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The United States Department of Justice issued its Report okn Qil Pipeline Deregulation
(Report) in May, 1986. This Report resulted from an extensive study of interstate oil pipelines
and a desire to lessen regulatory control over those common carriers.

The Report concluded that the majority of the crude oil and oil products pipelines could be
safely deregulated (Report at vii), and -that all new pipelines should be released from federal
regulation (Report at xiv). The Report also found that despite their natural monopoly
characteristics, oil pipelines face significant competition in most markets (Report at ix). The
Report recommended continued regulation only for those pipelines competing in highly
concentrated markets (Report at xi.).

The Report recommended the continued regulation of five products pipelines and
deregulation of all crude oil pipelines in the lower forty-eight states (Report at 61-78). It also
found that the operation of six other products pipelines render a judgement call impossible at
this time (Report at 78-92).
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EXECUTIVE SUMMARY

I. INTRODUCTION

This Report by the Antitrust Division of. the Department of
Justice analyzes the need for continued federal requlation of
crude oil and refined petroleum product pipelines. While the
Department believes that most oil pipelines can be safely
deregulated, it believes that there are at least five, and
perhaps as many as eleven, pipelines with-significant market
power that should remain regulated.

In May 1984, the Department released a Preliminary Report
on competition in the oil :pipeline indﬁstry. 1/ On July 16,

1984, the Department placed a notice in the Federal Register

soliciting comments on its Preliminary Report. This Report
reflects the Department's consideration of comments from
industry representatives and other interested parties.

This Executive Summary discusses the factors that the
Department takes into account in assessing the need for
continued federal regulation of oil pipelines. It closes by
listing those o0il pipelines that the Department believes should
continue to be regulated, and those pipelines that are "“too

close to call" at this time. The Department supports the

1/ U.S. Department of Justice, Competition in the 0il Plpe11ne
Indust;y A Preliminary Report (May 1984).
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elimination of federal regulation of éil pipelines not falling
within these two categories. The Report does not discuss the
Trans Alaska Pipeline System (TAPS) which the Department
maintains should remain federally regulated. Furthermore, the
Report does not address the questions of whether existing state °

regulation of oil pipelines should be modified or eliminated.

II. DISCUSSION

A. Economic Characteristics of 0Oil Pipelines

While many oil pipelines face competition, pipelines
nevertheless exhibit three economic characteristics that can
result in market power. A deregulation recommendation for any
pipeline requires a careful study of how these characteristics
affect competition in markets the pipeline. serves. First, oil
pipelines are a highly efficient mode forllong distance
transportation of petroleum. - Only water transportation,
particularly ocean~going tankers, can rival the efficiency of
0il pipelihes, and water transportation is not available in
many locations. Second, oil pipelines feature economies of
scale over a large range of throughput volume. Some costs,
such as those for right-of-way and .communications equipment,
are invariant to pipeline throughput. Steel pipe costs and
power costs also exhibit economies of scale.. The friction
within a pipeline and the cost of pipe are roughly proportional

to the diameter of the pipeline, while its throughéut volume is
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roughly proportional to the square of its diameter. Thus, the
per barrel cost of pipeline transportation tends to fall with
increased output, giving oil pipelines the economic charac-
teristic of a natural monopoly. Third, unlike other modes of
transportation, oil pipelines are not mobile. Thus, oil
pipelines are not an example of an industry that, due to "hit
and run entry." can perform competitively even in highly

concentrated markets.

B. 0il Pipeline Markets

This Repért considers four types of o0il pipeline markets.
An individual oil pipeline segment almost always specializes in
either crude o0il or ;efinéd petrcleum products, and switching
from one to the otﬁer is very costly. Thus, there are two types
§f pipelines--crude pipelines and products pipelines--and each
operates in two types of markets--origin markets, upstream, and
destination markets, downstream.- In origin markets, the poten-
tial competitive concern is the exercise of monopsony power.
In destination mérkets, the potential competitive concern is the
exercise of monopoly power downstream. The study thus focuses
on four types of markets: crude origin, crude destination,

product origin, -and product destination.

C. Competition Faced by 0il Pipelines

Despite their natural monopoly characteristics, oil pipe-

lines face significant competition-in most markets. New oil
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pipelines are sometimes constructed to compete with existing
pipelines in response to changes in regional patterns of supply
and demand. Oil pipelines face competition in_port areas from
river barges and ocean-going tankers. In crude origin markets,
crude pipelines may also compete with local refineries. 1In
crude destination markets, crude pipelines may compete with
local crude producers. Likewise, in product origin markets,
product pipelines may compete with local marketers of petroleum
products, while, in product destination markets, product

pipelines may compete with local refineries.

D. The Measurement of Pipeline Market Power

The Department views a pipeline's potential for the
exercise of market power to be indicated by the number and size
distribution of firms in markets in which the pipeline
operates. In each market, this is measured by the
Herfindahl-Hirschman Index ("HHI") of market concentration,
which is calculated by summing the squares of the market shares
of.ail firms in the market. The social costs of regulatidn'
must be balanced in each market against the potential social
losses from the exercise of market power. Since the direct
costs of requlation as well as the indirect costs in the form
of resource allocation distortions are likely to be invariant
to the degree of market concentration, while the potential
losses from the exercise of market power incréase with the

degree of concentration, the Department recommends that only



those pipelines competing in highly concentrated markets
warrant continued regulation. The potential social losses from
exploitation of market power in less concentrated markets are
too small to justify continued regulatory costs. |
- For:the purpose of pipeline deregulation, the Department
has chosen a minimum HHI threshold of 2500 as a test of whether
an<uﬁregulated market could cause market power problems. An
HHI of 2500 would be found, for example, in a market composed
of 4 equally sized firms. For purposes of the Report, if the
HHI is less than or equal to 2500, the market is considered
sufficiently competitive for deregulation. For example, if a
product destination market cénsists of 5, equally sized,
independent pipelines, its HHI is 2000. Assuming that none of
thege pipelines poses problems in other destination or origin
markets, the Department would recommend deregulation of all S
pipelines. On the other hand, if the HHI in a market exceeds_
2500, it-is-tentatively designated a "high-risk" market,
suggesting a strong likelihood of noncompetitive behavior in
thaé market 1in the event of de?equlafion of all the pipéiines
serving it. This tentative designation may be changed if other

offsetting considerations so indicate.

E. Geographic Scope of Markets

The methodology used by the Department to define markets is

found in the Department of Justice's Merger Guidelines. For

the purposés of organizing capacity data, however, the Report
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uses 181 Economic Areas or "BEAs" defined by the Bureau of
Economic Analysis of the U.S. Department of Commerce. While
BEAs may be only rough approximations of true geographic market
boundaries, the BEA concentration figures nonetheless serve as
useful’ indicators of market concentration. 1In cases where BEAs
are unsuitable for use as geographic markets, the Department
has reconsidered the scope of the relevant markets in order to

analyze properly the competitive situation in such markets.

F. Factors That Indicate Insufficient Market Power

Market concentration is not the sole indicator of market
power. Even if a market is highly concentrated, as indicated
by a HHI in excess of 2500, other factors may eliminate
concerns from derequlation of that pipeline. One such factor
is the presence of a pipeline in a concentrated market
coincidently with a rival, regulated pipeline having excess
capacity. In such a circumstance, an effective price ceiling
will be sustained at the allowed tariff of the regulated
pipeline and regulating small rivalsnpipelines in the same'
market is unnecessary.

The presence of port facilities in the market may also
‘indicate a more competitive market than the HHI alone would
suggest. The key question is whether the concentrated market
is served by a port that can easily expand its petroleum
traffic. If so, the threat of expansion of water transport
could be: expected to check any increase in pipeline tariffs

after deregulation.
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G. Pipelines, Not Markets, Should be Derequlated

The factors outlined above determine whether or not a
market is "high-risk."” However, pipelines, and not markets,
are the appropriate entities for requlation or deregulation.
Market-by-market derequlation does not appear to be a practical
or cost effective policy due to the necessity and difficulty of
allocating a pipeline’'s costs over its several markets. Thus,
the Department's recommendations are on a pipeline-by-pipeline
basis, rather than on a market-by-market basis.

A pipeline company may own several unconnected systems in
various sections of the country. Currently, the Federal Energy
Regulatory Commission ("FERC") requlates oil pipelines on a
pipeline company basis, not on a pipeline basis. "Thus, the
FERC currently allows a pipeline company to combine all of its
systems in ascertaining whether its overall rate of return is-
reasonable. 2/ The Report contains a new definition of
“pipeline" for dereguiation purposes. The definition separates
all crude pipelines from refined product pipelines. It also
separates a bipeliné e;mpaﬁy into a number of individual éom-
ponent pipelines, subject to the provision that no cbmponent

pipeline supplies, or is supplied by, another component

2/ In Opinion No. 154, FERC held that it would regulate on the
basis of pipeline systems not companies; if a company owned a
pipeline in the midwest and another in California, the two
systems would be separately regulated. Williams Pipe Line
Company., 21 FERC (CCH) ¢ 61,260 (1982).

xiii



pipeline. This provision, like the decision not to deregulate
on a market-by-market basis, is designed to eliminate the need
to perform the all but impossible cost-allocations that would

be required to effect company-by-company deregulation.

H. Derequlation of New 0il Pipelines

The Report recommends that newly built crude oil pipelines
not be federally regulated. As explained in greater detail in
the Report, regulation is not needed to prevent economically
inefficient behavior by new crude pipelines. In addition,
there exist strong positive justifications for deregulating new
product pipeline§ as well.

At the time that construction of a new pipeline first
becomes economically feasible, it 1is reasonable to assume that
there will be a large number of firms capable of building the
pipeline, ﬁhus ensuring coméetitive conditions at this time.

If contracts or joint venture agreements can freely be entered
into between these competitive potential builders and their
potential customers before the.pipelﬁne is built, then Ehe
existence of numerous potential pipeline builders will be
sufficient to yield competitive, soclially optimal results after
the bipeline is built. 1In contrast, the anticipation of
requlation of new oll pipelines could distort this private
contracting process and thereby produce inefficient, socilally
undesirable investment and pricing decisions. Since the

potential for efficient private contracting appears to be high
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for new crude pipelines, and since the regulation of new crude
pipelines in particular can impose significant and costly
resource allocation distortions, the Department has concluded
that new crude oil pipeline should not be federally regulated.
In addition, while the case for deregulating all new product
pipeline is not as strong as for new crude pipelines, the
Department believes that, on balance, deregulation of new

product pipelines would also be advisable.

J. Individual Pipeline-Analyses and Recommendations

A major portion of this Report is devoted to the competitive
analysis of individual crude and product oil pipelines in the
contiguous United States.:

The Department has not identified any crude pipeline that
presents a clear case for continued federal regulation. In most
instances,'thebst:uctures of the markets in which the individual
crude pipelines operate dd not appear to raise serious concerns.
In addition, there are theoretical considerations that tend to
lessen the need for continued federal regulation for crude
pipelines. Accordingly, the Department recommends that all
existing crude oil pipelines in the contiguous United.States be
deregulated.

The Department recommends continued requlation for five
product lines: Colonial, Williams, Chevron (Salt Lake-
Spokane), Southern Pacific, and Calnev. The discussion also

addresses six other product lines for which the Department



currently lacks a fully adequate basis on which to predicate
any recommendation: Wyco, Badger, Yellowstone, West Shore,
Kaneb, and Texas Eastern. Furthermore, at this time the
Department does not make any recommendations with respect to
any liquefied petroleum gas (LPG), natural gas liquids (NGL),
and anhydrous ammonia pipelines. These pipelines are not
analyzed in this Report. The Department supports the prompt
deregulation of all other o0il pipelines currently subject to

federal regulation.
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I. INTRODUCTION"

This Report examines the state of competition in the
federally requlated oil pipeline industry in the contiguous
United States. 1/ For many years, the Départment of Justice
has believed that regulation is necessary for some, but not
all, interstate oil pipelines. In commenting on recent
proposals to deregulate the industry. the Department has stated
that only those pipelines the regulation of which can increase
economic efficiency should continue to be regulated.

Regulation should be retained only where its benefits outweigh
its costs. 2/ The continued.regulation of any pipeline is
warranted only ifvit possesses significant market power and, if
deregulated, is likely to!impose social costs in excess of
regulatory costs, since only then can regulation confer any
benefit. This Report outlines both a methodology for assessing
the need for continued federal regulation of oil pipelines and
the results obtained from applying that methodology to oil

pipeline market data. It concludes by recommending the

elimination of federal regulation of all existing crude oil

1/ These o0il pipelines are currently regulated with respect
-both to rates and- to access obligations by the Federal Energy
Regulatory Commission (FERC).

2/ Statement of William F. Baxter, Assistant Attorney General,
Antitrust Division, U:S. Department of Justice, Concerning S.
1626, Department of Energy Organization Act Amendments of 1981,
Before the Subcomm. on Energy Requlation of the Senate Comm. on
Energy Requlation and Natural Resources, 97th Cong., 2d Sess.
1-2 (May 21, 1982).



pipelihes and a substantial number of 0il product pipelines.
The Report concludes that five product pipelines should remain
subject to federal requlation, while six other product
pipelines remain “too close to call" at this time. Nothing in
this Report anticipétes the elimination of tariff regqulation
currently exercised by individual states.

This Report was .undertaken due to a commitment to Congress
by';he Department to conduct a study to‘identify those inter-
state oil pipelines that should remain federally regulated. 3/
In May 1984, the Department released a Preliminary Report on
competition in the oil pipeline industry. 4/ The Preliminary
Report outlined the methodology by which the Department proposed
to identify candidate pipelines for continued regulation. The
Preliminary Report also presented the data the Department pro-
posed to use in its analysis. On July 16, 1984, the Department
placed a notice in the Federal Register soliciting comments oh
its methodology and its data base.

In mid-October 1984, the Department received public comment
on the Preliminary Report from interested parties, predﬁQinantly
from the oil.pipeline industry. The most frequent industry
comments on methodology regarded the validity of BEA Economic

Areas as preliminary geographic markets; the use of throughput

3/ Baxter, Suprd note 2.

4/ U.S. Department of Justice, Competition in the Oil Pipeline
Industry: A Preliminary Report (May 1984), "Preliminary
Report."




capacity, rather than on-take and off-take capacity; and the

HHI threshold value of 2500. While in some cases the industry's
comments on methodology were valid, they did not provide any
arguments that the Department had not already anticipated in
the Preliminary Report. In addition, with a few notable
exceptions, such as submissions by Sun and Buckeye, 5/ the
industry did not provide helpful comments regarding the
Department's data basé.

"Chapter II discusses the economic principles underlying
the Department's study. It describes the economic welfare
criterion used by the Department to evaluate pipeline deregu-
lation and explains why pipeline regulation can sometimes
enhance economic welfare“

Chapter III of the Reéort describes the methodology the
Department has used to analyze competition in pipeline markets
and to examine the need for continued regulation of individual
pipelines. It discusses the primary criterion used initially
to indicate market power--market concentration. It then
discusses various factors that may indicate the absence' of
significant market power, despite a high degree of market
cﬁncentration. Finally, Chapter III explains why regulation
may not always be able effectively to restrain the exercise of

such market power as a pipeline does have. Deregulation is

5/ Sun Pipe Line Company Comments, cover letter by John A.
Ladner, Chief Counsel, October 11, 1984; Buckeye Pipeline
Company comments, cover letter by Donald R. Merriman,
President, October 11, 1984.



justified when effective regulation is impossible.

Chapter IV discusses the issue of the proper unit for
regulation. The Department maintains that the appropriate unit
is a fully interconnected pipeline system owned by the same
person, not a pipeline company nor ar: individual pipeline
market. Chapter V discusses the data that the Department has
used to analyze the need for regulation of individual pipelines.

Chapter VI contains deregulation analyses for existing
individual pipelines and presents the Department's
recommendations. First, it discusses five product pipelines
recommended.for continued federal regulation. Second, it
discusses six product pipelines for which no recommendation is
being made at this time. Finally, it discusses some pipelines
that are recommended for deregulation. The lines in all three
of these categories were selected for discussion because a
preliminary structural screen indicated that a ﬁore detailed
investigation-was warranted. At this tiﬁe, the Department does
not make any recommendations with respect to any liquefied
‘petroleum gas (LPG),.naturallgas liquids (NGL), - and anhydrous
ammonia pipelines. Thesé pipelines are not analyzed in this
Report. |

Chapter VII recommends that newly built crude.oil pipelines
not be subject to federal .requlation and explains why regula-
tion is not needed to prevent economically inefficient behavior
by new crude oil pipelines. Chapter VII also explains that
there_are strong justifications for not regulating new préducts

pipelines as well.



II. ECONOMIC PRINCIPLES UNDERLYING THE REPORT

A. Important Characteristics of 0il Pipelines

There are two types of oil pipelines--crude oil pipelines
and petroleum product pipelines. 6/ Crude oil pipelines
transport'crude oil from producing fields or port terminals to
0il refineries. Petroleum product pipelines transport certain
petroleum products (motor gasoline, jet fuel, kerosene, diesel
fuel, and distillate heating oil) from oil refineries or port
terminals to product terminals located throughout the country.

Several characteristics of oil pipelines must be taken into
account when considering deregulation. .First, pipelines are a
highly efficient means of transportation. For the movement of
large volumes of either c}ude 0il or petroleum products over
long distances, the per-unit cost of transportation by pipe-
lines.is much lower than by truck or rail. 7/ Only water

transportation can compete with pipelines over long distances,

6/ For a detailed description of the oil pipeline. industry,
see G. Wolbert, U.S. 0il Pipe Lines 1-158 (1979). For a
concise discussion of the economic characteristics of oil
pipelines, see J. Hansen, Competitive Aspects of the United
States Petroleum Pipeline Industry (1980) (unpublished Ph.D.
dissertation, Yale University), reprinted in 0il Pipeline
Derequlation: Hearings . on H.R..4488 and H.R. 6815 Before the
Subcomm. on Fossil and Synthetic Fuels of the House. Comm. on
Energy and Commerce., 97th Cong:, 2d Sess. 229 (1983)
(hereinafter cited as 1982 House Hearings). The Hansen study
has been revised and published as ' U.S. 0il Pipeline Markets
(1983). '

7/ See, e.g., Wolbert, supra note 6, at 132-135, 481, Hansen
in 1982 House Hearings, supra note 6, at 266-69.




and water transportation is unavailable in many locations. 8/
Hence, competition from other transportation modes will not
necessarily produce competitive results in petroleum markets.
Actual or potential intermodal competition must therefore be
examined on a market-by-market basis.

Second, oil pipelines exhibit significént economies of
scale; that is, the average cost per-barrel of throughput of
constructing and operating a pipeline declines significantly as
thé pipeline's throughput is increased. 39/ The per-mile cost
of constructing a pipeline varies roughly with its circum-
ference, equal to 3.1416 times twice the radius, whiie the
capacity of a pipeline varies roughly with the érea of its
cross-section, equal to 3.1416 times the square of the radius.
Thus, as a pipeline's radius is increased, its construction
costs rise roughly in the same proportion, thle its capacity
rises roughly in pfoportion to the square of the radius. In
addition, the average, per-barrel operating costs of a pipelihe
with any given diameter fall with increased throughput over a
'significant range. The decline of petroieum consumption since

1978 suggests that existing pipelines typically may_be

8/ One commentator has argued that water transportation is
often less efficient than pipeline transportation and in many
cases competes with: pipelines only because pipeline rate
regulation has been lax. See National Economic Research
Associates, Inc., Competition in QOil Pipeline Markets: A
Structural Analysis 65-76 (April 1983) (hereinafter cited as
NERA Study).

9/ Wolbert, supra note 6, at 98-100.



operating at throughput levels within this range and therefore
may exhibit economies of scale at current throughput levels.
These economies of scale imply that one pipeline usually can
transport .any given volume between any two points at a
significantly lower cost than can two smaller ones. 10/
Economies of scale generally make it very difficult for a
new pipeline to enter into competition with an existing pipe-
line in any origin or destination market. If the new pipeline
weré designed to transport a substantially smaller volume than
the existing pipeline, it would suffer a substantial cost
disadvantage per unit transported. The larger scale entry
necessary to eliminate this cost disadvantage would not, in
most cases, be appealing to potential entrants. Absent
substantial growth in demand, large-scale entry in the presence
of economies of scale would create sﬁbstantial excess capacity,
thus raising average costs, or would depréss the market price,
or do both, making entry unprofitable. Entry into a market
occupied by a single pipeline is feasible only if growth in
demand provides room for a second efficient-sized pipeline. 1In
the past, growth in demand has been responsible for multiple
pipelines serving some markets, but it is unlikely to be an
-important force in the future. -Thus, scale economies alone

suggest that the entry of new pipelines cannot be relied upon

10/ There are, of course, limits to these economies of scale:
various factors militate against the manufacture and use of
pipe more than four or five feet in diameter.



to deconcentrate particular markets énd check the exercise of
market power. |

Third, oil pipelines are immobile. Once in place, a
pipeline cannot he adjusted readily to shifting sources of
supply or to changing-markets. 11/ Thus, the sort of
hit-and-run entry of rival suppliers that may be possible in
some industries is not possible in the pipeline industry.
Where hit-and-run entry is possible, the mere threat of rival
enfry may lead a market to perform competitively even if there
are very few actual sellers in the market at any one time. 12/
Because hit-and-run entry by a pipeline is unrealistic, com-
petitive performance in a concentrated petroleum transportation
market served only by pipelines is unlikely. In these markets,
deregulation would likely have adverse effects on competitive
performance. On the other hand, deregulation of pipelines in
concentrated petroleum markets may be justified if éompeting
water transportation can -be expanded at constant unit costs.
If that is the case, any effort to elevate the price of
transpoftation.will'be cﬁecked by the ability of shippers to

switch to water transportation.

1/ Wolbert, supra note 6, at 93-94.

/ W. Baumol; J. Panzar & R. Willig, Contestable Markets and
e

12
the Theory of Industry Structure (1982).




B. Pipeline'Market Power

In o0il pipelines, as in other industries, market power
arises from an ability to control supply or demand in a
;elevant market. 13/ A pipeline may have monopsony market
power in an upstream market from which it originates shipments
("origin markets"), monopoly market power in a downstream
market to which it delivers ("destination markets"), or both.
For a deregulated pipeline with monopoly market power
downstream, an increase in its transportation charge would
.restrict the supply of products or crude oil downstream and
drive up priées in the relevant downstream markXet. Similarly,
a deregulated pipeline with monopsony market power upstream
would be in a position profitably to restrict the access of
shippers of products or crude oil upstream. Some supplier(s)
generally would be willing to supply this lesser quantity of
products or crude oil demanded at a lower érice. Again, the
pipeline would increase the transportation charge, in this
case, to ca?ture upstream profits from crude oil producérs or

refiners.

13/ The Department has previously stated the conditions under
which a pipeline would have market power. See Testimony of
John H. Shenefield, Assistant Attorney General, Antitrust
Division, U.S. Department of Justice, Before the Subcomm. on
Antitrust and Monopoly of the Senate Comm. on the Judiciary,
9sth Cong., 2d Sess. (June 28, 1978), reprinted in E. Mitchell,
ed., 0il Pipelines and Public Policy: Analysis of Proposals
for Industry Reform and Reorganization 191 (1979); Donald L.
Flexner, Deputy Assistant Attorney General, Antitrust Division,
U.S. Department of Justice, "Oil Pipelines: The Case for
Divestiture," in Mitchell, supra, at 3.




A deregulated pipeline may exercise market power in markets
with any of three types of structure. First, if the pipeline
is the only supplier of petroleum to a particular destination
market and if, as it is generally held, there are no good
substitutes for petroleum, then the pipeline would be a
monopolist. As a monopolist, the pipeline would be free to
restrict output and increase its prices to maximize its
profits, and the resulting petroleum price could significantly
exceed the current level. Second, if the pipeline were not a
monopclist, but ‘nevertheless the dominant supplier of petroleum
to the market, the result could be similar, though less
severe. If pipelines at the fringe of the market or other
tfansportation suppliers were unable to expand throughput or
capacity at the current ﬁarket price, then the deregulated
dominant pipeline would act as a monopolist with respect to the
portion of the market that the fringe or other firms could not
economicaily supply. Third, if there were only a few large
suppliers to a particular destination market, it 1is likely that
the dereéulated pipeline(s).would charge higher prices and
transport. smaller quantities than at present, either because
the few suppliers would collude to raise prices or because each

recognizes that it may unilaterally raise prices. 14/

14/ "Blthough the foregoing paragraph is expressed only 1in
terms of destination markets, market power also can be
exercised in origin markets with the same types of structure.

FOOTNOTE CONTINUED
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C. The Economic Welfare Criterion

The exercise of pipeline market power and, alternatively,
i1ts regulation have both efficiency effects and distributive
effects. The sole criterion by which the Department evaluates
oil pipeline deregulation in this Report is its efficiency
effects. Excessive pipeline tariffé cause a misallocation of
resources through inefficient reductions in petroleum product
consgﬁption, crude oil production, and refinery utilization.
These inefficiencies represent a loss of -economic welfare to
society.

Excessive pipeline tariffs also have distributive effects,
however, in that they generate a transfer of income from oil
producers, refiners, and/or consumers to the stockholders of
pipeline companies. For example, suppose City A is supplied
with refined petroleum product from refineries in City B, and
that there are two means of transportation currently being used
to transport that product from B to A--a product pipeline with
fixed capacity and a water route accommodatiqg competitive
water transportation. If the water transportation can easily

expand at constant unit cost and the regulated pipeline tariff

14/ FOOTNOTE CONTINUED

For example, a pipeline that is the only source of
transportation (or consumption). in- an origin market could
restrict the demand upstream and thereby depress the purchase
price of petroleum in the origin market; it could then raise
its own tariff to capture the margin created between upstream
and downstream petroleum prices.

-11-



is below the competitive water tariff, derequlation of the
pipeline will allow it to raise its tariff to--but no higher
than--the price of water transport. This tariff increase will
not alter the amount of product being transported by the
pipeline, the amount transported by water, or the final price
of product in City A. While deregulation does not in this
instance increase the economic welfare of society, it could
cause a redistribution of income from the individuals or firms
with rights to ship on the pipeline at the regulated rates to
the stockholders of the pipeline. 15/ The Department's
analysis of pipeline deregulation does not consider such purely
distributive effects.

This Report evaluates the welfare effects of pipeline
deregulation with reference to a competitive threshold below
which the free market is presumed to set tariffs more
efficiently than does regulation. When market concentration as
measured by the Herfiﬁdahl—Hirschman Index ("HHI") is above
this threshold, the Department believes unregulated market
forces cannot be relied upon to pfoduce compet{tive résults.
The current regulatory alternative to un;egulated market
determination of prices is quite fluid, with progress

continuing toward more efficient cost—-of=service.requlatory

15/ This assumes the rents flowing to the preferred-access
shippers are not dissipated by competition among them for
pipeline access. If this assumption did not hold, then
deregulation in this example clearly would increase welfare.
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methodology. 16/ Therefore, the Department's recommendations
for pipeline deregulation have been developed on the assumption

that the regulatory alternative will become more efficient than

it has been in the past. 17/

16/ The Department has accordingly been involved for several
years in a .program of pipeline. rate reform advocacy at the
Federal Energy Regulatory Commission ("FERC") and in the

. courts.

17/ Recent actions by the courts..and the FERC substantially
increase the likelihood that a cost-based method of regulation
will be imposed upon the entire interstate petroleum pipeline
industry in the future. . See Willi.ms Pipe Line Company.
Opinion No. 154-B, 31 FERC (CCH) ¢ 61,377 (1985).
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III. ASSESSING THE DEGREE.OF PIPELINE MARKET POWER
AND THE RATIONALE FOR PIPELINE REGULATION

In order to assess the degree to which a particular
pipeline possesses market power, it 1is necessary first to
define its relevant origin and destination markets and to
examine the structure of competition in them. The basic
principles that the Department uses to delineate market
boundéries (both produc; and geographic) are set forth in

detail in its Merger Guidelines. 18/ Applying these principles

to oil pipelines, the relevant markets can be delineated by
considering, with respect to each in a series of groups of
products and geographic areas of increasing size, whether a
significant price incqease would be profitable for a
hypothetical monopolist offthose products in that area. 19/
The smallest group of products and geographic area in which a

significant price increase would be profitable is the relevant

market. 20/

18/ 2 Trade Reg. Rep. (CCH) YY 4490-95.

19/ For origin markets, the relevant test is whether a
significant price decrease is profitable for a hypothetical
monopsonist in the area.

20/ Merger Guidelines ¥ 4492; see Werden, “Market Delineation
and the Justice Department's Merger Guidelines," 1983 Duke Law
Journal 514, 531-34. .
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A. Competitors in the Relevant Markets

There are four types of relevant markets: crude
destination markets, crude origin markets, product destination
et ™
.markets, and product origin markets. 21/ Crude oil delivered

s

by pipeline competes with all other crude oil at its

destination 22/ regardless of whether it was imported into the
area or produced locally. The competitors in crude destination
markets therefore include both the pipelines and water
transportation facilities that import crude, as well as any
local crude production facilities. 23/ The crude oil in an
area may either be exported out of the area or consumed, i.e.,
refined, in the area. A pipeline transporting crude oil out of
an area therefore competes with local crude refineries 24/ as
well as with other crude transportation facilities, whether

pipelines or water facilities.

-

21/ This four—-market approach is similar to that taken in
previous studies of oil pipeline competition. See Hansen,

supra note 6; NERA Study, supra note 8; and E. Mitchell; "A
Study of 0il Pipeline Competition"” (April 1982), reprinted in
1982 House Hearings, supra note 6, 138.

22/ For the purpose of this Report, all crude oil 1is assumed
to be chemically identical.

23/ Product pipelines and product water facilities may in some
cases also compete in crude destination markets. See infra
text accompanying note 30. '

24/ The input capac1ty of the refineries may be limited by the
throughput capacities of outbound product pipelines.
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Just as local crude production is a source of competition
in crude destination markets, local product production, i.e.,
refining, is a source of competition in product destination
markets. Thus, the competitors in product destination markets
include pipelines and water transvortation facilities that
import petroleum products plus local refineries that produce
petroleum products. 25/ Local consumption is an alternative to
outbound transportation in product origin, as in crude origin,
marﬁets. In product origin markets, the relevant consumers are
marketers or end users. Thus. the competitors ih product
origin markets include pipelines and water transvortation
facilities that exporf petroleum products, plus local
distributors of petroleum products. 26/

The only transpo:tatién mode that can compete with
pipelines for long-distance shipments is water transportatipn.
Rail and truck transportation are significantly less efficient
than pipelines, barges, and tankers in the transportation of
petroleum over long‘distances. 27/ The markets analyzed in
~.this Report are sufficiently large.and the distance therefore
required for inter-market shipments sufficiently long that

railroads and trucks will not handle a significant proportion

25/ The output capacity of the refineries may be limited by
the throughput capacities of inbound crude pipelines.

26/ Crude pipelines and crude water facilities may also
compete in some product origin markets. See infra text
accompanying note 30.

27/ Wolbert, supra note 6, at 132-135, 481.
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of market volume. 28/ Stated differently, most shipments via
railroad and trucks are intra-market shipments, which have
already béen transported inter-market by pipeline or water
transportation or which are locally produced or consumed. i
Thus, rail and truck facilities are excluded from the analysis
of relevant competitors. 29/

Crude pipelines participate in crude origin and destination
markets, and product pipelines participate in product origin
and destination markets. The exercise of pipeline market power
can result in (lf the reduction of crude production in crude
origin markets, (2) the reduction of refinery utilization in
crude destination and product origin markets, and (3) the
reduction of petroleum consumption in product destination
markets. |

A crude pipeline's market power in crude destination markets
may also be felt in product markets. Suppose a monopoly crude
pipeline supplies a réfinery sector that competes in its local
market with numerous product.pipelines. 1If the crude pipeline
is deregulated, it may be: able to force a socially inefficient

reduction of refinery output in that local market. 390/

N

28/ See infra text accompanying notes 32-34.

29/ Hansen also excludes railroads and trucks. See Hansen in
1982 House Hearings, supra note 6, at 264-66.

30/ The crude pipeline may be able to raise short-run tariffs
to refiners facing competition from product pipelines without
forcing refinery shutdowns if the market price of products
exceeds the refiners' minimum average variable cost.
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In markets where there are numerous competing product
pipelines, however, this reduction of refinery output may not
raise product prices. Here, the deregulated crude pipeline
will have exercised market power in .the crude destination
market, but will not affect prices *in local product destination
markets. If, however, there were no pipelines or water
facilities competing in the importation of product, then the
crude pipeline's market power would extend to the product
deséinatian market, resulting in higher market prices for
petroleum products. In a similar fashion, a product pipeline's
- market power in product origin markets may or may not extend to
crude origin markets.

Because this Report addresses the cOmpetitioh faced by oil
pipelines, rather than competition in the transportation of
petroleum generally, it considers only those petroleum-based
commodities that can be transported via petroleum pipelines.

In addition to crude o0il, these consist of gasoline, jet fuel,
kerosene, diesel fuel, and distillate heating oi}. Residual
‘fuel, coke, andaasphalf-;re-not»pipelineable products. 31/
Similarly, this Report does not attempt to account for any

competitive limitations on 0il pipeline market power due to

31/ Other studies have seriously overestimated the
significance .of intermodal competition by failing to exclude
such products. For example; Mitchell cites AOPL statistics
which include these heavy refined ‘products in their
transportation figures. See-Mitchell, supra note 21, at 21,
reprinted in 1982 House Hearings, supra note 6, at 158.
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competition in the short-run from alternative fuels such as
natural gas and LPG, or from pipelines transporting commodities
such as natural gas, LPG, and ammonia. Nor does the Report
attempt to account for the potential competition, if any, from
the possible entry of new pipelines or refineries. ~ In these
respects, the Report may therefore tend to underestimate the
competitiveness of the transportation markets in which

pipelines compete.

B. Geographic Scope of Markets

The starting points for relevant market analysis in this
Report are the 181 Economic Areas ("BEAs") into which the
Bureau of Economic Analysis of the U.S. Department of Commerce.
has divided the contiguous United States. 32/ BEAs are
intended by the Department of Commerce to represent actual
areas of economic activity. - Each BEA has, at its center, a
major city which is the traditional hub of eéonomic activity
for the entire BEA. For the purposes of this study, a BEA
serves as -a -basis-for organizing?tﬁe-data on:pipelines and

other competing facilities and computing concentration indices.

To the extent that BEAs are rough approximations of markets,

32/ U.S. Department of Commerce, Bureau of Economic Analysis,
1980 OBERS BEA Regional Projections, Vol. 2, Economic Areas 189
(July 1981). BEAs have been used to partition geographic areas
‘in previous studies of petroleum .transportation. See NERA
Study, supra note 8, at 120; Secretary of Transportation and
Secretary of Energy., National Energy Transportatien Study, A
Preliminary Report to the President (July 1980). -
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the resulting concentration indices are rough indicators of
market concentration, one of several criteria used to evaluate
the need for continued regulation. A map showing the current
delineation of BEAs is set out on the adjacent page.

BEAs reasonably approximate-the geographic scope of
pipeline markets because they are approximately the maximum
areas that can be viably served by the.highly competitive
trucking sector. The area of the average BEA in the contiguous
statés is 16,376 square miles, equivalent to that of a circle
with a radius of 72 miles or a square with side-~length equal to
128 miles. Most trips by petroleum tank trucks are within a
50-mile radius of their origin. 33/ In addition to being of a
suitable size, BEAs are centered around major cities, and both
consumption of oil producté and refining capacity a