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UNITED STATES OF AMERICA
FEDERAL ENERGY REGULATORY COMMISSION

Before Commissoners: Pat Wood, 111, Chairman;
William L. Massey, and Nora Mead Brownell.

Shell Pipeline Company L.P. Docket No. OR02-10-000

ORDER ON APPLICATION FOR MARKET POWER DETERMINATION
AND ESTABLISHING HEARING PROCEDURES

(Issued May 23, 2003)

1. On duly 9, 2002, Shell Pipeline Company LP (Shdll) filed an gpplication for a
market power determination pursuant to 18 C.F.R. 8§ 348.1. Shell seeks permission to
implement market-based rates for trangportation of petroleum products from tw markets
(St. Louis, MO and Chicago, IL) and to six destination markets (Champaign, IL; Chicago,
IL; Evansville, IN; Indiangpalis, IN; St. Louis, MO; and Toledo, OH). The Commission
finds that Shell lacks sgnificant market power in its Chicago origin market and

in its Champaign destination market. The Commission will establish a hearing to determine
Shell's ahility to exercise market power in the &t. Louis origin market, and the Chicago,
Evansville, Indianapolis, St. Louis and Toledo destination markets. The Commission aso
denies Shdll's petition for waiver of the requirements of 18 C.F.R. 8§ 342.2 to permit it
to establish initial rates on the 2Rivers Pipeline under the market-based rate methodology.
Thisorder isin the public interest because it will enable transportation rates to reflect
changing competitive conditions in markets where Shell lacks market power and alow
further review in those markets where it isinconcusive whether Shell lacks sgnificant
market power.

Background

2. Shell requests market-based rate authority for origins and destinations on three
inter-market, relatively long-haul petroleum products pipdines which transport motor

1Section 342.2 of the Commission's regulations provides that an ail pipeline must
judify aninitid rate by filing cost, revenue and throughput data or filing an affidavit sating
that the rate is agreed to by at least one non-affiliated shipper.
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gasoling, didtillates and jet fuel in the Midwest. The 14-inch Northline operates between
Wood River, IL and Des Flaines, IL, and makes ddiveriesto terminds in the Champaign
and Chicago markets. The 12-inch Eastline operates between Wood River, IL and Lima,
OH, and makes deliveries to terminds in the Champaign, Indiangpolis and Toledo markets.
The 12 inch 2Rivers Pipdine, running from Wood River, IL to Robinson, IL and Mount
Vernon, IN, is currently under congtruction and will make ddiveriesto termindsin
Evansville. Shell so seeks market-based rates for itsintramarket 6 inch St. Louis line that

trangports product within the St. Louis BEA market from Wood River, IL to St. Louis, MO.

Ingtant Filing

3. Shell seeks adeclaration that it lacks significant market power in two BEA? origin
markets and Sx BEA degtination markets. Section 348.1 of the Commission's regulations
requires an oil pipdine seeking a market power determination in order to charge market-
based ratesto: (1) define the relevant geographic and product markets, including both
destination and origin markets; (2) identify the competitive dternatives for shippers,
including potential competition and other competition congraining the pipdin€gs ability to
exercise market power; and (3) compute the market concentration and other market power
measures based on the information provided about competitive dternatives.

4, Shell defines the rlevant product market as refined petroleum products congsting
of motor gasoline, didtillates, and jet fudl. Shell Sates that its relevant origin markets are
the Chicago and St. Louis BEAs and the relevant destination markets are the Champaign,
Chicago, Indiangpalis, Evansville, St. Louis and Toledo BEAs. Shell concludes that the
appropriate garting point for determining the geographic destination markets should be the
BEA surrounding the ddlivery locations served by Shdll. Shell satesits concluson is
supported by the fact that BEAS generaly represent areas of economic activity and that the
Commission has endorsed BEAs generdly in the past, but dso by the Commisson's
specific determination that BEAS were appropriate in Buckeye, which involved a number of
the same markets served by Shell.® Shell dso usesthe BEA asits origin market definition.

2Each BEA is an "Economic Ared' defined by the Bureau of Economic Andysis of
the U.S. Department of Commerce. These areas were redefined in 1995 to reflect more
current commuting and trading petterns.

3Citim, Buckeye Pipe Line Company, Opinion No. 360, 53 FERC 161,473 at

62,665-66 and n. 42 (1988), order on reh'g, Opinion No. 360-A, 55 FERC 61,084 (1991)

(Buckeye).
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5. For each destination BEA market, Shell computed a Herfindahl-Hirschman Index
(HHI)* using the Commission's Capacity Based Method® and the Department of Justice
(DOJ) Method.® In addition, Shell computed these HHI measurements to reflect externd
suppliers within 75 and 100 miles of the BEA. Shell also computed the excess capacity” in
each destination market and Shell's market share percentage. For itstwo origin markets,

“HHI messures the likelihood of apipeline exerting market power in concert with
other sources of supply. An HHI is derived by squaring the market shares of dl the firms
competing in a particular geographic market and adding them together. The HHI can range
from just above zero, where there are avery large number of smal competitorsin the
market, to 10000, where the market is served by a single monopolist. A high HHI indicates
sgnificant concentration. This meansthat a pipeline is more likely to be able to exercise
market power ether unilaterdly or through colluson with rivd firmsin the market.

SThe capacity-based method measures the effective capacity available after alowing
for pipdine, refinery, truck, and barge capacity that may be committed to serving other
markets and, therefore, not available to serve the market at issue. This measure dso
specificaly alows for the additiona capacity to which shippers could turn if the pipeline
were to attempt to raise its rates above competitive levels. Under this methodology, each
company is allocated a share of capacity based upon the lesser of its capacity or the total
market's consumption. This number is then divided by the aggregate of these effective
capacity measures to yield each company's ca culated capacity share; these numbers are
squared and aggregated to derive a capacity-based HHI. This method causes pipelines or
refineries with larger capacities to be alocated alarger share of the market.

Under this methodol ogy, the tota consumption for amarket is divided by the
number of participants in the market, and the result is dlocated to each competitor (i.e,
initidly equal market shares). If acompany does not have the capacity to transport its
dlocation, it is assumed to be able to supply its capacity whileits remaining market shareis
equally dlocated across the other companies with unmet capacity. Once al consumption
has been allocated, the result is each company's caculated capacity share; these numbers
are squared and aggregated to derive the DOJ adjusted capacity HHI.

"Excess capacity ratio is caculated by dividing effective capacity availableto serve a
market by the annud consumption in the market. The effective capacity includes dl the
refinery, pipeline, truck, and barge capacity that is available to serve amarket. The
effective capacity may be less than the nomina engineering capacity because portions of a
pipeling's or another entity's capacity may be required to serve other markets and are
therefore not available to serve the market being analyzed.
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Shell computes HHI measurements using the Commission's Shipment Based M ethod,® the
Commission's Capacity Based Method,” the Department of Justice Method, and Shell's
Market Share percentage.

I nterventions and Protests

6. On August 8, 2002, Phillips Petroleum Company, and its subsidiaries Tosco
Corporation and Toscopetro Corporation (Tosco) filed to intervene and protest Shell's
petition for waiver of the Commisson's regulaions. Tosco is currently a shipper on Shell's
pipeine system from origin points covered by the gpplication to destination points covered

by the application. On August 23, 2002, Shell responded to Tosco's August 8, 2002 request
for intervention and protest.

7. On September 9, 2002, Tosco filed a motion to intervene and protest of Shell's
market-based application, and arequest for discovery and hearing in this proceeding. On
October 28, 2002, Shell filed an answer to Tosco's September 9, 2002 protest and request
for discovery and hearing. On November 12, 2002, Tosco filed an answer to Shell's
October 28, 2002 answer.

Discussion
Uncontested M arkets

8. Shell gatesthat it does not export any product from the Chicago origin market.
Instead, it delivers the entire product it receives in the Chicago market to various

destinations within the Chicago market. Shell statesthat in the Chicago BEA origin market,

it has an HHI of only 146 under the DOJ approach and 788 under the FERC Staff approach -
in both cases well under the most conservative threshold.

0. In the Champaign BEA destination market, Shell asserts that its HHI is 2,000 using
either the DOJ gpproach or the FERC Staff gpproach to caculate effective  capacity - in
both cases well below the 2500 threshold. Shell states that it has a capacity-based market
share of 20%, and a ddivery-based market share well below the 50% leve that the ALJin

8 i pment-based HHI is derived using estimated shipments based upon actua
shipments that pipelines made from an origin market.

°A capacity-based HHI is based upon the estimated effective capacity pipelines have
to move products from an origin market; thus, it addresses whether there is additiond
capacity to move products from a market in the event of a price increase by the gpplicant.



Docket No. OR02-10-000

Williams® indicated would cause concern. Shell submits that if product sources located
within 75 to 100 miles of the BEA are included, as they clearly should be given that trucks
regularly traverse such distances, the HHIs drop well below 1800, the most conservative
threshold.

10. No party challenged ether the Chicago origin market or Champaign destination
market. A review of Shell's market power statistics applicable to the non-protested markets
show that the market power vaues computed by Shell fal within the levels acceptable under
Commission precedent.* Accordingly, Shell will be permitted to implement market-based
rates in these unchdlenged markets.

Contested Destination M arkets
Shell's Application

11.  Shell assartsthat a market should be presumed workably competitive if it has an HHI
of less than 2500, the threshold which was adopted by the DOJin its deregulation report.
Shell assartsthat even a HHIs substantidly above that level, a pipdine should not be
deemed to have market power if its market share isless than 50 percent.

12. In the Chicago BEA degtination market, Shell satesthat its HHI is 1,081 using the
DOJ approach and 1,575 under the FERC Staff approach - in both cases well below the
most conservative threshold. Shell assertsthat it has a capacity-based market share of
6.8%, and a ddivery-based market share well below the 50% level. Shell statesthat if

Owilliams Pipe Line Company, 68 FERC 61,136 (1994), order on reh'g, 71
FERC 161,291 (1995) (Williams).

1 Buckeye, Williams, Kaneb Pipe Line Operating Partnership, L.P. (Kaneb), and
Longhorn Partners Pipeling, L.P. (Longhorn) the Commission used an HHI range of 1800
to 2500 as an initid screen, and then reviewed the pipdine's market share and other factors
in order to determine whether the pipeline possessed significant market power. Buckeye,
53 FERC at 62,666-68, 55 FERC at 61,254; Williams, 68 FERC at 61,670-72, 71 FERC at
62,127; Kaneb, 83 FERC /61,183 at 61,761; and Longhorn, 83 FERC 1 61,345 at 62,381.
The HHI figures of 1800 and 2500 are indicators typically used by pipelines gpplying for
market based rates to reflect what they fed is an accurate depiction of tolerable levels of
concentration based on DOJs Ol Pipdine Deregulation study and DOJS/FTC's 1992
Merger Guiddines. In the Williams case, the Commission accepted HHI's as high as 2600
and market shares as high as 39 percent and concluded that Williams lacked significant
market power in the relevant markets.
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product sources located within 75 to 100 miles of the BEA are included, the HHIs drop
even further below the 1800 threshold.

13. In the Evansville BEA degtination market, Shell satesthat its HHI is 1,507 using the
DOJ approach - well below 1,800, the most conservative threshold -- and 1,961 under the
FERC Staff gpproach - just above the most conservative threshold, but well below the 2,500
standard. Shell Satesthat it has a capacity-based market share of 21.5%, and a ddlivery-
based market share well below the 50% standard. Shell states that if product sources
located within 75 to 100 miles of the BEA are included, the HHIs drop even lower.

14. In the Indiangpolis BEA destination market, Shell states that its HHI is 1,429 using
the DOJ approach - well below the most conservative threshold - - and 2,062 under the
FERC Staff approach - well below the standard threshold. Shell statesthat it has a capacity-
based market share of 11.9%, and a ddlivery-based market share well below the 50% levd.
Shell gatesthat if product sources located within 75 to 100 miles of the BEA are included,
the HHIs under both approaches are below the 1800 threshold.

15. Inthe &. Louis BEA destination market, Shell states that the HHI is 1,322 using the
DOJ approach and 1,719 under the FERC Staff approach - below the most conservative
threshold under either approach. Shell states that it has a capacity-based market share and a
delivery-based market share of 0. Shell states that if product sources located within 75 to
100 miles of the BEA are included, the HHIs drop even further below the most

conservative standard.

16. In the Toledo BEA degtination market, Shell satesthat its HHI is 1,325 using the
DQOJ approach and 1,422 under the FERC Staff approach - well below the most conservative
threshold under either approach. Shell states that it has a capacity-based market share of
14.7% and a ddivery-based market share well below the 50% standard.  Shell gtates thet if
product sources located within 75 to 100 miles of the BEA are included, the HHIs drop

even further below the most stringent standard.

Tosco's Protest
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17.  Tosco contends that Shell's gpplication fails to provide information and andysis
required by Order No. 572,'? e.g., the location of competing pipeline terminals, and the
cost and mileage data in specific reference to the terminas and mgjor consuming markets
of dternative ail pipeines. Tosco argues that Shell adopts a BEA as ardevant geographic
market without providing any market-specific judtification. Tosco clams Shdl's
gpplication relies heavily on the fact that the Commission has found that various BEAS
contained in the gpplication were found in other oil pipeline market-based gpplications to
have lacked market power.

18.  Tosco satesthat even if the Commission were to accept Shell's BEA methodology,
the gpplication of that methodology suffers from three problems. First, Tosco contends
Shell's gpplication treats a pipdine that runs through a BEA as awithin-BEA competitor
even when the pipeline does not serve atermind in that BEA as awithin BEA competitor.
Second, Tosco States that Shell treats subsidiary pipeines as independent competitors
where a controlling parent dso servesthe BEA. Third, Tosco claims Shell measures
trucking distances between sources and markets "as the crow flies," even though trucks
actudly travel indirect and longer "road miles" Tosco sates that correction of the first two
problems resultsin higher HHIs for the Indianapolis and Evansville BEAS as represented in
the below table. Tosco contends correction of the third problem would result in an
increase in Al HHIs based on a 75 or 100-mile extenson of the BEA, but with limited
information provided in Shell's gpplication, it was not practica to caculate the magnitude
of the increase.

19.  Tosco arguesthat Shell's methodology of adopting the BEA as the rlevant
geographic market is flawed and as a result has redefined the geographic destination
markets and computed HHI statistics based on a ddlivered cost methodology. Tosco states
that under this methodology it identified the sources of supply that are competitive in each
county by cdculating the ddlivered cost of product from terminas served by Shell and from
each potentialy competitive source. Tosco Sates the calculations are based on posted
prices at each source and the cost of trucking the product from the source to the county.
Tosco considered a source competitive in a county if the delivered cost from a source did
not exceed the lowest dlivered cost for the county by more than 15 percent of Shdll's
most competitive termind for that county. Tosco redefined the geographic market within
each BEA to include only those counties in which at least one termina served by Shell was
found to be competitive. Tosco caculated HHIs for the redefined markets based upon the

12M arket-Based Ratemaking for Oil Pipelines, FERC Stats. & Regs,, Regulations
Preambles, January 1991-June 1996 { 31,077 (1994), in which the Commission adopted
the regulations governing applications for market power determinations a Part 348 of the
Commission's regulations, 18 C.F.R. Part 348 (2002).
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capacity of Shell and other competing sources. The following chart, developed by Tosco,
shows the HHI results from Shell's gpplication and Tosco's protest.

BEA Shdl's Results Shell'sResults As Tosco's - Delivered
Capacity-Based HHI Adjusted by Tosco Cost Methodology

Chicago 1,575 4,020

BEvansiille 1,961 2,432 5,907

Indiangpolis 2,062 2,475 1,865

S. Louis 2,189 3,076

Toledo 1,422 1,847

20.  Tosco contendsits analysisindicates that Shell may be shielded from price
competition in the Chicago, Indianapolis, and Toledo destination markets. Tosco States that

it identified alarge number of counties in these markets where it does not gppear that Shell
is price-competitive under the delivered-cost analysis. Tosco cites two possible non-cost
factors for such an occurrence: (1) prorationing, which may prevent some shippers from

obtaining adequate space on alower-cost pipdine; and (2) a preference of shippersto move

product which originates at their own refinery or other supply source even though another
pipeline might offer alower ddivered cost.

21.  Tosco contends the existence of ownership relationships among the pipdines
sarving the destination markets would affect market power. Tosco points out that three
pipdines serving one or more of the five protested destination markets are owned by
partnershipsin which a least one other pipeline serving the same market holds an
ownership interest. Tosco clams that Shell assumes that the parent pipdinesface
independent competition from the subsidiary. Tosco argues that dthough it adjusted the
HHI caculation to account for these ownership relationships in the Evansville market,
Tosco finds that pipeine ownership could affect the andysis of market power in each of
the other protested destination markets.

Shell's Answer

22.  Withregard to Tosco's claimsthat Shell failed to provide cost and mileage dataiin
specific reference to the terminals and mgor consuming markets of aternative pipeines,
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Shell gatesthat the costs of Shell's competitors are not available to Shell, nor should they
be. Shell contends that rather than attempt to estimate such costs or mileage data, Shell
argues that it has provided ddiveries, by zip code, based on 150 thousand hbills of lading
from terminas operated by Shdl's effiliates. Shell contends that actud shipments are far
preferable to any hypothetical cost-based models. Shell aso states that contrary to Tosco's
clams, Shell's gpplication included information regarding the location and capacities of
competitive suppliers.

23.  Shdl states that Tosco declined to provide relevant information requested by Shell
that would be necessary to replicate the delivered price results reflected in Tosco's protest.
Shell contends that methodology contains serious flaws and produces anomdies and
sometimes bizarre results. First, Tosco uses acriterion or “screen” to determine which
suppliers are price effective competitors that is unduly and unredigticaly narrow, and
departs from past precedent and practice. Shell clams that wholesale rack prices for
refined products at arefined products termina generally span arange of three cents per
gdlon, yet Tosco's delivered price methodology relies on a competitive margin of up to
15% of the Shell's most competitive rate and only includes in Shell's Chicago destination
market those counties where Shell’ srate is within one-tenth of a cent of the lowest cost
supplier in the county.

24.  Shdl states that dthough Tosco substituted road milesinstead of air miles used by
Shell, the road miles used by Tosco apparently have been obtained from afree, internet
service caled MapQuest, which Shdll daimsto be unreliable.

25.  Shel contends that the price data used by Tosco to calculate rack pricesis based on
the average of the unbranded daily low posting for conventiond clean gasoline. As

explained by Shell, the appropriate starting point for caculating rack prices should be the
market clearing price which is set by the margind supplier in the market which is
substantidly higher than the low pogting. Shell daimsits anadlysis of the daily price

postings documents that the margind supplier’s price during the period considered by

Tosco is gpproximately three cents per gallon above the low posting. Shell contends Tosco
used OPIS podtings for conventiond gasoline in the Chicago areawhereit isillega under
EPA mandatesto sdl conventiona gasoline.

26.  Shdl cdlams Tosco' s ddivered cost analysisis based on wholesde rack prices and
completely disregards price congtraints imposed by competition from suppliers from
various origins which may, and often do, have very different production (refining) costs. As
areault, refiners (in the Gulf Coast) with lower margina costs have the ability to congtrain
rates on pipeines that aso serve refiners (in the Mid-Continent) with higher margind

costs. Shell assartsthat Tosco's gpproach completdy fails to take this market dynamic into
account.
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27. Shell contends that there are numerous unexplained and inexplicable anomdiesin
Tosco'sanayss. Looking only at the Chicago BEA destination market, Shell asserts that
the Commission should find it remarkable that Tosco computes an HHI in the present case
of ashigh as4,020. Shdl assarts that the Commission should dso find it remarkable that
Tosco determines that consumption is 114 MBD, while Cook County which iswithin the
Chicago BEA and which encompasses the better part of the City of Chicago, consumes
232.1 MBD of refined product, amost twice that amount. Shell submits that the
Commission should find it gill more remarkable that, notwithstanding that Shell ddlivers
products to two terminas within Cook County, Tosco excludes Cook County from the
Chicago dedtination market. Shell sates that these and other apparently inexplicable
anomalies suggest that Tosco's andyssis serioudy flawed and highly unrdicble.

28. Shell sates that to determine how the results shown in its gpplication would change,
if a al, based on Tosco's delivered cost methodology, correcting for Tosco's three most
obvious and egregious errors, Shell recdculated HHIsfor all of the destination markets at
issue. Shell statesthat Tosco's three errors are use of : (1) an unduly narrow
competitiveness criterion; (2) conventiond gasoline in reformulated gasoline markets; and
(3) trucking cost calculations based on MapQuest-generated road mile estimates. Shell
States that because the recal culation does not correct for the other errorsin Shell's
andysds, for example, disregard of origin price competition, the results of this

reca culation must be viewed as being biased againgt Shell. Despite thisinherent bias, Shdll
dates that the results of this recaculation are remarkably smilar to the calculations shown
in Shell's gpplication in this matter, and therefore confirm that Shell lacks sgnificant

market power in any of the markets a issue here. Shell'sresults are in the following table:

BEA Application HHI 1 Cent Margin HHI 3 Cent Margin HHI
Champaign 2,000 2,002 1,300

Chicago 1575 1,502 1,122

Indiangpolis 2,062 2,247 2,010

Evansiille 1,961 N/A N/A
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<. Louis 2,189 2,490 1,929
Toledo 1,422 1,726 1,175

29.  Shdl contendsthat the three andytica flaws identified by Tosco as distorting
Shell's BEA methodology areillusory. Regarding the Indiangpolis BEA, Shell datesthat is
has not been the Commission's position in prior market-based rate matters to exclude a
pipdine that traverses a BEA, competes in that BEA, but does not have atermind in that
BEA from being included asaBEA competitor. Shell datesthat in Williams, a
Commission staff witness caculated whether it would be cost-effective to a pipeline
passing through amarket to build atermind. Shell argues that it usesthe same
methodology used by the Commission saff witnessin Williams, and found that it would be
codt-effective for the pipdine without atermina in the Indiangpolis BEA to congtruct one.

30.  Withtheregard to the second flaw involving the Evansville BEA, Shdll dlams that
Tosco's position that the full capacity of a pipdine that is owned by severd partieswith no
party having an ownership share of more than 50 percent should be assigned to partner
which is operating the company is inconsstent with previous determinations of the
Commission and Department of Justice. With regard to the third flaw, its use of asthe
crow flies miles, Shell dams arr miles were used to measure trucking distances in prior
market-based proceedings to develop 75- and 100- mile trucking radii. Shell contends that
switching from air mileage to aroad mileage criteria excludes only a smdl subset of

externd suppliers and does not make a significant difference.

Commission Decision

31.  Order No. 572 requires that an oil pipeline seeking market-based rates describe
the geographic marketsin which it daimsto lack sgnificant market power. The
Commission dso requiresthe ail pipeline to judtify its method of defining the rlevant

13Market-Based Ratemaking for Oil Pipelines, FERC Stats. & Regs,, Regulations
Preambles, January 1991-June 1996, 1 31,007 (1994).
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origin and destination markets. Although the Commission does not require any particular
geographic market definition, the Commisson stated that it

expectsthat oil pipdineswill propose to use BEAS as their geographic
markets. In that event, the burden will be on the ail pipeline to explain why
its use of BEAs or any other definition of the geographic market is
gopropriate. 1f apipeline uses BEAS, it must show that each BEA represents
an appropriate geographic market.*4

32. In addition, the Commission stated that it "believes that the appropriate geographic
markets should be determined in each proceeding based onitsfacts. The burden ison the
proponent of any particular definition. It is practical to presume that aBEA isa
reasonable approximation of a relevant geographic market, even in cases where the
goplicant has not provided detalled evidence demondtrating that dl of the dternatives within
the BEA are indeed good dternatives. However, that is merely a rebuttable presumption.

33.  Thepatiesto aproceeding in which an oil pipdine seeks to implement market-
based rates dways should be permitted to challenge the use of a BEA as ardevant
geographic market. If their protests raise reasonable doubt about a particular BEA asan
gppropriate geographic market, the gpplicant must provide a detailed judtification of the
BEA asardevant market, including a demondration that dl of the dternatives within the
BEA are good dternatives in terms of price.

34. In Order No. 572, the Commission did not require that good dternatives be justified
in any particular way. However, the Commission suggested that comparative costs could be
an effective means of judtifying good dternatives to the pipeline s service. Order No. 572
points out that, in generd, it is delivered prices, not transportation rates, that must be
compared. The Commission Stated that

where competitive dternatives congrain the applicant's ability to rase
transport prices, the effect of such condraints are ultimately reflected in the
price of the commodity transported. Hence, the delivered commodity price
(relevant product price plus transportation charges) generaly will be the

14d. at 31,188.

15|_d.

-12 -
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relevant price to be analyzed for making a comparison of the dternativesto a
pipeline's services 1

35.  InTE Products Pipeline Company. L.P.,}” the Commission darified that in the case
of protested geographic markets gpplicants must justify their geographic markets and
aternatives based on detailed cost andlyses. The Commission Stated that

It is clear from an examination of these precedents that, in the case of
protested geographic markets, gpplicants must judtify their geographic
markets and alternatives based on detailed cost analyses. One approach to
doing so isto perform adetailed laid-in cost study that would identify the set
of economic ("good") dternatives in the market from which market shares
and HHI indices may be computed. If the gpplicants choose to develop
ddivery-based and capacity-based HHI andyses, they should show, for a
delivery-based measure, that adjusted ddlivery figures reflect either what
occursin amarket or what reasonably is expected to occur. For a capacity-
based measure, the anadysis should show that capacity-based measures make
it reasonable to infer that these are good divertable dternatives and that the
quantity is supported. The Commission prefersthe use of a ddivered price
andydsin determining whether an dternative isa good dterndivein a
destination market. If an dternative source has not been shown to be a good
dternative, it should not be included in the rdlevant geographic market and
used in market share, HHI, or other market power gatistics. Such Satistics
are meaninglessiif al of the aternatives are not good aternatives'®

36.  This case presents the Commission with a dispute involving issues of materid fact
involving the appropriate definitions for the contested destination markets and the resulting
HHI datistics for those geographic markets. Our review of Tosco's protest raises a
reasonable doubt about the appropriateness of Shell's geographic market definitions and the
resulting market statistics calculated for the contested destination markets. The
Commission finds that the evidence presented by Shll isinsufficient to permit a
determination as to whether Shell lacks market power in its contested destination markets.

1814, at 31,189. The delivered price s the appropriate price for destination markets.
In origin markets, the focusis on dternatives available to the shipper for getting product
out of aparticular location. Thus, it is the netback (price to the shipper after dl costs of
delivery) that should be compared in determining good dternatives.

792 FERC 61,121 (2000).

18d. at 61,467.

-13-
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Accordingly, the Commission will set the Chicago, Evansville, Indiangpolis, . Louisand
Toledo destination markets for hearing.

Contested Origin Market
Shell'sApplication

37. Inthe St. Louis BEA origin market, Shell statesthat it has an HHI of only 61 under
the DOJ approach and 575 under the FERC Staff approach - in each case well under the
most conservative threshold. Shell states that it has a capacity-based market share of 9.7%
and a receipt-based market share which are dso well below any level which should be cause
for concern. Moreover, Shell gates that the Commission has repeatedly determined that
market forces will congrain ratemaking in this market.

Tosco's Protest

38.  Tosco contends that anorma HHI analysis does not adequately capture the market
redity of the S. Louis origin market because dl three of the existing lines for which Shell
seeks to charge market-based rates originate at Tosco's Wood River refinery which isthe
principa source of product shipped over those lines and may be the only source.

Tosco concludes that the relevant geographic origin market is limited to Tosco's Wood
River refinery and the only non-Shell dterndtives are few and unsatisfactory.

39.  Tosco clamsthe only other outbound lines connected to Wood River are
Marathon's east and north lines. Tosco claims that the east line will not trangport jet fuel
and is frequently prorated, and the north lineis occasondly prorated. Tosco statesit could
reach Explorer and perhaps other outbound pipelines only through the use of intervening
fecilities, but the cost of using such facilities would creste an obstacle. Tosco Saesthat a
remaining aternative would be using alocd pipdine network serving the St. Louis market.
However, Tosco questions how much output the local market could absorb given that the
output of the refinery is nearly as large as the entire estimated consumption of the . Louis
BEA.

40.  Tosco contends that its ability to use non-Shell pipelinesis contractualy limited by
a 15-year agreement governing the disposition of much of the output of the refinery it has
with atrading company and Shell &ffiliate. Tosco states that beginning in 2000 it was
required to sell 95 percent of the gasoline output and 50 percent of the diesdl output, and as
of 2005 it isrequired to sdll 75 percent of the gasoline output and 50 percent of the diesdl
output at a price specified in the contract. Tosco contends that the priceit receivesisa
netback price caculated by subtracting Shell’s FERC tariff for shipmentsto pointson
Shell’ s north and east line from specified Chicago prices. Tosco argues the agreement
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insulates alarge portion of the volumes on Shell’ s lines from price competition because
no matter what tariff rate Shell charges, Shell or its affiliates will effectively recaive that
tariff rate through the netback price that Tosco must accept for those volumes.

Shell's Answer

41.  Shdl disputes Tosco's dlaim that it has no economicdly vigble dternative to using
Shell to trangport refined products from its Wood River refinery. While Tosco isin the
best position to know what its aternatives (or lack of dternatives) are, Shell sates that
Tosco has not come forward with any probative evidence in this regard.

42.  Tothe contrary, Shell clamsthat the Tosco Wood River refinery has other vigble
dternativesto Shell. Shell satesthat Phillips owns a pipdine system that is capable of
accomplishing many of the same outbound movements made by Shell. Further, Shell Sates
thereisapipdine linking the Tosco refinery to the Phillips pipdine and there is an exiging
pipdine from the Tosco refinery that crosses the Phillips pipdine that could be
interconnected. Shell gates that the cost of using the existing Phillips pipeline system by
the Taosco refinery would be the margind cost of shipping the incrementd barrels, which
should be quite low, since it excludes capita codts.

43.  Shel datesthat Tosco's clam that there are no incrementa refined product sales
opportunitiesin the &. Louis areaisincorrect. Shell Sates that the Premcor refinery,

which was shut down on October 1, 2002, is estimated to have been producing about 52.0
MBD of light refined pipelinegble products. Shell states that as aresult the Tosco refinery
has the opportunity to compete to supply an additiona 52.0 MBD of light refined
petroleum products to Premcor’ s customers located in the St. Louis area and outside the
. Louisarea. Shdl datesthereis an existing pipeline from the Tosco refinery to the Site
of the closed Premcor refinery that gives the Tosco refinery accessto dl of Premcor’s
customers via the pipdines originating a the Premcor refinery.

44.  Shell datesthat it isnot a party to the offtake agreement entered into between
Tosco and Shell Trading US Company (formerly Equiva Trading) and thusis not bound by
itsterms. Moreover, Shell states that agreement was negotiated by sophisticated
companies which must be presumed to have been aware that Shell could apply for market-
based rates under the Commission’sregulations. In any case argues Shell, Tosco has
ggnificant flexibility, notwithstanding the agreement, to ship on pipdines other than Shell,
and has sgnificant flexibility to force the renegotiation of price termsin the event of
substantia incressesin Shdll’ srates.

Commission Decision
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45, In order to justify each of its origin markets, Shell must show that each dternative
outlet isagood dternative in terms of price for each shipper in the market. Whileit
appears that Shell's shipment-based and capacity-based HHI and market share calculations
do not indicate the presence of market power in the St. Louis origin market, Tosco asserts
that Shell has overstated the good aternatives so that its HHIs for this market are too low.
The Commission finds that the evidence presented by Shell and the Tosco isinsufficient

for the Commission to determine whether Shell lacks market power in the &. Louis origin
market. Accordingly, the Commission will set this market for hearing.

Request for Waiver of Section 342.2

46. Section 342.2 of the Commission’s regulations requires that initia rates for new
services be established on the basis of elther a cost-of-service showing or evidence of the
agreement of at least one non-effiliated shipper. Shell is seeking waiver of this regulation
with regard to its 2Rivers Pipdine which is currently under congtruction. Shell proposes
that it be permitted to establish initia rates on the 2Rivers Pipdine under the market-based
rate methodol ogy.

Shdll's Position

47.  Shel provides four reasons why the Commission should waive the Section 342.2
regulations. Firgt, Shell contends the 2Riversline will serve an origin market and

degtination market which will be highly competitive. Second, Shell states that the
Commission has dready granted market-based rates for the St. Louis origin market to three
other pipdines and has previoudy granted market-based rates to one pipeline serving the
Evansville destination market. Third, Shell argues that the Commisson has used the
rationae that a new entrant must charge compstitive ratesin a market being served by
existing suppliersin order to attract customers.®® Shell dlaimsthereis precedent for
waiving the filings to establish initial rates for an oil pipeline under congtruction.?® Fourth,
Shell gates that athough the Commission considered and rejected requests for rehearing

of itsinitid rate regulations adopted in Order No. 561 that would not include market-based
rates as an initid rate methodology, neither of the two concerns regarding the judtification

of initid rates on a market-power basis articulated by the Commission in Order No. 561-A
are present in thiscase. Shell damsthe first concern was that an initid rate for new

service may represent no more than an additiond receipt or delivery point on an exising
system, and the second that market-based rates may only be charged after the Commission

9New York State Electric & Gas Corp., 81 FERC 61,020 (1997) (NYE&G).

20 onghorn Partners Pipeline, L.P., 83 FERC 1 61,345 at 62,381 (1998)
(Longhorn).
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has determined that such ratemaking methodology is gppropriate and lawful.
Tosco's Protest

48.  Tosco argues that Shell's request for pecid treatment is based on the false premise
that it has met its burden of establishing alack of market power with respect to the new
sarvice on its 2Riversline. Tosco clamsthat contrary to Shell's assertion, prior findings
that other ail pipeineslack market power in certain geographic areas do not justify the
assumption that Shell will dso lack market power. Tosco contends that the NY G& E case
cited by Shdll differsfrom the ingtant case because in NY G& E none of the protesting
parties objected to the pipeline' s market-based rate proposal and that proceeding involved a
new entrant with an extremey small market share. Tosco contends that the Longhorn
decision does not support awaiver of regulations because Longhornwas alowed to
establish initia market-based rates only after a complete pipeline-specific market power
andyss and determination by the Commission. Findly, Tosco sates that there is no
compelling need for awaiver of the regulaionsto alow the establishment of initia rates
without a cogt-of-service judtification since Shell will till be required to perform an

annua cogt of-service andlyss under Opinion 154-B in order to comply with page 700 of
the Commission’s Form No. 6 annua report.

Shell's Answer

49.  Tosco argues that Shell's request for specid treatment is based on the false premise
that it has met its burden of establishing alack of market power with respect to the new
seShd| states that Tosco is not and may never be a shipper on the 2Riversline. Asaresult,
Shell contends Tosco lacks standing to intervene in this matter with regard to the petitions
which pertain solely to 2Rivers. Shell contends Tosco's argument againgt waiver of the
regulations consists largely of the contention that the regulations require what they require;
Tosco does not even attempt to respond to Shell's several arguments why those regulations
should be waived in this case. Shell argues Tosco's suggestion that there is no compelling
reason for awaiver of the regulations to alow the establishment of initid rates without a
cogt-of-service judtification disregards the fact that, as the Commission itself has
recognized, rates set on the basis of competition are more efficient than rates set on the
basi's of cost-of-service concepts. Shell concludes that if the Commission determines that
the 2Rivers system isworkably competitive in its origin and destination markets, then it
should dlow those rates to be competitively justified.

Commission Decision
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50.  The Commission has st for hearing both the origin market (. Louis) and
destination market (Evansville) gpplicable to the 2Rivers Pipdine. Thus, until the
Commission completes a market power determination for those markets, there will be no
decision that market-based rates are gpplicable. Asprovided in Order No. 561-A, market-
based rates may only be charged after the Commission has determined that such ratemaking
methodology is appropriate and lawful. Thus, Shell's request for waiver is denied as
premature. Thisis not inconsstent with Longhorn because in that case Longhorn was
permitted to file market-based rates asinitid rates only after the Commission had

completed its market power determination and found that Longhorn lacked significant
market power. Should the Commission here ultimately find alack of sgnificant market
power in the markets pertaining to the 2Rivers Pipeline before service isinitiated on that
ling, Shell can renew its request for waiver.

The Commission orders:

(A)  The Commission grants Shell's request to charge market-based rates for the
Chicago origin market and the Champaign destination market.

(B)  Pursuant to the authority of the Interstate Commerce Act, particularly
Sections 13(1) and 15(1) thereof, and the Commission's regulations, a hearing is

established to determine whether Shell has market power in the St. Louis origin market, and
the Chicago, Evansville, Indianapolis, . Louis and Toledo destination markets.

(C)  Pursuant to Section 375.304 of the Commission's regulations, 18 C.F.R.
§ 375.304 (2002), the Chief ALJ shdl designate a Presiding ALJ for the purpose of
conducting ahearing. The Presiding ALJ s authorized to conduct further proceedings
pursuant to this order and the Commission's Rules of Practice and Procedure.

(D)  Shdl'spetition for walver of Section 342.2 of the Commisson's regulaions
with regard to rates for its 2Rivers Fipeline is denied.

By the Commission.

(SEAL)

Magdie R. Sdas,
Secretary.
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