what is by comparison today a very low price. The result
is that, even though new gas is presently valued at $1.46 per Mcf, an innova-
tion may have to prove its cost-effectivity at a price of 35¢ per Mcf in order
to be an acceptable addition to the rate base. In other words, gas whose
replacement is recognized as worth at least $1.46 continues to be wasted
simply because an artifically low value is used in determining its admissi-
bility into the rate base.

(2) Introduction of what is termed a "valuation allowance™, above
the regularly approved cost of an energy—-conservative innovation, into the
rate base along with the approved cost itself. While this allow ance could of
course be any amount, it is suggested that the allowance be equal to the
approved cost, so that the addition to the rate base would be twice the cost.
The result wduld be that the company could then make up to twice as much

profit by saving energy as would otherwise be the case.
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The philosophy underlymg the first measure is that gas which 1s
saved is equal in value to new gas which, eventually at least, must r*eplace
it. A foot of gas saved is equal in value to the first foot of extracted gas
from a new well. In fact, a persuasive argument can be made that, since
the natural gas r'es'oubce'will certainly be totally depleted before the coal
resource, the equivalent replacement value is the cost of converting coal
to high=-BTU gas, which at 1977 prices and technology is appr‘dximately
$3.30/Mcf. |

The philosophy underlying the second proposal is simply to allow
the companies to realize sufficient potential profit from energy conservation
to ensure that they are motivéted to do it. Since, under present regulation,
they may or may not be so motivated, something must be done to ensure
that motivation, no matter how confusing or ambiguous their particular tax
situation may be,

An important advantage of these proposals is that they require only
a single change in the law. Thereafter, the ICC and FPC procedures, and
the operation of the consent decree, proceed just as they do now. After the
insertion of the new values into the rate base, nothing else changes in any
procedural way.

It is of course recognized that considerable further research is
necessary to develop the foregoing recommendations into practical legislative
proposals. It is strongly recommended that such research be undertaken

immediately.

' These recommendations deal only with the motivation of energy-
conservative capital investments. Also needed is a recommendation
to stimulate energy—-conservative operational techniques, i.e., those
- which increase operating cost. At present, such innovations are intro-
duced only if the energy saved offsets the operating cost burden, at

the regulated value of energy. In the recommendations above, only a
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single change in the. law is needed; once the rate-base allowance is
made, nothing is done differently than before. No such simple and
straightforward device has been conceived in the course of this study.
‘However, with further study, a mechanism may well be devised.
Accordingly, the research recommended above should also address
the possibility of stimulation of energy-conservative operational

measures,.
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3.0 EVOLUTION OF PIPELINE REGULATION

Virtually every country in the world exercises some form of
regulation over its pipeline industry. Regulations in Canada are promul-
gated by the National Energy Board and closely resemble those in the
United Stateé; other countries have similar laws. Major events in the
evolution of the United States regulation of oil pipelines have been

summarized earlier in Téble 2.1.1.

3.1 Economic Regulation

3.1.1 Regulation of Oil Pipelines

3.1.1.1 The Interstate Commerce Act

The legal basis for economic regulation of
oil pipelines in the United States is Part I of the Interstate Commeice
Act (Title 49, Chapter 1, US Code). The primary purposes of the
Act were to establish reasonable rates, prevent discrimination or
pooling, -and require that tariff rates be openly published and continuous—
ly maintained. The original Interstate Commerce Act of 1887 did not
provide for regulation of pipelines, but the Hepburn Act of 1906 extended
Section I of the Interstate Commerce Act to include them, by the
following clause:

"The provisions of this Act shall apply to any corporation
or any person or persons engaged in the transportation of oil or
other commodity, except water and except natural or artificial
gas, by means of pipe lines, or partly by pipe lines and partly
by railroad, or partly by pipe lines and partly by water, who
shall be considered and held to be common carriers within the
meaning and purpose of this Act.”" (384 Stat., 584)

This Hepburn Act had been originally intended as a "Railroad Rate Regu-

lation Bill" to further strengthen the Interstate Commnerce Act., How-
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ever, while the bill was still pending, the Garfield Report was received
by Congress. That report dealt primarily with discrimination by the
railroads in favor of the old Standard Qil Company.. However, the final
section of the report showed how Standard was able to locate its refineries
on the coast and transport the oil to them by its own pipelines, thus avoid-
ing the high rail costs paid by its competitors. The report further showed
how Standard exerciéed the leverage thereby provided to purchase oil
from other producers in-the field at depressed prices, thus creating a
monopoly situation in restraint of trade. Largely as a result of this
report, the Hepburn Act was amended to make the Interstate Commerce
Act applicable to the transportation of oil by pipeline in interstate cdm—‘

merce.

As it gxists today, Part I of the Interstate Commerce Act applies
to railroads and oil pipelines. Some provisions which apply to both
carriers are listed below: |

) .Rates must be just and reasonable

(2) Undue preferences are forbidden

(8) Tariffs must be filed with the Commission and posted for

public inspeéction

(4) Reasonable facilities for the interchange of traffic must be

provided

(8) Carriers may not charge greater conpensation for a shorter

than for a longer distance over the same liné, without Commis—
| sion approval -

(8) Except with Commission approval, pooling of traffic or

earnings is préonibited

(7) Carriers must comply with accounting, reporting, and

valuation requirements of the Commission '

(8) Since 1965, carriers are subject to safety regulations of the

Act.
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The oil pipelines are not subject to certain burdensome requirements of
Part I of the Act, which are applicable to the railroads. Among these
are the following:

(1) Qil pipelines are not required to obtain a Certificate of Public
Convenience and Necessity from the Interstate Commerce
Commission before commencing or extending their operations.

(2) Oil pipelines are not required to obtain Commission approval
for the abandonment of a line.

(8) The Commission does not pass on the issuance of securities
of pipeline companies.

(4) Qil pipelines are not subject to the Commodities Clause,
which in general prohibits railroads from ﬁr‘anspor‘ting
articlés which they own, either directly or indirectly, except
timber.

(8) Extension of credit to shippers is left entirely in the hands of

the pipelines, which is not the case with other carriers.

After pipelines were made subject to Part I of the Interstate Com-
merce Act in 1906, there were numerous cases in the courts to decide
whether a line was a common carrier or a private carrier. In an
attempt to evade Federal jurisdiction, the old Standard Oil Company
established its pipelines as separate companies in each state. Each
company would own the oil it transported and sell the oil to the next
carrier. These and other actions of resistance and evasion by the com-
panies resulted in a judicial test of the law, which came as a result of a
ruling by the ICC that the tariffs of all the affected carriers would have
to be filed with the Commission. Some companies had complied with
this provision immediately upbn passage of the Act. It was not until
1911, however, that the ICC began a study of the p'roblem of what to do
with those pipelines not yet accepting its jurisdiction. It concluded in

1812 that tariffs from the non—-compliers should be filed by September
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of that year and so ordered. (In the Matter of Pipe Lines, 24 I.C.C. 1

(1912)).

In their defense, the companies alleged the taking of private pro-
perty without due process of law and the taking of property for public use
without compensation, and argued that the law should apply only to those
pipelines who were already common carriers or those who chose to be-
come such., The ar‘gunﬂents of the Government were to the effect that
the Hebburn Act was a valid exercise of authority over interstate commerce
for the reason that these insfrumentalities, the pipelines, tended inevitably

toward monopolies.

In the Commerce Court which firat heaird the arygurnents, tﬁe Fed-
eral Government's theory was not well received and its case was lost,
However, the Supreme Court,when called upon to rule on the matter,in
1914 found for the Government and upheld the ICC's requirement that

tariffs be filed. (The Pipe Line Cases, 234 U.S. 548, 34 S.Ct.956(1914)).

This finding was basically onb the grounds that the pipelines and their
owners we;~e operating a public market, since they had been compelling
sale of independently produced oil to thenselves before it was transported.,
However, this did not aobscuire the fact that they had at hand e only real
means of transportation, and therefore the pipelines were engaging in
transpobtation and, of course, at the interstate level. The findings of

the court, in an opinion by Justice Holmeas,; were that the pipclines were
in Fact engaged in common carrier business and the intent of the Act was
to bfing under its terms all pipelines who though perhaps not technically,

but in fact, were engaging in interstate transportation.

Questions have been raised as to whether it was the intent of Con-
gress to torce all interstate lines into a common carrier status whether
carrying their own oil or that of others. However, it seems reasonable

to conclude that, had the Supreme Court held other than it did, a legis-
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lative drive could have accomplished the same result with a cla’r‘ifying

statute.

The competitive drive of the growing industry also might well have
forced the development of a carrier type of service available to the
whele oil industry. There were attempts by groups to create competi-
tive lines, including some with aid sought or offered by the legislatures
of some of the oil states. In any case and for whatever reason, virtually

all of the interstate oil pipelines operate today as common carriers.

Cne of the cases decided in the group of the so-called Pipeline
Cases, but with different results, also remains today a guidepost. This
is known as the "Uncle Sam' case, from the name of one of the defendant
oil companies. The court held in the case of Uncle Sam that because
this company was engaged solely in transporting its own production, from
its own wells, through its own lines, to its own refineries, it was not
engaged in transportation within the meaning of the Act. Uncle Sam Cil
Company was not engaged in the purchase of crude oil from others, and
thus it was held that its. lines were private in fact and in law, and it was

therefore not amenable to the ICC jurisdiction fastened upon the others.

The Uncle Sam doctrine has been cited in later cases in which the
decisions have seemed to turn upon the matter of purchase of oil from
others, so that the purchasing of oil from others by pipeline owners has
become an important tast in determining ICC jurisdiction. However,

though persuasive, it is not a controlling test.

The Transportation Act of 1920, among other things, modified the
Hepburn Act of 1906 by eliminating from Seétion 1 of the Interstate Com-
merce Act the controversial phrase '""who shall be considered and held to
be common carriers within the meaning and purpose of this Act.”"” The
Transportation Act of 1920 amended Section 1 to read, " ... the provi-

sions of this part shall apply to common carriers engaged in ... (b) the
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transportation of oil ... by pipeline," ahd amended Section 3(a) to read,
"The term common carrier ... shall include all pipeline companies."
This ché.nge has been an important factor in the later decisions which

extended the ICC's jurisdiction over pipelines.

The next important Supreme Court decision was Valveline Qil Ceo.

v. United States (308 U.S. 141, 60 Sup.Ct. 180 (1939)). The facts are

interesting here, for Valvoline was operating several lines in Pennsyl-
vania and West Virginia. In both situations, however, the lines were
used only to carry oil produced in that state to destinations in that sam~e
state. There was no transportation from one state to another. On that
ground the Valvoline cbmpany resisted the jurisdiction of the ICC when

it ordered valuation data to be filed by the company..

Here the court in finding against the cnmpany and for the ICC found
a difference with the Uncle Sam case in that the lines were carrying oil
produced by many different wells owned by hundreds of different owners.
Moreover, the court found that Valvoline was operating in what amounted
to a monopoly situé.tion. This arose from the fact that many of the wells
using Valvoline facilities were '"strippers’ and their production was at a
rate in many cases of a fraction of a barrel per day. Other carrier con-
rections were not available to these wells due to a requirement of a mini-
mum daily rate of five barrels' production in order to justify new con-

nections.

It is generally felt that the court found for the ICC in this case
mainly on the proposition that a monopoly situation existed and that there
was a large number of producers requiring the service. And, as dis-
tinguished from the Uncle Sam case, there was a great deal of purchasing
by Valvoline from other parties rather than pr‘bduction and transporta-

tion by the producer for its own use.

It is important to note there, however, that the decision in this case

was a limited one in that it merely held that the Valvoline company would
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be reguired to meet the dema’.hdsAof the ICC only in filing valuation data
and information. No decision was rendered on the matter of Valvoline's
duties to other shippers for it never had transported for them, nor nad

any tenders been made to it by other shippers. The court held that
valuation proceédings were separable from regulatory proceedings, avoid-

ing the constitutional question of the taking of property.

These cases seem to show thatthe role of the monopoly situation-in
affecting a court's decision on matters of ICC jursidiction is important.
In the Pipeline Cases and the Valvoline cases, the presence of a monopoly
or near-monopoly situation of pipeline service to a pr‘oducing' field
appears to have substantially influenced the court toward finding for ICC
jurisdiction. The c;:urts seem inclined to render a decision of ICC juris-
diction in a case in which moncpoly or substantial control is being exer—-
cised over a producing field through pipeline ownership, though it may
limit somewhat the aréa of Commission jurisdiction to matters other

than regulatory.

The last two key casés in the constitutional area are the two Champlin
cases. Champlin Qil Company had built a private line transporting its
own refined products from its refinery at Enid, Oklahoma, to Rock Rapids,
Iowa, with intermediate points in Kansas and Nebraska. Champlin had
made no dedication to public use of its facilities and no one had teﬁdered

to it.

The first Champlin case (Champlin Reﬁning‘ Co. v. U.S., 329 U.S.
29, 67 Sup. Ct. 1 (1946)) arose from an order from the ICC to Champlin to
file certain information with the Commission which it wanted in order
to complete its valuation duties as prescribed in Section 19a of the Act.
Champlin resisted this order and sought an injunction in a Federal Court
in Oklahoma, which was denied. It was upon this denial of injunction that

the issue went to the Supreme Court.
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Here the Court appears to have found that the Act applied to
Champlin largely on the theory developed in the Valwoline case that the
definition in the Act included "all pipeline companies’ cngaged in the
interstate transportation of oil. They found that the company was en—
gaged in transportation mainly because it was transporting goods, inter-
"state, not for its own use but for sale. In the Uncle Sam case it was
crude oil being moved from the field to the refinery before sale. To
reverse the reasoning here, the Court felt that Champlin was enhgaging
in tr‘anspor'tatiAon becauée its refined products were for sale rather than

for its own use.

It should be added that the sales methods of Champlin were helpful
to the Court in this finding in that they involved a épot sale contract at
Enid, plus a differential approximating a rail charge to the destination,
less certain allowances; Thus, having found that Champlin was engaged
in "transportatidn, " it was easy to look back to the Act, which by defi-
.nition applied to "all companies engagerd in trangportation,'" elc. Thus,
it seems to have been held in the Champlin case that the Congress had
the right to regulate a private line that was engaged in interstate

commerce.

However, the Court avoided the question of conversion ol this pri=
vate line to a public carrier open to others. It held that the only matter
before it was the requirement of the company to file reports and other
infurmation with the ICC. Nnthing in the action; it said, was concerried
with opening the line to all comers and making the service available to
the public. Thus, the majority concluded that the issue of the taking of
private property without due process was' not before the Court and would

not be decided.

At this juncture, then, the law seems to be clear that a pipeline

can be found subject to the jurisdiction of the ICC for the purposes of
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-meeting some parts of the Act but not necessarily for other sections.

The so—called "second Champlin case'" will now be considered

(Champlin Refining Co. v. U.S., 341 U.S. 290, 71 Sup. Ct., 715 (1951)).

After the decision just described, the ICC undertook to compel Champlin
to file annual reports, to maintain the Uniform System of Accounts re-
qﬁir‘ed of common carriers, and to file tariffs as required of common
carriers under Section 6 of the Act. Note particularly this ICC request
upon the company to file tariffs. Champlin resisted these orders and
argued them before the Commission to no avail. Losing their case there,
Champlin proceeded to a Federal Distr‘i'ct Court again for an injunction.
This injunction was granted when the Court found that Champlin was not

a common carrier engaged in transportation within the meaning of the

Act.

On appeal, the Supreme Court decided that the Interstate Com-—
merce Act was severable. It held that the authority of the ICC to require
the fiiling of valuation reports and information in the case of Champlin wa.s
proper. Also, that they could be required to maintain the Uniform Sys-
tem of Accounts. But, the Court ruled, Section 6 of the Act was not
meant to apply to private lines and Champlin did not by the Act have im-
posed upon it the duty of serving the public at r‘eg'ulated rates. This
derives from the fact that the filing of tariffs with the ICC would consti-
tute an undertaking to serve the public at those rates; hence the private
line would immediately become a common carrier upon the filing of its

tariffs.

In effect, the constitutional question of the power of Congress to
compel a private carrier to assume the mlé of a common carrier
remains doubtful. The second Champlin decision simply holds that the
Congress intended that certain sections of the Act were to apply to all
pipelines, i.e., the filing of valuation reports and information, Uniform

System of Accounting to be maintained, etc. But it holds that Congress
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did not intend by the Hepbur-n'Amendment to compel all pipelines to
assume common carrier duties insofar as serving the public is con-
cerned. In this case, the Court did not determine, however, whether or
not the Congress could do so should it undertake it. It held here simply
that Congress had not intended to do so in passing the Hepburn Act in

1906.

This, of course; takes us back to .The Pipeline Cases, There it
seemed that what Justice Holmes had to say was clear. The determina-
tion was that those pipelines then engaged in transportation as carriers
in fact could be compelled to assume the form of common carriers. On
the constitutionality of the Act, he went on to deliver this dictum.: "So
far as the statute contemplates future pipe lines and prescribes the con-
ditions under which they may be established there can be no doubt that it
_is valid."” On the basis of this pronouncement it had been widely felt
that future pipelines, that is, those built after the enactment of the
Hepburn Act, could be compelled to assume the duties of the common

carrier,

Quite clearly, the Champlin Line is one of those "future!" lines, since
it was built many years after the enactment of the Act. Thus, the
Champlin case seems to approach a resolution of the constitutional ques-
tioh involved, but in the end does not attain it. Here in the Champlin
case the Court held that the Congress did not intend to compel all inter-
state lines to assume all the duties of" a common carrier when it enacted
the Hepburn Amendment. But the question of whether Conéress could do

SO remains.

The foregoing discussion has reviewed briéﬂy the history of the
legislation and court decisions that regulate the oil pipelines. This is
the regulatory act known as the Interstate Commerce Act, enacted first
in 1887 and amended to include the oil pipelines in 1806 by the Hepburn

Act. In broad form, what this legialation and the subsequent interpre-
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tations by the Supreme Court accomplished was this: All pipelines at
the time of the Hepburn Amendment's enactment engaged in interstate
transpor‘tation of oil were combelled to accept the legal status of common
carriers principally on the basis that they were such already in fact.
Much of the impetué behind this legislation was provided by the monopol-
istic control which it was alleged the pipeline owners exercised over the
producing fields when they represented the only available means of mov-
ing that production. Anti-monopoly feeling was high at the time and
Standard Qil, with the kailroads, was a prime target. Congress was
clearly held in The Pipeline Cases to have the power to exercise this

authority in the regulation of interstate commerce.

As reflected in subsequent court decisions, much weight was
placed upon the presence or absence of a monopoly situation regarding
pipeline service to a given producing field, A similarly significant fact
in such decisions was the matter of whether or not the carrying lines
were engaging in transportation by virtue of their owners buying oil
from other produéers in the same field. In the presence of both of these
factors, the courts held that the lines are subject to ICC jurisdiction

under the terms of the Act.

The Act was interpreted in the VValvoline case as being severable
in its application to the pipelines. That is, there are certain sections
of the Interstate Commerce Act which apply to all the interstate pipe—
lines, public and private alike, but not all sections apply to the private
interstate lines. Most important, the Act was held as not.intended to
convert true private lines to common carriers with the comcomitant
duty of public service. These are the principal elements of the Act and
court decisions under which the ICC and the pipeline industry have

operated.

Following the decisions by the Supreme Court in 1914 in The Pipe-

line Cases, pipeline carriers filed tariffs with the ICC, but it was not
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untilt 1920 that the first formal procéeding involving such tariffs was
instituted. In that year, on complaint of a petroleum shipper, the Com-
mission considered the reasonableness of minimum tenders, commonly
100,000 barrels, which pipelines were publishing in their tariffs and
thus requiring from shippers as a prerequisite to shipment. The Com-
mission decided that tenders in excess of 10,000 were unreasonable.

Brundred Brothers v. Prairie Pipe Line Co., 68 [.C.C. 458 (1922).

This decision affected oil movements from points in Kansas, Oklahoma

and Texas to points in Pennsylvania,

In 1934, the I.C.C. undertook an exhaustive investigation of the
reasonableness of crude oil pipeline rates, gathering charges, regula-
tions and practices. This investigation was the ocutgrowth of a complaint
lodged with the Commission by a.group of refiners asking for suspen-
sions of reductions in rates that had been made by Stanolind (now Amoco)
Pipe Line Company. The suspensions were asked on the grounds that
the reduced rates gave Stanolind's shipper—owner an advantage over the
compoainants who had only rail facilities available to them. The Com=-
mission refused to suspend the reduced rates and announced a general
investigation on its own motion of all pipeline rates, charges and prac-

tices.

The investigation dragged out over a number of S/ear‘s. Meanwhile,
the Commission undertook to value pipeline property as of December 31,
1934. The valuations ultimately found for all pipelines in the period
1939~1943 provided a basis f"o_r* judging the reasonableness‘ of rates. It
should be noted in this connection that now the ICC finds an annual valua-

tion for each pipeline under its jurisdiction.

Late in 1940, the Commission rendered a decision in the rate in-
vestigation which had started in 1934, holding that crude oil pipeline

rates yielding more than eight percent return on the value of carrier
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“property were unreasonable, and reaffirming and extending the effect
of the decision in the Brundred Brothers case that minimum tenders in

excess of 10,000 barrels were unreasonable. Reduced Pipeline Rates and

Gathering Charges, 243 I.C.C. 115 (1940). Most of the pipeline com-

panies which had not already voluntarily reduced rates did so in 1940 and
early 1941, The Commission's final order in the case was entered in
1948, directing a few companies which had not complied with the minimum
tender requirement to do so, but finding that in the interim, rates had
generally been voluntarily reduced to the eight.percent Eetur*n level.

Reduced Pipeline Rates and Gathering Charges, 272 [.C.C. 375 (1948) .

Meanwhile, attention had also turned to the rates of products pipe-

lines. In Petroleum Rail Shippers Ass'n. v. Alton & Southern R.R. s

. 243 1.C.C. 589 (1941), several rail carriers and two products pipelines,
Great Lakes Pipe Line Company and Phillips Pipe Line Company, were
defendants. The Commission ordered reductions in the rates of Great
Lakes and Phillips and established a minimum tender of 5,000 barrels
of the same specifications from one shipper to one consignee, subject
to delay until the carrier had accumulated 25,000 barrels of the same
specifications . In this case, the Commission established the principle
of a rate of return of ten percent as being reasonable for products pipe-
lines. The distinction between the ten percent maximum return allowed
for products lines and eight percent maximum permitted on crude lines
was attributed to the greater hazards and risks involved in products ‘

line operations. .

In the case of Minnelusa Qil Corporation v. Continental Pipe Line

Company, etal., 258 [.C.C. 41 (1944), the Commission reaffirmed

the eight percent return on crude line valuations established in its

earlier decision in Reduced Pipeline Rates and Gathering Charges,
supra. The case involved the reasonableness of joint rates for the

movement of crude oil from Wyoming origins to Salt Lake City. In
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addition to the decisi’on"that rates should not exceed an eight percent
return, the complainant also was awarded reparation for the period

“after filing of the.complaint when rates were found to be unreasocnable.
This was the only time a pipeline carrier had been ordered to pay repara-~

tion.

3.1.1.2 Tne Elkins Act

In 1903, three years before the Hepburn Act
brought the oil pipelines under the Interstate Commerce Act, Con-
gress had amended the latter by
) Providing c_r‘imin.al penalties if a carrier willfully failed to
publish and file tariffs as required by the Interstate Commerce

Act or failed to strictly observe such tariffs;

(2) Providing criminal penalties for both carrier and shipper if
either knowingly affered, granted, solicited,‘ accepted, or
received any rebates, concessions, or discrimination.
Shippers found guilty of this were subject to further civil
liability to the government for a sum of money three times

any amount received as a rebate.

At the hearings of the l'emporary National Economic Committee in
1939, the Federal Trade Commission and the Department of Justice
testified in effect that pipeline earnings were too high and that in the
case of pipelines owned by 0il companies who shipped over those lines
(so—called integrated pipelines) the payment of dividends by_ the pipelines
to smékhélding oil companies constituted illegal rebates under the Elkins
Act (32 Stat. 847, 49 U.S.C.A. Sections 41-43). When passed, this
Act had been intended to stop certain discriminatory practices of rail-
roads but it was written broadly enough to be applicable to all carriers
regulated under Part | of the Interstate Commerce Act, and when in
1906 the pipelines were brought under Part I by the Hepburn Act, they
automatically became subject to the Elkins Act. Section 41(3) of the
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Elkiné Act prohibits a sh{pper from receiving from a common carrier
"any sum of money or other valuable consider‘ation as a rebate or off-
set against the regular charges for transportation' of property. As has
been seen above, the penalties for violating the Elkins Act are severe,
providing, in addition to criminal penalties, authority for the U.S.
Attorney General to bring forfeiture suits against shipper-violators for

three times the amount of rebates received.

As a followup to its testimony on Séptember 30, 1940, the Depart-
ment of Justice filed suit in the U.S. District Court in Washington, D.C.,
against 20 major oil companies and 59 pipeline companies, charging
violations of the Elkins Act, seeking to enjoin such dividend payments,
and asking for treble damages for dividends paid since January 1, 1939,
a fotal estimated at between $1.5 and $2 billion. This amount was more
than 15% of the total assets of the oil pipeline industry, and more than

50% of the total assets of some companies.

The result was that the pipeline and oil company defendants
agreed to a consent decree, effective December 23, 1941, (United

States v. Atlantic Refining Co. et al., Civil Action No. 14060, District

Court for the District of Columbia (1941).

Consent decrees, for the benefit of those readers who are not
familiar with them, are decrees agreed upon by the parties in settle—-
ment of a cause of action before trial. In this case, the parties were
the Department of Justice and the defending oil and pipeline companies.
Such a decree, when negotiated between the parties, is then offered to
the court as a settlement agreeable to all. Upon review and acceptance

by the court, as occurred in this case, it becomes the decree of that

. court.

In legal effect, these decrees have been described as most like a

contract. They are binding upon the parties and usually prescribe
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a form of future co’nduct‘ or performance. However, such a decree does
not represent any finding of ‘guilt or blamelessness upon the parties in
reference to charges that have been made. The decree simply resolves
the differences of the parties and prescribes a future pattern of per-

formance.

The heart of the consent decree in the Atlantic éase was that each
pipeline would be limited to the payment of dividends to each of its
shipper owners to "its (the shipper owner's) share of 7% of the valuation
of the carrier property.'" Further provisions of the decree provided
that any monies earned by the carriers but not payable to the owners by
virtue of the terms of this decree are to be retained in a special account
by the pipeltne . These can be spent for improvements and enlargements
of the carrier's facilities. However, such enlargements and improve-
ments paid for out of these monies may not be included.in the valuation
base against which the 7% dividend limitation is calculated. .Thus was
'e‘stablished another element of regulation under which the oil pipelines

now operate.

By thus limiting the dividends available to the owners, it was
apparently the belief of the Department of Justiée that it could impel
lower rates charged to shippers, there being ne point to the pipslines’

management earning more than could be returned to the owners.

There are several interesting aspects to this case. First, the
Department of Justice is seen apparently attempting to affect pipeline
rates, though admittedly in an indirect fashion, thereby ent:-:»ring an
area wherein the ICC is specifically charged with responsibility. Second,
the rate of réturn as measured by the Department. of .Justice in tarms: of
dividends is set at a different rate from that of the ICC, which had
determined upon 8% return for crude lines and 10% return for products

lines only months before this action was begun. Third, this is believed
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to be the first time the Government had contended that dividends paid

by a carrier to its shipper owner constitute a rebate.

A special antitrust subcommittee of the House Committee on the
Judiciary, known as the Celler Committee, conducted a series of hear—
ings from 1956-1989 relative to the overall consent decree program of
the Department of Justice. One of the matters considered was the pipe=-
line decree. During the course of these hearings, on October 11, 1957,
the Justice Department reopened the original Elkins Act (Atlantic) case
by filing four motions in the U.S. District Court for the District of
Columbia, alleging that several of the pipeline companies were paying
dividends in excess of those allowed by the consent decree in that they
had included pipelines built with borrowed money'in their valuation base
for dividend purposes. The trial court rejected the Govérnment's intar-
pretation of the decree and the United States appealed the case directly

to the Supreme Court, which affirmed. (United States v. Atlantic

Refining Co., 360 U.S. 19, 79 Sup. Ct. 844 (1589)). Justice Black, in

his opinion, pointed out that not only was the Government urging a

"'strained construction, ' but that the Government had aécepted the con-
trary construction for 16 years. This case became known in the indus-
try as the Arapahoe casé, since that pipeline company was the pr-incipai

target of the action.

3.1.2 Regulation of Gas Pipelines
The Federal Power Act (16 USC 791a-825r), as

amended, is the basic authority under which the Federal Power Com-
mission (FPC) operates in regulation of natural gas pipelines. The

Act was first enacted as the Federal Water Power Act of 1920 (41 Stat
1063), and subsequently amended by Title II of the Public Utility Act

of 1935 (49 Stat 838) and the Natural Gas Act of 1938 (52 Stat 821 -833,
as amended; 15 USC 717-717w). Additional responsibilities have been
' QD)

_assigned by subsequent legislation and by Executive Orders.
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)

It will be seen in Section 7.0 below that from the point of view
of this study, i.e., inhibitory effects of regulation upon innovations,
the regulation of gas pipelines by the FPC has virtually an identical

effect to the ICC regulation of ¢il pipelines.

3.1.2.1 Issues Leading to Regulation

3.1.2.1.1 Public Nature of Gas Sale and Transport

‘ Local distribution of manufactured
gas through mains laid in city streets began in the United States in 1817,
The city of Baltimore granted a franchise to the Baltimore Gas Light
Company in 18186, a charter of incor‘poﬁation was obtained in 1817, and
oper;tions began in that same year. Gas light companies were sub-
sequently formed in several communities in the years preceding the

Civil War.

The first tests of the public character of a manufactured gas distri-
bution company came in 1858. In that year, state courts in New Jersey
and Wisconsin arrived at opposite conclusions regarding the obligations
of gas light companies to serve without discrimination all who apply. In

the case of Patterson Gas Light Company v. Brady, 27 NJL 245, the

company was allowed to pick and choose its customers at its own discre~
tion on the grounds that its charter did not specifically impose upon it

any obligation to serve all applicants. In Shepard v. Milwaukee Gas

Light Company, 8 Wis. 539, nowéver, in 'a deeply considered and

extremely revealing decision, the fact that the charter empowered the
A company to lay its mains along the public rights—of-way was taken to
indicate an affectation with public convenience and necessity, and was

held to imply an obligation to serve all applicants.

Other cases in several states in following years at first evidenced

uncertainty regarding the public status of manufactured gas distribution
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companies, but by the 1870's indicated increased unanimity in favor of
public affectation. The issue was settled in the Supreme Court decision

in 1889 in the case of Gibbs v. Consolidated Gas Co., 130 US 3986.

There the Suprem'e Court concluded that the distribution company was
affected with a public interest and that it might be made subject to

public regulation. The la&er decades of the Nineteenth Céntur‘y also saw
6ther~ cases in various state and Federal courts determining specific
issues growing out of regulation of gas distribution companies. Of _
particular note is an 1889 appeals court decision in Missouri which set
forth some early attitudes r*egardiﬁg rate design. In that case, State v.

Sedalia Gas Light Co., 34 Mo. App. 501, the company was permitted to

include a fixed monthly meter rental which also entitled the customer to
a volume of gas free each month before additional volumetric charges

were encountered.

These and other cases make it quite apparent that the regulatability
of gas distribution companies was . tested and established beyond doubt
before the widespread introduction of natural gas. When natural gas
was introduced into the local mains'in mixture with and in r‘eblacement
of manufactured gas, there was no essential alteration of the statys_ of

such companies in a regulatory respect.

Although natural gas was reportedly used in Fredonia, New York
by 1825 to light some local shops, economic exploitation of such gas
had to await technological developments which permitted its transporta-

tion from the wells to the communities in which it could be used.

An attempt to use wooden pibes in 1870 by the Bloomfield and
Rochester Naﬁral Gas Light Company was not successful. Two years
later, a two inch iron pipe of five and a half miles length was laid near
Titusville, Pennsylvania. A compressor station was installed by the

Bradford Gas Company in 1880. In 1831 the Indiana Natural Gas and
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Qil Compaﬁy built an iron pipeline of eight inches diameter and one
hundred twenty miles length. With the organization of the Hope Natural
Gé.s Company in 1902 to serve Cle\)eland, Chio, the natural gas pipeline4

industry may fairly be said to have arrived.

The question of pipeline regulation had received attention from the
beginning. The abortive pipeline laid in 1870 had immediately given rise
to questions of the character of the activity. In the case of Bloomfield

and Rochester Natural Gas Light Company v. Richardson, decided in

1872, 63 Barb. 437, there was an immediate finding that a natural gas
pipeline was indeed affected with a public interest, could be declared
to be public service corporation, and rﬁight be granted the right of
eminent domain. It is interesting to note that in the same year, in

West Virginia Transportation Company v. Volcanic Qil and Coal Company,

5 W. Va. '382, a petroleum pipeline was also found to be public in

nature and similarly eligible to receive the right of eminent domain.

The period from 1870 to 1900 saw several other cases involving the status
of pipelines, and their affectation with a public interest seems never to
have been seriously in doubt. The énalogy between a pipeiine aﬁd a
railroad was, in fact, pursued far enough that oil pipelines were con-
sidered to be common carriers and natural gas pipelines at one time
seemed destined to be placed in the same category. In the case of

Griffin v. South West Pennsylvania Pipe Lines, 172 Pa. St. 580,

decided in 1896, the pipeline was actually found to be a common carrier.

3.1.2.1.2 Jurisdictional Limitations of
State Regulation

The states in which natural gas
occurred came very quickly to an appreciation of its immense value to
their commerce. The testimony of Indiana, in the previously mentioned

proceeding of Qhioc Qil Co. v. Indiana, contains extensive references to
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the amount of trade .and manufacture which before the end of the
Nineteenth Century had developed and that was felt to be wholly dependent

upon local fields of natural gas.

The widely neld convicﬁon that natural gas was a resource of great
importance to the localities of its occurrence resulted not only in con-
servation laws, but also 'in other ordinances attempting to prohibit outright
any transport of natural gas out of the state of its occurrence. In
Pennsylvania and Indiana, the state courts found that laws which pro-
hibited interstate transportation of natural gas were Vvoid by reason of the
interstate commerce clause of the Constitution of the United States.

In 1904, Congress went on record with a declaration that natural gas was
a fit subject for interstate cocmmerce and might lawfully be conveyed
across state lines in suitable pipelines, 33 Stat, 65. In 1807, the state
of Oklahoma attempted to circumvent the interstate commerce clause by
an act which forbade ocut—of-state corporations to own or operate natural
gas pipelines in the state and simultaneocusly required domestic pipelines
to obtain a permit to cross state highways by surrendering their right

to engage in ini:er‘state commerce or to connect their pipelines with any
other parties engaged in interstate commerce. The Kansas Natural

Gas Company fought this law in the courts. The Supreme Court, in 1911,
in 221 US 229, took the Oklahoma law as a whole to be a deliberate

attempt to prevent interstate commerce and voided it entirely.

When shortly after the end of World War I, some of the earliest
gas fields in the eastern states began to decline, local shortages were
experienced in some of the eastern c:;ities and many diverse attempts to
control shortage conditions occurred. In this period, vet another attempt
to inhibit interstate commerce in natural gas arose but was guashed.

The state of West Virginia, at that time a major supplier of natural gas

to several eastern cities, attempted to meet a shortage being experienced
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in one part of the state by requiring a pipeline serving other intrastate
and interstate markets to connect with the shor‘tagé‘stricken area and
serve its needs before shipping natural gas to other states. The states
of Ohio and Pennsylvania brought suit and the Supreme Court in 1923
declared the law void on the ground that it worked an unlawful hindrance
upon interstate commerce and would result ih injury to the states which

depended upon West Virginia for supplies of gas (262 US 553).

The question of state jurisdiction, of course, did not stop with the
eétablishment of the lack of power-' to prevent interstate commerce in
natural gas. The development of more powerful state regulatory agencies,
beginning with New York and Wisconsin, having ratemaking power over
the prices charged by public utilities, created a potential for conflicts
among the several state public service commissions, corporation commis-
sions, railroad commissions, and other bodies with different titles but
similar functions. The definition of jurisdictional limits on state rate-
making powers was to have important consequences far the Natiral Gas

Act when it was later enacted.

The first approach to a definition of the extent and limits of
interstate commerce in natural gas occurred in 1919. In that year the

Supreme Court rendered its decision in PUC Kansas et al. v. Kansas

Natural Gas Co., 249 US 238. The sale of natural gas from an interstate

pipeline to a local distribution company was, in the view of the court, an
act in interstate commerce. Subsequent resale of the same gas by the
distribution company to its final consumers, nowever, was Tound to be
by its nature an act of intrastate commerce, even though the physical
flow of gas from wellhead to burner was a continuous and uninterrupted

flow across state lines.

One year later, in 1920, the Supreme Court expanded its holding

by distinguishing between the sale of gas to a local distributor for resale
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and the sales by a pipeline through its own diétribution operations directly
to the final consumers. The Pennsylvania Gas Company obtain its natural
gas from wells near Warren, Pennsylvania and operated a combined
pipeline and distribution systerh to the city of Jamestown, New York.
When the Public Service Commission of New York sought to exercise

rate control over the sales of the company, the case was brought to the
Supreme Court on the ground that the state commission was inhibiting
interstate commerce. In an interesting decision which was soon to have

repercussions, the Supreme Court, in #’ennsylvania Gas Co. v. PSC

New York, 252 US 23, found that the sales of natural gas were indeed in
interstate commerce, but that lacking congressional action to regulate
the interstate sales, the New York commission might exercise authority

over the rates charged New York customers by the company.

Using the decision in the Pennsylvania Gas Company case as a

guide, the state of Missouri attempted to exercise ratemaking control over
sales of gas from Kansas Natural Gas Company, an interstate pipeline
compahy, to distribution companies in Missouri. In 1924 the Supreme

Court, in Missouri v. Kansas Natural Gas Co., 265 US 298, made an

important distinction between this situation and that in the New York case.
The Court found that when natural gas was sold by an interstate pipeline
to a distribution company for eventual resale to final customers, even

the absence of congressional action in the matter did not justify a state
commission in taking authority over the rates charged for the interstate

sale. .

During this same period, another and closely related question of
jurisdiction was also being explored. If the state in which gas was
consumed had no power to regulate the prices charged by interstate
pipelines to the local distributors, then did a state in which gas was
produced and sold to interstate pipelines for transportation to other states

have any power to regulate the price of natural gas? The first answer
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to this question was given in the same decision that had denied rate control

to the state-of—-destinatioh. The Missouri v. Kansas Natural Gas Co.

case was in fact a consolidated hearing covering three separate disputes,

one of which was Kansas Natural Gas Co. v. Kansas. In this latter

case the state of Kansas had attempted to establish rate control of the sale
of natural gas which was produced in Kansas before its shipment to
Missouri. The Supreme Court's decision denied Kansas any ratemaking

pbwer* over the wellhead sale of natural gas destined for interstate commerce.

Subsequently, in 1927, the issue of ratemaking power of the state—
of-origin was the main issQe when the state of Rhode Island attempted to
set electric rates for power sold by a Rhode Island company to a
Massaéhusets company. I'he decision of the Supreme Court in this case,

PUC Rhode Island v. Attleboro Steam and Electric Company, 273 US 83,

- reaffirmed the ruling in the earlier Kansas Natural Gas Company case.

The state in which an item entered the flow of interstate commerce had
Nno more power to regulate its price than had the state in which the item
left that stream. So long as natural gas was part of the stream of inter-
state trade, neither producing nor consuming state had the power to

oversee the rate charged for it.

In 1931 the Supreme Court reviewed the distinction it had made
between interstate and intrastate commerce in natural gas. Its analysis
indicated that a contradiction existed between the doctrine propounded in

the 1911 Kansas Natural Gas Company case that the city gate marked the

end of interstate commerce, and the doctrine expounded in-the 1920

‘Pennsylvania Gas Company case that interstate commerce extended to

;:he point at which the interstate transporter sold the natural gas to the
consumer, In an attempt to promulgate a uniform delineation between
interstate and intrastate commerce independent of corporate structure,
the Court turned to the technical engineering differences between high

pressure transmission pipelines and lower pressure distribution mains.
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The East Ohio Gas Company; like the Pennsylvania Gas Company but on

a vastly larger scale, was both interstate transporter of gas with lengthy
high pressure transmission pipes and also local distributor throughout a
large portion of the state with low pressure facilities in many communities.
The Tax Commission of Ohio was pressing the gquestion of the dividing line
between the interstate operations of the company which could not be taxed
by the state, and the intrastate operations which were taxable. In adopting
the city gate or other point at which high pressure gas was expanded and
delivered at lower preséur‘es into distribution mains as the terminus of

" interstate commerce, the Court's decision in East Chio Gas Co. v. Tax

Commission, 283 US 485, knowingly and deliberately disapproved its

earlier Pennsylvania Gas Company doctrine., However, as will be seen

below, the Supreme Court's attempt to use the technical differences between
high pressure and low pressure facilities was to become as unsatisfactory

as the doctrine it supplanted.

One central questicn dominated the discussion of state jurisdiction
over natural gas, i.e., whether a given sale of gas was of a distinctly
local character, or of a national character. The earliest opinions on the
matter, towards the end of the Nineteenth Century, had leaned in the
direction of a purely local occurrence and significance., As the technical
and economic feasibility of longer distance transportation of gas was

Igr‘adually demonstrated, however, the national importance of natural gas
as a whole became less and less disputable. Even then, there remained
the question of whether given sales to different users were local or

naticnal in character. The analysis finally evolved by the Supreme Court

is, perhaps, best revealed in the Attleboro case and especially noteworthy

even though not strictly speaking a gas case. The Court viewed the
completeness or incompleteness of each given proposed regulatory act
as determinative. Where, as in the case of distribution sales to ultimate

consumers, the jurisdiction of a given state reached all sales to consumers,
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the r;egulation 6f the state was cbmplete and did not open the possibility

of discriminatory end results gﬁowing out of selective evasion of its
regulations. Where, however, as in the case of direct interstate sales

to main line industrial customers or interstate pipeline sales to distribu-
tion companies, similar sales were made by the same pipeline in different
statés, the regulation of any one state was found to be incomplete. In

this latter case, any one state which imposed more stringent regulation
upon sales made within its borders than were imposed by other states
served by the same pipeline, could potentially cause discrimination of

end results as between similar gas consumers buying similar gas from fh,e

same pipeline, but in different jurisdictions.

The doctrine that no state had power to regulate an activity over
which its power Would be incomplete left a gap in the chain of regulation.
So long as Congress bfailed to act on some form of regulation over inter-
state transportation of natural gas, the powers of state regulation over

local distributjion would be of very limited effectiveness.

3.1.2.2 The Natural Gas Act

Federal regulation of natural gas might be
considered to have its origin, at least indirectly, with the passage in 1906
of the Hepburn Act, an amendment to the Interstate Commerce Act of 1887
which waé discussed in Section 3.1.1.1 above. As noted there, the
Hepburn Act not only strengthened the authority of the Inter‘staté Commerce
Commission over railroads, but gave the ICC jur‘isdiétion over pipelines
as well., Although the language of that act confined itself to liquid, or
more particularly, oil pipelines and regulated them as common carriers,
the fact of ICC jurisdiction over one kind of pipeline created thé potential

for a future extension to natural gas pipelines as well.

Two events in 1920 also presaged eventual imposition of regulation

over natural gas. Passage of the Transportation Act of 1920, which ..
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further defined the responsibilities of the ICC in railroad rate regulation,
and of the Federal Water Power Act of 1820, which established the Federal
Power Commission, demonstrated that the Congress was not through
imposing r'egulations> and set the stage for the later paséage of the Natural

Gas Act.

Eight years later, continued Congressional concern over public
utility operations impelled the Senate to direct the Federal Trade Commission
to conduct an exhaustive study of conditions and practices prevailing in
the several public utility industries. Publication of the resulting report

on public utilities in 1935 initiated the next wave of regulatory enactments.

Shortly after the release of the FTC report upon public utilities
early in 1935, Congress passed the Public Utilities Act of 1935. Separéte
titles of this act created the Securities and Exchange Commission, and
drastically broadened Federal Power Commission jurisdiction over electric
power., It should be noted that, between the Senate mandate in 1928 which
initiated the FTC study and the enactment of the Public Utilities Act in
1935, the composition of the FPC had been completely reshaped. In
1930, the original FPC, composed of three cabinet officers who held
ex~officio posts on the Commission, was dropped and replaced by a five—
man team of full-time commissioners who were nominated by the President
and approved by the Senate., It is significant that this period, which
eventually saw enactment of the Natural Gas Act was 6ne of general Con-
gressional activity on utility regulation. Feéderal control over wire-borne
and wave~porne communications was brought together in a single agency
by the Federal Communications Act of 1934, The aviation industry was
also brought under Federal control in this same period by enactment of
the Civil Aeronautics Act of 1938 which created the Clvil Aeronautics

Authority.

Any one of several existing agencies might reasohably have been

given jurisdiction over the natural gas industry when Congress finally saw
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fit to establish surveillance and control over its operations. The Interstate
Commerce Commission alr‘eady' exercised power over oil pipelines and
might eas1ly have been given 51m11ar~ control over the natural gas pipe-
lines. The Department of the Intemor* controlled lands and resources

in the Federal domain and could reasonably have been given jurisdiction
over the natural gas industry by means of a semi-independent bocard with-
in the department a\.long‘ lines similar to those soon to be adopted for
aviation regulation within the Department of Comnerce. The Federal
Power Commission — by. now a barely'r‘ecognizable descendant of the ex-~

" tremely limited FPC created in 1920 - was responsible for regulation of
electric power and could potentially become the main Federal repository

for energy control through acquistion of jurisdiction over natural gas.

In 1938, Congress enacted the Natural Gas Act which ‘placed regula-
tion of the industry in the hands of the F‘PC.. Experience soon illuminated
features of the industry and of the Act which presehted perplexing regula=-
tory dilemmas, but at the time there appeared to be little truly new
regulatory pioneering attempted in an act whose pr‘ov1510ns for certificate
and rate requlation were drawn from similar features of state public
service commission bills and from ICC regulation of railroads. The Natural
Gas Act was clearly intended to fill the regulatory gap which had been
identified as a result of the several Supreme Court decisions denying
jurisdiction over gas sales to either the state—of-origin or to the state-—
of-destination. Whether the Congress had nmore than gap-plugging in mind

wa3 not theéen clear.

3.1.2.23 Identification of Congressienal [Intent

In formulating regulatery policies, the FPC
has not had far to look for other supplementary sources of guidance.
Created by Congress, commissioned as an administrative aide to that
body and bearing implicitly understood orders to exercise a ‘continuing day-

to-day surveillance over the regulated industry in the legislature's stead;
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the FPC has obviously had to attempt to discover and put into practice

any objectives intended by Congress. Several factors must be kept in mind
regarding Congressional guidance. Expressions of legislative intent may
come from many directions. The language of the enacting legislation, the
transcript of hearings conducted in preparation for drafting of bills,
remarks made before public gatherings, interviews; these are but a few
sources useful in discovering the intent of Congress. Conversely, however,
it is frequently impossible to discern a consensus from among the many
and conflicting opinions of individual legislators. Unless a policy is
clearly grounded upon language found within the act itself, there is a
presumption that a given statement is not an expression of Congressional
intent that may be relied upon authoritatively. As a direct result, legisla-
tive guidance is a sporadic occurrence, forthcoming only when ’a specific

~ issue catches the attention of enough Congressmen to unite them behind

one interpretation.

Unmistakably, the intent of Congress can play a very significant
role in determining the form and content of regulatory practice. Under
some circumstances a hint found in legislative language may be 'interpreted
and eveh accepted as a valid indication of Congressional intent. In other
circumstances, however, an ambiguity of language in the original éct
may permit conflicting interpretations to arise. In the event of such con-
flicts, there is no assurance that significant weight will be accorded to
informal evidence of probable intent or statements by individual legislators.
The only authoritative indicators of the will of Congress are the words
actually found in the original act o in amendments to the ac_:t. Moreover,
failure of Congress to make its inten}' adequately clear at the outset may
never be rectified, Ewven in the evént that further legislative guidance

is forthcoming, years may very well pass before an issue is settled.
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3.1.2.4 Implementation of the Natural Gas Act

The Natural Gas. Act pr‘ovided that the Act
shall apply to transportation of natural gas in ihterstate commerce, that
the Act shall further apply to sale of natural gas in interstate commerce
for resale, and the Act shall finally apply to "natural gas companies"
engaged in such transportation or sale. The Act stated that distribution
of natural gas at the 'local level, facilities devoted to such local distribu-
tion, and both production and gathering of natural gas are all exempt from
regulation by the FPC under the Act. In regard to the power to require
an application for a certificate of public comvenience and necessity, the
Act stated that a natural gas company could not construct, acquire, or
operate facilities to transport natural gas into a market already served by
another natural gas company, nor could such a company transport or sell
gas in such a market without first obtainihg a certificate from the FPC

authorizing it to do so.

T flrst decisions handed down by the Commission under the Act

came in 1939. In Kansas Pipe Line & Gas Company et al, 2 FPC 29, a

case involvihg competing applications for certificates of public convenience
and necessity, the principal jurisdictiénal question was not whether or not
the companies were natural gas companies under the meaning of the Act,

but what Congress meant by the phrase '""market already being‘l served by
another natural gas company." The Commission chosé to interpret the
phrase broadly enough to include communities in proximity to the lines of

an existing pipeline but not actually served by itt at the time. The greatest
significance of the case, though, is probably nat jurisdictional; for the
Commission here gave farm to the criteria which it would apply in evaluating

the merits of certificate applications.

The FPC decided two jurisdictional rate cases in 1940, The first

of these, Mississippi River Fuel Corp., 2 FPC 170, affirmed the jurisdic-

tional character of the cormpany and of its operations but did not include a
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finding of fair and reasonable rates and was not tested in court. The

second of these two cases was Illinois Commerce Commission v. the

Natural Gas Pipeline Company of America and the Texoma Natural Gas

Company. An interim order issued by the FPC in 1939, 2 FPC 638, re-
quired the company to file new rate schedules with lower rates. The
company appealed the interim order and, though the court upheld all other:
aspects of the Commission's action, it vacated the order for absence of
any specific going—concern allc’:wance.‘ The Supreme Court, however, in

FPC v. Natural Gas Pipeline Company, 315 US 575, in 1942, upheld the

validity of the interim order in every respect and removed any doubts of
the constitutionality of the Natural Gas Act and FPC jurisdiction over

interstate pipelines.

In another pair of cases decided by the FPC in 1940, the Commission's
initial attitude towards jurisdiction over gas production was formulated.

In the Columbian Fuel Corporation decision, 2 FPC 200, of 1940, the

majority of the Commission found that it did not have jurisdiction over

the sales of a company which engaged solely in production and gathering.
Commissioner Scott here wrote the first of his dissenting opinions on the
subject of producer regulation and maintained that the producer does make

a sale of gas in interstate commerce for resale and is thus within the defini-

tion of a nhatural gas company.

The guestion of jurisdiction over a company which produces, gathers,
and transports gas in interstate commerce arose in the case of Billings‘

Gas Co., Ohio Qil Co. & Mountain Fuel Supply Co., 2FPC 288. Where

the question had been implicit though uncontested in the Natural Gas Pipe~

line Co. case decided earlier in the year, Billings, et al. chose to contest
FPC jurisdiction over the production and gathering portion of their opera-
tions and maintained that the two portions should be separated in order

that the Commission might impose its regulatory surveillance over only
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the interstate transportation and sales. The Commission refused to
indulge in separation of the two portions of the business and held that the

entire business became jurisdictional.

By 1942 the right of the Commission to regulate interstate pipeline
sales was well established. The right to regulate additions to and dele—-
tions ‘f"r*om existing facilities was being exercised, though it had not been
tested by the Supreme Court. The first abandonment pr‘oceedin.g, in-
volving application for authorization to remove a short line which served
only a direct industrial customer who had become bankrupt and had volun=

tarily terminated service, had been decided in 1 941, Panhandle Eastern’

Pipe Line Company, 2 FPC 1048.

The year; 1942 was, in many respects, an extremely important one
for the Nau.xr'éxl Gas Act. In order to trace the most important events
f-'r‘c-b,m that date fbrward,_ it is convenient to establish two areas of potential
jurisdictional ambiguity which were to be litigated and clarified in the
vears to come. |hus, we shall consider separately, and shall consider

in turn, the areas of Direct Industrial Saleé and Intrastate Sales.

3.1.2.4,1 Direct Industrial CSales

The basis for exercise of control

over direcét industrial sales had been laid in 1939 in the Louisiana—Nevada

Transit Company case already discussed. It may be concluded that this

power was legitimate.from the fact that when Congress substantially
rewrote the sections of the Natural Gas Act dealing with certification in
1842, it did not include any language removing certification of these
tacilities from the Commission or implying that power over them was not
in'tended. Moreover, the next few years did not see any test of FPC power

over certification of facilities for direct sales. In the Tennessee Gas and

Transmission Company case of 1943, 3 FPC 574, the Commission went

so far as to indicate that it had no real authority to consider the nature
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or implications of the sales which the proposed facilities would serve.
The impact of the war emergency undoubtedly played a significant part
in delaying tests of FPC poWer over new direct industrial sales. Com-
mission treatment of the many certificate applications during the war
years reveals an extreme reluctance to scrutinize critically any project
which had been awarded defense priority for very tightly controlled
steel supplies and given authority to acquire pipe and related physical

material.

If the FPC was unwilling to exercise control over direct sales
through the certification process, it did not have the same war-induced

reluctance in regard to the returns earned from those sales. In the

Detroit v, Panhandle Eastern Pipe Line Company, et al, case, 3 FPC 273,
of 1943, the allowed operating expenses of jurisdictional operations were
reduced by an amount equal to the returns on direct industrial sales

which the Commission found in excess of a 6 %% return on that portion

of the business. On appeal to the Supreme Court, there was no finding
that the FPC had exceeded its authority in treating the returns from

direct sales in this manner. (Panhandle Eastern Pipe Line Company v.

FPC, 324 US 635)

The years immediately follvowing the end of the war saw a shortage
of pipeline capacity to satisfy rapidly growing markets in many parts of
the nation. The Commission experimented with curtailment orders and
other devices aimed at an orderly control over the maximum volumes
taken from pipelines at peak periods. Of the many novelties inherent in
the attempts to establish control over the gas shortage being experienced
by customers, one was the question of whether or not the FPC had author-
ity to order curtailments of direct industrial sales by interstate pipeline

companies. In 1947, the Supreme Court, in Panhandle Eastern Pipe

Line Company v. Public Service Commission of Indiana, 332 US 507,

ruled that the Commission could set aside pipeline delivery obligations
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contained in private direct sales contracts. This same case is also
notable in another matter. The Court her*efound that, where the FPC did
not exercise jurisdiction over prices charged for natural gas sold to direct
industrial users, the state-of—desﬁhation ¢ould lawfully engage in regula~
tion of such sales at its discretion. Thus, in the latter aspect of the

case, the Supreme Court in effect qualified the earlier rulings that
neither state could regulate prices of goods which traveled in interstate

commerce.

Having already found a distinction between jurisdiction over sales
and jurisdiction over othér‘ actions — construction in particular— a further
distinction was eventually drawn between sales and transportation. Once
more, Panhandle Eastern was a principal party in the proceeding which
clarified the issues. The Commission denied Panhandle Eastern a certifi- .
éate to transport natural gas for a direct industrial sale. In 1956, in

Panhandle Eastern Pipe Line Company v. FPC, 232 F. 2d 467, the Court

of Appeals held that transportation was a thing separate from sale and
that the provision of the Natural Gas Act which denied the Commission
jurisdiction over sales to industrial customers did not remove from the
FPC authority over transportation, The Commission had the right 6 pass
upon and certificate or refuse or certificate transportation of gas for a

direct industrial sale.

Later, jurisdiction over direct sales was again extended. In
1964, an industrial user which had purchased gas froim an interstate pipe~
line began to operate a new facility which it thought would remove it i"r‘om
control by the FPC. The customer purf:hased natural gas from a producer
at the producer's procegsing plant and cartied the gas from the point of
purchase in a pipeline owned and operated by the customer itself which
served the customer's own consumption alone. Thus, it appeared that
all commerce in the gas was complete before transportation began, and

moreover transportation was not carried out by a natural gas company.
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In the 1968 International Paper Comp‘any, 42 FPC 248, decision, the

Commission ruled that it did have authority to require applications for
certificates to cover construction and operation of the facilities involved
and also to cover transportation of the gas itself. In 1971, on an appeal
by the company, the FPC interpretation was affirmed in court in the

International Paper Company v. FPC, 438 F, 2d 1349. The Supreme

Court has since given finality to the FPC opinion by refusing to hear

further appeal.

3.1.2.4.2 Intrastate Sales

The Natural Gas Act was origin-
ally silent regarding intrastate matters. Congress provided only for
the regulation of the transportation and sales of natural gas for resale
in interstate commerce. Presumably, the doctrines decreed by the A
Supreme Court during the 1920's were regarded as sufficiently illumina-
ting. In any case, further guidance would have to come from the courts,
not from Congress. The FPC did not undertake at the outset to test the
limits of the phrase "interstate commerce." However, guidance did
come from the Supreme Court in a case decided in 1942 between an
Illinois company and the Illinois regulatory agencies. Though the company
purchased its gas within the borders of the state and sold it inside the-
state to both direct customers and to local distribution companies fﬁr
resale and consumption within Illinois, the Supreme Court ruled that the
controlling fact was the purchase of gas from an interstate natural gas

company. Thus, in Illinois Natural Gas Company v. 'Public Utilities

Commission of Illinois and Illinois Commerce Commission, 314 US 498,

the Court found that the operations of the company constituted transporta—
tion and sale of natural gas for resale in interstate commerce. Thus, the
state regulatory agencies had no jurisdiction. This strict interpretation
of the earlier city gate doctrine gave the FPC clear jurisdiction over

what would superficially appear to be only intrastate distribution operations.
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"At about this same time, in the Canadian River Gas Company and

Colorado Interstate Gas Company case of 1942, 3 FPC 32, the Commission

chose to regard the operations of three closely related companies as a
single system for ratemaking purposes. In so doing, sales of natural gas
by the Colorado-Wyoming Gas Company which occurred in Colorado be— V
fore the pipeline crossed into Wyoming were treated as sales in inter-
state commerce. Colorado-Wyoming objected that it purchased its natural
gas within Colorado from Colorado Interstate and that its sales in the

state of Colorado were not sales in interstate commerce., In 1945, the

Supreme Court decision in Calorado Interstate Gas Company and Canadian

River Gas Company v. FPC, 324 US 381, repeated the finding from
[Ilinois Natural Gas Company that a single, uninterrupted flow across
state lines for ultimate sale for resale was transportation and sale of gas

in interstate commerce.

In another case which again involved a company purchasing out—of-
state gas and transporting it within a single state, the FPC repeated its
position that such operations were within its jurisdiction. In this case,

East Ohio Gas Company, et al., 6 FPC 176, which the Commission

decided in 1947, the company claimed not only that its operations were not
iA interstate commerce, but that it was not a natural gas company with-

in thé meaning of the Act because it sold its gas directly to all types of
customers. The Commission based its jurisdictional finding upon the

fact that the East Ohio company operated many hundred miles of distinct-
ly transmission-type pipeline which served its local distribution activities.
Here then, the c':ompahy was found to be engaged in the transportation of
natural gas in interstate commerce even though no sales were made for
resale. Once more the Supreme Court had ultimately to make the final

ruling in the matter. In its 1950 decision in FPC v. East Ohio Gas

Company, 338 US 464, the Court found the uninterrupted flow of natural

gas across state borders and into the conmpany's transmission lines to be
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the controlling factor., The East Chio Gas Company did transport gas in
interstate commerce. Moreover, the company was regarded as a natural
gas company within the meaning of the Act and thus subject to regulation

by the FPC even in the absence of sales for resale.

These cases giving the FPC considerable authority over activities
‘which were wholly confined to a single state created opportunities for
jurisdictional conflicts between state agencies and the Commission. As
each case reaffirmed the interstate character of transportation of out—of-
state gas and extended the scope of FPC authority further into in-state
activities, pressure inevitably grew for a renewed and clarified ex-
pression of the intent of Congress. Action from Congress was forth—
coming and 1954 saw enactment of the Hinshaw Amendment. With this
Amendment, the Act now provides that companies which transport cut-of-
state gas within a single state for ultimate consumption there may become
exempt from regulation by the FPC, provided that an appropriate state
agency certifies to the Commission that it is exercising surveillance

over the rates and service of the in—state company.

The years following passage of the Hinshaw Amendment have seen
activity in defining the authority of the FPC within the state—-of-origin.
In 1961, the Commission ruled in Lo=Vaca Gathering Company, 26 FPC

606, that it had authority to regulate the price at which a producer sold

gas to a pipeline for specific uses within the state, The company argued
that these sales were intrastate in character and were separable from

other sales to the pipeline for interstate transportation and ultimate sale
for resale. While admitting that the sale of a specific volume of gas

to tha pipeline solely far its own consumption within the state in its com=-
pressor stations was a separate sale, the FPC found that this sale lost

its identity by the physical cémmingling of that gas in the pipeline with

the other gas admittedly being sold and transported in interstate commerce.

In California v. Lo=-Vaca Gathering Company, 379 US 866, the Supreme

.
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Court in 1965 supported the FPC and held that the price of gas sold in

this manner was subject to the jur‘isdictioh of the Commission.

A United Gas Pipe Line Company case decided by the FPC in 1963

has since extended Commission authority to gas taken from an interstate

pipeline within the state—of-origin and sold there. In United Gas Pipe

Line Company, 30 FPC 560, the Commission ruled that the gas was in

a stream of gas in interstate commerce and was within FPC jurisdic-
tion, regardless of the state in which it was extracted from the pipeline
and sold. This interpretation was subsequently upheld in Louisiana

Public Service Commission, et al. v. FPC, 359 F. 2d 5238,

3.1.2.5 The Determinants of Regulatory Practice

3.1.2.5.1 The Received Tradition of
Public Utility Regulation

Though passage of thé Natural
Gas Act of 1938 required the FPC to face regulatory tasks and problema
for which its previous experience provided scant preparation, it does
not follow tﬁa,t_ the Cammission faced a situatiun entirely without precedent.
For example, the Commission had recourse tn the already substantial
body of received doctrine which had accumulated over many decades in
the United States regarding regulation of businesses considered to be
public utilities. The tradition of public Qtility regulation has evolved in
an unbroken stream which thus provided a broad framework within which
regulation of interstate commerce in natural gas has been exercised. In
practice, the received doctrine of public utility regulation‘has playved a
dominant role in determining the forms within which regulation has been
earried vut and has played a significant role in deter*mininé the content

of requlation as well.
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. 3.1.2,5.2 The Rate Function

To the extent that public utility
regulation has from its very in'ception focused inevitably upon control
of the rates or prices charged the consumers for the commodity or
service provided, the conceptual methodology through which that control
is implemented has been a dominating feature of regulation. Thus, what
has come to be called the cost-of-service concept of rate regulation has
- from the passage of the Natural Gas Act to the present played an impor-
tant part in determining both the form and the substance of regulation.
Growing from and being an accounting expression of late Nineteenth
Century Supreme -Court rulings that regulated firms were under normal
market conditions entitled to earn revenues which recovered prudently
incurred operating expenses and additionally a fair return on investment,
the cost-of-service concept in practice involved more methodological
technicality and philosophical difficulty than appears from a superficial
consideration of its ostensibly rather simple basis. Significant pro-
cedural crystallization had occurred by 1938 and as a result, cost~of-
service regulation was universally recognized as a fundamentally

quadripartite creature.

A cost-of-service revenue allowance required four strictly com-—
partmentalized findings. First, is the operating expenses to be recovered.
Second, is the investment in the regulated portion of the enterprise. |
Third, is the allowance for deterioration and obsolescence to be included
annually with the operating expenses and also to be accumulated and
collectively deducted from the investment findings. Finally, a rate at
which the regulated firm is allowed to earn returns upon the net invest-

ment must be established.

No similar degree of agreement existed, however, concerning an

economically valid and socially just measure of investment in the enterprise
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" and return to be allowed. While the so—célled fair-value issue of
enterprise valuation had for nearly four decades taken undisputed
prominence over all other regulator-y issues, it does not follow thaf there
was any lack of disputable material. In approaching rate regulation over
natural gas sales in interstate commerce, the FPC inherited both the
general structural framework provided by the cost-of-service concept
and also ﬁhe attendant philosophical dilemmas concerning the proper
method for determining rate base or the value of utility investrﬁeﬁt and

fhe rate of raturn to be allowed on that rate base or investment,

3.1.2.5.3 The Certificate Function

Just as the cost-of-service
approach directly required surveillance over operating expenses to be
recovered, it implied indirectly a necessity for corresponding survelllance
over plant and equipment admitted to the rate—-base upon which the regula-
ted firm was allowed to earn a return. Provision for this latter sart of
surveillance was in fact available in the form of yet another aspect of
traditional public utility regulation, The instrumcnt trough which con-
trol of the rate—-base could be exercised - that is to say, the certificate
of public convenience and necess;i.ty - had come inte existence in the last
decade of the Nineteenth Century. Several regulatory objectives were
achieved simultaneocusly by r‘equ'i.r*ing utilities to obtain certification from
the appropriate agency before altering their plant. A very flexible tool,
the certificate of public c.onvenience and necessity applied equally to

proposed additions to and also to deletions from plant in service.

Taken collectively, the traditions of regylation which had evolved
iR conjunction with the public utility concept did, in large measure,
determine not only the administrative procedure fhr*ough which regulatory
functions would be expressed, but also the thenretical model and con-

ceptual mechanism within which regulatory alternatives would be evaluated
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and dictrines formulated. When the FPC assumed jurisdiction over inter-

state commerce in natural gas in 1938, there could be little doubt that its

functions would be exercised within the framework provided by these traditions.

3.2 Safety Regulation of Pipelines

3.2.1 Qil Pipeline Safety Regulation \

The Explosives and Combustibles Act of 1809 was
amended in 1921 to include flammable liquids and solids. This amend-
ment gave the ICC safety jurisdiction over oil pipelines. In 1930, the
Commission commenced a proceeding to determine the need for safety
regulations for oil pipelines. This proceeding extended over a 10-year
period ana included surveys made in 1830, 1935, and 1940, These sur-—
veys embraced all of the pipeline common carriers transporting liquid
petroleum and its products. On February 24, 1é42 (ICC Docket No.
3666), the Commission decided

"that no regulation for oil pipelines should now be estab-

lished, but that pipeline service should be kept under obser-

vation and when the need for regulations becomes more
pressing, it may be promptly met by appropriate action.

Such regulations doubtless would reflect in large measure

the high standards already set by the petroleum industry as

a valuable contribution to the work.,"

In 1960, the Explosives and Combustibles Act was amended,
designated the Explosives and QOther Dangerous Articles Act, and
expanded to include: (a) contract and private carriers, as well as com-
mon carriers, and (b) radioactive substances and etiolocgic agents (live
bacteris). When these‘ 1960 amendments were made, the section of
the law which indicated what carriers were covered by the statute was
inadvertently amended to remove pipelines from the class of carriers
covered by the Act. Tnils amendment was made without the knowledge
of the industry and, after thorough research on the point, the industry

and the Congressional committees concerned concluded that the omission
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of oil pipelines from the statute was the result of oversight, The result
was that from 1960 to 1965, neither the Interstate Commerce Commission
nor any other federal agency had any authority or obligation to regulate

oil pipelines in the field of".safety. There appears to have been no
pressing need for such regulation. A study made by the American Petrol-
eum Institute early'in 1966 estimated that during the 10-year period

1955 through 1964, there were only six deaths and 18 injuries to mem-—

bers of the public resulting from the release of liquid from oil pipeline

systems.

Despite this excellent safety record, the absence of regulatory
authority at the federal level resulting from the 1960 amendment caused

a number of states to consider the need for state action in this area.

This was also encouraged because some gas pipelines were trying to

avoid federal siafety regulation by seeking the enactment of state safety
laws and the oil pipelines might have been caught in the backwash. Several
states enacted pipeline safety codes which included oil pipelines, causihg
the oil pipeline industry to be concerned that, unless there were an
overriding federal statute and safety code, the industry could expeéct a

patchwork of varying and often conflicting regulations at the state laval.

The industry, therefore, cooperated with the Congress in amend—
ing the Explosives and Other Dangerous Articles Act to reinsert oil
pipelines under that law. This legislation, which was supported by the
Department of Commerce, the Interstaté Commerce Commission, and
an interagency study released September 30, 1963, by the Cffice of the
Under Secretary of Commerce. tor Transportation, became law July 27,
1965 (Public Law 89~95). In téstifying in support of this legislation,
then ICC Chairman Charles A. Webb testified:

"Continuing with my prepared statement, we must say that
‘the accident experience does not disclose any pressing need
for federal safety regulation, but the proposed legislation does
seem desirable in that it would protect interstate carriers.
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against the threat of conflicting safety legislation by the
States. ... I should think it the bill which became Public
Law 89-95 would relieve the carriers from attempting

to comply with a multiplicity of state rules and regula-
tions." (House Report No. 588, 8Sth Congress, lst

Session, p.4.)

Having twice been given safety jurisdiction over oi_l pipelines,
the ICC. commenced aiproceeding late in 1965 for the purpose of formu-
lating a safety code for the oil pipeline industry. Naturally, this was a
time-consuming process and a safety code had not yet been completely
formulated when the Act éreating the Department of Transportation (DoT) on
April 1, 1967 (Public Law 89-670), among other things, transferred the

ICC's safety jurisdiction over oil pipelines to that Department.

The first action of the new Department was to promulgate, effec-
tive December 31, 1967, a requirement that DoT be promptly notified
of all "reportable accidents" involving oil pipelines. Such accidents
were defined to include all those involving the release of SO or more
barrels of liquid or five or more barrels of liquid petroleum gas from a
pipeline, any explosion or fire, any serious injury or death, or prop-
erty damage (to another's properfy) of $1,000 or more. Following this
reporting requirement, the Department issued a number of proposed
regulations relating to the design, construction, operation, and mainte-
nance of ¢il pipelines. These culminated in a safety code adopted and

made effective by the Department on April 1, 1970,

The code adopted‘ on that date is comprehensive, covering the
design, construction, operation and maintenance of oil pipelines. The
Department has under consideration additional regulations on specific
subjects with regard to which it feels more study and research are

needed.

The pipeline industry is quick to point out the fact that the regu-

lations adopted to date rely substantially on the voluntary industry code
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which has been in effect for many years, the so—called 831.4 Code, spon-
sored by the American Society of Mechanical Engineers and published by

the American Standards Association.’

The oil pipeline industry's pride in its safety experience appears to
be justiﬁe_d by the record, particularly when it is remembered that the
volume of petroleum and petroleum products which moves through the
pipeline amounts to 23% of all of the intercity fr-ei'ght and cargo moved by
all forms of transportation. This fact, taken together with the accident
figures quoted above, cléarly establishes ail pipelines as the safest of

all major modes of commodity transport.

3.2.2 Gas Pipeline Safety Regulation

The authority Fo‘rvf"ede.r‘al regulation of gas pipeline
safety derives from the Natural Gas Pipeline Safety Act of 1968 (Publia
Law 90-481). Prior to the Act, the only nationwide regulation was through -
voluntary industry compliance with the ANSI B31 8, Gas Transmission
and Distribution Piping Systems, sponsored by the AS:\/\E; This sftuatibn
was of céurse similar to' that which was described in the preceding section
in connection with oil pipelines. As with oil pipelines, gas pipeline éafety
is administered by the Office of Pipeline Safety Opevr‘ations (CPS0O), which

is further discussed in Section 5.3.2 below.
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3.3 Environmental Regulation

The National Environmental Policy Act of 1889 was

passed by Congress in an attempt to "recognize the profound impadt
of man's activity on the interrelation of all components of the national
environment, particularly the profound influences of . . . industrial
expanéion, resource exploration and new exbanding technological
advances, and recognizing further the critical importance of restoring
and maintaining environmental quality to the overall welfare and
developmentof man . . . ." Congress went on to declare that "it is
the continuing policy of the Federal Government, in cooperation with
state and local governments, and other concerned public and private
organizations, to use all practical means aﬁd measures, including
financial and technical assistance, in a manner calculated to foster
and promote the general welfare, to create and maintain conditions
under which man and nature can exist in productive harmony, and ful-
fill the social, economic and other requirements of present and future

generations of Americans."

The key phrase in the preceding. quotations is '""to use all practi-
cal means and measures." Even a cursory review of the seven years!
experience since passage of the Act indicates that practical means

and measures have not been easy to identify and agree upon.
Y P

Congress authorized and directed that all agencies of the Federal
Government in complying with the National Environmental Act shall:
1. "Utilize a systematic, interdisciplinary approach which
will insure the integrated use of the natural and social
. sciences and the environmental design arts in planning and
in decision making which may have an impact on man's
environment.
2. "ldentify and develop methods and procedures, in consulta-
tion with the Council on Environmental Quality established

by Title Il of this Act, which will insure that presently
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unquantified environmental amenities and values may be
given appropriate consideration in decision making along
with economic and technical considerations.

3. '"Include in every recommendation or report on proposals
for legislation and other major Federal actions significantly
affecting the quality of the human environment, a detailed
statement by the responsible officer on

i) The environmental impact of the proposed action,
it) any adverse environmental effects which cannot be
avoided should the proposal be implementead,
iii) alternatives to the proposed action,
iv) the relationship bétween local short-term uses of
man's environment and the maintenance and finance-
ment of resources which would be involved in the

proposed action should it be implemented.”

Under the Act, this authority and direction were given to all agencies
of the Federal Government. Therefore, as will be seen in Section 5.0
below, a number of controlling authorities are responsible for the
implementation of this act over pipeline systems, since the environ-
mental impact assessment is the concern of all Federal agencies in

which some type of contact is involved.
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4.0 PIPELINE TARIFFS

Pipeline tariffs are the public documents which are posted by a
common carrier pipeline to describe the rates, terms, and conditions
under which the carrier offers to provide pipeline service to customer‘s.‘
The tariff is the basis for determining relationships between the carrier
and the shipper. This section discusses several aspects of tariffs,
including the requirements of regulatory bodies, provisions covering
product and crude oil r.novements', the actions of carriers in posting
joint tariffs to cover through-hauls, and the divisions of such joint

tariffs.

Common carriers are those carriers which accept tender from
the public of a specified quantity of a commodity at an origin point and
deliver it to a consignee at the destination. Contract carriers accept
tender from a shippel;‘ only under contract. Neither common carriers
nor contract carriers buy or sell the commodity. It is held in their

custody only for transportation.

The ICC regulates all interstate common carriers and contract
carriers. As will be seen below, the question is still not completely
resolved as to whether a compaﬁy which moves only its own property
(commodity) through its own property (pipeline) is subject| to ICC

regulation.

. Gas pipelines, unlike o¢il pipelines, operate as utilities, not
as common carriers. They purchase the gas at one place and sell it
at another. It is for this reason that they are regulated by the FPC,
which also regulates electric utilities, rather than the ICC, which
regulates common and contract interstate carriers. Gas pipeline com-
panies therefore do not publish tariffs as do the oil pipelines. There-

fore, the discussion herein of tariffs applies only to oil pipelines.
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4,1 Regulatory Reqguirements

Most, though not all, of the pipeline mileage in the United
States is subject to the jurisdiction of a state or federal r*eguiator*y
agency. The federal regulatory agency is the Interstate Commerce
Commission, which also has jurisdiction over interstate trans-
portation bS/ railway, highway, and waterway carriers. Most states
have regulatory commissions with generally comparable jurisdiction
over intrastate transportation, e.g., the Railr'oad Commission of
Texas and the Public Utilities Commission of California. These state
commissions generally require petroleum pipeline companies to file
tariffs following the same general rules that apply to the other agencies
of transportation, such as railrocads. However, these agencies do not
require detailed reporting, such as that required by the ICC, nor do
they process data and publish statistical abstracts. Although the pre-
cise requirements of regulatory bodies vary considerably, they tend to
follow a general pattern of which the following requirements of the

Interstate Commerce Commission are typical:

(1) Each tariff must be prcpared in the forrnat and style
prescribed in I.C,C. Tariff Circular Ne. 20 - Rules te

Govern the Construction and Filihg of Freight Rate Publications,
Including Pipe Line Schedules and Classifications. Its face
carries inf"or*matioh as to the carrier(s) involved, the services
covered, the issuing authority (1.e., the name and title of

the officer of the company issuing the tariff), the tariff

number, the date of issuance, and the effective date.

(2) Tariffs are open to public inspection at the Commission's

offices and are posted at the principal office of the pipeline
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carrier and such other places as the Commission may

designate.

(8) Any proposed madification of an original tariff requires

the pipeline carrier to follow the same procedure as with

the original tariff. Tariffs filed with an agency may not be

used until they become effective. The Interstate Co.mmer‘ce
Commission prescribes a 30-day waiting period, except for
newly constructed lines, which may-become effective after 10
days. The Commission occasionally, though rarely, grants
special permission for waiting pericds of less than 30 days upon
proper showing by the carrier. The purpose of the waiting period
before a filed tariff becomes effective is to allow any interested
party to express disagreement with its provisions, and further,

to give the Commission opportunity to consider them.

(4) A 1972 ICC order requires that tariffs and tariff changes
be sent to shippers at the same time they are filed with the
Commission, and that that fact be certified to in the letter of
transmittal. The burden of proof in justifying the terms of a
tariff lies with the carrier. The power of suspending a

tariff rests with the Commission, which may take such action
either upon complaint or upon its own initiative. A regulatory
commiagion cannot hold a tariff in suspennse indefinitely,
however, and seven months is the maximum period provided by

law for an interstate tariff.

(5) Agreements between pipeline carriers covering their con-
currence in joint rates for through movements by two or more

carriers must also be filed with the Commission, but the carriers
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are not required to disclose the divisiqn of the total rate; that
is a matter of private negotiations between them. These tariffs
are defined as joint tariffs as differ‘entiated from a single
carrier's tar‘iFF, called a local tariff, which names origins andA
destinations on that carrier's lines only. A carrier may issue
a tariff containing both local .and joint rates and/or both inter-
and intrastate rates; however, many carriers divide them into

separate tariffs.

When pipeline carriers agree to provide through routes and joint rates -
and there are many of these - the carriers must record their concur-
rences with the ICC and usually with the state regulatory agencies. ICC
Tariff Circular No. 20 pr‘éscribes the form and manner in which
concurrences are to be filed. Geherally, the participants share in

the Uﬁrough-rate in proportion to the service that each carrier provides,
although _occasionally one of them . may receive a higher portion. Regard-
less of the manner in which a joint rate is divided, it is a contract be—
tween the carriers that is not filed with the Commission and is not public

information.

4.2 General Provisions of Tariffs

Tariffs specify that oil shall be gauged for quantity and tested
for quality prior to acceptance for transportation. The actual gauged
volume is corrected for temperature to the commeaen industry basis of
"volume at 60 degrees Fahrenheit" temperature, and is adjusted to a
"net oil" basis by deducting the measured content of basic sediment and

water (BS&W).

A pipeline carrier normally is not an insurer of the oil held in
custody for transportation. Carriers universally state in their tariffs
that liability for loss or damage is limited to that resulting from their

negligence., A carrier generally excepts itself from loss or damage
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caused by acts of a public enemy, quarantine, the authority of law,

strikes, riots, or the default of the shipper or owner, .

When an oil loss is experienced which is not due to the carrier's

. hegligence, the shippers sharé the loss in a manner essentially similar
-to the adjustment of a general average loss in marine transportation.

A typical clause specifies that a shipper shall suffer in the proportion
that its shipment bears to the whole amount of the consignment of which
it is a part, and the shipper shall be entitled to receive only such portion

of its shipment as is left after deducting its due proportion of the loss.

Pipeline tariff charges are assessed on the volume delivered at
destination, not on the volume tendered. Pipeline rates are usually
quéted on a point-to—point basis. Where movement is from an origin
not designated bty name, an intermediate application of rates applies
and the rate from the next more distant specified is used. However,
_carriers do not usually consider themselves obligated to accept oil at

unnamed origins or to stop movements at unnamed destinations.,

Pipeline rates are either '"local,!" "joint," or "proportional." A
local rate applies to movements over the lines of a single carrier. A
joint rate applies to movements over the lines of two or more connecting
carriers. A proportional rate applies to movements which are only part
of a larger movement. In collecting charges for services performed, the
pipeline is entitled to payment before making physical delivery of the oil
in the carrier's custody. The pipeline hé.s a lien on the oil transported and,
in the event of nonpayment of legitimate charges, may auction the crude
involved and reimburse itself from the proceeds. As a further protection
to the carrier, it may require an indemnity bond from the shipper if
the oil offered for shipment is in litigation or dispute as to ownership.
Somewhat akin to the collecting of charges by the carrier is the collec-

tion or pressing of action by the shipper for damages incurred from the
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carrier. Written claims must be filed by the shipper within a reason-
able time after delivery should have been completed by the carrier,

and any legal action undertaken must be initiated within two years from
the time of the written claim. The ""reasonable time after delivery'" may
range variously from one jurisdiction to another, being typically from

90 days to nine months,

4.2.1 Crude Oil Tariffs

The té.riﬁ" clauses dealing with the specifications of the
oil to be transported serve somewhat the same purposc as the classifi-
cation feature of railroad tariffs. They also introduce certain limita-
tioﬁs as to the service that the carrier will provide. To be acceptable
for transportation, the oil offered for shipment must fall within the
range of prescribed specificatians. A typical clause 'c'ove'r'-‘ing crude oil
tendered for shipment in a crude oil line requires that the o0il must be
the direct product of oil wells, or a mixture of the direct and/or indircot
products of the same in such proportion that the resulting blend can be
transported through the carrier's existing facilities. This actual speci-
fication may, of course, vary. High vapor pressure products generally
are not acceptable in crude lines because they tend to cause vapor logk
and suffer high in-transit and storage losses. Vapor pressures of crudes
vary greatly and it has become common practice to blend natural gaso-
line or butanes into low vapor pressure (and high viscosity) crudes far
transportation because these diluents decrease the viscoszity of the
stream. The vapor pressure of such blends, however, must be held

within the limit prescribed by the tariff.
®

It is customary also for a pipeline tariff to stipulate that the crude
oil offered for transportation shall be a "marketable oil." This clause
is interpreted to mean that the crude oil or blended petroleum product is
suitable physically for refining or fuel purposes, and usually refers

more particularly to a stated requirement that the crude shall be properly

0
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settled and contain not more than a specified percentage (one percent

in most cases) of BS&W.

Crude oil pipeline tariffs usually specify that oil accepted for
movement will be tr‘anspo;"ted only with the understanding that the oil
shall be subject to such changes in gravity or quality while in transit
as rr;ay result from the mixture of the shipment with other oil in the
pipelines or tanks of the carrier or any connecting carrier. This
clause recognizes the ardinary conditions of pipeline operation in
which there is some tendency for mixture at the interface of adjoining or
successive batches of dissimilar oils in the line. Such may be due to
some clingage of preceding oils to the lines, traps, pumps, and tanks
of the pipeline carrier, or may be tank bottoms left from a preceding
movement in tank farm storage. The mixture of dissimilar oils which
may have preceded or followed a given batch of crude méy render the
latter less suitable for refining than if such mixture had not occurred,
but in modern pipeline practice this is the exception rather than the
rule. For example, it is possible that a batch of lubricating type crude
can be damaged or even ruined for lube manufacture by contamination
of a high sulphur content crude or a low pour point crude. More often,
hewever, the contaminated ends of a batch are so small in‘ volume in
comparison with the total batch that the contamination is neither dis-
cernable, even by test, nor significant. The transporter cannot guaran—
tee this, however, and its tariff provision is to put the shipper on notice

as to the extent of the carrier's ability to segregate oils. _

The pipéline carrier may retain the option of delivering to the
consignee a ""common stock" crude rather than the actual oil accepted
for transportation and, unless it represented that it would undertake to
segregate certain grades for batch movement, the shipper might
receive something quite different than it tendered for shipment. As

" indicated above, this practice is passing and the modern pipeline
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company expects to batch crudes of widely different characteristics if
their volumes are large enough to make this possible, and deliveries
from ""common stock! can be expected to be of substantially like kind

and market value to the oil accepted for shipment.

The carrier may also require the consignee to start receiving
oil at destinatién at a specified time, such as within 24 hours after
the carrier accepfed the oil in the field, even though there may be
several days' actual tﬁansit time between the points of origin and des-
tination. This clause recognizes that oil if a Fuhgible good in whicn

commercially identical oils have similar acceptability.

The tariff usually contains a pipeage clause calling for a separate
"pipeage contract' covering the adequacy of facilities provided by
shippers and consignees at origin and destination. Such facilities
must be able to handle the flow and pressure of thc pipeliine i urder
that the line may be operated efﬁcjently, which generally means at a

high flow, in accordance with its deéign.

The tender clause of pipeline tariffs specifies the mihimu.m quan=
tity that will be accepted faor movement. Practice varies from one
carrier to another, and has changed censiderably over the wears in
the direction of permitting smaller tenders. A typical provision states
that orders for the shipmént of any specified kind of crude petroleum
will be accepted for transportation in quantities of not less than 10,000
barrels from one shipper consigned to one consignee and _destination,
This is coupled with the further proviso that the zhiprient will be moved
forward when other shipments of crude oil of the same kind and quality
Consigneﬁ to the same destination shall aggregate a total batciy uf
25,000 barrels. The minimum tender and batch provision takes into
consideration the interest of so_rﬁe shippers in moving oil in small

quantities. It also reflects the practicalities of the physical operation
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of a pipeline in which the percentage of interbatch admixture increases
as the size of the batches decreases, and in which the minimum size of a
batch has to be related to the size and capacity of the line, with larger

diameter lines requiring higher minimums.

When the demand for pipeline service exceeds the capacity of the
carrier, it is the practice to prorate the pipeline's capacity. Such capa-
city proration is made mandatory by some regulatory agencies. A 'pro-
ration of capacity" clause typi.cally stipulates that, when more oil is
offered for shipment than can be transported immediately, the trans-
portation will be apportioned among all shippers in proportion to the
amounts tendered by each. The latter usually is interpreted to mean the
amounts that the shippers actually have on hand accessible to and ready

for shipment.

In addition to gathering services and trunk line services, crude
oil pipeline tariffs provide for certain auxiliary and related services and
activities. Reference is usually made to the carrier's communicaﬁon
facilities, and the shipper customarily is permitted to transmit messages
pertaining to oil tendered for shipment or in—transit. The tariff may
describe loading services that the carrier may provide, such as for the

loading of oil into tankers or, on accasion, into tank cars.

When the consignee fails to accept-delivery.of oil within the time
designated in the tariff, provision is normally made for the assessment
of demurrage charges on such oil not accepted at destination. In lieu of
this provision, some pipelines' tariffs require that the cons{gnee, upon
24 hours' notice, be prepared to receive oil as it arrives at destination.
If the consignee is unable or refuses to réceive oil, the carrier reserves
the right to clear its pipeline and to charge the consignee for any addi-
tional expenses incurred as a result. If the carrier offers an in-transit
storage service, the terms and charges are defined. Most tariffs also

permit in—transit change of consignees.
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The pipeline tariff is also a transportation price list, since it
tabulates the charges for the services offered., The charges for gather-—
ing service are uniform in a gathering systerh. Five cents per barrel
charge prevails in new, prolific producing areas. Gathering system
economics sometimeé require that~ they be higher in other less prolific
areas; often they are as much as fifteen cents per barrel and more in

stripper-well areas.

Trunk line transportation charges vary to a considerable extent
with the distance and the cost of providing the service, but market compe-
tition is also an important factor. Although the same general level of
rates tends to prevail among competing pipelines between the same pro-
ducing fields and refining centers, there are actual variations in rates

of competing carriers for almost every major trunk line haul.

Common practice among crude oil pipeline companies is to set
the same rate from all fields in a definable producing area to a given des-
tination even though the trunk line distance from each to the destination
may differ considerably. The origin and destination to which a tariff
charge applies are stated in the tariff document, and thé routes of move-
ment between origin and destination usually are stated as to sequence of
junction points of connecting carriers are involved and are parties to the

joint tariff,

4.2.2 Petroleum Products Pigpgline Tapriffs

Product pipeline tariffs have very similar provisions
to those in the crude oil tariffs covering scheduling, gauging, testing,
minimum shipments, proration of capacity, liability of carrier, and for

filing claima,

Services other than the trunk line movements vary widely from one
carrier to another, and require tariff provisions to cover these services.,

Some lines deliver only to shipper facilities, some operate public ter-
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minals, pﬁovide storage, and perform the services of loading and billing

transport trucks, rail cars, and/or barges. Some do both.

Most product lines accept and transport any product in the refin-
ing range from motor gasoline to diesel fuel, and some also transport
liquefied petroleum gases. Product lines do not transport crude oil,

residual, or other so-called '"black oils."

Product pipeline tariffs either provide for the maintenance of
separate identify of shipments or permit a limited substitute of similar
products. The maintenance of the separate identity of shipments and
fairly large minimum tenders go hand-in-hand. Some carriers have
minimums of 25,000 and 75,000 barrels. Qther carriers accept much
smaller tenders, but only with the understanding that transportation will
take place at the time when the carrier is moving other product of similar
quality and color. Certain products pipelines serving several shippers
of '""branded'" products (such as housebrand.or premium gasolines) ship a
basic blending stock as common stream, and blend the stock at destina-

tions with each shipper's additives and to his brand specifications.

Usually, product pipeline tariffs have origin group rates, i.e.,
the rates from several origins in an area are the same to a given destina-
tion, even though there may be a considerable difference in the distances.
Some tariffs have a single charge for each destination that covers all the
services performed by the carrier. Cthers allocate the charges between

line haul, storage, terminal services, blending, stop-in—-transit, etc.

Cost of service is an important factor in establishing rates and
charges, but competitive forces afe also important. In planning a new
line or an extension, the total transportation charges from origin to con-
sumer via existing transportation methods muét be considered in deter-—
mining optimum rates. For example, if the terminus of a proposed line

is in a market area now served primarily by an inland waterway 100 miles

4-11



~R-3024

away, the barge charges plus the truck cost for 100 miles must be com-
pared with pipeline costs plus the short-haul truck cost. If trucking

100 miles is 70¢ and the short haul is 20¢, the pipeline charges could be
barge cost plus 50¢ and be competitively equal. Conversely, if the line
also wants to corﬁpete for the market close to the waterway, its rates
would have to be 50¢ less than the barge rates. In practice, several
rate levels in between will be studied by the prospective pipeline owner
to determine if the transportation ;‘nar‘ket is sufficient at each level to
support the pipeline. The pipeline will be built only if these studies

confirm the economics of the praject.
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5.0 FEDERAL REGULATORY AGENCIES

In this section, the seven federal agencies which have significant
regulatory jurisdiction over pipelines are identified (Fig. 5.0-1) and
briefly described. The seven agencies were visited and the individuals
‘who were interviewed are identified in Fig. 5.0-1. The purposes of the
interviews were:

(1) To determine whether any significant changes have been made
recently, or are in process, regarding regulatory jurisdiction and/or
practice;

(2) To determine whether any regulation , jurisdiction, .and/or
activity existed beyond those already known‘ to the study team.

' (3) To determine whether the agencies' own perceptions of their
jurisdictions differ from those of the study team or of the cother regulatory
agencies; .

(4) To identify jurisdictional overlaps, gaps, and ambiguities.
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Table 5.0-~1

Visits to Federal Regulatory Agencies

Interstate Commerce Commission

(a) Raymond Mauk, Bureau of Operations
Phone: 202-275-7495

(b) Bill Love, Chief of Railroad Section
Phone: 202-275-7846

Federal Power Commission, Bureau of Natural Gas

Lewis Brubaker, Head of Transportation Section
System Cperations Divisicon
Phone: 202-275-4493

Department of Transportation, Office of Pipeline Safety Cperation

Joe Caldwell, Asst. Director for Pipeline Safety Policy
Phone: 202-426-9642 :

Federal Energy Administration, Cil and Gas Division

Earl Ellerbrake
Phone: 202-961-8117

Environmental Protection Agency: Office of Federal Activities

David Schaller, Resource Development Liaison Staff
Phone: 202-755-0770

Department of Interior, U.S. Geological Survey

Henry Coulter, Asst. Director Environmental Conservation
Phone: 202-860-7491

Department of Labor, Cccupational Safety and Health Admin.

Ms. Karen Mann, l.ead Negotiator
Phone: 202-523-8055
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5.1  Interstate Commerce Commission (ICC)

The ICC headquarters are at Twelfth Street and Constitution
Avenue N.W., Washington, D.C. 20423, Telephone 202-343-1100. The

orgahization chart is shown in Fig. 5.1-1.,

5.1.1 General Responsibilities

The ICC was created as an independent establish-
ment by the act to regulate commerce of February 4, 1887 (24 Stat. 379,
383; 49 U.S.C. 1-22), row known as the Interstate Commerce Act. The
Commission's authority has been strengthened and the scope of its juris-
diction has been broadened hy subsegquent legiclation, such as the Hepburn
Act, the Panama Canal Act, the Motor Carrier Act of 1935, and the Trans-
portation Acts of 1920, 1940, and 1958,

The Commission was created by Congress to regulate, in the pub-
lic interest, carriers subject to the Ihter*state Commerce Act which are
engaged in transportation in interstate commerce and in foreign commerce
to the extent that it takes place within the United States. Surface trans-
portation under the Commission's jurisdiction inr:h_xdes railroads, trucking
companies, bus lines, freight forwarders, water carriers, oil pipelines,

transportation brokers,. and express agencies,

'he Chairman is designated by the President from among the Com=
missioners. The Commissioners elect their own Vice Chairman annually.
The other nine Commissioners serve on ane of three divisiona: Cperating
Rights (Division One); Rates, Tariffs and Valuation (Division_Two); and
Finance and Service (Division Three). The entire Commission acts on
matters of national transportation importance. The Commission may
delegate certain duties and functions to individual Commissioners or to
boards consisting of not less than three eligible employees. The three
divisions function as appellate divisions for action on petitions for recon-

sideration or rehearing of decisions of divisions or boards of employess.
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Field offices are maintained in 79 cities to audit carrier accounts,
monitor the utilization of railroad freight cars in order to avoid severe
shortages, investigate violations of the Interstate Commerce Act and
related laws, and provide assistance to the public in its‘ use of regulated
carriers which provide transportation by railroad, highway,'water'way,

and oil pipeline.

In broad terms and within prescribed legal limits, Commission
regulation encompasses transportation economics and service. In the
transportation economics area, the Commission settles controversies
over rates and charges among competing and like modes of transportation,
shippers, and receivers of freight, passengers, and others. It rules upon
applications for mergers, consolidations, acquisitions of control, and
the sale of carriers and issuance of their securities. It prescribes account-
ing rules, awards reparations, and administers laws relating to railroad
bankruptcy. It acts to prevent unlawful discrimination, destructive compe-
tition, and rebating. It also has jurisdiction over the use, control, supply,
movement, distribution, exchange, interchange, and rehirn of railroad
equipment. Under certain conditions, it is authorized to direct the handling
and movement of traffic over a railroad and its distribution over other lines

of railroads.

In the transportation service area, the Commission grants the right
to operate to trucking companies, bus lines, freight forwarders, water
carriers, and transportation brokers. It approves applications to construct
and abandon lines of railroad, and it rules upon discontinuanées of passenger

train service,

Although public hearings on matters hefore the Commissivn rmay be
held at ahy point throughout the country, final decisions are made at the
Washington, D.C., headquarters in all formal proceedings. These cases

include rulings upon rate changes, applications to engage in for-nire trans—
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port, carrier mergers, adversary proceedings on complaint actions,

and punitive measures taken in enforcement matters.,

Consumer protection programs involve assuring that the public
obtains full measure of all transportation services to which entitlement
is guaranteed by the Interstate Commerce Act. This law ensures that
rates will be fair and service will be reasonable. Discrimination, pre-
ferential treatment or prejudicial actions by carriers is illegal and in-
stances of such viol.ations should be brought to the attention of the Com-—

mission at its headquarters or any field office.

The Regional Rail Reorganization Act of 1973 created in early 1974
a Rail Services Planning Office to assure that public interest is repre-~
sented in the restructuring and revitalization of railroads in the North-

east and Midwest,

5.1.2 Pipeline Responsibilities

ICC responsibility and authority over pipelines is
described in Section 3.1 above. Slurry pipelines are presently under
ICC jurisdiction, by virtue of the reference in Section 1 of the Act to
"transport of commodities, " although at least two measures considered
and rejected by the 94th Congress would have placed that authority else-
where., The only interstate coal slurry pipeline in operation, Black Mesa
Pipeline, Inc., was added to Part 8 of the annual ICC publication, "Trans-
port Statistics in the United States" in 1971, Accor‘dingly', Part 6, which

formerly was designated "Qil Pipe Lines" is now simply "Pipe Lines."

The ICC authority is restricted to the rather narrow range of tariff
jurisdiction. The ICC does not prescribe such things as distribution of
products or volumes of products produced within an area or moving in or
out of an area. Hence, it seems unlikely that any .signiﬁcant Jurisdictional

ambiguities exist. None were discovered in the conduct of this study.
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5.2 Federal Power Commission (FPC)

The FPC headquarters are at 1100 L Street N.W.,, Washington,
D.C. 20573, telephone 202-655-4000. The organization chart is shown in
Fig. 5.2-1.

5.2.1 General Responsibilities

The FPC regulates the interstate opekations of the
electric power and natural gas industries. It is an independent agency
operating under the Federal Power Act (16 U, S,C, 7912—-828r), as emended.
This act was originally enacted as the Federal Water Pawer Act of June
10, 1920 (41 Stat. 1063), and subsequently amended by title II of the
Public Utility Act of 1935 (49 Stat. 838), and the Natural Gas Act, en-—
acted June 21, 1938 (52 Stat. 821-833, as amended, 15 U.S.C. 717~
717w). Additional responsibilities have been assigned by subsequent
legislation and by Executive orders (see Federal Power Commission
Laws and Hydroelectric Power Development Laws, Govt. Printing Office,

1966).

The FPC is empowered to issue permits and licenses for non-
Federal hydroelectric power projects; regulate the rates and other
aspects of interstate wholesale transactions in electric power and natural
gas; issue certificates for interstate gas' sales and construction and
operation of interstate pipeline facilitieg, conduct continniing investiga=
tions of the electric power and natural gas pipeline industries and their
relationships to national programs and objectives, including conserva-
tion and efficient utilization of resources; require protection of the
environment in the construction of new hydroelectric projects and natural
gas transmission lines; and allocate resources consistent with the public

interest under the Federal Power Act and the Natural Gas Act,

In addition, the FPC prescribes and enforces a uniform system of
accounts for regulated electric utilities and natural gas pipeline com-

panies., :
5-8
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The FPC has the authority to divide the Nation into regional dis-

tricts for the voluntary interconnection and coordination of facilities for

generation, transmission, and sale of electric energy. The FPC reviews

the electric utility industry's long-range planning for bulk power supply
reliability and adequacy as required by the Regional Reliability Councils
and investigates instances of unreliable operation. Primary electric
power consumption, costs, requirements, and supply capabilities, and
the relationship of electric energy to over-all national energy use, are
analyzed and prbject_ed.. The Commission also regulates some securi-
ties, mergers, consolidations, and acquisitions of electric utilities, as

well as their Accounting.

The FPC publishes river hasin appraisals for use in licensing

projects. It also reviews plans for dams proposed by other federal agen-

cies, and makes recommendations concerning facilities for the develop-
ment of hydroelectric power. The Commission reviews rates for the
sale of electric power from certain federal hydroelectric projects, In
addition, it participates with other agencies in coordinating development
and utilization of the Nation's water and related land resources. In 1871,
the Commission initiated a Regulatory Information System to assist it in
organizing and analyzing the massive amount of data which it receives
and generates. RIS will be fully electronic and will serve all levels of
management. It is partially implemented and is expected to be fully
operational by 1976. The System will make records promptly available

to the public and will permit the Office of Public Information to respond

expeditiously to specific inquiries from individuals, state regulatory com-

missions, and other government agencies. .

5.2.2 Pipeline Responsibilities

The FPC issues certificates of public convenience and

necessity for the transportation and sale of natural gas in interstate com-

merce and for the importation and exportation of gas. It deals with broad
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aspects of the public interest, including prevention of undue discrimina-
tion, protection of the environment, adequacy of supplies and safrety of
facilities, proper financing, and rate form and level, Tne Commission also
allocates available supplies of interstate natural gas, on the basis of end
use, during periods of shortage to assure the best use of available

supplies. It has established a set of priorities of service, based on how

the gas is ultimately used, for pipelines to follow when it is necessary

to curtail deliveries of gas to their wholesale or industrial customers.
When these matters are contested, of the public interest otherwise so
requires, .it holds public hearings so that issues can be resolved in the

overall public interest,

The FPC reviews proposed changes in rates by interstate pipe-
lines and independent producers, and initiates rate investigations on its
own motion or on the filing of a complaint. It determines just and
reasonable rates for interstate sales by independent producers and has
established just and reasonable rates for various producing areas of the
country. In June 1974, it instituted a nationwide rate for gas from wells
commenced after January 1, 1973, and new dedications after that date.
The Commission also provided for biennial reviews which will be con-
cerned with the most recent cost of finding and producing new gas dedi-
cated to interstate commerce. A nationwide rate for gas flowing from
wells commenced before January 1, 1973, and sold in interstate commerce
s currently under consideration in a rule—makiné proceeding. Until a
nationwide flowing gas rate becomes effective, sales are governed by the

previously established area rates.

The FPC collects data and prepares reports on national gas supply
and demand, supplemental supplies of gas such as liquefied natural gas
‘and synthetic gas, research and development expenditures. It also con-
ducts special studies of gas reserves, including auditing of reserves

reported to be shut in or uncommitted.
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In FY'71 the Commission initiated a National Gas Survey to com-
pilé extensive information on the natural gas industry. Four volumes of
the Survey report have been published, with the remaining volume, the
Commission's own report, issued in preliminary chapter form. The
data gathered by the Survey is used in the Commission's regulatory

decisionmaking, as well as in the formulation of future natural gas policy.

The FPC regulates only wholesale rates; not those to the retail, or
ultimate, consumer. Retail rates are controlled by the state public
service commissions. Chviously, by controlling the wholesale cost, the
FPC exerts strong influence upon what the ultimate ratc must be. Thus,
different pipelines may charge different prices for gas which originates

from a single area and is consumed in single areas.

Gases other than natural gas, e.g., SNG from coal, liquid hydro-
carbons, biomethane, etc., are not under FPC jurisdiction unless they

are mixad with natural gas.

The FPC has jurisdiction over the wellhead sale of the natural gas
to the pipeline utility (recall that natural gas pipelines are utilities, as
opposed to common carriers,) It is the wellhead price that is presecribed
by Uie Commission. To that may be added the cost of transportation
plus a reasonable return on investment (Rol), which is also prescribed by
the Commission. The price to the local or distributing utility is the sum

of thaese two,

The jurisdiction of the FPC overlaps that of the Federal Energy
Administration (FEA) in the collection of statiatics and other informa-
tion. The two ayencies have cooperated, with the FEA collecting some
information and transmitting it to the FPC., Mo otkerr cverilaps weire
identified in the course of this study, although of course several agencies

may simultaneously influence a project.
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On December 18, 1972, the FPC issued the statement of General
Policy to Implement Procedures for Compliance with the National Envi-
ronmental Policy Act of 1969, This act requires, among other things,
all federal agencies to include a detailed environmental statement in A
every recommendation or report on proposals for legistation and other
major federal actions significantly affecting the quality of the human.
environment. Tne FPC in its policy statement requires an environ-
mental impact statement be submitted with all applications for the con-
struction of pipeline faci.litie.s and producer applications for the sale of

gas.

If the proposed project is determined to be a major federal-action
significantly affecting the quality of the human environment, the Commis-
sion staFF conducts a detailed independent analysis of the action and pre-
pares its own environmental impact statement. These statements are
made évailable to the Council of Environmental Quality (CEQ), the
Environmental Protection Agency (EPA), other appropriate govern—

’
mental bodies, and to the public for comment.
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5.3 Department of Transportation (Do)

The DoT headquarters are at 400 Seventh St. S.W., Wash-~
ington, D.C. 20580, telepnone 202-4268-4000. The organization chart

is shoxu/vn in Fig. 5.3-1.

5.3.1 General Responsibilities

The Department of Transportation (DoT) was estab-
lished by the act of October 15, 1966 (80 Stat. 931; 49 U.S.C. 1851 note)
"to assure the coordinatéd, effective administration of the transportaticn
programs of the Federal Government' and to develop "natinnal transpoit=
tation policies and programs conducive to the provision of fast, safe,
efficient, and convenient transportation at the lowest cost consistent
therewith." It became operaticnal 'in April 1967 and is compri.ﬁed of
elaments transferred from eight other major departments and agencies.

It presently consists of the Office of the Secretary, and seven cperating
administrations , whosea heads report directly to the Secretary and who
have highly decentralized authority (Fig. 3.3-1). This official organization
chart does not go-to sufficient level of detail to display all the organizational

units, e.g., the Office of Pipeline Safehy, which will be discussed below,

The central management concept of the departitent is that operating
programs are carried out by the operating administrations, which are
organized generally by mode (e.g., air, rail, etc.). The Secretary and
Deputy Secretary are responsible for the overall planning, direction, and
control of all departmental activities and the Office of the Secretary focuses
its attention largely on policy formulation, resource allocation, interaycency
amd intradepartment coordination, evaluaticn of programs and on matters of
an intermodal nature which require integration and balancing of modal in-
terests, The Assistant Secretaries and the General Counsel are essentially
staff officers, each of whom has one or more functional areas in which he
assists the Secretary in matters of department-wide scope. These officials

do not exercise line control over the cperating administrations.
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Effective management of the department is dependent for its effi-
cient operation on a high degree of teamwork between the.Assistant Sec—'.
retaries and the Ad_ministr*ators. Although operating gererally within
the standard regional boundaries, the field organizations of the various
operating administrations differ widely in character primarily because of
the nature of their work. Some essentially provide funds to state and/or
local governments for transportation undertakings such as road building,
airport development, etc., while others provide a vital, nationwide, pub—
lic service such as air traffic control. The department relies on Secre-
tarial Representatives and other committee-type mechanisms of intra-

departmental cooperation.

83.3.2 Pipeline Responsibilities

DoT jurisdiction over interstate natural gais pipeline
safety was established by the enactment of the Natural Gas Pipeline Safety
Act of 1968. This Act required the Secretary of Transportation to adopt
within three months, in each state, the State safety standards for gas pipe-
lines as interim regulations and to establish within 24 months, minimum
federal safety stan'da.r"ds. The interim standards adopted were essentially-
the ANSI B31.8: Gas Transmission and Distribution Piping Systems spon—
sored by the American Society of Mechanical Engineers. These standards
were already the minimum safety standards being used in the natural gas
pipeline industry and therefore did not reflect any immediate major change
t“n the industry.

The Office of Pipeline Safety Operations (OPSQ) was éstablished by
Do T and given the function of developing comprehensive federal pipeline
safety standards for interstate natural gas pipelines. The OPSO is in the
Material Transportation Bureau, which on July 1975 was established as a
line element reporting to the Searetary. (The Bureau is not shown in Fig.
5.3-1, which is taken from the 1976 Government Manual.) These standards

were developed by OPSO using the B31.8 as a guideline and also by seeking

v
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the advice and comments fr‘ofn the pipeline industry and others. Adoption
. of the standards developed came in 1870 and established minimum federal
safety standards for design, construction, operation and maintenance for
transportation of gas and pipeline facilities (see Do T, Part 192, Title 493,
Code of Federal Regulations).

Minimum fedgr‘al standards for liquid (oil) pipelines were developed
similar to those for natural gas pipelines. These standards were devel-
oped by OPSQO using the. ANSI B31.4 - Liquid Petroleum Transporta-
tion Piping Systems sponsored by the American Sociew of Mechanical
Engineers. These standards also were already in use by the petroleum
liquids pipeline industry and therefore did not reflect any immediate
significant change to the industry. Adoption of federal standards came
in 1972 with the enactment of Part 195, Title 49, Code of Federal Regu-
lations -~ Minimum Federal Safety Standards for Liguid Pipelines.

Part 195 prescribes rules governing transportation of liquid petroleum
and petroleum products and does not, among other things, apply to water

or natural gas'and other gases.

The present jurisdiction of the Office éf Pipeline Safety Operations
(OPSQ), therefore, is the enforcement and monitoring of minimum federal
safety standards for interstate natuﬁal gas and other gases, and petr‘oleQm
and petroleum products pipelines. The CPSO has every state except New
Jersey acting as its agent in enforcement of DoT regulations over the
applicable interstate pipelines. These states have adopted the DoT regu-

lations Part 192 and Part 195 as their minimum safety standards.

The scope of the DoT regulations, by covering minimum acceptable
standards in design, construction, operations and maintenance, places
the OPSO in the position of having the most encompassing regulatory con-
trol over the pipeline industry. The federal regulations themselves have
incorporated by reference standards, codes and specifications from the

American Petroleum Institute, the American Society for Testing and
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Materials, the American National Standards Institute, the American
Society of Mechanical Engineers, Manufacturer's Standardization
Society of the Valve and Fitting Industry, National Fire Protection
Assnl. , and others. These references were being used by the industry
prior to the enactment of the federal regulations, but the status of use
has been changed from a ""should” to a "'shall' basis.

In addition to the above scope of regulatory coverage, the OPSQO
1is responsible for implementing the National Environmental Policy to
assure that applicable department programs will protect and enhance the

nation's environment.

In another area, offshore pipeline construction, and onshore con-
struction adjacent to navigable waters, would be under the jurisdiction
of the Coast Guard , which has responsibilities in the prevention, detec-
tion, and control of pollution in and adjacent to the navigable waters of
the United States. Offshore pipelines, and onshore pipelines adjacent
to navigable waters, are under the jurisdiction of the Coast Guard as
their design, construction, opération, and maintenance applies to the
préevention, detection, and control of pollution. This jurisdiction over—
laps those of the EPA and of the DoT. However, this overlap is not of

significance to the purposes of this study.
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5.4 Federal Energy Administration (FEA)

The FEA headquarters are at Twelfth Street and Pennsyl-
! ' .
~wvania Avenue N.W,, Washington, D.C. 20461, telephone 202-961-5216.

The organization chart is presented in Fig. 5.4-1.

5.4.1 General Responsibilities

' The FEA wés established by the Federal Energy
Administration Act of 1974 (88 Stat. 96), effective June 28, 1974. The
Federal Energy Cffice, which was established by Executive Crder 11748
of December 4, 1973, was abolished and its functions transferred to the

FEA by Executive Order 117390 of June 25, 1974.

The purpose of the FEA is to ensure that the supply of energy
available to the United Stétes will continue to be sufficient to meet the
total energy démand. The FEA also attempts to assure that in the case
-of energy shortages, priority needs for energy are met and that the bur-

den of shortages is borne with equity.

The QOffice of Regulatory Programs is responsible for the design,
implementation, and operational effectiveness of the national energy pro-
grams designed to assure the lawful and equitable distribution of crude
oil, petroleum products,; and other energy resources, and to preserve
the competitive viability of the independent sectors of the petroleum indus-—
try. The Office formulates, executes, and enforces national level
policy for all energy-related regulatory programs, and participates in
the formulation of national pricing and conservation policies and ensures
their effective implémentation and execution. The Office exercises opera-
tional direction over FEA regional offices with respect to regulatory
program functions. The Office also verifies compliance with FEA regu-

lations and takes appropriate remedial action in cases of noncompliance.

The Office of Energy Resource Development develops and imple-

ments national policies and programs to increase production and utiliza-
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tion of energy from domestic sources, including coal, petroleum, natural
gas, nuclear fuels, and éfher* energy sources. Tnis COffice also develops

and implements policies and programs for facilitating the siting, licens-

ing, and construction of domestic energy facilities, utilizing environ-

mentally sound practices.

5.4.2' Pipeline Responsibilities

The FEA does not have any direct jurisdictional
authority over pipeline operations. However, a new pipeline is not built
nor is an old one con\)erted without FEA approval. For example, at
this writing, FEA has under consideration the conversion of tHe Sohio—ElA
Paso gas line to quvement of Prudhoe Bay crude from Valdez tb the

lower Forty-eight.

The FEA has been a controversial administration since its estab-
lishment, having grown in less than two years to a staff of over 3300. In
the Editor's page of the April 1976 Pipeline Industry, Texas Congressman
Bill Archer, Chairman of the House Republican Study Committee's Task
Force on Regulatory Reform, was quoted as follows:

"The paperwork burden (of regulatory overkill) alone has

driven many independent energy—related companies out of

business and has needlessly forced up the costs that con-
sumers pay for vital fuels."

The Editor's Page went on to say, "In support of his statement, Archer
cited figures showing that the Federal Energy Administration alone has
added bureaucratic cost of some $10 billion a year to consumer outlays

for petroleum products."

This study is not directly concerned with the validity of this par-
ticular criticism, but the general point raised is of interest because the
rigidity of the regulatory system may well prove to be a strong deterrent
to the introduction of energy—-conservative innovations into the pipeline

industry. It may be observed that the criticism just quoted, directed by a
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Congressman against an agency controlled by an administration of his own

party, would not appear to have been politically motivated.

5.5 Environmental Protection Agency (EPA)

The EPA headquarters are at 401 M Street S.W., Washington,
D.C. 20480, telephone 202-755-2673. The organization chart is shown
in Fig. 5—5.1 .

5.5.1 General Responsibilities

The EPA was established in the executive branch as
an independent agency pursuant to Reorganization Plan No. 3 of 1870,
effective December 2, 1970. The Agency was created to permit coor-
dinated and effective governmental action on behalf of the environment.
EPA endeavors to abate and control pollution systematically by proper
integration of é variety of research, monitoring, standard setting, and
erfurcerment activities. As a complement to its other activities, EPA
coordinates and supports research and antipollutioﬁ activities by State
and local governments, private and public groups, individuals, and educa-
tional institutions. EPA also reinforces efforts among other federal
agencies with respect to the impact of their operations on the environ-
ment, and it is specifically charged with making public its wr*itten‘ com-
ments on environmental impact statements and with publishing its detaer—
minations when those hold that a proposal is unsatisfactory from the
standpoint of public health or welfare or environmental quality. EPA is

designed to serve as the public's advocate for a livable environment.,

The Office of the Assistant Administrator for Enforcement pro-
vides policy direction to enforcement activities in air, water, pesticides,
solid waste management, radiation, and noise control programs, plans
and coordinates enforcement conferences, public hearings, and other
legal proceedings, and engages in other activities related to enforcement

of standards to protect the Nation's environment.
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5.5.2 Pipeline Responsibilities

EPA is not directly responsible for pipelines. Many
pipelines are being built without comment or other influence from EPA.
The EPA emission standards apply to both internal combustion and exter-
nal combustion (turbine) engine drivers, wherever such are used. Since
engine drivers are not often used in liquid pipelines, most of which have
electric drivers, the EPA involvement, when it does occur, is usually
with gas pipelines. For oil pipelines, the EPA is not involved unless
there is a particular question raised by the impact statement, e.g., con-
sequences of an underwater break. EPA involvement with the Alaska
pipeline followed from its reviex)v of the Department of the Interior (Dol)
impact statement. The EPA authority for approval of impact staternents
derives from

(1) the National Environmental Folicy Act,
(2) the Clean Air Act, and
(B) the Federal Water Pollution Control Act.

EPA has no other involvement with pipelines than review of other agencies'

impact statements.
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5.8 Department of the Interior (Dol)

- The Dol headquarters are on C Street, between Eighteenth
and Ninéteenth Streets N.W., Washington, D.C. 20240, telephone
202-343-1100. The organization chart is shown in Fig. 5.6-1. The
divisions of the Dol which are of interest in this study are the Geological
Survey, located in the National Center, 12201 Sunrise VValley Drive,
Reston, VA 22082, the Bureau of Land Management (BLM), and the

Ocean Mining Administration.

5.6.1 General Responsibilities

The Dol was created by act of March 3, 1849 (9
Stat. 395; 43 U.S.C. 1451), which transferred to it the General Land
Cffice, the Office of Indian Affairs, the Pension Office, and the Patent
Office. The Department also had responsibility for supervision of the
Commissioner of Public Buildings, the Board of Inspectors, and the
Warden of the Penitentiary of the District of Columbia, the census of
the United States, and the accounts of marshals and other officers of
the United States courts, and of lead and other mines in the United
States. QOver the 126 years of its existence, other functions have been
added and removed, so that its role has changed from tHat of general
housekee.per‘ of the Federal Government to that of custodian of the

Nation's natural resources,

The jurisdiction of the Department includes the administration
of over 500 million acres of Federal land, and trust respopsibilities
for approximately 50 million acres of land, mostly Indian reservations;
the conservation and development of mineral and water resources; the
promotion of mine safety and efficiency; the conservation, dévelopment,
and utilization of fish and wildlife resources; the coordination of Federal
and State recreation programs; the preservation and administration of

the Nation's scenic and historic areas; the operation of Job Corps Con-
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servation Corps Camps, and coordination of otHe’r* manpower and youth
training programs; the reclamation of'ar‘id lands in the West through
irrigation; and the management of hydroelectric power systems. The
Department is also concerned with the social and economic development
of the territories of the United States and in the Trust Territory of the
Pacific Islands; and administers programs providing services to

Indians and Alaska Native people.

The Geological Survey was established by the act of March 3,
1879 (20 Stat. 394; 43 U.S.C. 31), which provided for '"the classifica-
tion of the public lands and the examination of the geological structure,
mineral resources, and products of the national domain.'" The act of
September 5, 1962 (76 Stat, 427; 43 U.S.C. 31(b)), expanded this
authér‘"ization to include such examinations outside the national domain.
Topographic mapping and chemical and physical research were recog-
nized as an essential part of the investigations and studies authorized
by the Organic Act, and specific provision was made for them by Con-

gress in the act of October 2, 1888 (25 Stat. 505, 526).

The broad objectives of the Geological Survey are to perform
surveys, investigations, and research covering topography, geclogy,
-and the mineral and water resources of the United States; classify
land as to mineral character and water and power resources; enforce
departmental regulations applicable to oil, gas, and other rﬁining
 leases, permits, licenses, development contracts, and gas storage
contracts; and publish and disseminate data relative to the foregoing

activities.

The Bureau of Land Management was established July 16, 1946,
by the ¢consolidation of the General Land Office (created in 1812) and
the Grazing Service (formed in 1934). This was done in accordance

with the provisions of sections 402 and 403 of the President's Reorgan-
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ization Plan 3 of 1946 (8 U.S.C. 133y-16). The Bureau manages the
national resource lands and their resources. It also administers the
mineral resources conmnected with acquired lands and the submerged
lands of the Quter Continental Shelf (CCS). The Bureau organization
consists basically of a headquarters in Washington, D.C., one detached
office having Buréau—wide support responsibilities, and a field organiza-

tion of State, District, and Outer Continental Shelf offices.

The Bureau is responsible for the total management of 450 million
acres of national resource lands located primarily in the Far West and
Alaska, However, scattered parcels are located in other States. In
addition to minerals management responsibilities on the national resource
lands and the Quter Continental Shelf, the Bureau is also responsible
for subsurface resource management of an additional 310 million acres

where mineral rights have been reserved to the Federal Government.

Resources managed and leased by the Bureau. include timher,
minerals, geothermal energy, wildlife habitat, livestock forage, recrea=-
tion and cultural values, and open apace. Bureau programs provide for
the protection, orderly development, and use of the national resource
lands and resources under principles of multiple use and sustained
yield, while maintaining and enhancing the quality of the environment.
The Bureau also manages watersheds to protect soil and enhance water
quality; develops recreational opportunities on naticnal resource lands;
and makes land available through sale to individuals, organizations,
local governments, and other Federal agencies when such ‘transfer is in
the public interest. Lands for certain purposes may he leaged to State
and local government agencies and to nonprofit organizations. The
Bureau is responsible for the survey of Federal lands and maintains

public land records.

The Ocean Mining Administration (OMA), under the supervision

of the Assistant Secretary—-Energy and Minerals, was established by
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Secretary's Order 2971 of February 26, 1975, It is responsible for
policy formulation on the development of ocean mineral resources, the
implementation of a domestic ocean mining development program with
special emphasis on its relationship to on—-going and future international
negotiations on the law of the sea ahd ocean mining, supervision of ocean
minerals technology and resource assessments, supervision of ocean
mineral resources environmental studies, liaison with other Federal
agencies concerned with oceah mineral resources development and regu-—
latory aspects of ocean mining. To the extent that the functions of the
QOcean Mining Administration inveolve the leasing of lands for the recovery
of minerals, it makes use of the expertise and facilities of the Assistant
Secretary — LLand and Water Resources, and ensures effective consulta-

tion and coordination with the Bureau of Land Management.

It is anticipated that this organization and its functions will be
transferred intact to the United States Geological Survey upon conclusion
of international negotiations on ocean mining and enactment of appropriate

legislation and r‘egi,llations, not later than June 30, 1977.

5.6.2 Pipeline Responsibilities

The only direct responsibility of the Dol for pipeline
regulation is exercised by the Geological Survey in the leased regions of
the Outer Continental Shelf (CCS), i.e., three miles out from the coast-
line. Royalties are computed at the first destination point, not at the
platform. Therefore, government ownership is maintained to the central

processing or measuring area onshore.

The BlM issues all Right of Way (RoW) permits across federal
lands, whether on- or off-shore. There is, of course, no right of eminent
domain across federal land. The Fish and Wildlife Service may in—
tervene in cases which involve potential violations of the Endangered

Species Act, the National Environmental Policy Act, and the Historical
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Preservation Act; the Service has proposed the issuance of rules and
regulations containing special requirements for pipelines on or over
lands designated as National Wildlife Refuges (Federal Register, Vol. 41,
No. 54, March 18, '19786) to amend SOCFR23. Cff-shore RoW permits
could also involve the OMA, so that it is possible for several units of

the Dol to become involved in pipeline routing. No direct relations}‘.mip

with the principal subjects of this study is apparent.
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5.7 Department of Labor (Dol)

The Department of Labor headquarters are at Third Street
and Constitution Avenue, Washington, D.C. 20210, -telephone 202-393-2420. .

The organization chart is shown in Fig. 5.7-1.

5.7.1 General Responsibilities

The Dol ninth executive department, was created
by act approved March 4, 1913 (37 Stat. 736; 5 U.S.C. 611). A Bureau
of Labor was first created by Congress in 1884 under the Interior Depart-—
ment. The Bureau of Labor later became independent as a Department
of Labor without executive rank., It again returned to bureau status in
the Department of Commerce and Labor, which was created by act of

February 14, 1903 (32 Stat. 827; 5 U.S.C. 591).

_ The Dol is charged, among other things, with administering
and enforcing statutes designed to advance the public interest by promoting
the welfare of the wage earners of the United States, improving their
working conditions, and advancing their opportunities for profitable
employment. The Assistant Secretary for Occupational Safety and Health
has responsibility for occupational safety and health activities. The
Occupational Safety and Health Administration (OSHA), established pur-
suant to the Occupational Safety and Health Act of 1970 (84 Stat. 1580),
develops and promulgates occupational safety and health standards;
develops and issues regulations; conducts investigations and inspections
to determine the status of compliance with safety and nhealth-standards

and regulations; and issues citations and proposes pehalties for noncom-

pliance with safety and health standards and regulations.

5.7.2 Pipeline Responsibilities

The OSHA is concerned for the health and safety of
people working within the pipeline industry. As discussed in Section

6.x.y below, this may constitute an overlap with the CPSO of DoT and
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a clarifying agreement will be needed. No direct relationship with the

principal subjects of this study is apparent.
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8.0 JURISDICTIONAL INCOMPATIBILITIES

This section identifies the jurisdictional incompatibilities,i.e.,
ambiguities, gaps, and overlaps which became apparent in the course of
this study, of which there are a fair number. However, as will be seen
in 7.0 below, there are very few which are important to the purposes of
this study, i.e., which strongly inhibit the introduction of technological
innovations into the industry. Accordingly, this section does not expend
in any elaborate way upon the incompatibilities which have been identified.
Moreover, as is discussed in Section 6.2 below, there appear fo be very

few serious overlaps, in the hard sense which is defined in that section.

The reader is cautioned that the identification of incompatibilities
presented below is intended to be neither normative nor invidious, a

point which is further discussed in Section 6.2.

6.1 Examples of Jurisdictional Incompatibilities

6.1.1 Federal Energy Administration (FEA)

The stated purpose of the FEA is to ensure that the
supply of energy available will continue to be sufficient to meet the
national total energy demand. A secondary purpose is to assure that in
the case of energy shortages, br*ior*it\_/ needs for energy are met and
that the burden of shortages is distributed equitably. FEA goals overlap

seven functions and activities of tlhe FPC in the areas listed below:

(1) conservation and efficient utilization of resources,

(2) allocation of resources consistent with the publ_ic interest,

(8) importation and exportation of natural gas,

(4) adequacy of suppliers,

(5) collection of data and preparation and publishing of reports on
natural gas supply and demand, supplemental supplies of gas such as
LNG and synthetic gas, and research and development expenditures,

(8) conduct of special studies of gas reserves, and

&—1



(7) allocation of available supplies of interstate natural gas on

the basis. of end use, during periods of shortages.

For example, the FEA Office of International Affairs evaluates
the adequacy of the energy resources in physical terms, the stability
of contractual arrangements for their acquisition, the firms acquiring
such resources for the United States, and the collateral logistics and
refining systems. These functions directly overlap the jurisdictional
area of the FPC, which issues Certificates of Public Convenience and
Necessity for the importation of natural gas. The particular industry
member involved evaluates the adequacy of the energy resource, sta-
bility of contractual arrangements, and the collateral logistics and refin-

ing systems prior to its commitment of the funds required.

FEA overlep with the ICC is not quite as extensive since the ICC
primarily is responsible to prevent unlawful discrimination and to

assure that rates are fair and service is reasonable.

The FEA_QFﬁc‘c of Mulicy and Analysis is responcible for the fur-
mulation and coordination of allocation and price policies., This function
overlaps the jurisdiction of both the ICC and FPC. In addition, this
office is involved in impact analyéis, analyzing leng=term anergy supply
and demand by geographic region, and producing short=term cneirgy

forecast.

The FEA Office of Regulatory Prograins formulates, executes,
and enforces national level policy for all energy-related programs, and
participates in the formation of national pricing and conserivation poli-
cies and ensures their implementation and execution, The nffice also
is responsible for the design, implementation and operational effective-
ness of Lhie national energy programs designed to assure the lawful and
equitable distribution of crude oil, petroleum products, and other energy
resources, and to preserve the competitive viability of the independent
sections of the petroleum industry. These functions appear to overlap
the jurisdiction of both the ICC and the FCC.
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6.1.2 Environmental Protection Agency (EPA)

The EPA was created to permit coordinated and
effective action on behalf of the environment by serving as the '"public
advocate for a livable environment.”" As previously noted, the National
Environmental Policy Act of 1968 gave all federal agencies the respon-
sibility for implementation of this Act within each agency's jurisdictional

authority.

The EPA, along with the ICC, FPC, and DoT, is charged with
making public its written comments on environmental impact state-
ments, which is also the responsibility of ICC, FPC, and DoT. EPRPA
endeavors to abate and control bollution by "proper integration of a
variety of research, monitoring, standard setting, and enforcement
activities, e.g., air pollution control, emission standards, noise abate-
ment, and water pollution control. These activities_ have resulted in
regulatory requirements associated with design, construction, operation,
and maintenance of pipeline systems, thus directly overlapping the juris-

diction of DoT.

6.1.3 Department of the Interior (Dol)

The fundamental role of the Dol is Custodian of the
nation's natural resources. It has been seen in Section 5.6 above that
Dol comprises many offices and bureaus, some of which now, and others
may in the future, have regulatory control over certain types of pipeline
transportation systems. The Dol is primarily concerred with con-
servation and development of mineral, fish, wildlife, and water
resources, and the preservation and administration of the nation's
scenic and historic areas. Additional concerns are the environment,
regulation of oil and gas and other mining leases, both onshore and off-
shore, and conservation supervision of private industry activities in
connection with oil, shale, mining, and oil and gas leases on federal

regulated lands, including the OQuter Continental Shelf .
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Proposed legislation by the Fish and Wildlife Service within

the Dol is presently being submitted which would overlaip jurisdictional
areas of the Do T and the EPA. QOverlap already exists among its
offices and other federal agencies such as the EPA and the FEA. In
addition, when pipelines cross federal regulated lands or locations off-~

shore, overlap exists with the Dol , the ICC, and the DoT.

Some of the subgroups of the Dol whose jurisdictions appear

to overlap other agencies are identified below.

The Office of Land Use and Water Planning is responsible for

the preparation of documents rnecessary for implementation of land
use legislation, serving as a department focal point for discussion
and coordination of land use and water planning policies for fedcral
and nonfederal agencies. The need for water which is dictated by pre-
sent technology of slurry pipelines will require coordination and clari-

fication with this office.

The Office of Minerals Policy Development oversees the devel-
opment of policies, programc and legislative mitiati\{es regarding
mineral development and conservation, recycling and substitution.,
This function is also an activity of FEA, as well as being somewhat
ambigubus with the functions of Dol's Office of Research and Develop-

ment.

The U.S. Fish and Wildlife Service has as its objective to

assure maximum opportunity for the American people to peneﬁt from
fish and wildlife resources as a part of their natural environment.
Fulfillment of this purpose would seem to make the Service, at the

very least, a valid and respected intervenor in anmy rnalter which signifi-~
cantly affects fish or land animal life, or which affects any part of the
"nmatural environment' needed by those animals. Examples are matters

of routing pipelines across open spaces, both land and water, and
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displacing large amounts of water by slurry pipelines. The Service
has proposed legislation and regulations for pipelines that would apply in

some of these cases.

6.2 Qbservations on Jurisdictional Incompatibilities

It has been noted earlier that the primary reason in this
study for interest in regulatory jurisdictional incompatibilities is to
explore their inhibitory impact upon the introduction of energy-
conservative innovations. It will be seen in Section 7.0 below fhat
the incompatibilities identified above, and the additional minor ones
which have not been discussed, are not important in this sense. Ac-
cordingly, the discussion here is limited to a few general considera-

tHons.

vAlthough not of primary impact upon this study, it is of interest

to note that one apparent jurisdictional gap has been identified. In the
discussion with the various agencies, the interviewer could not find

where the responsibility lies for preparation of environmental impact
| statements for oil pipelines. It appears that every agency which has a
responsibility with respect to the pipeline is responsible for the impact
in their area, e.g., Corps of Engineers for water crossing, BLM
across federal lands, Bureau of Indian Affairs across Indian lands,
USGS if three miles offshore, Coast Guard out to three miles, EPA if
under -Clean Air Act, etc. There may be circumstances in which none

of these apply, or the converse may also occur.

An example of an overlap that occurred, and was resolved by
interagency agreement, arose in the area of offshore pipeline safety.

Beyond the three-mile limit DoT responsibility begins at the outlet
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' flange of the production facility. Within the three-mile limit, DoT has

full responsibility.

It is necessary to draw some distinctions in terms and to define
the term ''overlap" somewhat more precisely. It is in fact helpful to
define it in more than one way. First, the distinction should be made
between what may be called jurisdictions of concern and jurisdictions
of regulation, the former being those in which an agency is chartered or
' otherwise expected to take an interest in an activity such as the con—
struction and/or operaﬁion of a pipeline., An example is the publishing
of comments upon an environmental impact statement, or the action of
the Fish and Wildlife Service in proposing (as opposed to imposing)
regulations for pipeline construction which would be imposed by another

agency.

On the other hand, jurisdictions of regulation may be regarded
as those under which an agency has the authority to order something
done or to prevent something from being done. This latter authority
(dppﬁoval authority) usually is intended to be exercised from a particular
point of interest, so that sewveral agencies may guite legitimately overlap

in their regulatory authority over a given activity.

As an example of such a legitimate overlap, consider the case
of a pipeline crossing a coastal waterway. In addition to the reyulation
of the operating business aspects of pricing, which are r*eg'ulated by
the FPC or the ICC, it is easy to hypothesize circumstances under
which the Office of Pipeline Safety, DoT, and the EPA might have
valid regulations to be enforced. In this caée, three agencies might be
regulating the same activity, each acting to serve a different interest.
While it is true that these three interests (price; safety, and environ-
mental impact) are different, they are all public interests under acts

of Congress, and their regulations under the law should zall apply. Addi-

v
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tionally, it is easy to visualize a situation in which the Fish and Wild-
life Service might be required, under yet ancther act of Congress, to
impose regulations to save the fish if the pipeline constructor were to
propose some detrimental action'; Such overlaps of—jurisdiction may

be ter'r;ﬁed legitimate ovér‘laps in that they are all intended to be exer-

cised in a public interest of one kind or anocther.

On the other hand, it is also easy to visualize situations in which
two or more agencies might be attempting to regulate the same public
‘interest, which for simplicity can be termed an illegitimate overlap.
For example, considering further the case hypothesized above, after
reading the charters of the EP A, Coast Guard, and Fish and Wildlife
Service as summarized in Section 6.1 above, one could easily further
hypothesize all of these agencies regulating the pipeline from the point
of interest of protecting the environment. If this were to happen, it
would seem to constitute an illegitimate overlap, in the sense defined

above.

Returning to the case of the legitimate overlap, it is tempting to
conclude that one or the other of the regulating agencies should be given
the overall jurisdiction. However, there are two good reasons to gquestion
that course of action. First, the different interests represented by the
different agencies, while they are all public interests, are nevertneless
conflicting. For example, it is obviously not possible to achieve the
lowest price, the greatest safety, and the least environmental impact
simultaneously, whether in a pipeline or any other enter‘prise.‘ Although
there is an abundance of evidence to show that the pipeline‘far exceeds
any other mode of transportation in all three of these criteria, in every
practical situation there must be compromises between what are basically
conflicting requirements. Therefore, giving overall responsibility to
the protector of one interest may preclude any reasonably optimum com-
promise. If overall responsibility were given to the safety regulator,

for example, the result might be a system which would never cause an

6-7



injury through the rest of eternity, but at unbearable financial and en-
vironmental penalties. A similarly unbalanced result could be anticipated
if the overall responsibility were placed in the hands of any other appointed

protector of a particular point of interest.

Another factor militating against simply handing all regulatory respon-
sibilities to one of the agencies is that of basic capability and qualifications.
For example, if all the safety engineers were spread through all the agen-
cies, it is possible that there would be a great many of them but that they
would be very ineffective because they would be single, isolated individuals
of junior status, low in the heirarchy, Only by anllecting the activity and
the responsibility into a single organization can the strength be mustered

to perfarm effectively,

It may be that the best resolution of the problem, i.e., achievement
of balance between agencies who are charged with protection of different |
public interests that are in fundamental conflict, lies in stronger and more
effective policy coordination within the Executive Branch. However, in
many cases the Executive does not have such coordinating autheority. Some
agencies, e.g., FPC, FRB, and others, are not under direct control of
the President. Perhaps it would be best to establish a court of compromise
within the Executive Branch, before which the protector agencies would
- argue out the issues, and receive policy guidance. |

Of course, none of this is helpful to the distraught pipeline builder
or operator, who pleads that his task is difficult enough with the govern-
ment telling him a hundred things he must do or cannot do, -and aslks why
he must also contend with a dozen different agencies, some of which are

in adversary positions against each other.

These questions are important and interesting, but they are not
peculiar to pipelines nor are they directly related to the basic objectives
of this study. The discussion will therefore pass on to the subject of
energy-conservative innovations and how their introduction may be

influenced by the regulatory systems.

6-8
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7.0 INFLUENCE OF REGULATICNS AND LAWS
UPON INNCVATIONS

It has been emphasized eartlier that the principal subject of this
study is the susceptibiiity of the pipeline industry to energy-conserva-
tive technological innovations. It was recognized at the outset that
such susceptibility might be influenced strongly by the regulatory sys-
tem, which was the reason for performing the part of the study which is

described here.

The discussion in Section 6.0 above has shown that the pipeline
industry is subject to what has been termed "jurisdictions of regulation"
by several government agencies, and that in certain situations and in
certain aspects of operation many other agencies exercise what has
been termed "jurisdictions of interest.' It has further been seen that
numerous incofnpatibilities of jurisdictions exist, overlaps in particular,
between many agencies. Howsver, in terms of offering either encour-
agement or discouragement to the introduction of energy—-conservative
innovations, there are only three areas of regulation and/or law that

ar‘é important:

(1) Federal income tax laws, along with state tax laws, to
the extent that the latter are patterned after the former;

(2) The limitations imposed by the ICC and the FPC upon the
operating income that a pipeline is allowed to rectain;. and

@) The limitation upon dividends which derive from the
Interstate Commerce Act, as amended by the Elkins Act and applied by

the Justice Department in obtaining the consent decree of 1941,

In the first of these areas of influence, the pipeline industry is
subject to the same basic federal and state tax laws and IRS rulings
that apply to industry in general, there being no special provisions of
the tax laws, either favorable or otherwise, that apply only to pipe-
lines. However, the pipeline industry is heavily capital-intensive, and

7-1



it will later be seen that the tax treatment therefore tends to exert

a heavy inhibitory influence against innovations which require further
capital outlay before the initial investment credits and the operating
losses of the startup period have been recovered. The effect of the
second area of influence, regulation of tariffs and prices, will be
seen from what follows. The effect of the third area is not further
discussed here, since it operates in such a way as to have almost

exactly the same effect as the profit limitations.

To explain the inhibitory effects of these influences, it is
necessary to first examine the economics of pipeline operation,
and for this purpose the operation of gas pipelines will be discussed.
The same general inhibitory principles would operate in the case
of oil pipelines, although important differences would be encountered
in practice due to differences in the regulations and practices be-—
tween the FPC and the ICC and due to differences in the allowable

rates of return that are discussed below.

7.1 The Economics of Gas Pipelines

The economic models of pipelines which were used in

this project are described in detail in Task Report SSS-R~-77-3021,
Economic Models of Pipeline Transportation Systems, of this series.
The energy-conservative innovations which were considered are dis~
cussed in Task Report SSS-R-77-3025, Potential Efficiency Improve-
ments in Pipeline ['ransportation Systems. For present purposes, it
is unnecessary to repeat those discussions. Figures 7,1-1, 7.1-2,
7.1-3, and 7.1-4 present the output from the model for a particular
case of interest, and for the reference gas pipeline system. These

figures will be used to illustrate the effects of the tax laws and the
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FPC regulétions. The reference pipeline was designed by Pipetach,

based on earlier system designs from the Pipetech files. Some of

(8

these designs were actually built, and the reference designs for this
study therefore represent typical, realistic situations. The costs

are based upon actual system costs, and are therefore quite accurate,
extremely so in tarms of the requirements of this study; The gas
dynamics of the line are calculatad using a (proprietary) mocdel pre-
viously developed by Pipetech, which is used by them in the design of
actual pipelines and is therefore more than suificiently accurate for
this study. Thé economics model is an adaptation of a business pro-
jection model previously developed by S3, modified to reasonably
simulate pipeline operation and bench—-marked against a highly detailed

pipeline—peculiar financial model previocusly developed by Pipetech.

Most of the sales of gas pipeline companies are sales for
resale made to distribution companies .and to other pipeline companies.

)

Statistics of interstate natural gas pipeline companies For*"i 974 show
that the volume of this type of sale by the 34 major companies in 1974
was 14.8 trillion cubic feet, which was equal to 2.5 percent of total
sales. An interstate natural gas pipeline company is defined by la\}v

as one which is engaged in transportation of natural gas in interstate
commerce, or the sale in interstate commerce of such gas for resale,
Total production expenses of the major gas pipeline companies were
$3.445 pillion, of which 35,3355 billion were for purchased gas, the
remainder constituting costs of natural gas production and gathering,
products extraction and exploration and development. F‘r-om these

figures it is evident that nearly all of the cost of the gas delivered

by the major gas pipeline companies can be attributed to transportation.

Although both gas and oil products pipelines ére subject to

the same nominal annual earnings limit of 10% of valuation, there



“

are. important differences. First, the FPC limitation is not an inflexible
10%, but is established by the Commission on a case-by-case basis
which recognizes the individual company's capital structure and interest
rates. Second, the FPC valuation (rate base) is established by a rela-
tively straightforward accounting—-type proc_edur*e, which reflects the
book val ue plus inventory and working capital. The ICC valuation, on
the other hand, is arrived at by a complicated process, partly subjective,
which includes some consideration of industry—-wide statistics. The
effects of these diﬁ’er_*en'ces are discussed further in Section 7.2 below.

In the approach taken here, {.,e., of developing a reference system
design, modeling it on the computer, and then exercising the model, a
problem which is encountered early is that of establishing a representative
value tor the equivalent tariff. However, it develops that this difficulty
is only minor because of the FPC limit, which for this case was taken as
10% of the rate base. The rate base is known quite precisely, so that the
limit upon profit is known precisely. For a given throughput, thé limit
upon the equtvalent tariff is simply the result of dividing the thiruvughput
into the limiting profit. It is seen in Fig. 7.1-3, sheet 1, line 12, that
the 10% limit is r:eached in the second year of operation, i.e., 1978 (1977
is the first year of operaﬁon; the figures under 1976 simply display the
initial conditions as of December 31, 1976). Hence the only guestion with
regard to the equivalent tariff is the value to be assigned for the first year.
For that purpose a figure of $660,000 per 1012 cubic foot-mile was used,
since it appears to be somewhere near the industry average (a 1872 study
by the AEC is reported to have estimated $51O,OOO(2))E -

In drawing inferences from these long—-term projections, the greatest
uncertainty naturally arises from the hypothesis as to market growth that;
is input to the model. For this reference system, the throughput (Fig.
7.1-1, line 1) was assumed to begi‘n at 57.56 x 1012 standard cubic foot-

miles growing at just under 6% per year for the first few years, then by
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growing at just under 8¢ per year for the first few years, then by approxi-
mately 4% until the fifteenth year, when it levels at 106.9 x1O1 gscf—miles.
The project life was taken as 20 years. This is cons"er‘va‘ti\v/e, out follows

‘general industry practice in evaluating such projects,

It is interesting to note that while the postulated inflation rate in-
creases nominal unit tariff from $6€0,000 in 1977 (Fig. 7.1-3, sheet 1,
line 2) to $1,687,787 in 1996 (Fig. 7.1-3, sheet 3, line 2), the tariff con-
straint factor (line 8, same figure) is 0.604 in 1996. Tnis is the con-
straint factor that must be applied to the nominal tariff to reduce revenue
sufficiently that the earnings limit is not exceeded.‘ Thus, while the
assumed inflation rates result in a near—quadrupling of per—-unit operating
costs and expenses, the unit revenue increases from $860,000 to

$1,0867,384, an increase of only 53%.

It must be ncoted that the gas pipeline industry is no longer a growth
industry. The steady growth that was postulated for these illustrative
cases is therefore a sound basis for drawing conclusions relative to only
a limited part of the industry. In considering a particular energy-con-—
servative innovation, it is therefore neceséary to examine the conclusions

in the nongrowth case also.



7.2 Effects of Regulation

7.2.1  FPC Profit Limitation

It has been noted earlier that the FPC limits the
profit o? each gas pipeline to a level of approximately 10% of the valu-
ation. For the postulated reference system throughput described above,
it has also been seen (Fig. 7.1-3) that the income limit was reached in
the second year of operation. Thereafter, as income attempts to in-
crease, a reduction of revenue (Fig. 7.1-1, line 2) is made to comply
with the FPC limit, in effect reducing the equivalent tariff. In practice,
this reduction is made as a rebate to customers or as a reduction in
selling price of the gas. The FPC formula for calculating allowable
income is

Profit (per FPC) = net income after taxes + interest expense
+ amortization of financial and debt expense
+ amortization of interest during construction.
As this formula makes clear, the FPC does not recognize interest as an
expense, the rationale presumably being that the profit is allowed against
the total assets. If the operator then wishes to borrow to purchase the
assets, he must share his profit with his banker in some proportion, but

that proportion is irrelevant to the level of the allowed profit.

Assessment of a potential improvement customarily begins
with an estimate of the probable Rol. Two cases must be distinguished.
First is the case in which the line is operating below the applicable
profit limitation, whatever it may be. In this situation, any innovation
which increases profit will be welcome, and there will be some cost at
which the operator will be willing tn make the invectment. If the prulit
increase is not sufficient to invoke the applicable limitation, the regu-
latory system exerts no effect. If the line is already operating at the
limit, or if the adoption of the innovation would cause the limit to be

exceeded, then the regulatory effect may be strongly inhibitory.
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If the operator of a pipeline whnich nas reached the limit adopts
an energy-saving improvement, he is only allowed to retain the additional
profit which the device generates up to a limit of 10% per year of

the capital cost of the device. If the operator borrows money to make

the installation, the profit from the device that he is able to retain is re-

duced below the 10% level by the amount of interest paid. He may therefore

find an improvement attractive that yields 10% of its cost per year,

but it may be equally attractive with one that is less efficient than

that. Whether he is interested at all probably depends heavily on the
money market and the nature of his debt structure. For the moment,
setting this latter effect aside for later consideration in the next section,
it is now possible to calculate rather precisely, for a specified money

market condition, the incentive for introduction of the improvement.

If the adoption of the improvement can be financed at less than
10% of its installed capital cost, the return on the total investment is
T

simply 10% less than the cost of the financing. ne return on actual

cash investment, i.e. , equity, is given by the generally accepted formula

_0.1(E+D) = PD
- E

Rol =O.1+(O.1—r~)%

where .

m
[

& equity
D £ debt
r £ annual cost of financing the new debt, i.e., interest

plus amortization of financing expense,

Thus, if 90% of the cost of the improvement can be financed at 8%, the
Rol is 28%. If 95% is borrowed, the Rol is 48%, and if 100% is borrowed,
the Rol is infinite. So if the debt structure and the money market are
such that most or all of the investment can be borrowed at less than 10%,

the Rol can be extremely attractive.
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Generally, prudent managements study the Rol of a propoéed |
investment both ways, i.e., upon the total investment and also upon
equity. The ability of any company to borrow is subject to some finite
limit. It therefore has the character of a resource and it is therefore
guarded and committed with care. Thus, while almost any healthy busi-
ness can enter a few highly leveraged situations, the number and extent
of these are strictly limited. Individual commitments of corporate
borrowing ability and the extent of leverage in each instance are there- _
fore carefully scrutinizéd, including an assessment of the return on

total investment as well as the return on equity.

Unfortunately, but not surprisingly, it is seldom possible to con-
sider the adoption of an efficiency improvement on the basis of these
simple considerations alone, for a number of reasons. One of the most
important is the effect upon investment tax credits and tax loss carry-

forwards, which will now be addressed.

In launching almast any new enterprise, it is usually
desirable to bor‘r‘bw half or more of the money for the capital invest—
ment. The fundamental reason for this is simply that the enterprise is
not worth the trouble of operating if it will not return more than the
money would earn at interest. However, there are fundamental limita-
tions upon leverage, as was discussed in the preceding section. More-
6ve’r', in the "r'*egulated pipeline business, there is an additional Eeason
to limit borrowing. That is to say, borrowing all of the cabital (100%
leverage, or a debt-to—equity ratio of infinity) does not necessarily
maximize the Rol, particularly if tax benefits are thereby foregone.
The éttect may be seen in operation by further examination of the case
which was presented in Section 7.1, illustrated in Figs. 7.1-1

. through 7.1-4.
For this highly leveraged case, the D/E ratio is seen to be 13.97
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in the first year of operation (Fig. 7..1-3, sheet 1, line 7). Also, the most
rapid writeoff for tax depreciation, i.e., by the double -declining balance
method, was used (Fig. 7.1-1, line 16). Additions to capital after the initiall
construction investment are taken from earnings (Fig. 7.1-2, lines 7, 11,
and 18). From Fig. 7.1-1, lines 18 and 22, it is seen that over the 20 vyears
of the project, there is an unused tax loss of $16 million and unused tax cre-
dits of $22 million. t an overall tax rate of approximately 50%, there is

$76 million of earnings that would avoid taxation if they could be realized.

The impact of this highly leveraged situation upon the internal return
on investment (internal Rol) is seen in Fig. 7.1-4. The Rol is zero over the
first 15 years and only 5.5% over 20 years. The internal Rol, often called
the DCF, is defined as the discount rate which makes the lifetime -pr-esent
value of the stream of cash returned to the investor equal to that of the in=-
vestor's cash out—of-pocket stream. In the terminoclogy of Fig. 7.1-2, it is
the discount rate which makes the present value of the net cash generated,
line 23, equal to that of the additions to equity, line 8. It is the break-even
interest rate at which the investor's out-of-pocket payments could be borrowed

and be exactly repaid by the cash payments returned to the investor.

For comparison with the case discussed above, a much lower-
leveraged case was run aﬁd the results are presented in Figs. 7.2.2-1
through 7.2.2-4. The two cases were not intended for direct compari-
son, and they contain some other minor differences. However, the cnly
major difference is in the leverage, so that comparison between the two
is appropriate for present purposes. The initial D/E ratio for this case
is approximately 1.5, i.e., about 80% debt and 40% equity (Fig. 7.2.2-3,
line 7), with straight-line depreciation. After the initial investment cre-~
dits expire in 1981, additions to capital are funded by long-term borrow-
ing (Fig. 7.2.2--2, lines 7 and 8). The effect is seen in Fig.7.2.2-1,
There is nc unused tax loss carry-forward (line 18, sheet 3), and
only $6.3 million of unused investment credits (line 22, sheet 3), all

of which arises from year O (line 22, sheet 1). From Fig. 7.2.2-4,
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the 20—year internal Rol or DCF has almost doubled to 10.43%. By
lowering the initial D/E ratio until all the investment credit is used,

this return could be further improved.

Now, it is important to note that the life of an investment cre-
dit is seven years., Tnus, if the payback period were seven years, or
an earning rate of 14.3%, the improvement would recover all of its ,
investment credit. In these circumstances, the decision to install the
improvement might be made independently of any tax credits from
other parts of the pipeline system. But since the maximum allowed
payout rate is 10%, the improvement cannot be considered as a stand-

alone decision.

If an impro\/"ememt is proposed as part of the original plant,
then the initial investment credit is increased by the cost of the im-
provement. The result is to further increase the problem of recover-
ing the cr?edit, and as has been seen above, the solution lies in reducing
the D/E ratioc. And since the crcdit fur the improvement cannot be
recovered in seven years, the amount of the equity must be increased
by rmore than just the cost of the improvement. While this may be
acceptable in principle, it has thc effect ol forcing the opserator further
into the banking business, To an operatar whe waila to cancentrate on
the pipeline business, this may not be acceptable for a number of
reasons, one of which might be that he cannot afford to be his own

banker,

The retrofit situation may be gquite different. After the recovery
of initial imvestrnent credits and loss carry-forwards has heen regolved,
it may be possible to install the improvement wittht losing any other
investment credits then on the books or anticipated. And, as has been
seen in the previous seétion, if this is done with borrowed capital, the

Rol associated with the investment may be extremely high.
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7.2.3 ICC Profit Limitation

The distinctions between ICC and FPC rules were
briefly identified in Section 7.1 above. To explore more guantitatively
the effects of these differences, two sets of comparison cases were
run. None of these cases is identical with those previously presented,
but among themselves they are identical in all respects except in the
comparison variables. A 10% limit on profit was taken, with initial
equity of 40%. Both 8% and 10% interest rates were used. Tne result-

ing Rol's are presented below.

Internal Rol (DCF)

FPC jieie]
Interest (%) 8 10 8 10

10 years 7.34 3.34 14,56 13.47
15 years 10.98 7.27 17.86 16.98
20 years 12.43 9.04 18.82 18.02

As would be expected, when the interest rate equlals the profit
limit, the FPC case does very poorly because of the difference in treat—
ment of interest expense. ;l'his case probably represents an overly
severe situation. That is to say, in actual practice a gas pipeline with
40% eqguity which had to pay 10% for money would be able to. obtain approval
for a better rate of return. The 8% interest case, on the other hand, pro-
bably represents something better than could be expected, and the rela-

tive advantage under ICC rules is accordingly much less.

The small difference in Rol's under ICC rules between two such
drastically different interest rates is illustrative of the fact that once
the 10% limit on return is reached, there is little more that can be done

to improve matters.
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7.2.4 Modifications of the Regulatory System

A general conclusion which emerges from the preceding
discussion is that in fna‘ny cases, possibly a large majority, a pipeline
operator has little or no financial incentive to adopt energy~conservative
innovations because of regulatory laws and policies. This observation
naturally raises the question, what changes in the regulations would provide
such incentive? Unfortunately, as is clear to the reader who has carefully
studied the examples presented, there is no general or straightforward

answer to that question, although some suggestions appear to be in order.

7.2.4.1 The National Replacement Value of Fuel

Consider firsﬁ the case of a gas pipeline which
is in the fortunate position o;’ having large reserves. Since the deniand for
gas is universally strong, such a pipeline will operate at the FPC-decreed
limit upon return of approximately l0% of valuation. Eveﬁ under that
limitation, such a pipeline, operating at or near capacity, is a very attrac-
tive enterprise, i.e., it is a cash generator. The money which it yields
is likely to be invested in diversification ventures which offer prospects
of return greatly éxceeding 10%. In considering an energy—conservative
innovation, the decision may well be reduced to a choice of reinvesting in
the pipeline at 10% return or of diversifying at returns considerably ex-
ceeding that. If the decision is based upon the single criterion & profit,

energy conservation loses.

However, the decision may well be based upon several criteria,
for several reasons. First, good cash generators, like good racehorses,
deserve good care and usually receive it, cven though each such individual
expenditure may not be justified by a rigorous tradeoff analysis. Second,
gas pipeline managements in gereral are cansitive to pressures for energy
conservation to a dégree much greater than the ecohomics alone would

dictate.

7-32



|m=ouss

In the conduct of this study, it has besn found that every
company of the nearly a dozen with whom the subject was discussed
has a strong and definite policy of conserving gas. The policies in—
variably emanate fr*om. the highest management level, i.e., president
and/or board chairman, and in some cases are quite formalized. An
instance was encountered of an engineering director who was ordered,
against his recommendation, to proceed with a gas-saving project despite

a payout which even at current new gas prices required many years.

There are other reasons why the discussion of the earlier
sections, which prcceeded much as though it were the financial vice
president or controllier who would make the determination regarding in-—
novations, does not completely reflect the actual case. While a behavior-
istic study of pipeline management has not been a part of the present program,
the strong impression has been acquired that such decisions lie primarily
with the operating department. Almost every company has a vice president
for operations who is responsible for getting the gas to the customers.
Virtually noth‘ing, no matter how attractive, economically or otherwise, is
done to the system if that individual opposes it. Conversely, if the system
is operating at high throughput, anything that he wants in the system generazally

goes in, provided that its addition to the rate base is acceptable to the FPC.

The situation with a high throughput gas company, then, will
generally be that management will be receptive, as a matter of policy, to
a proposed energy—conservative innovation. The strongest obstacle to ac-
ceptance is likely to be the projected impact upon the gquantity and/or re-
liability of deliveries, If the proposal overcomes that obs.tacle, and if the
economics are reasonable, the proposal may well be adopted even though

the return is somewhat less than the best obtainable elsewhere.

In the case of a line which is operating at low throughput, and

thus earning less than the allowed limit upon return, the same general
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considerations apply. The differences are that the economics will be
more favbrable to the innovation because the realized profit on the innova-
tion itself can be much greater than the overall limit of approximately 10%.

It must be noted that there are two important operative processes
in the FPC regulation. First is the effect of the limitation upon return
(profit) which has been discussed earlier. This limitation is applied as a-
specified fraction, approximately ten percent, of the valuation (rate base).
The second operative process is that by which a capital expenditure is
approved for addition to the rate base or valuation. The FPC reviews all
such additions for reasonableness to ensure that the companies do not inflate
their rate base and hence their profit. In the case of an energy—~conservative
device, the reasonableness is judged upon an economic study which charges
gas consumed in pipeline operations to those operations at the price actually
paid for the gas.

Consider now the case of an innovation which meets the company
criteria. The next step is to obtain FPC approval to add the cost of the
improverieinl lu the rate base, The engineers' tradeoff studies which sup-
port this proposal will use as the cost of gas consumed (nr saved) tha cast
which is reflected in their accountants' books. That cost, by FPC rule, is
the price actually paid for the gas at its point of entry inty the system. In
many cases, that price reflects a regulated price in existence mainy years
earlier when a contract was signed and is an order of magnitude below
the new interstate and/or intrastate price. Thus, warthwhile improvements
may be rejeéted simply because the benefit is being compared with what
it would have been years earlier when the contract was signed.

The way to avoid such rejections is to instruct the companies
to use as the cost of gas in their economic studies justifying additions to
the rate base, the present replacement value of the gas to the nation as a
whole. The effect would be to make it easier for enérgy—conser‘vativc

innovations to enter the rate base. The result would be a nati onal energy
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savings for which the consumers would pay an increased cost egual to t‘we.
amortization Q.‘ tne rate base increase plus abproximately 109, ths
amount Eepr‘esenting the annual allewed profit on the rate base increase.
This appears to be an eminently fair way to encourage energy
conservation, and it is therefore recommended that further research in- *
-to its ramificaticns be performed so that a dafinitive Ieg.isiature recoem-
mendation can be developed. And while it requires some (subjective)
determination of the appropriate replacement value of gas to the nation as
a whole, its application is otherwise simple in that, once that value is
deterr:nined, 6either the FPC nor the companies are required to do anything
differently than at present. The replacement value determination could
be made by the FEA, or the proposed Dok, and transmitted to the FPC
and the companies, and the regulatory system would proceed with business
as usual.
The foregoing recommendation was developed from consid—-
erations relating to gas pipelines. The situatioh with the oil pipelines
is similar, but with several differences. Besides the different treat—
ment of interest cost discussed in Section 7.2.3, there is the fact that,
'réther‘ than consuming their own cargo which, in the case of the gas
lines, is also their own property, the oil'lines.must purchase their
pumping energy from others. Ewven those few procuct liﬁes using diesel-
driven pumps and therzafore consuming cargo directly from the line usu-
ally do not own the fuel. Thus, conservation of energy in an oil pipe-
line does not permit increased deliveries to customers, so that the oil
line operator does not have that incentive, as is the case-with gas.
Additionally, while the éoncept of replacement value of natural
gas-to the nation as a whole is certainly clear and does not seem excessively
difficult to apply, the determination of the replacement value of electricity
is more complex. Whether the electric power plant which powers the
pumps is fueled by natural gas, petroleum, or coal will certainly mezake a

difference, And since transportation cost cf the electric plant fuel is not
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reflected in the liguid pipaline operating cost, as is the case with gas,
loccation must zlso be considered. Nonetheless, the concept appears to
hold sufficient merit to justify further ressarch, and it is strongly recom

mended that such research be performed.

7.2.4.2 Thne Rat=s Base Allowance

The concept which has just been intro-
duced regarding a national replacement value for fuel was designed to
encourage entry of energy—-conservative innovations into the rate base.
However, the basic limitation upon the pipeline operatcr's incentive which
.derives from the profit limitations still applies. The gas pipeline opsratcr
can still enjoy a return of only 10% on the cost of the energy—-conservative
device. The liguid line operator is even worse off. The r*eader‘.will re-
call from Section 3.1.1.2 that the consent decree of 1841 limits dividends
to shipper-owners to 7% of valuation (rate base). Since most of the
liquid lines'are shipper—owned, the pra;tical effect of the conéent decree .
is that most of the products and crude pipeline operators are limited
to 7% profit.

Nows; if it is desired to stimulate energy conservation in the
rnost straightforward way, i.e., by making it more profitable than other-
;Nise, then a rmechanism is needed to allow the companics to keegp some 'oi"
the profit, beyond the regular limit, which the fnrergy=conseivative (Nnno—
vaticn wi ll generate. The mechanism should be simple to apply and should
operate equally for all cbmpanies. Also, it appears undesiraple to have
the issue entangled with the income tax laws, which are already an unintel-
ligible maze of needlessly complex and discriminatory provisions and wh ich
are a never—ending source of controversy.

It is proposgd to accomplish the objective and avoid the pitfalls
identified above througn the mechanism of what will be termed a "rate

base allowance for energy conservation.'" The basic concept is to allow

the operator to make twice his regular profit on an energy conservative
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“innovation, The mechanism is simply to permit an addition to the rate
base in the form of an allowance which would be equal to the cost of the
innovation. In other words, for purposes of rate-making valuation the
innovation would be capitalized, and depreciatad, at twice its approved
(for valuation purposes) cost. Advantages of this apprecach include the
fact that, once the allowance is made, no further accounting or auditing
is necessary. v

It was noted earlier, in Section 7.1, that the ICC valuation (rate-
base) is not established by customary, straightforward accounting pro-
cedures. Table 7.2.4.2~1 shows an example, taken from the public
record, of an actual ICC valuation. It is seen that the process inflates
the book value depreciable assets to a weighted average between depre-
ciated original cost and depreciated reproduction coét. Thus, anew
addition only raises the rate base by the ratio of original cost less
depreciation to reproduction cost less depreciation, which in this case

ts

—

is 38% of its cost during the first year of its life. Thereafter,
part of the rate base is continually escalated to allow for inflation of
reproduction cost, so that in the last year of its life the fully inflated

cost is allcwed.

It is also apparent that since the valuation process is applied to
the entire aggregate assets, the effect of relatively small improvements
is likely to be lost in the process noise, and discussions with pipeliners
co"r\r’irm this inference. Among the engineering and operating people,
who do the ground work of justifying such additions, and the middle man-
agement levels, who apprdve them, the primary concern is: Rol, and
projects rarely stimulate their enthusiasm unless returns above 15% are
anticipated. Of course, within large projects, which becomes the sub—
ject of discussion between operating and financial officers, the effect

upon rate base is sure to be a consideration.
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Table 7.2.4.2-1

Shell Pipe Line Corp. 1.C.C. Valuation
’ (December 31, 1967)

1, . Physical property other than land and rights—of;way
a. Reproduction cost new $241,689,607
b. Reprbduction cost new, less depreciation 123,555,475
c. Percent new - ' - 51.122%
d. Original ¢cost i 149,292,952
e. Original cost less depreciation (d x ¢) 76,321,543
b - $123,555,475 61.816% _ 76,377,052
e - 76,321,543 38.184% 29,142,618
Total - $199,877,01 8 100,000% $105,518,670
2. Going concern value - 6% - 6,331,180
Present value of br*ights of way 2,045,728
4, Land: '

PV $260,190
OC 488,386

$748,576 £+ 2 ‘ 374,288

5, Worling capital 758,700
Total $115,027,566

Rounded to $115,027,600

Issued by Commission _ $115,028,300
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It is also recognized that a considerable amant of other research
is necessary to develcp a.cdefinitive proposal for legislation to accomplish
the objective or providing incentive for pipeline anergy conservation.
Similarly, the other new regulatory concept that was presentaed in Section
7.2.4.1 also requires further research, It is strongly recommended

that such research ce performed.

7.2.4.3 Recommendations for Further Research

The preceding recommendations addressed
only the objlective of stimulation of capital investment for energy con-
servation. As was noted, strong advantages of the mechanisms pro-
posed are:

(1) Cnly a single change in the law is needed. Once the improve-
ment has been admittaed to the rate base and the rate base allowance
has been granted, it is not necessary to change anything else. The
FPC and ICC regulations, and the consent decree, still zpply and in
the same way. |

(2) No change in procedurss is needed., The FPC and ICC con-
tinue to evaluate justifications for rate base additions in exactly the

same way, without changing any of their procedures.

However, in the area of energy—conservative operational tachnigues
no such straightfcrward mechanism was found. For example, if an
additive was develeped that would reduce friction and save energy, it
would not require any significant capital investment - cnly the additicnal
cperating cost of buying the additive. Anothar example is the royalty on
computer software to optimize pump‘use (see SSS5-R-77-3025 of this
series, discussion of pump motors and duty cycles). At present such
improvements simply are not adopted until they justify themselves at
whatever price isbeing charged on the books for energy. A str-aig.ht—
forward mechanism for encouraging such devices at the true national

value of energy is needed, but has ncot been found thus far in this study.

Further research is strongly recommended.
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