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[Opinion No. 391-B  Text]

This opinion addresses the second phase of a bifurcated proceeding to determine whether the rates of Williams Pipe Line Company (Williams) are just and reasonable. 1 In Phase I, the Commission concluded that Williams lacked significant market power in 20 of its 32 markets. 2 The Commission also directed the parties to address the reasonableness of Williams’ rates in the remaining 12 markets.

On May 29, 1996, the Presiding Administrative Law Judge (ALJ) issued an initial decision in Phase II. 3 The ALJ declined to establish any maximum rates in this proceeding and concluded that Williams had not established that any of its rates at issue in those dockets were just and reasonable. The ALJ also rejected Williams’ arguments that a form of differential pricing should apply to the rates at issue here. The ALJ’s rulings apply only to the rates in Williams’ markets that were not excepted from further rate review by the Commission’s decision in Phase I of these proceedings.
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The Commission does not adopt the reasoning of the ALJ, but affirms the ALJ’s primary conclusion that there is insufficient record evidence in this proceeding to determine whether the rates at issue in the instant dockets are just and reasonable. The Commission therefore also affirms the ALJ’s ultimate conclusion that Williams has failed to establish that those rates are just and reasonable and the rates at issue are not unduly discriminatory. Therefore, Williams must cancel the portions of its tariffs that were filed in the subject dockets and that govern movements to its 12 non-competitive markets, reinstate the rates that were in effect before the first of the captioned dockets was filed, and make refunds accordingly.

I. Background

The proceedings at issue here address the legality of Williams’ rate structure over several years, beginning with the filing of the lead docket on January 16, 1990. 4 The subsequent filings included in the captioned cases were consolidated in the first case, and in all of these proceedings Williams elected to use the bifurcated procedure available under Buckeye Pipe Line Company (Buckeye). 5 A number of subsequent rate filings by Williams were not consolidated with the instant proceeding but were made subject to its outcome. 6 The first phase of the bifurcated procedure determines whether the pipeline lacks significant market power such that no further rate review is required. The Commission issued two decisions in Phase I of this proceeding. In the first, the Commission concluded that Williams had proven it lacked significant market power in 13 of its 32 markets. 7 On rehearing, the Commission concluded that Williams lacked significant market power in 20 of its 32 markets. 8 This order therefore addresses only the 12 markets 9 for which the Commission could not make a determination of a lack of significant market power. 10

In Opinion No. 391-A , the Commission stated:

Nevertheless, questions of rate design, that is, how rates and rate differentials should be set in non-competitive markets is properly the subject of Phase II. We also fully expect Phase II to explore the role of efficient and not-undue price discrimination in both competitive and captive markets. However, to insist that the issue of cross subsidies can only be explored in the context of cost-of-service or point-to-point cost allocations would be to misread our intent. These issues can also be considered, for example, by examining the cost and revenue contributions of relevant services or markets. The rights of the participants in Phase II to examine these important questions of cross subsidies, cost contributions, and discounts do not depend on the use of a single sanctioned method for determining justness and reasonableness. 11
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Pursuant to these instructions, the parties first addressed the issue of just and reasonable rates in 19 markets, and then modified their testimony where necessary to address the 12 markets that the Commission concluded should remain subject to full regulatory review. 12 A hearing record was developed, briefs and reply briefs were filed, and the initial decision issued on May 29, 1996.

Briefs on exceptions and opposing exceptions were filed by Williams, Total Petroleum (Total), Texaco Refining and Marketing Company (Texaco), and the Commission staff. Williams attached to its brief on exceptions what it asserted was a fully allocated cost study, the first such cost evidence submitted by Williams in this proceeding. The other parties opposed this supplemental evidentiary cost filing.

Williams also made a supplemental filing on August 6, 1996, addressing the July 23, 1996 Court of Appeals decision in ARCO Alaska Inc. v. FERC, 13 asserting in essence that the decision required the Commission to adopt Williams’ proposed stand-alone cost methodology in this proceeding. The other active parties filed responses asserting that the language Williams cites from the ARCO decision is only dicta, 14 and that the version of the Interstate Commerce Act (ICA) applied by the Commission does not permit the application of a Ramsey rule or stand-alone costing methodology to determine oil pipeline maximum rates.

II. The Initial Decision

The ALJ’s central conclusion was that Williams rested its entire case on a rate design methodology called "Constrained Market Pricing"(CMP). The initial decision characterized this methodology as setting all rates by market forces--subject only to certain floors and ceilings--and that it therefore results in effective deregulation and in rate levels that are automatically deemed just and reasonable. 15 The ALJ concluded that Williams’ use of the CMP methodology was based on a misplaced reliance on ICC rail precedent. The ALJ reasoned that the CMP methodology was based on two recent rail-oriented statutes that reflect findings, policies, and purposes that are tied to problems unique to the rail industry, and that these concerns do not arise with regard to oil pipelines. 16

He similarly rejected Williams’ proposed "stand-alone cost" (SAC) methodology 17 on several grounds. These include the method’s resemblance to the reproduction cost methodology, a method he stated has been rejected by this Commission and the courts, that the use of a SAC method is an unprecedented application for oil pipelines, that it is administratively infeasible, costly, and inefficient, and that it combines the costs of moving both interstate and intrastate traffic. 18 Consistent with the previous two 
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rulings, the ALJ rejected the use of Williams’ overall cost-of-service 19 as the ceiling on the ground that Williams made no effort to match revenues and costs to individual movements, concluding that some individual rates could nonetheless be unreasonably high even though Williams was not recovering its overall cost-of-service. 20 The ALJ therefore held that Williams failed to justify its methodology for establishing a rate ceiling.

Regarding the use of fully allocated costs, the ALJ determined that, contrary to the Commission’s instructions, Williams failed to conduct any meaningful cost allocation among the specific movements in its 12 non-competitive jurisdictional markets. In particular, he faulted Williams for failing to make any distinction between costs incurred for intrastate service, which are not subject to the Commission’s jurisdiction, and costs incurred for interstate service, which are. 21 The ALJ likewise concluded that the Commission staff and Texaco incorrectly based their respective cost allocations on a per barrel methodology with no recognition of the relevance of distance to Williams’ rate structure. He also concluded that Staff’s later efforts to include a distance component by using a barrel-mile component were also inadequate. 22 In the proceedings below, the ALJ granted Williams’ motion to strike Staff’s study that attempted to allocate costs between transmission and terminal services.

On the issue of discrimination, the ALJ also rejected Williams’ proposed rate floors, concluding that short run marginal costs (SRMC) and short run incremental costs (SRIC) have not been used to define minimum oil pipeline rates and that neither concept should apply in this proceeding. 23 The ALJ also concluded that Williams had failed to establish that its rate structure did not contain cross-subsidies between its regulated and market based movements, and that therefore it had not conformed to the Commission’s orders requiring that this issue be addressed. 24 The ALJ acknowledged Texaco’s position on the structure of Williams’ rate groupings, 25 but reached no firm conclusion on that issue and the other discrimination issues just listed, preferring to leave their resolution to the Commission as part of the Commission’s ultimate ruling on the rate matters at issue in this proceeding. 26

Finally, the ALJ discussed several cost-of-service issues. He found that the system-wide stipulated cost-of-service agreed to by Staff and Williams did not reflect certain oil pipeline volumes that had been released by Williams and he therefore reduced the stipulated cost-of-service from $239.3 million to $226 million. 27 He also rejected Texaco’s arguments attacking the stipulated rate of return of 9.9 percent, the treatment of the allowance for deferred income taxes (ADIT), an assertion by Texaco that projected revenues should be considered equivalent to a rate cap under the filed rate doctrine. Thus, the ALJ accepted most elements of the stipulated jurisdictional cost-of-service while rejecting Staff’s proposed methods to allocate those costs among the rates at issue here.

The ALJ’s ultimate conclusion was that Williams had not established that the rates at issue here were just and reasonable. He held that all the rates at issue here 
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should be canceled and refunds should be made. 28 Under the ALJ’s ruling, Williams’ base rates for purposes of the Energy Policy Act of 1992 would be those in effect prior to the time the rates in the lead docket were filed with the Commission.

III. The Exceptions

Williams, Texaco, and the Staff filed exceptions to the initial decision. Williams asserts that the ALJ erred (1) by failing to determine a rate methodology for establishing base rates for Williams, (2) by summarily rejecting Williams’ rates based on a standard that was not previously announced, (3) by failing to consider substantial evidence that Williams’ proposed rates were just and reasonable and non-discriminatory, (4) in rejecting the application of its constrained market pricing methodology, (5) by holding that Williams’ rates should be reduced to reflect the value of product overages, and (6) by holding that Williams’ rates are unduly discriminatory due to the continued equalization of rates from Williams’ El Dorado origins to other origins in Oklahoma and Kansas.

Texaco asserts that the ALJ erred (1) by rejecting evidence on whether all of Williams’ rates fall within a zone of reasonableness, (2) by failing to address whether any rates are justified as a proper departure from cost-based rates, (3) by rejecting the volume based cost allocations Texaco placed in the record, and (4) by refusing to limit the revenue requirement of Williams’ customers to the rate levels actually filed for by the pipeline rather than what the pipeline might have filed for.

The Commission staff asserts that the ALJ erred (1) by granting certain of Williams’ motions for summary judgement, (2) by striking Staff’s evidence on the mandatory unbundling of line haul and terminal charges, (3) by striking Staff’s cost allocation methodologies, and (4) in rejecting Staff’s rate design methodologies. Texaco and the Staff opposed all of Williams’ exceptions and Williams reciprocated by opposing all of theirs.

IV. Discussion

The central issue in this proceeding is the allocation of the company’s costs among different movements to Williams’ non-competitive markets. The Commission has never had to make a merits determination concerning the cost allocation issues involved in a particular oil pipeline proceeding. However, most filings in oil rate cases have been premised on a fully allocated cost methodology, i.e., the pipeline files a conventional cost-of-service with projected throughput and proposes a per barrel rate for the various markets and services involved. 29 It is in this context that the Commission has determined the revenue requirement for individual pipelines using a company’s overall cost-of-service, but without determining how those costs should be allocated to the individual rates. This latter issue has been resolved by settlement after the revenue requirement is determined, or by adjusting the individual rates filed by the pipeline to reflect 
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the changes the Commission made to the various elements of the pipeline’s filed cost-of-service. 30

In keeping with these traditional practices, in this proceeding Williams’ jurisdictional cost-of-service was stipulated by Williams and the Staff as $239.3 million using 1991 as the base year. 31 Williams’ projected revenues for the same year, as stated in its 1990 filing, were $145 million. 32 The ALJ reduced that stipulated level to approximately $226 million on the grounds that the stipulation assumed the transportation of certain volumes he considered to be excess volumes. 33 This and other proposed changes to the stipulated cost-of-service are discussed in Part C of this order. In addition, Williams developed an alternative cost-of-service of $176.8 million based on its stand-alone cost methodology. 34 Williams asserted that the revenues that would be generated by its proposed stand-alone cost system were $49.2 million. 35 Williams therefore asserts that its revenues are substantially less than its cost-of-service under any methodology that is used to define a cost-of-service.

Williams’ central argument here is that there is no need to cap its individual rates since the total revenue generated by those rates is less than either its stipulated Opinion No. 154-B  cost-of-service or the cost-of-service it has projected under its stand-alone cost methodology. However, the Commission has previously stated that its concern in this proceeding is that rates in non-competitive markets not be unduly discriminatory compared to those in competitive markets. 36 The Commission also stated that how rates and rate differentials should be set in non-competitive markets would be the subject of Phase II of this proceeding and that it expected Phase II would explore the role of efficient and not-unduly discriminatory price discrimination in both competitive and captive markets. 37

Because Williams has proposed only a system-wide ceiling based on two different cost theories, the ALJ is correct that this would permit it to raise individual rates to a level that reflect the degree of market power Williams has over each of the individual movements within a market in which Williams has significant market power. Williams could do so without there being a correlation between the level of the rate and the economic resources that were being used to provide the service. Regardless of the methodology used, cross-subsidization results if the rate level recovers more than the long-run cost of a particular service. This does not mean that some form of differential costing may not be appropriate in order to recover joint and common costs of different services; only that Williams’ theory effectively removes any constraint on differential pricing until the costs of its entire system are recovered. Thus, if there is unutilized capacity in one market and revenues from another market are used to recover the costs of that capacity, inefficiency results under any maximum rate theory that has been advanced here. The Commission therefore rejects at the outset Williams’ theory that its proposed rates should be accepted solely on the ground that its aggregate revenue is less 
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than Williams’ Opinion No. 154-B  cost-of-service, or that its aggregate revenues are less than the aggregate costs developed under Williams’ stand-alone cost methodology.

The issues raised on exception fall within four broad groupings: (1) whether the use of differential pricing is permitted in an oil pipeline rate making proceeding, and if so, how it should be defined, (2) whether Williams has used an appropriate stand-alone cost methodology, (3) the definition of a fully allocated cost-based methodology and the propriety of its use in this proceeding, and (4) a number of related costing and regulatory issues raised by the parties on exceptions.

A. Cost Allocation and Differential Pricing

1. Whether Differential Pricing is Permissible under the ICA.

A central issue raised by Williams is whether the differential pricing it advances here justifies the rates at issue in this proceeding. There are two threshold issues that must be resolved before the Commission can determine whether Williams has satisfied its burden of proof on the particular differential pricing method it has advanced in this proceeding. The first is whether the ICA permits oil pipelines to utilize differential pricing of any kind. The second is whether the stand-alone cost methodology Williams advances here is also permissible under the same statute. The ALJ concluded that differential pricing was not appropriate for oil pipelines, and more specifically, that Williams’ proposed stand-alone cost methodology, a simplified form of Ramsey pricing, is also precluded by the ICA.

At bottom, differential pricing, however it is implemented, involves setting rates or prices for different services based on the relative demand for those services, in contrast to allocating costs over a specific type and number of service units. 38 The U.S. Court of Appeals for the D.C. Circuit summarized this point by stating in a different context:

Since under differential pricing a railroad must be able to charge enough on the traffic for which it has no competition to compensate for its inability to earn its fully allocated costs on traffic where it has competition, the problem is to determine the point at which the rates on the noncompetitive traffic are unreasonable high. These rates must exceed fully allocated costs if the carrier is to earn adequate revenue. 39

In the instant case, the issue arises because Williams asserts that the ALJ improperly rejected its suggested form of differential pricing, its stand-alone cost methodology. In contrast, on exceptions Texaco asserts that the ALJ erred by failing to conclude that there are no circumstances that could justify a departure from cost-based 
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rates. Thus, in their briefs all the active parties make extensive reference to the role of differential pricing in the regulation of rail rates and other practices under the ICA. Williams argues that the stand-alone cost methodology, a form of differential pricing applied to the rail industry by the former ICC (now the STB), applies equally well to the oil pipeline industry. In light of the court’s dicta in ARCO, supra, Williams now asserts that the Commission is required to apply Ramsey rule pricing, 40 and by extension, stand-alone pricing, to the oil pipeline industry. It therefore argues that the initial decision should be reversed and its proposed stand-alone cost methodology should be adopted.

In contrast, Texaco and the Staff argue that differential pricing, as reflected in the ICC’s modified Ramsey rule pricing methodology, is the outgrowth of two statutes, the 4-R Act of 1976 41 and the Staggers Rail Act of 1980, 42 that were designed to address a financial crisis in the rail industry, and particularly the need of the rail industry for adequate revenues. They agree with the ALJ that the 4-R and Staggers Act contain a promotional element that is absent from the ICA that existed before the enactment of those two statutes. They conclude there is no requirement to apply Ramsey rule pricing or a stand-alone cost method to the oil pipeline industry, that such a method is not permitted under the non-rail portions of the ICA, and that this portion of the ALJ’s decision should be affirmed.

The various parties’ assertions appear to reflect differing interpretations of the Court of Appeal’s footnote in ARCO. As previously noted, the Court stated:

Thus the ALJ erred in saying that Ramsey pricing would violate the Interstate Commerce Act. 64 FERC at p. 65,033 . Indeed, the ICC officially adopted Ramsey pricing as its preferred model for some purposes . . . (citations and parenthetical material omitted). 43

Differential pricing was a practice in the rail industry before the enactment of the 4-R and Staggers Acts, the two pieces of rail legislation cited by Texaco and Staff. 44 As the Court of Appeals has stated:

Prior to the 4-R Act and the Staggers Act, ICC decisions on railroad rates were more or less ad hoc . . . This approach permitted a large amount of differential pricing but the ICC gave very little consideration to a railroad’s overall financial health. 45

After discussing the background of the 4-R Act, the Court continued:

If the railroad’s customers were like those of an electric company, all captive, compliance with [adequate revenue provisions of] Section 205 [of the 4 R Act] would be 
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relatively simple. The task of complying with that section is complex, because the railroad’s rates for its non-captive customers are determined by market forces, while the non-captive service uses much of the same facilities [as the captive traffic]. Therefore, the ICC had to develop some refined method of differential pricing. 46

The previous quotes indicate that differential pricing in the rail industry was a practice that arose in response to the characteristics of rail markets and continued throughout the entire history of rail regulation. Given the existence of both competitive and non-competitive market segments, the rail carriers would not have been able to recover their costs, and earn an adequate return, if prices in each market were limited to the recovery of fully allocated costs in each market.

While the focus of the 4-R and Staggers Acts was on directing the ICC to give greater recognition to the role of competition in pricing rail transportation services, the concern that a common carrier be permitted to earn an adequate return, based on a combination of sufficient revenues and reasonable costs, was a traditional one even before the enactment of those two statutes. 47 In any event, the more basic issue involved in both the rail and the oil pipeline industries is the impact of a range of competitive pressures on the opportunity the carrier has to recover its costs. The previous discussion demonstrates that differential pricing was always permitted under the version of the ICA that governed both rail and pipeline carriers before the enactment of the first of the rail reform statute in 1976. Since the Commission continues to rely on that version of the ICA, it is possible to extend a similar regulatory treatment to oil pipelines if the conditions warrant.

This Commission has discussed this issue in the context of gas pipeline regulation on occasion. 48 By its practice of adjusting historical gas volumes to reflect past discounts by natural gas pipelines, this Commission reduces total projected throughput over which a pipeline’s system costs will be spread for ratemaking purposes. This has the practical effect of permitting the maximum rate cap to rise to a higher level than would occur if the pipeline’s costs were allocated simply on the basis of the unadjusted test period volumes.

Thus, whether the practice is to adjust the volumes to reflect past discounting, as this Commission does for gas pipelines, or as in the case of the former ICC, to allow certain rates to rise above the fully allocated costs for a specific movement, 49 some form of differential pricing has evolved in both the railroad and the pipeline industries in response to competitive conditions. This occurred in both industries because the same pricing and financial issues arose as their markets became increasingly competitive. 50 
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In each instance, the regulatory response has been to permit at least some of the joint and common costs that cannot be recovered from the more elastic traffic to be recovered from less elastic traffic provided that the carrier’s costs are reasonable. 51 In sum, contrary to the ALJ’s ruling below, the Commission concludes that the ICA contains no statutory bar to permitting oil pipelines to establish their rates utilizing other than a conventional fully allocated cost methodology in markets in which they may have significant market power. 52

2. The use of a stand-alone cost methodology to implement differential pricing.

Williams urges on exceptions that the Commission adopt its proposed stand-alone costing methodology as an appropriate form of differential pricing for oil pipelines, and as the only proper method for establishing maximum rates in this proceeding. 53 As has been discussed, the STB uses a stand-alone cost methodology to set maximum rates for rail and pipeline movements subject to its jurisdiction. 54 Williams relies heavily on ICC/STB precedent to support the stand-alone cost methodology it advances here. In Opinion No. 391-A , the Commission stated that "Williams is free to present any method it chooses for arriving at just and reasonable rates for the markets we have determined to be noncompetitive." 55 The Commission also reiterated that "the rights of parties to address important issues relating to cross-subsidies do not depend on the use of single sanctioned method for determining the justness and reasonableness of rates." 56 Williams was thereby on notice of the import to the Commission of cross-subsidies under any method. Upon examination of Williams’ evidence, the Commission concludes here that Williams has not properly applied a stand-alone cost methodology. Therefore, Williams has failed to carry its burden of proof that its stand-alone case should be accepted in these proceedings.

As noted, the ALJ rejected Williams’ proposed "stand-alone cost" (SAC) methodology on several grounds. These include the method’s resemblance to the reproduction cost methodology, that it is administratively infeasible and inefficient, and that it combines the costs of moving both interstate and intrastate traffic. He also concluded that the methodology, as applied by Williams, did not adequately address issues of discrimination and cross-subsidization. 57 The Staff and Texaco support this position on exceptions. Williams in turn asserts that its stand-alone cost pipeline is a hypothetical pipeline designed to serve only the non-competitive markets. It argues that not only is the stand-alone method fully endorsed by the courts, but that the method as applied here will assure that its rates are just and reasonable and that cross-subsidization and discrimination will not occur. It asserts that this occurs because under a stand-alone method the revenues for a service cannot exceed its costs.
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The Court of Appeals discussed the controlling principles and the applicable standards for stand-alone costing at some length in Potomac Electric Power Co. v. ICC (Potomac): 58

As the Commission [the ICC] explained in this case:

[T]he stand-alone cost to a given shipper is the cost of serving that shipper (or possibly a group of captive shippers) as if the railroad had no other customers using the subject facilities. In the absence of competitive alternatives, so long as the railroad’s rate is less than the cost to the shipper of providing the service for itself, it is economically advantageous to the shipper to use the carrier’s service. Moreover, a rate below stand-alone cost ensures the shipper that it is not cross-subsidizing the rate of other shippers. In other words, the shipper is not paying for facilities or services that it does not use. In fact, if the shipper is paying less than the full stand-alone costs of the service, it is benefitting from certain economies of scale or other cost-sharing activities that allow the carrier to charge a lower rate.

367 I.C.C. at 541-42.

In other words, as long as the challenged rate has not been shown to exceed what it would cost the shipper itself to provide the service, the rate is reasonable because(1) it enables the carrier to maximize its revenues, while (2) at the same time it protects the shipper from monopoly pricing in which the carrier sets its rates without regard to competition. Although stand-alone costing deals with hypothetical and not actual transportation situations, it provides an appropriate analytical tool for determining whether a return on noncompetitive traffic "properly reflects the high demand for services, but is not set at an unreasonable high or ‘monopoly’ level." 1993 Guidelines at 9.

While the relevant calculations can be complex under this methodology, the basic theory is straightforward. 59 The hypothetical investment and operating costs of the stand-alone system are based on the most recent and efficient technology available. The resulting rate is based on the cost of facilities and services that are required to meet only a specific shipper’s transportation needs. 60 The hypothetical rate is reduced if additional shippers would use the same facilities and the additional revenue exceeds any additional costs generated by their use of the system. 61

Application of the Court’s analysis in the Potomac case demonstrates the weakness in Williams’ stand-alone case. As noted, Williams hypothesized a new pipeline serving only the 12 non-competitive markets that the Commission concluded require the 
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continued application of full rate regulation. The network is based on all volumes Williams transported in those markets for the period covered by the rates at issue, use present construction and operating costs, and eliminates all costs that would be incurred for market entry and exit, in particular by limiting the costs of any terminals to their liquidation value. However, it is not possible to determine from Williams’ evidence whether its hypothetical system is the one that is necessary to meet the needs of the individual shippers that Williams posited will use that system if Williams is permitted to raise rates to a level that would recover that system’s projected costs. This is because Williams has aggregated the total volumes and the total costs for all links or segments it posited without regard to the relative demand of each shipper, or at least the relative demand of groups of shippers with similar demand characteristics. 62

This argument is inconsistent with the focus on the needs of the individual shipper that is a central feature of the ICC\STB stand-alone cost methodology. Williams assumes that all shippers in its 12 non-competitive markets would continue to use its hypothetical system just as they do now. But it does not necessarily follow that this would occur if Williams were permitted to price without regard to some kind of a price cap. This is because each of Williams’ various markets may have several destinations or delivery points within it and may be receiving shipments from multiple origins. Demand may vary on the different links of the system if a shipper is able to bypass segments of Williams’ hypothetical system in response to the wider range of rates that may result if Williams is permitted to price purely on the basis of relative demand. For example, a shipper might elect to use a smaller portion of the system in isolation or in combination with a Williams’ competitor, or might leave the system entirely by obtaining service from an entirely new competitor that is independent of Williams’ system. The fact that some alternative may eventually be available if rates rise to a sufficiently high level does not justify a divergence between costs and revenues that can occur if the relationship between costs and revenues is not evaluated based on the specific markets underpinning a proposed stand-alone system.

In fact, Williams’ own testimony indicates that Williams routinely evaluates its customers’ competitive alternatives on a market by market, link by link, basis. For example, Williams has placed considerable emphasis on the ease of new entrants in Kansas and Oklahoma, and the fact that its rates are designed to forestall such entry. 63 Williams also stated in its Phase I testimony that many of its customers, including Texaco, have begun building alternative pipelines in that market, and that many of its customers could build an alternative 120 to 150 mile long 12 inch pipeline for $20 to $30 million. 64 However, despite the geographically specific nature of its competitive analyses in both Phase I and Phase II of this proceeding, Williams made no effort to apply a similar methodology to justify the rates to be paid by customers it posits would use its proposed stand-alone cost system. This methodological failure is notable given the considerable evidence Williams submitted on the estimated construction cost of each section in its hypothetical system, the projected revenues before and after the rate increase for the rates actually at issue here, and the estimated competitive impact for each market pair that would result. 65 Without evidence that explains with greater 
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precision the relative need of the various shippers that would use Williams’ hypothetical pipeline system, both that system and its costs may be overstated in relation to the needs of the more captive shippers Williams claims would use it. As has been stated by the Court of Appeals and the STB, the key to the stand-alone method is to first establish costs reflecting the needs of the more captive shippers, and then to increase the scale of the proposed system to reflect the needs of less captive shippers whose continued participation in the non-competitive markets results in net benefits to all shippers.

Since Williams’ analysis is aggregated for all shippers regardless of their relative need, there is no basis to conclude that all the shippers using Williams’ system would continue to use a stand-alone system of the size Williams posits, or even the same volumes over the specific links posited, given the rates that might result if a rate ceiling is based on total system-wide stand-alone costs. 66 While Williams’ stand-alone system is based on Williams’ posited volumes and its extant rates, it is tautology that the existing volumes would likely continue to move at those rates if the Commission were to accept the case that Williams advances here. But, as all the parties emphasize, Williams has claimed that its stand-alone costs substantially exceed the revenues that would be generated by its rates, and that the challenged rates are justified by its revenue need alone. The logical extension of Williams’ position, which the other parties have resisted, is that Williams would be free to engage in differential pricing until rates reach one of two basic constraints: either some of the projected volumes would no longer move (and revenues have been maximized), or aggregate revenues would reach Wiliams’ stand-alone system-wide cost-of-service.

But it is just the need to limit individual rates to a level that will recover the resources necessary to provide a specific movement that is the rationale for the stand-alone method. For this reason, the method assumes that the rate derived is the market-clearing price for the service, i.e. that the rate reflects the payment the shipper would be willing to make for the service in a competitive market. Williams has implicitly assumed that its rates should be permitted to rise significantly to cover the revenues shortfall of the system it has posited here regardless of the need of individual shippers. In fact, as rates may rise in specific market pairs, some of the less-captive shippers would likely find alternatives attractive and would leave the system. This would in turn lead to demand that requires a smaller system, but, under Williams’ theory, shippers having less elastic volumes would continue to pay for the larger system posited by Williams even through that system’s engineering capacity exceeded their specific needs. It is just this type of cost shifting that the stand-alone method is intended to prevent. In fact, given the competitive pressures that Williams has described here, it is likely that the relationship required by the stand-alone cost methodology between Williams’ costs and a competition based, market-clearing rate for specific services is absent. Under these circumstances, Williams’ stand-alone system may be larger what would be needed by its more captive shippers.
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The Commission therefore cannot determine if the capacity included in Williams’ hypothetical pipeline is that required for the needs of the more inelastic shippers or whether that pipeline includes additional capacity, and therefore costs, exceeding those needed to serve those shippers. As the Court of Appeals has stated, no shipper should be required to pay more than the cost of the facilities that are needed for its own services. 67 While adjusting a stand-alone methodology to reflect the demand of different groups of shippers would be a complex exercise for a system of Williams’ size, that effort is necessary if the stand-alone method is to be used. Therefore, as the ALJ concluded for different reasons, Williams has failed to show that the more captive, less elastic shippers would not pay a greater portion of any jointly used facilities than that required solely for their respective needs.

Moreover, Williams has erroneously disclaimed any responsibility for determining the relevance of its stand-alone method to individual shipper’s rates. Williams stated through its expert testimony that the reasonableness of individual rates should be addressed by the individual shippers, and that this reflects the historical ICC practice on the matter. 68 In fact, as the former ICC stated with respect to the investigation of a new rate, the carrier bears the burden of proof of showing that the rate is reasonable. 69 Thus, actual ICC/STB practice is not what Williams asserted in its testimony and is consistent with the result reached here. Since Williams’ aggregated stand-alone cost methodology fails to address whether specific rates are just and reasonable and not unduly discriminatory, its stand-alone case is rejected.

3. Alterative Methods of Differential Pricing.

In its supplemental brief on exceptions, Williams argues that the recent dicta in ARCO, supra, virtually compels this Commission to adopt a stand-alone cost methodology as the method for establishing oil pipeline maximum rates. 70 Contrary to Williams’ assertions, Williams’ proposed stand-alone cost methodology is not the sole appropriate approach to differential pricing. Thus, despite the fact that the parties did not explore all the approaches that might be used to implement differential pricing, there are alternatives to Williams’ stand-alone cost method.

For example, as alluded to earlier, in the natural gas area the Commission uses a different method to obtain just and reasonable rates. By adjusting historical volumes to reflect past discounts by gas pipelines, this Commission usually adjusts the total projected throughput that will be used to allocate a gas pipeline’s overall system costs for ratemaking purposes. This permits the maximum rate cap to rise to a higher level than would occur if the pipeline’s costs were allocated on the basis of the unadjusted test period volumes. In another approach, also grounded in fully allocated costs, the former ICC allowed some rail coal rates to rise above the fully allocated costs for a specific movement. Thus, in Houston Power and Light Co. v. ICC, 71 the Court of Appeals affirmed the ICC’s finding that a coal rate that would recover 163 percent of variable costs and 121 percent of fully allocated costs, fell within the "zone of 
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reasonableness," even though it was in the high end of the range. The Court’s decision also affirmed the ICC’s underlying cost analysis.

Yet another method for establishing maximum rate ceiling for a pipeline that operates in both competitive and regulated markets is the settlement procedure adopted in Buckeye Pipe Line Company. 72 In that case, the Commission permitted Buckeye to increase the rates in the markets in which it had significant market power by not more than the weighted average increase of rates in the markets that had been exempted from further rate review. Buckeye was similarly required to reduce the average of rates in markets where it had significant market power by the weighted average decrease of the rates in its competitive markets.

Advancing an argument that analogizes to the Buckeye method, Williams asserts on exceptions that rate levels in its competitive markets fall within the same general rate range per barrel as its rates in the non-competitive markets. 73 Williams asserts that this equivalence establishes that competitive forces will maintain its rates at reasonable levels in both types of markets and that resulting rates will not be unduly discriminatory. Williams used two analyses to support this contention, each of which is based on the comparison of rate levels and/or revenue levels by mileage block. One analysis displays the distribution of rates by five cent groupings and compares the percentage of competitive and non-competitive markets that fall within each rate range for a number of mileage blocks in excess of 750 miles. The second contains a statistical distribution reflecting a distribution of different rate levels by mileage block using a log-linear regression method. 74 The purpose is to show that rate levels within a given mileage block are relatively constant across the system as a function of distance. The implication is that since there is little difference in the rates paid, the degree of differential pricing among shippers is small, and therefore the rates are not unduly discriminatory.

There are two difficulties with Williams’ conclusion. First, the Commission has difficulty discerning the basis for the selection of the five cent groupings and Williams’ reason for limiting its first analysis to distances in excess of 750 miles, and the limitation implies that there is no need to determine if there is possible discrimination for movements that are less than 750 miles. Second, the use of a log-linear equation tends to suppress, or level out, those data elements (i.e. the outliers) that vary most from the mean rate levels established by the equation for each of the mileage blocks. Because they vary the most from the mean, the larger outliers in a sample may represent inelastic shippers paying a higher rate differential, but their presence in the sample is concealed by aggregated data. It is this very class of shippers whose movements are less elastic that the Commission must protect from the undue exercise of market power.

As with Williams’ other efforts, the use of such an aggregated analysis does not address the reasonableness of specific rates or whether they are unduly discriminatory. Moreover, Williams did not explicitly request the Commission to use a Buckeye methodology. For the reasons previously discussed, Williams has not addressed the discrimination issues raised in Buckeye squarely enough for the Commission to adopt a Buckeye 
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solution as an alternative to requiring Williams to cancel the tariffs at issue here.

B. Fully allocated costs

Williams asserts on exception that if, over Williams’ objections, the Commission adopts fully allocated costs as the appropriate methodology in this proceeding, there is adequate fully allocated cost evidence in the record to conclude that the rates as issue are just and reasonable and not unduly discriminatory. 75 The Commission first reiterates that the traditional method for determining whether an oil pipeline’s jurisdictional rates are just and reasonable is in fact a fully allocated cost methodology. Both Staff and Texaco attempted to present such an analysis; however, the ALJ concluded that neither the Staff nor Texaco had presented a credible cost-based case. The ALJ also struck that portion of Staff’s testimony that attempted to allocate jurisdictional costs between terminal and line haul services. On exceptions, Staff, Texaco, and Williams challenged these rulings.

Williams itself did not introduce any fully allocated cost testimony at hearing and it made a considerable effort to discredit the fully-allocated cost evidence of the other parties. In the latter phases of this proceeding, in its brief opposing exceptions, Williams offered its own reworking of Staff’s fully allocated jurisdictional cost study. Williams stated that this reworking demonstrates that almost all of its jurisdictional rates are at or less than fully allocated cost even utilizing Staff’s fully allocated cost methodology. 76 However, the method that Williams used to develop the material included in its brief on exceptions was never subject to cross examination at hearing, the parties have had no opportunity to examine it in detail, and specifics of its methodology are unclear to the Commission. For these reasons, the Commission cannot use Williams’ tardy "cost-based" filing to determine whether Williams’ jurisdictional rates are just and reasonable or not unduly discriminatory.

In contrast to Williams, Staff and Texaco attempted to develop fully allocated cost-based rates at the hearing. Staff first attempted to separate jurisdictional revenue from non-jurisdictional revenue and allocated a portion of total costs to the non-jurisdictional revenues. Williams should have done the same, but did not. Staff also attempted to separate jurisdictional terminal costs from jurisdictional main line transmission costs, and then attempted to allocate those costs on two methods, first on a per barrel volumetric method, and then a revised per barrel and per barrel-mile method. All of Staff’s calculations were based on an accounting allocation method rather than an engineering method. The accounting method allocated costs based on the volumes passing through the terminals but provided no analysis of which volumes were actually involved in terminalling services and which might have been used to support transportation operations. Texaco allocated jurisdictional costs by using a postage stamp volumetric method that reflected neither the difference in length of hauls nor the presence of competitive factors. 77

On exceptions, Williams asserted that many of the facilities and costs Staff assigned to terminal service (i.e. the acceptance and delivery of the oil volumes to local customers) were used for storing or sorting oil volumes involved in further movement 
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through the pipeline, and as such were not used to provide terminalling services to shippers delivering or receiving petroleum products at the terminals at issue. 78 It claimed that Staff’s method resulted in an allocation of costs between terminal and transmission services that bears little correlation to the services actually performed. It argues that the result was usually to overstate the costs attributable to the terminal services on a per barrel basis. 79 Williams also asserted that such a per barrel method allocated costs without regard to competition, particularly in shorter haul markets, and as such would work to increase Williams’ revenue shortfall if rates had to be maintained at the levels derived by Staff’s method. 80

The Commission first concludes that Staff correctly discerned that if a pipeline’s rates are to be designed based upon a fully allocated cost-of-service, the resulting rates should allocate the cost-of-service between terminal charges and line-haul transportation service. Williams provides a terminalling service that transfers products to or from its customers to some, but not all, of its jurisdictional customers. Williams owns and operates a total of 37 terminals but at 35 of these destinations or receiving terminals, it does not offer any terminalling services to its customers. 81 Rather, these 35 terminals are generally used to support Williams’ line-haul transportation services, and include such functions as batching and system balance. In fact, some 20 percent of its interstate product volumes do not use any of Williams’ terminalling facilities at all, and the products enter and leave Williams pipeline system without using the terminal facilities either for accessing the system or for the support of the transportation service provided. 82

Given these different functions, the objective is to prevent those transportation shippers who make little or no use of Williams’ terminaling services to support their transportation from subsidizing shippers who use terminal facilities to support their transportation services as well as those who wish to obtain terminalling services as well. It should be noted that the same goal whether the cost methodology is a conventional fully allocated methodology or a stand-alone method. The object is to assure that shippers pay for the services and facilities that serve their needs. Therefore, in a fully allocated cost proceeding, the record should contain specific information providing a breakdown of costs between those terminals actually used to support individual transportation operations and those used to support the line-haul transportation costs themselves.

The Commission finds that Williams has demonstrated sufficient flaws in Staff’s efforts to separate terminal and line haul costs that Staff’s testimony on that issue should not be accepted as the basis for determining whether William’s rates are just and reasonable. However, the ALJ should not have excluded that testimony. While the allocation of joint and common costs is inherently difficult, failure to do so provides an 
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opportunity to shift costs to shippers who may not use certain facilities but are captive to the use of others. This could result in the type of cross-subsidies that the Commission has previously held should be avoided, 83 and Staff should have been permitted to explore the issue.

Similarly, the Commission finds that distance must be more carefully considered than was done in either Staff’s or Texaco’s testimony. The largest portion of Williams’ pipeline system involves the transportation of petroleum products through approximately 8,000 miles of pipeline. Its rate structure has long utilized a distance-based tariff with about 80 percent of its cost-of-service distance-sensitive. Failure to adequately account for distance could understate the competitive forces that are present to various degrees in Williams’ regulated markets. This could lead Williams to curtail some services even if these were in excess of variable costs and their continued operation would result in greater total revenues that if they were discontinued. The Commission therefore finds that Williams has demonstrated a number of internal inconsistencies in Staff’s use of barrel and barrel mile allocation methods that would likely have the same result. 84

To conclude, the ALJ correctly rejected both Staff’s and Texaco’s fully allocated cost-based methodologies and his determinations are affirmed. The Commission therefore affirms the ALJ’s conclusion that none of Staff’s, Texaco’s, or Williams’ fully allocated cost evidence is sufficient to determine the reasonableness of the rates at issue here. However, the ALJ erred in excluding Staff’s efforts to allocate costs between terminal and line-haul services since this does present a cross-subsidization issue that Staff could properly explore at hearing given the Commission’s prior decision in Opinion No. 391-A . This does not change the result here given the Commission’s conclusion that there were other deficiencies in the allocation methods proposed by Staff.

C. Miscellaneous issues.

There are a number of other cost accounting and regulatory issues before the Commission on exceptions raised by Williams and Texaco. Texaco asserts that the ALJ erred (1) by refusing to limit the revenue requirement of customers to the level actually filed for by the pipeline rather than what the pipeline might have filed for. Williams asserts that the ALJ erred by holding that Williams’ rates should be reduced to reflect the value of product overages, by holding that Williams’ rates are unduly discriminatory due to the continued equalization of rates from Williams’ El Dorado origin to other origins in Oklahoma and Kansas, and by holding that Williams had not adequately addressed the issues of cross-subsidization between its competitive and non-competitive markets.

1. Limitation of the Revenue Requirement

Texaco filed exceptions to the ALJ’s failure to hold that Williams should be limited to the revenue it actually filed for rather than some hypothetical level that the pipeline might have filed for, asserting that this is required by the filed rate doctrine. 85 Williams asserts in its brief opposing exceptions that the filed rate doctrine is not applicable to the rate level for which it actually filed. 86
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Under Texaco’s method, Williams’ maximum possible just and reasonable jurisdictional rate would be limited to the amount of revenue for which it actually filed, not its jurisdictional cost-of-service. The ALJ correctly held that the filed rate doctrine is simply not applicable to this concept. By definition Williams may not collect more revenue than it is permitted to charge under its tariffs at any given time. Thus, Williams may always file additional rate cases, but as has been previously discussed, this does not mean that all of the rates included in any such filing will be deemed just and reasonable because the total revenues may be less than William’s overall jurisdictional cost-of-service.

The Commission has specifically rejected Williams’ theory that its rate levels are justified because they are less than either Williams’ Opinion No. 154-B  cost-of-service or Williams’ estimate of its stand-alone costs. While Texaco has discerned that either theory would permit Williams to raise specific rates until its total revenues equaled either ceiling were reached, the Commission expressly rejects this view. Since Williams must justify any rate increase in excess of the indexing ceiling by the costs of the specific service for each rate at issue, this precludes the unlimited rate increase that Texaco fears.

2. Whether Williams’ rates should be reduced to reflect the value of product overages.

The ALJ held that Williams’ stipulated cost-of-service should be reduced by the amount of revenue that could be attributed to certain so-called volumetric shortages arising on the Williams’ system. 87 The issue arises because of a discrepancy between the barrels tendered and those actually delivered (more barrels went into than out of the system), which reduced Williams’ gross revenues during the relevant test period. Texaco asserted, and the ALJ agreed, that the discrepancy might reflect rate breaks that were given Williams’ affiliates. Williams asserts that if notice had been provided that it must address this issue at hearing, it would have done so. 88 It argues that since no party raised it before Williams completed its case-in-chief, it was deprived of an opportunity to address the discrepancy. This issue becomes moot because the Commission is rejecting Williams’ tariffs for the applicable period.

3. The holding that Williams’ rates are unduly discriminatory due to the continued equalization of rates from Williams’ El Dorado origin.

In the proceedings below, Texaco asserted that Williams’ rates for movements from its El Dorado origin point were unjust and unreasonable because they are grouped with several other origin points in Kansas and Oklahoma. Texaco argued that it should not be required to pay the same tariff for movements that had a significantly shorter mileage. The ALJ questioned wether the continued equalization of rates from Williams’ El Dolorado Origin and other origins in Oklahoma and Kansas, but did not formally rule on the matter. 89

On exceptions, Williams asserts that there was a lack of notice that this issue would arise, noting that the issue was not raised in Texaco’s prepared testimony, pretrial brief, or in the course of cross-examination. Williams further asserts on the substance of this issue, that in its 1985 settlement the shippers insisted that equalization be maintained and its previous attempts to modify the rates were protested. 90 
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Williams also argues that the ALJ found in Phase I of the proceeding that the differentials in Williams’ Group 3 rates were justified by competition, 91 that the Commission affirmed this conclusion in Opinion No. 391-A , and that it stated it would not require the re-examination of alleged issues of discrimination on a cost basis in Phase II of the proceeding. 92

While the Commission stated that there were other issues of discrimination that could arise in Phase II of this proceeding, such as the cross-subsidization of competitive by non-competitive markets, Williams is correct that the Commission addressed the issue of the Group 3 rates with finality in Phase I of this proceeding. There is no need to consider this issue further.

4. Other issues of discrimination.

The ALJ concluded that Williams had failed to demonstrate that its proposed rates would not result in discrimination or cross-subsidization (1) between competitive markets and non-competitive markets (2) among shippers within the non-competitive markets, or (3) between intra- and interstate markets. 93

Williams excepted to this conclusion asserting that its evidence demonstrates that all of the rates in its competitive markets are in excess of variable costs, that the rates in its competitive and non-competitive markets are comparable by mileage blocks on a system-wide basis, and that its intrastate rates generally had higher yield mile than its interstate rates. 94 In addition, it argues that since the revenues from its competitive markets exceed the incremental costs of serving those markets, there is no cross-subsidization between its captive and competitive markets. In its brief opposing exceptions Staff replies that Williams cites no Commission precedent that would support its variable cost and incremental cost theories and therefore the ALJ should be affirmed.

The Commission has rejected the rates at issue here on the grounds that the level of those rates was not adequately justified. The Commission expected that the relative level of rates within competitive and non-competitive markets, as well as between both markets, would be addressed in Phase II, together with as any issues of undue discrimination. 95 However, since the rates at issue have been rejected on an alternative ground, there is no need to explore those issues further.

E. Conclusion

The Commission finds that Williams failed to meet its burden of proof under either of the two main theories tried to advance here at this phase of this proceeding. While their analytical techniques are different, both the fully allocated approach and the stand-alone method are regulatory methodologies designed to achieve a common goal, that is, to assure that specific rates are just and reasonable and they are not unduly discriminatory. Both are premised on assuring that the individual shipper does not pay excessive rates to cover costs of services a hipper is not actually using, or from which a shipper clearly obtains no benefit. Thus, under either method, the goal is to avoid a cross-subsidy. The fully allocated cost method attempts to avoid this result through the allocation of historical costs to relative volumes; the stand-alone method focuses on the costs that an individual shipper would incur purchasing goods or services 
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to meet its needs in a competitive market. The proper application of either methodology requires the rejection of the broadly aggregated, rate ceiling approach that Williams argues could be utilized to justify its rates under either of the two methods.

For these reasons the ALJ’s decision is affirmed. Williams must cancel any rates filed in the dockets listed in footnote one that are still effective to the extent that those rates apply to the 12 non-competitive markets at issue here. Moreover, Williams must make refunds of the rates collected under any of the dockets listed in footnote one if those rates were applicable to movements to or from the 12 non-competitive markets at issue here.

The Commission orders:

(A) Within 15 days of the issuance of this order Williams must file tariff sheets to cancel any currently effective rates filed in the dockets in footnote one and which apply to the 12 non-competitive markets at issue here, such tariff sheets to be effective not later than 30 days after this order issues. The notice must also clearly state the rates that will remain effect in both Williams’ competitive and non-competitive markets and reinstate any prior rates that are necessary to maintain service in those markets.

(B) Williams must refund to its customers, with interest, any amounts collected under the tariffs filed in the dockets listed in footnote one to the extent that those tariffs applied to the 12 markets that are at issue here. The refunds must be made within 45 days of the issuance of this order, and file a refund report within 15 days after the refunds are made.

-- Footnotes --
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1 This consolidated proceeding covers Williams’ filings and the related complaints in Docket Nos. IS90-21-000 , IS90-31-000, IS90-32-000, IS90-40-000, IS91-1-000, SP91-3-000, SP91-5-000, IS91-21-000, IS91-28-000, IS91-33-000, IS92-19-000, IS92-22-000, IS90-39-000, IS91-3-000, and IS91-32-000. This decision applies only to those dockets and does not apply to any dockets subsequently filed by Williams but that were not consolidated with the enumerated dockets.

2 Williams Pipe Line Company, 68 FERC ¶61,136  (Opinion No. 391) (1994), order on reh’g., 71 FERC ¶61,291  (Opinion No. 391-A ) (1995).

3 Williams Pipe Line Company, 75 FERC ¶63,016  (1996).
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4 Williams Pipe Line Company, 50 FERC ¶61,179  (1990).

5 Buckeye Pipe Line Company, 45 FERC ¶61,046  (1988).

6 The "subject to" dockets include Docket Nos. IS91-34-000 , IS92-23-000, IS92-37-000, and IS93-1-000 and IS93-2-000. The following were consolidated with Docket No. IS92-26-000  and are therefore also "subject to" dockets: Docket Nos. IS93-5-000 , IS93-23-000, IS93-25-000, IS93-26-000, IS93-30-000, IS94-5-000, IS94-6-000, IS94-7-000, IS94-8-000, IS94-19-000, IS94-28-000, IS94-40-000, IS95-2-000, IS95-7-000, IS95-10-000, IS95-20-000, IS95-23-000, IS95-28-000, and IS95-30-000. The Commission is issuing a separate order concerning these dockets.

7 Opinion No. 391, 68 FERC ¶61,136 , at pp. 61,678-86.

8 Opinion No. 391-C, 71 FERC ¶61,291, at pp. 61,133-46.

9 Des Moines, Grand Forks, Duluth, Rochester, Sioux City, Sioux Falls, Topeka, Grand Island, Aberdeen, Cedar Rapids, Waterloo, and Fort Dodge.

10 These 12 markets are referred to hereafter as the non-competitive markets. The other 20 markets are referred to as the competitive markets.

11 71 FERC at p. 62,146 .
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12 Under the bifurcated procedure the fact that there is a lack of significant market power does not exempt those markets from the Commission’s oil pipeline jurisdiction. Rather, the absence of significant market power allows the Commission to engage in light-handed rate regulation and permit market forces to establish the rate levels in those markets.

13 89 F.3d 878 (D.C. Cir. 1996) (ARCO).

14 The Court stated:

Thus the ALJ erred in saying that Ramsey pricing would violate the Interstate Commerce Act. Indeed, the ICC officially adopted Ramsey pricing as its preferred model for some purposes. . . .

Id. at 882, n.1. (Citations and parenthetical material omitted).

This statement was not essential to the holding in the ARCO decision, however, and is therefore correctly characterized as dicta.

15 Williams Pipe Line Company, 75 FERC ¶63,106, at p. 65,061.

16 Id. at p. 65,062.

17 Williams’ proposed stand-alone cost pipeline is a hypothetical pipeline designed to serve only the non-competitive markets.

18 75 FERC at pp. 65,063-64.
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19 The cost-of-service referred to here is Williams’ cost-of-service under the Commission’s Opinion No. 154-B  methodology.

20 Williams Pipe Line Co., 75 FERC ¶63,016 , at pp. 65,063-64.

21 Id. at pp. 65,064-65.

22 Id. at p. 65,065.

23 Id. at p. 65,063.

24 Id. at p. 65,066.

25 Id. at pp. 65,067-68.

26 Id. at p. 65,070.

27 Id. at p. 65,067.
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28 Id.

29 In Revisions To Oil Pipeline Regulations Pursuant to the  Energy Policy Act of 1992 (Revisions to Oil Pipeline Regulations), the Commission stated:

The Commission received several comments addressing the issue of whether the cost-of-service methodology should be applied on a "Stand-Alone" or fully allocated basis. The Commission is proposing no change in its current practice of using fully allocated rates. See Williams Pipe Line Company, 31 FERC ¶61,377  (1985).

FERC Statutes and Regulations, Regulations Preambles January 1991-June 1996 ¶30,985, at p. 30,957  (1993), at footnote 83. See also Opinion No. 391-A  at p. 62,147.
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30 See ARCO Pipe Line Company, 52 FERC ¶61,055  (1990) (Opinion No. 351), order on reh’g, 52 FERC ¶61,398 (1990) (Opinion No. 351-A ); Kuparuk Transportation Company, 55 FERC ¶61,122  (1991); Endicott Pipeline Company, 55 FERC ¶63,028  (1991); and Lakehead Pipe Line Company, L.P., 71 FERC ¶61,338  (1995).

31 See 75 FERC ¶63,016, at p. 65,067 , and Ex. 113.

32 75 FERC at p. 65,069 ; Ex. 6. In addition, Staff estimated the interstate portion of this cost-of-service at 173.8 million (See Ex. 126 at 3,5,7, and BJP-11) and the interstate revenues at $113 net of divisions. (See Ex. 137 at 14, 24).

33 See 75 FERC at p. 65,067 .

34 75 FERC at p. 65,063 ; Ex. 81 at 15.

35 Id.

36 See Opinion No. 391-A  at p. 62,146.

37 Id.
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38 In Phase I, the Commission acknowledged that pricing differentials in response to competition would obviate charges of discrimination based on rate differentials. See Opinion No. 391-A , 71 FERC at p. 62,146 . However, that discussion does not explicitly address the issue of whether the differentials may be in excess of fully allocated costs.

39 Potomac Electric Power Co. v. ICC, 744 F.2d 185 at 193 (D.C. Cir. 1984); see also Consolidated Rail Corporation v. U.S., 812 F.2d 1444 at 1453 (D.C. Cir. 1987); San Antonio, Tex., etc. v. United States, 631 F.2d 831 at 835, 844, 852 (D.C. Cir. 1980); Houston Lighting and Power Co. v. United States, 606 F.2d 1131, 1148 (D.C. Cir. 1979). The former ICC has stated:

Indeed, we concluded that a meaningful maximum rate policy could not be founded on a strictly cost based approach. Because competition compels the railroads to price some of their services below an arbitrarily assigned "cost", they must be able to price other services above their assigned "cost" in order to compensate. Otherwise, the carriers may never be able to cover all of their costs and earn adequate revenues.

Coal Rate Guidelines, Nationwide, 11 I.C.C. 2d 520 at 523 (1985).
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40 The former ICC described Ramsey pricing as follows:

Ramsey pricing is a widely recognized method of differential pricing, that is, pricing in accordance with demand. Under Ramsey pricing, each price or rate contains a mark-up above the long-run marginal cost of the product or service to cover a portion of the unattributed costs. The unattributable costs are allocated among the purchasers or users in inverse relation to their demand elasticity. Thus, in markets where shippers are very sensitive to price changes (a highly elastic market), the mark-up would be smaller than in a market where shippers are less price sensitive. The sum of the mark-ups equals the unattributable costs of an efficient producer.

1 I.C.C. 2d at 526-27 (Footnotes omitted.)

41 Railroad Revitalization and Regulatory Reform Act (4-R Act), 45 U.S.C. §801, et seq.

42 Former 49 U.S.C. §10101, et seq.

43 Arco Alaska, supra, at 882, footnote 1.

44 See 1 I.C.C. Ann. Rep 30-31 (1887), describing the role of differential pricing in the rail industry in response to varying conditions of demand and competition. See also Associated Gas Distributors v. FERC (AGD I), 824 F.2d 981 at 1011 (D.C. Cir. 1987).

45 Consolidated Rail Corp v. U.S., 812 F.2d 1444 at 1453 (D.C. Cir. 1987).
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46 Id.

47 See Hope Natural Gas v. FCC, 320 U.S. 591 at 603 (1943).

48 In Southern Natural Gas Company, the Commission stated:

In its Rate Design Policy Statement, the Commission clarified that, in a pipeline’s next rate case after giving discounts, the pipeline need not assume that in the future the previously discounted service will be provided at the maximum rate. Otherwise, there would be a disincentive to pipelines discounting their rates to capture marginal firm and interruptible business, since a pipeline might not be able to recover its cost-of-service in the future if the maximum rate in its rate case would be based on the full throughput obtained through discounting.

65 FERC ¶61,347, at pp. 62,830-31  (1993).

49 For example, in Houston Power and Light Co. v. ICC, 606 F.2d 1141 (D.C. Cir. 1979), the Court of Appeals affirmed the ICC’s determination that a coal rate which would recover 163 percent of variable costs and 121 percent of fully allocated costs, came within the "zone of reasonableness," even through it fell on the high end of the range. Id. at 1146.

50 For an examples involving the telecommunications industry, see: Nader v. F.C.C., 520 F.2d 182, 201-05 (D.C. Cir. 1975); National Rural Telecom Ass’n v. F.C.C., 988 F.2d 174, 182-84 (D.C. Cir. 1993).
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51 For example, this Commission has prohibited pipelines from recovering an unreasonable amount of investment base costs from captive shippers where excess capacity has resulted from the expiration of existing gas transportation contracts. See Transwestern Gas Pipeline, 72 FERC ¶61,085  (1995), order on reh’g, 73 FERC ¶61,089  (1995); El Paso Natural Gas Pipeline, 72 FERC ¶61,083  (1995). The former ICC reached a similar conclusion in its Coal Rate Guidelines, Nationwide. 1 I.C.C. 2d at 537.

52 See Ashley Creek Phosphate Company v. Chevron Pipeline Company, et al., No. 40131 (Sub No. 1), served October 30, 1996.

In this case, the STB concluded that a slightly modified stand-alone cost methodology should be used to determine whether the rates of phosphate pipeline were just and reasonable. The STB applies the ICA in making such a determination.

53 Williams’ Brief on Exceptions at 57-70; Williams’ Supplemental Brief on Exceptions dated August 7, 1996.

54 See Coal Rate Guidelines, Nationwide, 11 I.C.C. 2d 520 at 523 (1985); Potomac Electric Power Co. v. ICC, 744 F.2d 185 at 193 (D.C. Cir. 1984); Consolidated Rail Corporation v. U.S., 812 F.2d 1444 at 1453 (D.C. Cir. 1987).

55 71 FERC at p. 62,148 .

56 Id.

57 75 FERC at pp. 65,063 and 65,066.
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58 744 F.2d at 193-94 (D.C. Cir. 1984).

59 The use of current technology designed to service the needs of specific shippers receiving the service distinguishes the stand-alone cost method from a reproductive cost methodology. This latter method usually attempts to establish the cost of reproducing the same system-wide services in place at current prices without regard to technological change, differences in demand, or other factors that may result in the more efficient service and lower costs.

60 The ICC/STB uses a levelized annuity approach that estimates all construction and operating costs the stand-alone service will incur over the estimated time frame of the service. The approach assumes a new entrant for the service and is intended to accommodate anticipated changes in total investment and service levels. Inflation is adjusted for by using the real rather than the nominal cost of capital for capital expenditures and a projected inflation adjustment for operating costs. The total cash flows required are discounted back to a unit rate. See Coal Trading Corp. v. B&O Railroad Co., et al., 6 I.C.C. 2d at 376-79 (1990) for a detailed explanation in the context of a complex case.

61 See ICC Guidelines, 1 I.C.C. 2d at 532. The shipper may also lower the cost of the hypothetical system by purchasing or using existing facilities as part of the service, thus reducing the stand-alone cost below what it would be if only new construction were involved. See Potomac Electric Power Co. v. ICC, 744 F.2d 185, 194 (D.C. Cir. 1984); 367 I.C.C. at 552-53.
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62 Id. at 193-93.

63 Exh. 1 at 18, 33-53; Exh. 5 at 31-32; Ex. 15; Exh. 32 at 129; Exhs. 127, 129, and 130.

64 Exh. 95 at 21-22.

65 As noted, Williams has made extensive analyses of both the estimated point to point revenue flows that will occur on its system in different competitive situations and of the estimated construction costs of specific links its stand-alone system or the similar costs for potential entrants. See Exh. 115; Exhs. 131 and 387; Exh.3 at RGvH at 11-12; Exh. 75; Exh. 74 at MAB 2-3.
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