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Mr.

BAYH

for the Committee on the Judiciary,
submitted the following

REPORT
[To accompany S. 2387]

The Committee on the Judiciary, to which was referred the bill
(S. 2387), to restore and promote competition in the petroleum industry, and for other purposes, having considered the same, reports
favorably thereon with an amendment and recommends that the bill
as amended do pass. The amendments are set forth commencing at
pages 159 and 161.

I. Ovu.nvia.w

Thi :!report deals primarily with the structure of the petroleum
industry. Its main 'part-an examination of the problems stemming
from the industry's vertical: integration-draws principally upon the
15,000 pages and 26 volumes of hearings of the Senate Subcommittee
on Antitrust and Monopoly of the Committee on the Judiciary. Many
of the fundamental issues received attention in 1957 when, following
the Suez Clisis, the Antitrust Subcommittee first held hearings on the
oil industry. At that time, Senator Joseph C. O'Mahoney (DWyoming), discussing the collaboration of American and foreign oil
companies with foreign governments in developing the oil resources of
the, Middle East, first questioned whether the United States should
permit a handful of businesses to play a central role in its foreign
policy.' Senator O'Mahoney noted that this small group of large,
integrated companies could limit the competitive behavior of their
independent counterparts, and,. indeed, this small group of firms had
I

Senate Subcemmittes on Antitrust and Monopoly and Senate Sub0eeamittee on Ptblic Lands Joint
hearings Emergency Oil Lift Pregram and Related Oil Programes. 5th Cog., 1957, pp. 1-10. Hereinafter
(1)
cited as bii Lift.
(1)

controlled most of the world's crude oil since World War II, using
their control of crude to dominate the industry.

Further testimony from those first hearings not only warned of the
growing concentration of economic power exercised by the major oil
companies, but also noted that historically the United States has
sought to disperse, check, and balance great stores of power, whether
they be political or economic. But, as Senator Matthew M. Neely
(D-W. Va.) observed:
When it comes to matters affecting the profits and self
interest of the major oil companies, the oil lobby appears to
be more powerful than the President, the Congress, and the
people.
*

*

*

*

• . . The issue before us is whether the major oil companies
have become a supergovernment above the law, disdainful of
2
the public welfare.
And from those hearings emerged the urgent policy questions that
confront us now: how much free enterprise do we want and how much
Government control can we stand?
Today, the United States has reached a national energy policy crossroads at which it must choose either increasing Government regulation
or the discipline of competitive free markets to determine the price
and supply of petroleum.
The history of Government regulation of the petroleum industry,
which this report covers, is discouraging indeed. Regulation, even
when well intended, has been consistently inequitable, bestowing
rewards on some groups at the expense of others. The history of our
attempts to establish a competitive petroleum industry through antitrust policy offers little more comfort. Cumbersome, time-consuming
procedures, and political interference have prevented antitrust agencies
from taking even minor steps toward creating a competitive market.
Recently, Thomas E. Kauper, Assistant Attorney General in charge
of the Antitrust Division of the Department of Justice, presented one
instance of the frustration and intermittent enforcement of the antitrust laws. Mr. Kauper described how the Justice Department, over
the past 16 years, has conducted an investigation of possible monopolization and anticompetitive practices by the owners of Colonial
Pipeline, a joint venture of 9 major oil companies.
In 1964, the Antitrust Division staff recommended the filing of a
suit against Colonial, charging various violations of the antitrust laws.
Reviewing officials in the Division have ratified the staff recommendation more than 20 times. Since 1964 nearly all reviewers have agreed
that the originally proposed litigation or slight modifications were
legally justified. No Attorney General or Assistant' Attorney General
ever disagreed with those recommendations. Yet, no such suit was
filed, and, in fact, the Antitrust Division recently has closed the
matter without action. The history of the Colonial Pipeline investigation epitomizes the degree to which the antitrust litigative process
has been a failure in energy.
The Congress has devoted much study and attention to the competitive problems of this industry. The Antitrust Subcommittee's
O Lift,
i pp. s-10a
' Mr. Knupor's discussion of the Colonisl Pipolino investigation is reprinted jles at p. 114.

work, however broad, by no means represents the whole of congressional interest in the petroleum industry. Since the turn of the century,
Senate and House committees have examined some aspect of the oil
industry in nearly every session of Congress.
The concern over the petroleum industry is rooted in oil's importance
to the national economy. In the past 25 years, the real gross national
product increase of 131 percent was accompanied by an increase in
primary energy consumption of 114 percent, from 34 quadrillion Btu's
in 1950 to 73 quadrillion Btu's in 1974.' The slight decline in energy
consumption since the 1973 peak reflects the sharp economic recession,
a recession intensified by the behavior of energy markets over the past
2 years. The availability of adequate energy supplies will determine in
large part the strength
of the present recovery and the rate of future
economic growth.5
Within the energy sector, nearly all of the supply growth has come
from the petroleum industry. In 1974, the industry's productsdomestic and imported crude petroleum, refined products, natural
gas liquids, and natural gas-accounted for 76 percent of total primary
energy consumption. From 1950 to 1974, these sources of energy contributed seven-eights of the total increase in consumption, compared to
one-eighth
from other sources (coal, hydropower, and, more recently,
nuclear).6 So critical are these fuels to the country's economic vitality
that slight fluctuations in their price affect the cost of almost all commodities and services.
Petroleum has been important not only in our past, but it will
remain important in our future. Until 1985, the Nation will depend
primarily upon oil and gas for any growth in energy consumption and
real output of goods and services. Expansion of the most hopeful
alternative-coal as a direct industrial and utility fuel-hinges upon
the rate at which new mines can be opened, the rate at which trained
manpower can be increased, the rate at which transportation facilities
can be upgraded and expanded, as well as the rate at which serious
environmental problems can be resolved. Even with a more rapid
growth rate than presently envisioned, nuclear fuel will make only
a modest contribution to meeting energy needs by 1985. Significant
energy contributions from other sources-coal gasification or liquefaction, oil shale liquids, improved nuclear technologies, solar
power,
geothermal power, and the like-are further in the future.7
Clearly, the Nation has a vital stake in the conditions under which
the outputs of the petroleum industry go to market. Each increase
of a penny a gallon in the retail
price of gasoline, for example, costs
consumers $1 billion a year; 8 a penny a gallon increase in prices of all
petroleum fuels costs, directly or indirectly, nearly $3 billion a year$60.00 a year for a family of four people. And, it is the conclusion of
Bnreau of liness cnted
i
States Energy Through the Year 20( (Revised), December 1975, p. 10. iteetnafter cited as Unied States Energy. The fact that energy conomption has grown somewhat les rapidly
than real OP largely reflects a growth in the 'services" sector from 33 percent of GNP in 195 to 38 percent
in i974. The services component requires considerably less energy input per unit of output than do manufacturing and construction, the other two con nents of GNP.
'Testimony of John Winger, vice president, Chase Manhattan Bank. Senate Subcommittee on Antitrust
and Menopely hearings, The Petroleumo Industry: Vertical Integration, Ft. I., 94th Cong., p. 455 t. seq.
Hereinafter cited as Vertical Integration, Pt I
' Burean of the Census, "Energy Conmoaption-Total and Per capita: 1920to 1973," Statistical Abstract
of the United States: 1970,Washington, 1974,p. 517. Hereinafter cited as Statistical Abstract: 1974. Se, aleo
Bureau of Mines, United States Energy p. 10.
7 Federal Energy Administration, National Energy Outlook, 1976, Washington, p. my. Hereinafter cited
as National Energy Outlook: 1976.
' Federal Energy Adminstration, Monthly Energy Review, April 1976, p. 10. In 1975, the U.S. demand for
gasoline was approsimnely 9,.7itO0 barrels per day, i.e., 102,297,090,000
gallons for the year. Hereinafter died
as Monthly Energy Review: April 1976.

the majority of the Committee that the industry's structure is not
competitive.
Domestically and internationally, the industry is dominated by a
handful of vertically integrated companies that work together on
virtually all levels and in all markets. The most crucial point at which
the major companies restrict competition and subjugate the industry's
independent sector is in markets for crude oil.
In 1974, the top eight domestic oil companies directly produced
54 percent of the Nation's crude.' That, by itself, is impressive-but
the majors' control of crude is actually far greater. Joint operating
agreements and ownership of pipelines substantially augment the
crude oil control exercised by the majors. Frequently, oil is produced
in offshore re ions and farm-out arrangements
through joint ventures
10
for onshore fields. To the extent tfat small independent firms are
of the leasing agreement still is dictated
control
all,
involved at
generally by the major companies.
Domestic crude, if it is to be marketed economically, generally
must be transported by pipeline. And crude entering a pipeline is sold
nearly always to the line owner. In 1974, more than 64 percent of all
interstate crude pipeline shipments went into lines owned by the eight
largest companies With the assist from the pipeline system, the top
eight firms end up owning volumes of crude far exceeding their own
refinery needs and thereby determine what the independent sector
receives.
The international oil market today is controlled by the Organization
of Petroleum Exporting Countries (OPEC). Contrary to what they
would have us believe, the international companies are not playing
an adversary role toward this carte]. In many important respects,
their interests are closer to those of the cartel than to those of the
consuming nations. Willingly or unwillingly, the companies are in
the position of providing services for the cartel which it could not
perform as well for itself.
The OPEC cartel has always had a fundamental problem. To
succeed, a cartel must divide markets and limit production. For
economic and cultural reasons, the member countries, while able to
agree on price increases, have been unable to make formal agreements
to allocate the limits on production. In short, competitive tensions
already exist within the cartel.
But this has not substantially weakened the cartel price, because
the international companies, not the member countries, have served
as the distributors or rationers for the cartel. As Professor Morris
Adelman noted: "The cartel governments use the multinational companies to maintain prices, limit production, and divide markets. This
connection, I submit, is the most important strategic element in the
world oil market." 12
Like all business arrangements, this works because each side gets
something it needs from the deal. For the major oil companies, it
means a secure supply of crude oil at discount prices to keep their
refineries running at peak efficiency and their product pipelines full.
It also means that they determine what competitors get crude oil,
5ee pp. 20-21,
infra.
to For explanation of fannoats and joint ventures, see pp. 21-22, 2-32, infra.
n' See pp. li-Ps, infro.
I' Sati Stnbomitie on Mutinatinali Corporations hearings, Miltinational corporations and United
States Foreign policy: Pt. 11, 94th Cong., 1975,P. S. Hereinafter ilted as MNC Hearings: Ft. 11.
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when, and under what conditions. For OPEC countries, the deal means
not only that they have a "home for their crude," but that the price
will remain propped up by production limits dictated by their marketers.
Or to put it another way, in exchange for remaining the marketers
of the world's crude supply, the international companies have abandoned much of their ability to bargain for price.
It also should be remembered that the international companies
have minimal interest in low prices. Each OPEC price increase also
boosts the value of their oil and other energy reserves outside of
OPEC.
The OPEC oil embargo in the fall of 1973 prompted the most recent
round of Government regulations. As the world oil price escalated
dramatically, the possibility of disastrous economic impact became
apparent, and the Federal Government attempted to stop the price
of domestically produced oil from reaching the world market level.
The regulations that followed reveal the shortcomings of the regulatory approach. To begin with, each new set of regulations seems to
breed another. The price control regulations created two separate
systems of pricing and gave an unfair advantage to refiners who controlled cheaper crude. These controls prompted regulations to distribute crude more equitably . . those regulations in turn created
injustices of their own. And now,
new regulations are being considered
to deal with those problems. 3
In summary, it is the contention of the majority of the Committee
that:
There is no free market for crude or product in the petroleum
industry today because of the dominance of the major vertically
integrated companies.
Vertical integration permits the major international petroleum
companies to keep stable relations with the OPEC cartel, forestalling aggressive shopping by major refiners for the cheapest
crude price. Such aggressive shopping could put a strain on the
cartel price.
Absence of competitive markets results in inefficiency at the
refining and marketing levels.
Absence of a competitive crude market limits competition
from independent refiners and potential entrants into refining.
The failure of previous Government efforts to create markets
and competition by litigation or regulation argues for the use
of a legislative solution.
The legislative solution which seems the most practical, reasonable,
and promising to the majority of the Antitrust Subcommittee and
Judiciary Committee is encompassed in S. 2387, as amended.
The basic solution proposed is separation by the 18 major oil companies of their producing and refining-marketing operations. In addition, all pipelines would become common carriers owned and operated
by companies which have no interest in the crude or products being
transported through them.
11Regulations have imposed substantial administrativeburdens upon the companies to which they apply
The president of Mobil Oil Corp. testified that his company has over 100 people working on Federal Energy
Administration regulations alone. Testimony ofWilliam P. Tavonlareas, senate Subcourmttee on Antitrust
and Monopoly hearings, Thr Petroleum Industry: Vertical Integration, Pt. III, 94th Cong., 1976, p. 1839.
Hereafter cited as Vertical Integration, Pt. ItI.
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The companies Would have the opportunity to fashion their own
restructuring--within the confines of the statute and with the oversight of the Federal Trade Commission and the courts.
In order to expedite the divestiture process, a temporary petroleum
divestiture court with exclusive jurisdiction for all suits arising from
the act would be established.,
It is the contention of the majority of the Committee that vertical
divestiture can be accomplished:
Without the loss of managerial and operating efficiencies;
Without inhibiting needed capital investments;
Without injuring investors in the companies;
Without inhibiting the timely growth of energy supplies.
It is also the contention of the majority of the Committee that
vertical divestiture will:
Allow the development of free markets in crude and products;
Bring about increased efficiencies in the industry;
Deliver products and services at the best prices to consumers;
Protect the independent refiners and marketers from extinction without requiring Government intervention;
Remove the Government from various phases of the industry's
operation;
Put pressure on the operation of the OPEC cartel;
Forestall the nationalization of the oil industry.
This report seeks to outline the history and competitive problems of
this industry as well as the various attempts to deal with these
problems. We then argue how S. 2387, as amended, would alleviate
them.
The Committee shares the view of the distinguished economist
F. M. Scherer:
* * * [Tihe feared social costs of petroleum industry reorganization ought, if assessed correctly, to be only a minor
deterrent to action. The more important question is what
kind of industrial power structure and hence, ultimately,
what kind of society we wish to have. That fundamental
value judgment14must be resolved either by Congress or the
judicial system.
14Vertical Integration, Pt. In,

p. 2143.

II.

DESCRIPTION OF THE OIL INDUSTRY

Essential to an understanding of the petroleum marketplace is the
physical outline of oil's journey through the four basic stages of the
industry: crude oil and natural gas production, refining, transportation, and marketing. The vast movement of oil from the ground to the
consumer is singularly a global enterprise. It originates in the outpouring from a multitude of wells scattered across the continents and
seas, funnels through a relatively few manufacturing centers, and
ends in the possession of countless users whose economic welfare depends on abundant and regular supplies of petroleum products. The
critical transportation link in this movement is the pipeline, which
ships oil in a virtually continuous flow from wells and tanker terminals to refineries and marketing centers. The physical conditions
under which these operations take place provide the setting in which
competitive problems in the petroleum industry have emerged.
A.

PRODUCTION-DISCOVERY

AND

EXTRACTION

OF PETROLEUM

1

Petroleum is a mixture of hydrocarbons created under pressure from
sedimentary deposits in the beds of ancient geologic seas.2 Ancient
peoples knew of its existence as surface seepage. Yet only within
the
past century have oil's concealed deposits been actively sought.3
Oil may be found in any part of the world where seas once overlaid
or still cover the land. In the United States, significant oil deposits
are located in Alaska, Texas, Louisiana, California, Oklahoma, and
on the Outer Continental Shelf. Major foreign petroleum resources
have been developed in Canada, Venezuela, Indonesia, Nigeria, North
Africa, Southeastern Europe, the North Sea, and the Middle East.
Table 1 illustrates the relative importance of producing areas in terms
of production and reserves in 1974.
1

Oil production encompasses a variety of activities including the acquisition of lease interests, the general
exploration for petrolem.n the drilling and completion of wells, the operation of wells over Ln extended
series, and the sae of oil prodneed.
2 Petroleum is not a single homogenous substance, but rather is a general term commonly applied to a
variety of combustible liquids withdrawn from the earth. Petroleum consists of an enormous number of
hydescarhons-eomponndo ef hydrogen and carbon. Methane, with a single crben atom, is the ightest
hydrocarbon and is the principal constitutent of natural gas. As the number of carbon atomo ineesers, the
hydrocarbons become more dome and take the form of gases, bqmds, and solda at normal predire and
temperature. The density of the hydroarbons is important, for it determines to some extent the amount of
fluid which ran be removed from a petroleum reservoir.
Petroleum sometimes contains impurities such as carbon dioxide, nitrogen, helium, and compounds of
sulfur and oxygen. Sulfur imparta a corrosive character to oil and gas: petroleum fnids with a substantial
sulfur content are called soar. Processing of sour crude oil requires expensive equipment. Hence, high-sulfur
crude generally has a lower value than the more desirable sulfer-free or sweet crude.
See generally, Interstate Oil and Gas Compact Commission, Oil and Gas Production (University of
Oklahoma Press 1951).
- Leonard Mosley, Power Play: Oil in The Middle East (Penguin Books, 1974),pp. In-.

TABLEI.-WORLDOIL PRODUCTION
AND PROVEDRESERVES,
1974'
Production

Reserves

Percent
of total

Billion
barrels

1 .1
3.5
5.9
2.7

40.0
8.8
18.4
22.2

17,435

30.1

90.0

12.5

WesterEurope.
445
MiddleEast
21,
720
Africa ..------------------- .-------.
5,640
U.S.S.R....
9, 055
Eastern
Evrope .
..
. . . .
350
China
...........................................
050
OtherEasternHemisphere
-2, 275

.8
37.5
9.7
15.6
0.6
1.8
3.9

26.3
403.4
6B.3
83.4
3.0
25.0
21.D

3. 7
56.4
9.5
I.K
9.4
3.5
2.9

69.9

630.4

7.5

82.0

609.

84.5

150.0

720.4

100.0

Area

1,O bid

United
States------------------------------------10,485
Canada2, 000
Caribbean
--------.-................-...3, 410
OtherWestern
Hemisphere......................... 1,540
Total,Western
Hemisphere
............
.......

Total,EasternHemisphere
---------------------40, 535
World(excludes
U.S.S.R.Eastern
EuropeandChina)----

47,515

World
---------------------------------------57,970

Percent
of total
5.6
1.2
2.6
1. 1

I Production
includes
crudeoil,shale
oil, andnaturalgasliquids;reserves
excludeoil content
of shalesandtar sands.
, Includes
Albania.
Source:
FromBritishPetroleum
Co.,Ltd., "BPStatistical
Reviewofthe WorldOilIndustry1974"(BritannicHouse,
1975),pp. 4, 6.

Until 1948 the United States, as the world's largest producer and
processor, was a major factor in the international market. We tend to
forget that since the end of World War I-except for the years from
1933-1943, after the discovery of enormous Texas reserves-this
country has been a net crude importer. Nevertheless, as a major
exporter of finished products, we maintained a net export balance in
total petroleum for three decades from 1918 to 1947. In 1948 the
Nation's net import balance was a modest 144,000 barrels a day, but
it increased steadily each year, passing the million barrel-a-day level
by 1956.
The change in the U.S. position from that of a net petroleum
exporter to a net importer has been described by Dr. Paul Frankel, an
internationally-known petroleum economist:
Whereas in 1938 the United States provided more than 62
percent of the world crude oil production, covering a domestic demand of 60 percent of the respective world total,
thus leaving a certain margn for export, there was after the
war a significant fall
inboth percentage figures; the shares of
world production and consumption, with the former share
now being lower than the latter, reflected the fact that 1948
had been the first year when the United States became a net
importer of oil.'
Today, the Middle East is the geographic center of the world's
petroleum production and its principal supplier of crude oil.
Revcablei Oil LiIt,
p. 347.
Remoteubcommttee on Antitmust -ndMonopoly,hearings, Oovenm.ental Intervention
inthe Market
Meohnism; The PetroleumIndustry, 91stCong., 190, P.158. Hereinafter
cited 0a Goverrunental Intervention.
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TABLE 2.-UNITED STATES-CRUDE
OIL AND PETROLEUM
PRODUCT
IMPORT/EXPORT
BALANCES'
[Thousandsof barrelsper day
Crudeoil

Products

Total

1938:

Imports
-- ------- ----Esports -----------------..
Net import/(exports)--------

---------------

1947:
Imp rts................
ioport -..................
Net imports/(exports)--------

- .

-

--------- ------

72
212

76
320

148
532

(140)

(244)

(384)

267
127

169
324

436
451

140

(155)

334
109

162
260

516
369

245

(98)

147

421
91

224
236

645
327

330

(12)

(15)

1948:
iEports ...................
Net imports/(exports)
.......
1949:
Imports............ ....... .
Exports --------------------Net imports/(exports)-------1966:
Imports-......
. .............
Exports.
.
.
Net imports/(exports) ----1967:
ImportsExports-

---------------------------..------------------.------.
-----------------

1,225
4

..................-1,221

-

Net imports/(exports)
....

319

1,348
194

2,573
198

1,154

2.371

1,128

1,409

2,537

73

234

1,055

1,175

307
2,230

I Reprinted from Governmental
Intervention,p. 436.
Source: American
PetroleumInstitute:FactsandFigures.1967,Bureauof Mines.

The search for and development of commercial reservoirs of crude
oil and natural gas depend heavily on the skills of the geologist and
engineer. Petroleum is accumulated underground under high pressure
in permeable, porous rock formations known as reservoirs. The mixture of hydrocarbons in petroleum reservoirs varies widely. Most
reservoirs contain some combination of gaseous and liquid hydrocarbons. Because of the high pressures and temperatures found in reservoirs, all oil contains some gas in solution.
Crude oil and natural gas production cannot be reasonably separated. Preliminary geophysical exploration locates geological forma-

tions which may contain hydrocarbons. But only drilling by the
producer can determine whether or not a particular formation is dry
or productive. If it is productive, the producer may find that he has
located a crude oil reservoir with minor amounts of gas, a reservoir
with commercial quantities of both crude oil and gas, or a "nonassociated" gas reservoir. For this reason the largest crude oil producers
also tend to be the largest natural gas producers.
Crude oil lacks the internal energy necessary to move itself to a
well opening and raise itself to the surface. The natural energy to
supply the pressure needed to move oil comes from three basic sources:
The energy of a water drive beneath the reservoir;

The energy of an expanding gas cap located above the petroleum
within the reservoir; and
The energy of expansion of dissolved gas when released from
solution in the oil.
Of the three, water drive, consisting of the pressure applied
by a
6
body of salt water beneath the reservoir, is the most effective.
A major objective of good production practice is to prevent the
release of dissolved gas from solution, as much as possible, until the
oil reaches the well opening. Dissolved gas escapes when the reservoir
is tapped and pressure is released. To prevent the escape of dissolved
gas, the producer must prevent the reservoir pressure from dropping
as oil is withdrawn. When oil loses its dissolved gas, it becomes more
viscous, significantly reducing the amount of oil that can be recovered.7
The discovery and exploitation of reservoirs requires the drilling,
development, and operation of wells.8 Production costs vary widely
according to the location and geological features of a reservoir. The
expense of drilling, equipping, and operating a well increases as the
reservoir becomes less accessible. Hence, reservoirs located deep underround in remote regions require greater investment for commercial
development. The producing nations of the Middle East are especially
noteworthy for their prolific oil fields which permit production at an
incomparably low average unit cost. Development and operation costs
for oil fields in the Middle East on the whole are strikingly lower than
typical production costs for fields in North America. Operating expenses plus a 20-percent return on development investment for the
prolific fields of the Persian Gulf axe in the range of 15 to 20 cents per
barrel. The tremendous size and favorable pressure characteristics of
petroleum reservoirs in many Middle Eastern countries facilitate the
production of oil at a fraction of the average production cost in
9
north America. Thus, in 1967 the daily output per well in the United
States was 16 barrels, whereas10 the average per well output in the
Middle East was 4,460 barrels.
B.

TRANSPORTATION

Transportation is a vital part of the petroleum industry. Every day,
some 13 million barrels of domestic and imported crude oil must flow
into the Nation's refineries. An average of 17 million barrels of domestic and imported refined products must be moved every day from
refineries, ports, and natural gas plants to ultimate markets."
A special transportation network is needed to meet the particular
needs of the industry. First, the system must be as inexpensive as
See documents related to
5 Conoervation P
tion P1., pp. 56-7P2
No prodtion
tehique
no need
a eoervior formation.
r
o a reservoir
flids
the yield
Someofoil
mstunder
Howevrs,
rein inefficient
behind,
cifthe
pore osoeso
erapuodin
the ametler
prodioction is suhotnottafy iess than the yield which resnlts from rarefol maintenooce of the reservoir pros.
suere.Modern production nd ronservatioo teohniqneo cook to focreooe the masonum yield of oil hy preventjog the premature depletion of notorol reservoir energy. tee tetimony of Jock W. Cnrlson, Assiotant Secretary Energy and Mineralos/Departmsentof the Interior. Vertical Initecration, Pt. I, p. 73 et. seq.
t...ndary recove ry method
uWrn natural eoe. e rivnee isve disoipated, the prodorer meet re.e. to
of o.and
water to sustai the flow of oil from the reservoir.
reeto
sock as pou pig or
'Developent consists Of detersolosog the physical characteristics of sit-bearing reservoirs, mainly by
drifliogwells and eciipping them for proction. Operation involves the day-to-day monitoring of proliuelion and mainteonance of proeution facilities.
'M. A. Adelmon, The World Petroleum Morhet (inhns Hopkins University Proe, 1197211,pp. 00-77.
Cited herelnaf ee as Adelman. Testimony OfM5.A. Adelmn in Glovernmentot Intervention, pp.o-4
Testtomonyof D~r.PaulO . B~radleyin Oovernmental Intervrntion, pp. 285-295.Testimony ol Dr, Wayne A:
in Governmental Intervention, pp. 272-273.*
Leemon
'0Testinony of Leemn, overnental Interventio, pp.272-273.
m9-61.
ii PEA, Nationni Eoergy Otiook. 1976,pp.
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possible. Because crude oil and refined product are bulk items of
charges can have a
relatively low unit value, large transportation
12
serious effect on the ultimate consumer price.
Second, to avoid the construction of expensive storage facilities, the
transportation system
must maintain a continuous flow of crude oil
3
and refined product. The average refinery has enough storage to
compensate for but a few days of delay in crude deliveries. The typical
retail station can store only a small fraction of its total sales volume;
the retailer's tanks must be filled every few days if he is to continue

selling gasoline.
While several transportation modes (pipelines, water, rail, and
trucks) are available to move crude oil and products, pipelines provide
the most economical means of overland carriage, both for gathering
day-to-day production or for bulk shipment over long distances."
Thus, in 1974 some 87 percent of refinery receipts of domestic crude
oil were delivered by pipeline, compared to 11 percent by tankers
and barges and only 2 percent by rail or truck. Although other means
of carriage serve useful functions, pipelines are the fundamental element
of petroleum transportation."
1. Crude oil gathering
Wells produce crude oil at steady, average rates, and regularly
available transportation is necessary to avoid costly tankage for
accumulation. Barges and trucks perform some gathering services,
but pipelines afford the cheapest, safest method of continuous gathering." When new oil fields are opened and wells enter production,
gathering lines are run to a producer's lease storage tanks which are
large enough to hold severaldays production from a group of contiguous wells. Gathering lines move oil to large storage tanks which
accumulate production from several leases: oil is then pumped through
a feeder line to large-diameter trunklines." Due to the expense of
constructing gathering lines and the uncertainty of taking business
away from an existing line, the same 8 gathering system normally
serves an oil field for the life of its wells.'
12Third Report of the Attorney General Pursuant to Section 2 of the Joint Resolution of July 28, 155
Consenting to an Interstate Compact to Conserve Oil and Gas, Sept. 1, 1958, pp. 46-48. Hereinater cited
asAG Report: 1958.
"Second Report of the Attorney General Pursuant to Section 2 of the Joint Resolution of J1ly 28,1955,
Consenting to an Interstate Compact to Conserve Oil and Gas, Sept. 1, 1957, pp. 71-72. Herrlnaftee citod
as AG Reprt: 1957.
14From CC statistics it appear, that pipeline tariffs average 5 to 6 cents per 100 barrel-siles; industry
personnel have informed the Antitrust Suhcomioittee that their costs for truck transportation average 50
to 60cents per 100 baerel.miles. See testimony of Jack Vickrey, counsel, Association of Oil Pipelines. Senate
Committee on Comooeree, hearings, Consumer Energy Act of 1974, s3d Cong., p. 610 ot seq. Hereinafter
cited as Consumer.
1i The deep-sea tanker is the owmstcost medium of long-distance transportation of large quantities of
petroleum, provided adequate failities for loading and unloading exist at tidewater. Once tanker shipments have been unloaded at port centers, pipelines usually move the petroleum to the refinery or distribution center. AG Report: 1958,p. 48.
Trnking is important in the distribution of petroleum products, particularly in the relatively small individual lots moved from terminals and bulk plants to retail outlets. Trucks also gather crude in oil fields
ihoseproduction is too Tmallto justify construction of a ppoline.
Marine transportation is important for overseas haulin of crude and product and for petroleum shipments on inland waterways and in coastal areas. In the Golf of Mexico barges serve roughly the ;7ecrude
gathering function performed by truehs for onshore fields. See testimony of Dr. Walter 0. Measday, Verticol
Integration, Parti. See also A 0 Report: 1857,p.72 and Rrport ofthe Attorney General Puriuant to Section
2 of the Joint Resolution of Sept. 5, 163, Consenting to an Inteestate Compact to Conserve Oil and Gas,
July 1067,p. 16. Hereinafter cited as AG Report: 17.
i*The petroleum industry operates approximately 220,000miles ofpipellnes; 42,085 of this total are gathering ones.
17Line size ranges from 1 or 2 inches in diameter for gathering lines to trunklines, in such areas as Alaska
and the Persian Gull, with a diameter of more than 40 inches.
nAG Report: 1957 p. 82. See also Report of the Attorney General Pursuant to Section 2 of the Joint
Resolution rf July 28, 1955, Consenting to an Interstate Compact to Conserve Oil and Gas, Sept. 1,1956,
pp. 26-27. Hereinafter cited as AG Report: 1956.
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2. Cdu& oil trunklines and product pipelines
The domestic crude oil and product pipeline system is a vast
network linking broad production and distribution areas with refineries. The main arteries of the Nation's modern petroleum pipeline system, trunklines were once 9of relatively small size and were intended to serve a single refinery.' Today, large-diameter trunk lines
serve several refineries through interconnection with other lines.
Crude oil and product pipelines present a clear case of economies
a
of scale. The per-barrel mile cost of constructing and operating
0
pipeline falls sharply as the pipeline diameter increases.' Since
World War III the industry has moved dramatically toward realizing
crude and
2
such scale economies: most of the country's large-diameter
product pipelines have been built in the last 30 years .
The economies of size in pipeline operation impel the construction
of a single, large-diameter pipeline sufficient to carry the anticipated
production from a particular field. Because large, continuous shipments of material make pipelines economical, the construction of a
the economic
large pipeline to a producing region usually precludes
2
operation of competitive lines to the same area.1
C. REFINING

Studies of the petroleum industry traditionally have regarded refining as the industry's fulcrum."1 Refineries are virtually the only
buyers of crude oil and the sole means through which commercially
useful products can be extracted from crude oil.
Complex, synchronized refining processes transform the hydiocarbon mix of different crude oils into a wide range of products, from
the "top of the barrel" (gasoline, propane, butane, and petrochemical
feedstocks such as benzene, xylene, and propylene), through the
"middle distillates" (home heating oil, diesel and jet fuel, and kerosene), down to the "heavier end of the barrel" (residual fuel oil,
petroleum coke, and asphalt).
The mixture of products extracted from a given quantity of crude
oil depends partly on the composition of the crude oil processed but
mainly upon the type of equipment and method of operation used.
Refineries can be constructed to emphasize the output of a particular
range of products. United States refineries, for example, stress gasoline production, whereas European refineries are designed to yield a
higher percentage of fuel oil. In 1967, average gasoline yields in the
United States were 48 percent 24compared to 17 percent in Germany,
France, and England combined.
The simplest type of refining is distillation-the separation of hydro1"AG Report: 1957, p72.
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carbons by boiling. Gasoline is made from the lightest fractions of
crude oil, which boil off first. Jet fuel, kerosene, and distillate fuel oil
are boiled off at successively higher temperatures. The distillation
process consists of a furnace to boil the crude oil and a fractionation
tower to separate components of diverse boiling points and densities.
For most types of crude oil, output of the distillation process tends
to be rich in fuel oil and lean in gasoline. Because of the quantity of
gasoline used in the United States, United States refineries require
considerably more processing
while European refineries demand less
6
to meet their needs
Major improvements in post distillation refining technology- sophisticated cracking and reformation processes-have enabled refiners
to transform heavier molecules into lighter, more valuable fractions: '
such improvements in refining technology have reduced the residual
oil yield from the 1948 United States average of 23 percent of crude
input to 7 percent in 1969. 2
Refining is a capital intensive enterprise. 2 As a refinery nears its
range of full capacity generation, its average costs drop sharply. Thus,
a successful refinery operation calls for use of full plant capacity,
placing a high premium on the availability of crude oil supplies.29 A
steady, adequate crude input is indispensable to new entry into this
sub-industry and vital to the profitable operation of an existing facility.
Not all crude oils, however, have equal refining value, nor, indeed, does
a single crude have equal value to all refiners. As indicated above, a
refinery is not a standard machine, but a complex of individual,
related chemical processes, differing from refinery to refinery and,
therefore, differing in capability of high-yield production from a
particular crude.
D. MARKETING

Marketing embraces the vast network of wholesalers (jobbers),
fuel oil dealers, and retail service station operators who move finished
petroleum products through a wide array of distribution channels
from the refinery to the ultimate consumer.
The growth of the automobile industry in the past 50 years has
made gasoline the product
most familar to consumers and most
profitable to refiners. 0 Gasoline historically has2 accounted for between
40 and 50 percent of domestic refinery output. '
Oil Lift, pp. 108-109.
'Major poot-distillation units may include catalytic crackers or hydrocrers, in which heavy
frantions (e.g., fuel oils) are exposed to a catalyst under heat and pressure to break down their molecules
into
fighter gasoline-like components; catalytic refones, in which naptha moiecuies ass rearraaged in the
preseucs of hydrogen t o
nhigh-ctans
gsoine or othec light products alkytation units co nnua g
gaseous hydrocarbon molecules to fors liquid gasoline; coming units, inwhich very heavy residual
t
ractisne
are heated and broken down into fueloi, gasoline, and coke;
hydrogen or cheomcatreating units for dosufurimlion; and blending units to combsue fractions and additives (such as tetreethyl lead)into end
products with the desired
chemical properties." Seheer, vertical Integration, Pt. III, pp. 214-2144.
Sec als testimony of Dr.Albert 3. Fritch, Senate S
o mittee onAntitrust and Monopoly, Hearings,
Marketig Proctsces in th Gasoline
Industry, Pt. 2,92d Cong.,1971,pp.706-709.
Hereinafter cited as
Marketing Practices, Pt. 2.
Testimonyof Dr.Michael Ricber Governmental Intervention,
p. 182.
11Theptimum sire foreconomic e ney operation is a function of the refinery's sizr,
location, the market
to be served, avaitability of erode oil, and tansportation. AG Report: 1829, p. 2.
M0
The lowest refining costs
achieved
when the plant is operating at 85-5 percent of its capacity.
30Increased reliance en mass transportation systems and the desvoent f muse eficient automobiles
would cause a substantial savings so gasoline consumption anda concomitant decline lnthe growth rate for
gasoline marketing, Such a trend would came a shift
in industry refining
yields
toward increased outputof
petrochemicals and fuel On.
Studies of product marketing traditionally have stressed gasoline marketing almost to the exclusion
of
other fuels. Distribution channels, though often unnoticed, exist
for products other than automobile gasoline.
Diesel fuel, for example, is marketed through trock stps and retail gasoline stations. Residual fueloil
is sold to utiis and industrial usersby the refinery us by fuel terminal operators and dealers. Aviation
fuel
and petrocbmicat feedstocks normally ass sold through contrasts between rtefs and their users.
Risher,Governmental Intervention, pp. 182-185.
Seealso, Oil Lift,
pp. 18-109.
72-585--762

Sold under many brand names, gasoline is basically a fungible
commodity. It consists of many chemically identifiable individual
components which may be blended differently yet produce similar
exchange gasoline
performance characteristics. Companies routinely
32
among themselves using agreed specifications.
When gasoline is shipped through "common stream" pipelines
such as Williams Brothers, gasoline of a specified quality is accepted
at one end of the line, and the shipper obtains the right to withdraw
this amount at the destination point. By the end of its journey, the
gasoline has commingled with other product of similar specification
and has lost its separate identity."
The result of the exchange process and use of common stream pipelines is that a customer purchasing gasoline at a "branded" service
station has "no assurance that this gasoline was refined by the oil
company under whose name it is being sold." "' Nonetheless, numerous companies attempt to differentiate their brands through the use
of additives which are blended into the gasoline at the refinery or
upon receipt of common stream gasoline at a pipeline terminal. While
quality, most refiners have addithese additives do improve gasoline 35
tives similar to those of their rivals. Most additives are developed
The additives in
by individual companies which patent the formulae.
36
turn are mass produced and sold by chemical firms. Firms other than
the additive's patent holder may purchase and use the additive, provided that they pay a fee to the patent holder and refrain from using
the additive trademark in their advertising.3 Thus, Shell's famous
"TCP" is licensed for use to 13 other refiners.
The pervasiveness of gasoline exchanges by specification and the
broad availability of additives of similar characteristics render product
superiority claims based on additive distinctions little more than
"See testimony ofthe following in Marketing Practioes, Part 2: Randall Meyer, Humble, at p. 704; Robert
Yancey, Ashland, at p. 735;Frank H. Staub, Shell, at p. 661; Alton Whitehouse, Sohio-BP, at p. 394.
See also Annon Card Texaco Vertical Integration, Pt. I p. 410.
Consider alo the following statement made at FTC Iniustry Conference on Marketing of Automotive
Gasoline before the Select committee on Smll Business of the House of Repeentatives hold May 3-6,
10-12, 20, and Jul y 19 of 1965. Statement of Humble Oil & Refining Co., Seotin VII.
About 17 percent of Humble's total motor gasolinesupply is obtained from exchange. When anchange agreements ore made, a primary consideeation is to obtain a quality of gaSoone equivalent
to that produced at our own refinerleo . en thooe Casoowhere Rumble takes delIvery from non
segregated tankage, Humble has satisfied itself that the refiners specifications do not vary materially
from its own. To about 96 percent of the gumline received on exchange Humble adds its unique
additives in proper quaotitieo. The remaining 4 percent contains additives acceptable to Ramble.
p. 1732.[Reprinted from Marketing Practice, Pt. 2, p. 703.1
u D. W. Calvert, Williams Bros, Marketing Practices, Pt. 2, pp. 636, 637. See alo the following, printed in
Marketing Practices, Pt. 2, pp. 702-703.
Statement ade at F.T.C. hearings on octane ratings, held Oct. 14, 15, and 16 of 1969by aPSM.
Rodsan, Chairman of the Board of APCO Oil Corp. In a discumlon of the Great Lake Pipeline he
said:
that meets the opecificatiom of the Great Lake Pipeline
we oiply have is make guoe
oystem became they take gasoline of the same quality into that line from nil manufacturers and deliver it t them at the other end-without tho slightest conception of who made it. [p. 111]
Statement madeofatDerhy
FTC hearings
on
octane
ratings,
Oct. Oil
14, and
15, and
of 1969 by a Mr.
Gas 16
Corp.
Colorado
ofheld
Refining Co., a division
Moore, President
l inventory. Then thyraddit (additives) at
Rutwhenit goesotacosmmoncarrieritiommged
the pint of delivery at the trock rout, p. 135
hrid Oct. 14,15, and 15sf1969 hyaman rope
Statement made at FTC hearings on octane ratings,
enoting n independent refinery located 'a Oklahoma. Me indicated that his product is fod lot a
common carier or pipeline with products frees other refineries. So loag as the gasoline meots minimum specifications his product tomixed in comsmonwith other romspaies' products. Hersald:
I do[p.
net
knsw hew yen can oegregatetho products . ., it wold be physicaly impossible to do
1r4]
this.
ii Letter of W. H. Akin, Oil, Chemical and Atmie Workerstntornational Union te Mr. PetersE. Brayemao, sal7 is, 1971. in Macholing Practices, Pt. 2, pp. 719-711.
2, p. 690, et
seq.
Fractices,
Pt. _On1g
Marketing
of Priteh,
2, pp. 761 775.
Pt.
Practices,
Co.,
Mar
Dow Chomiral
0. 5. Williama,
3"Testmony
37Staub, MearketingFractices, Pt. 5, pp. 662.
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advertising techniques. Some of the testimony given during the 1965
Federal Trade Commission hearing on the Marketing of Automotive
Gasoline pertained to the similarity and differences among majorbrand gasolines. The following is part of the testimony given by Stanley Learned, president of Phillips Petroleum Company, in answer to
questions by Rand Dixon, chairman of the Federal Trade Commission:
Chairman DIXON: Do you exchange any gasoline (trade
with other majors) in the East?
Mr. LEARNED: We have some we exchange, yes.

Chairman DIXON: That makes it hard to call yours
Phillips, doesn't it?
Mr. LEARNED: As long as they meet our specifications.
Chairman DIXoN: You put a little pinch of something
in it that makes it a little different?
Mr. LEARNED: Yes; we have an additive which allows us to
advertise. I don't know whether it does anything for gasoline.
[Emphasis added] tO
Retail gasoline stations fall into three groups: stations affiliated
with major oil companies selling major brand gasoline, stations affiliated with independent refiners, and stations operated by nonintegrated
independent marketing companies. Nearly 200,000 service stations
sold gasoline in 1975,0 down from a peak of 225,000 in 1972.
Major brand firms use several refiner-dealer relationships to operate
their retail outlets. The major companies directly own and operate a
relatively small but growing number of service stations using salaried
managers. However, in most cases, the major brand company owns the
service stations and leases them to "independent" businessmen.'0
Finally, the major brand companies grant franchises to dealers who
own their own service stations. Nonbranded marketers, on the other
hand, usually own and operate their retail outlets with salaried
managers.
Two-thirds of gasoline sold is delivered at "dealer tank wagon"
prices through refinery-owned terminals and bulk plants. The rest is
delivered through intermediate wholesalers (jobbers) who purchase
product at a discount, transport it to bulk storage facilities, and make
deliveries to service stations. Jobbers can be divided into two categories: branded and unbranded. The branded jobber, who moves the
bulk of the product delivered by intermediate wholesalers, buys
product for resale under his refiner-supplier's name. The unbranded
jobber purchases product on specification without a preference to
brand.
38Reprinted from Fred C. Atlvino and JameoLtd.
M. Patterson, Competition, Ltd. (Indiana University Press,
1972), p. 23. Hereioofter cited no Competition,
"Some of the major oilcompanies take a more direct approach to image building
tryingtho
to overcome
the coton that
mint gceofine ace baoiail alike. One otratgy io to hbuidan imagebyaround
techaimil
apecto of geoine, which are impossible for most drvers to evaluate.
The classic example of tasetrt
is
Shell's
piatformato campagn. Actualy, the platformate advertising ison a par with a hahery's claim that
its
bread contains floor. Moot gasolines
contain platformate or itseqoivalent." [Competition, Ltd. p.22
Statement entered into therrdofthe FTC' hearings on octane ratings, held Oct. 14,15, and tOof 3969
from an article in Advertising Age by Mr. N. A. Pritchard, vice president for automotive planning and analyt, TRW, Inc.
If we continue to insit..
that a gaoolne to better because it contain a certain ingredient, when pratically allof them do, are we not askingfor a trth In advertising
bill
that would entend tar beyond what
eistsnow? [p.21] [Reprinted from Marketing Pratiem, Pt. 2, p. 7
2
00National Petroleum Newo, Fathook
Isoe,
Mid-May 1075, Mid-May t9ll.
00The femee in sucharrangement to more independent in name than in fact. Loses typicallty ron on a
year-to-year basis
and may be cancelled during the
ner
term fora variety of reosom, many of them arbitrary.
Hence, the dealer
isrifectively rontroited by the company-lessor.

The decision to utilize jobbers depends upon whether the jobber's
discount exceeds the refiner's own distribution costs. Refiners commonly choose to distribute through jobbers where their stations are
few and scattered."
E. CLASSIFICATION OF PETROLEUM FIRMS

Most oil companies are specialists within one of the four principal
subindustries: production, transportation, refining, and marketing.
Yet the outstanding characteristic of the petroleum industry is that
most of the business is performed by large companies active at every
level of the business.
1. Specialists in one phase-The nonintegratedfirm
Each of the four sub-industries contains companies engaged primarily or exclusively at one level. There are thousands of oil and gas
producing companies, ranging from stripper well operators who produce 10 or fewer barrels of oil per day to firms with tens of thousands of
barrels daily production. More than 100 independent refiners may
have minor interests in other functions, but buy nearly all of their
crude oil and generally sell most of their output to nonaffiliated distributors. The marketing industry, into which entry was relatively easy
through the 1960's, includes companies like Hudson Oil Company,
Autotronics, and Martin Oil Service which have 3grown to large size
by specializing in this phase of the oil industry. Finally, there are
numerous independent trucking companies and barge lines, and a few
pipeline companies such as Williams, Kaneb, or Buckeye, which exist
to provide
transportation services to producers, refiners, and mar44
keters.
2. Firms active at all levels-The integratedfirm
Another group of companies are integrated, in the sense that they
are heavily engaged in all four of the basic petroleum sub-industries.
While there are smaller integrated firms, attention usually is focused on
the integrated "majors"-a subset of 16 to 20 companies of sufficient
influence in petroleum markets to merit special consideration."
Listed below are the firms to which the provisions of S. 2387 will
apply:
AilvIne
tu
and Patteron, Competition, Ltd., p. 58-59.
Teotunony of Frank N. Ikard, President, mencan Petroleum Institute, Vertical Integration, Pt. i,
P. 129. See alo testimony of Wilsnan T. Slick, Jr., Emon, Senate Subcommittee on Antitront and Monopoly
hearings, The Industrial .tmrganiatin. Act: The Energy Industry, Pt. ,993d Cong., 1975, p. 415. Hereinate cited noThe Industrial Rorganiatlon Act, Pt. 9.
"Testimony of M. B. Holdgraf, vice prmident, Mary Hudson Senate Subcommittee on Antitrust aod
Monopoly hearings. The Industrial Reorganization Act: The energy Industry, Pt. 8, 93d Cong., 1974.
Hereinafter cited as The industrial Reorganization Act, Pt. 8. See also testimony of Ron 3. Petersn, Martin
Pt. 5.
Oil, Verticl Integration,

, . W. Ca ert, executive vice president, Wiliams Co. of Tulsa Okla. Marketing Practices, Pt. 2.
Vernon T. lones, prmidnnt WilimansPipe Tne Co., Vertical In.tegtion, Pt. I.
Richard C. Mlert, prmident, Knaeb Pipe Line Co., The Industrial Reorganieation Act, Pt. 8.
4"do Chazeau and Kahn, pp. 20-35.
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TABLE 3.-MAJOR PRODUCERS,
REFINERS,
AND MARKETERS
(UNITEDSTATESONLY)
[Barrelsperday]
Crude
production

Refinery
throughout

Marketing

Exxon
---BAD,--------------------------------90000
1,123, ED0
782,
0O0
Texaco
807 S000 945,
BA----------------------------------00
1 33 , D
Shell......................................................
..
586, 0 0
1, 005, 0 0
1,0DA
0, 0D
Standard Oil (Indiana)
D-------N---,
C-O
BU-,DOA0012:000
,
Gulf
---------------...
476,
300
813,
00
860600
Mobil --------------------------.
Oil--------------------.....
420, O00
823, A D
9 8 0,
00A
Standard Oil of California.........................................
413, 08i
867, 00
DA, ADS
Atlantic-Rihfield
383,1 0
S----------------------D------------653 50
697, 600
Getty
...
300,300
1(214,500) '(254,000)
Union
-..............
..........................................
.
268, 400
439,OS
441,
200
Sun. .............................. .... .... ................. .
2655
489,988
570, 54
Phillips
.-----------------.. ... .
.
SAD,------25
700
523, D S
D D,
Continental-------------------DD-,- -0
,DOS-SAD, OS
Cities Service ...----12,
3
SD
(231,800)
348, AS
Marathon
....
174,039 (264,415) 1(280,
10)
BP-Aohi--29,
BOB)
323, A33
33,996
AmeradaHess-------------------- - - - - ----------98 16
530DO
51 DO
Ashland ----------------1 23,071
329,
789
457, 007
1 Belowsizethresholdcontained in S. 2387.
Source:NationalPetroleumNews,FactbookIssue,mid-May1975.

It is with this group of firms that the remainder of this report is
mainly concerned. The roster includes all seven of the traditional
international majors (The Seven Sisters) which have lon dominated
the world market. Five of these-Exxon, Texaco, Mob' , Gulf, and
Standard Oil of California-are U.S. companies. The Royal Dutch/
Shell group is represented by its U.S. subsidiary, Shell Oil, the second
largest U.S. refiner. British Petroleum entered the U.S. market more
recently through its acquisition of an interest in Standard Oil of Ohio
which will become majority control when North Slope oil begins to
flow. British Petroleum, in which the controlling interest is held by
the British Government, owns approximately half of the proved
reserves on the North Slope."
- The StanadardOil Co. (a Ohio ciriorprtion) and the British Petrolenm Co., Ltd., Prospectus:Sohio/BP
Trais Alaska 'ppelie Finonrce, On., Jan. 29,1975, p. S.

III.

PROBLEMS OF VERTICAL INTEGRATION

The most serious competitive problems of the petroleum industry
are related to the absence of a vigorous and reliable market for crude
oil between the producing and refining levels of the industry. To a
somewhat lesser extent there are also serious competitive problems
related to the similar absence of a market for refined product between
the refining and marketing levels. The lack of these markets is implicitly recognized by many industry spokesmen. In fact, they use it
as the basic justification for vertical integration. Their argument is
that security of supply is essential to the efficient running of refining
and marketing operations. And they claim an adequate security of
supply can be had only by direct ownership of producing and refining
facilities. Mobil's president, William Tavoulareas, put it this way:
I do not think it is in the interests of the shareholders...
to build a refine and not know where you are going to put
the products, orbuild a market and not know where you are
going to get the products.
So this is why we put refining together with marketing.
Our interest is to be sure we can refine and market products.
We want to be sure we have the refinery that can supply the
market, and a market that can put the burden on a refinery.
Now, I call that efficiency, and I call that security of supplies.'
The problem with this argument is that it assumes intermediate
markets cannot work effectively in the petroleum industry. It assumes
that the inability of the intermediate markets to provide security of
supply is an inherent characteristic of the oil business and can only
be overcome by vertical integration. There is simply no basis for this
assumption. The distinguished economist, F. M. Scherer, after a major
study of 16 industries, concluded that, "the more prone input markets
are to a breakdown of price competition, the stronger is a firm's
incentive to integrate upstream." O to put it another way, the very
existence of the compulsion to integrate indicates that the supply
markets are not adequately competitive.
The case for the necessity of vertical integration also ignores the
obvious fact that it is integration of the dominant firms itself which
accounts for the lack of reliable intermediate markets. While vertical
integration gives a strategic advantage to the individual integrated
firm, it reduces the reliability of the intermediate markets for the
industry as a whole. Vertical integration does not increase the supply
of crude oil for the industry as a whole. If every firm were integrated,
there would be no more crude oil than if none were integrated. It follows, therefore, that in an industry where only some firms are integrated, security of supply for the integrated firms is had only at the
expense of nonintegrated firms. To the extent that there are uncertainties in the supply of crude or product, they occur only for the oil
that moves outside the secure integrated channels. To the extent the
risks are reduced for the integrated firm, they are proportionately
increased for nonintegrated firms. In time of shortage, for example, the
major integrated firm is able to shift the whole burden of the shortage
I 'vertical Intration, Part In,' p. 1834.
SScher, 'vecal Integeaton, part If,' p.

2141.
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onto the independent sector. This, of course, is exactly what happened during the shortage that began in the summer of 1973 and
continued during the period following the Arab embargo. Then it was
necessary for the Congress to intervene with the Emergency Petroleum
Allocation Act to save the independent sector from annihilation.
One additional point should be made about the nature of vertical
integration in the petroleum industry. The major firms have devoted
a great deal of effort, not to say money, to conjuring up in the public's
mind an erroneous image of this integration. Texaco, for example, in a
series of television and print advertisements, has portrayed crude oil
flowing from Texaco wells to Texaco pipelines and tankers, then on to
Texaco refineries and then to Texaco service stations. These advertisements claim that any "breakup" would destroy this efficient and
orderly flow. "Costly and unnecessary 'middlemen' " would emerge
causing prices to rise. The truth, however, is not so simple.
No company is integrated in the sense that it refines only the crude
it produces, or that it markets only the product it refines. The intermediate transactions that Texaco pretends to fear already exist. Large
volumes of crude oil are passed between companies as are large volumes
of refined product. In fact, Exxon has admitted it does not know how
2
much of its own crude oil it refines. ' As will become clear in the
following sections, the major companies are integrated largely by
reason of the contractual relationships that they have with each
other.
At this point, it is necessary to examine the competitive structure of
each level of the industry and to look at the competitive consequences
of the lack of intermediate markets.
A. CONTROL OF DOMESTIC CRUDE OIL

1. Ownership of production
The major integrated firms dominate crude production. The top
eight of these
firms now directly control well over half of our domestic
2
production. And the top 20 control over three-fourths. Moreover, the
2- Industrial Reorganization Act, Part 9, p. 429.
Any disausasi of the competitive structure at an industry inevitably involves the question of conentrton ratios. A concentration ratio is the percentage of a particular market held by the top firm--usnally
the top four and top eight. As a general pro ition, concentration figures provide a rough index to one of
the factors that determine the degree of competition in an industry. The general principle is that the smaller
the number of firms controlling the output clan industry, the easier it is for them to avoid competition.
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control of crude production by these firms is growing rapidly as the
following table shows.
SELECTED
YEARS,1955-74
RATIOS,
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The industry frequently cites the existence of 10,0004firms active in
crude production as evidence of vigorous competition. But since the
top 100 firms account for almost 90 percent of domestic production,
the great majority of independent producers are of minimal competitive
significance. Moreover, there is evidence that the major companies
are systematically acquiring independently owned crude production.
On the basis of published data-which probably tells only part of the
story-the FTC staff has reported that the 20 leading crude producers
acquired in whole or part 151 production companies between 1955 and
1970.0 This accounts for most of the dramatic increase of 21 percent
in the share of crude production accounted for by these firms between
1955 and 1974.
Control of future production depends upon control of reserves. The
FTC staff has estimated that in 1970 the net ownership of the top
eight firms equalled 58 percent of the total proved reserves in the
United States and Canada. And the net ownership of the top 20 firms
equalled 79 percent of reserves. Since the producing companies actually control the gross production, rather than net production, it is
numbers to allow for a conservative onereasonable to increase these
7
eighth royalty interest. On this basis, eight firms control at least 65
9
percent of U.S. and Canadian reserves and 20 firms have 90 percent.
In addition to what the major companies actually produce, they can
control large amounts of independently produced oil. Because independent producers are unable to acquire and hold large blocks of land
for prospective drilling, they regularly depend upon the major comand other cooperative arrangements
panies for 'farmout agreements
9
for their drilling prospects. Under the typical farmout agreement, the
lease owner, often a major firm, permits another company to drill
on the lease in exchange for a share of the production. Most major
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firms, when farming out a lease, retain a first call on the producer's
share of the oil." As a result, the major firms have the ability to control
the disposition of oil produced on their farmouts.
2. Control of crude oil through ownership of crude oil pipelines
(a) Crude gathering systems-The independent producer typically
sells his crude oil at the wellhead, usually to the owner of the gathering
system which services the field and moves the crude to a trunkline.
Because of their ownership of extensive crude gathering systems, the
major companies are able to control a large amount of independently
produced crude oil.
In 1973, the FTC's "Investigation of the Petroleum Industry"
found that "once gathering lines are erected, there are few other
buyers of crude from that particular field." '1 For the years 1967-1971,
the FTC staff found that the eight largest majors alone purchased
over 40 percent of the independent crude production. The eight
majors generally owned the gathering lines used to transport this
crude. The FTC report concluded that:
Control of these gathering lines, in addition to ownership
of approximately 52 percent of crude sources, gives the
eight largest firms substantial control of domestically pro2
duced crude oil.'
Under State law, gathering systems in all major crude producing
States except California are common carriers. In theory, this means
that any refiner can purchase the production of an independent producer and require the existing gathering system to move the crude
oil for a reasonable tariff. In reality, this rarely happens. Once the
gathering lines are in place, the seller-buyer relationship between the
producer and the gathering line owner is rarely broken. For all practical purposes, the owner of the transportation system serving a field
controls the output of the field and determines its disposition.
This situation is hardly new, and it has survived many serious
efforts to deal with it. In 1907, the Bureau of Corporations (predecessor
of the Federal Trade Commission) in its Report on the Petroleum
Industry made the following comment:
It is true that the Standard Oil Company does not control a majority of crude production by actual ownership of the
wells, but its control of the pipelines, the only effective means
of marketing most of this oil, gives it just as complete a
control of crude production as by direct title to the fields,
and the result is that the Standard is almost the sole purchaser, and its daily quotations for oil are the "official
price" in most of these fields.
This indirect control is practically as effective as direct
5
ownership would be.'
oSr, for example the testimony of William T. Slick, senior vice president, Exxon in "The Indistrial
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In 1948 an economist with a major oil company-Atlantic Refining-was able to write:
Ownership of a pipeline outlet from a producing region is
second only to ownership of proven and developed acreage
1
as a means of supplying crude. '
Almost 10 years later an official of Humble-now Exxon-expressed the same view about the inflexibility of the producer-gathering
line relationship when he told the Texas Railroad Commission:
* * * down through the years I think actual experience has
dictated that it's been a pretty certain fact that Humble,
if it's the purchaser or Cities Service, or anybody else whom
we serve in an area, that they pretty well have control of that
15
production.
A decade later in 1967 the Report of the Attorney General concluded
that once the relationship between the producer and gatherer is
established, the connection is rarely broken:
* * * the field market for crude oil displays all of the
indicia of a monopoly market. The physical pipeline connection and the basic division order may be the subject of
competition initially, with occasionally real rivalry as to
which purchaser-pipeline is to be chosen for the initial connection. But once installed, the expensive physical connections and the complex legal arrangements are long enduring,
not easily responsive to supply-demand fluctuations or to
price behavior."
Last year before the Special Subcommittee on Integrated Oil
Operations the chairman of the board of Occidental Petroleum Co.,
Dr. Armand Hammer, reiterated the statement that control of pipe7
lines is second only to ownership in controlling crude oil.'
Perhaps the most dramatic testimony on this point came from
Charles Siess, president of Apco Refining Co. Mr. Siess described
the difficulties an independent refiner faces in seeking to use the
gathering lines of another refiner as a common carrier. Apco, which
previously had not purchased crude in west Texas, approached
eneral Crude Corp. By offering 40 cents a barrel over the posted
price, Apco made a contract to purchase approximately 22,000
barrels of crude a day from General Crude. Until then oil had been
purchased by Sun Oil which owned the gathering lines in the field.
14John 0. McLean and Robert W. Haigh, "The Growth of Integrated OilCompanies" (Harvard Univesnty, 1914),p. 416.
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Vol. 11, at 174-175 (May 15,
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At the hearings, Mr. Siess described what happened in . dialogue
with Senator Tunney:
Senator TUNNEY. After you purchased the crude from
General Crude did you have any difficulty moving that
crude from the point of the wellhead to your refinery?
Mr. SiEss. Yes, sir, we did. We were initially advised
by Sun Pipeline, after we had General Crude send telegrams
to all the prior purchasers about the amendment on such
and such a date, that Apco Oil would be the purchaser of
crude and we in turn then advised Sun Pipeline that we would
move that crude for our account-that they could not move
the crude for us.
This was their intrastate gathering line in west Texas.
Senator TUNNEY. This was their common carrier line?
Mr. Si ss. It is an intrastate common carrier, I believe,
sir. I think that in the State of Texas common earners are
almost any lines. The restrictions are pretty severe with
respect to common carriers.
So I am sure that it was
a common carrier.
Senator TUNNEY. What reason did they give you that
they could not move your crude?
Mr. SixEss. They said that it didn't meet the vapor specifications for their system.
Senator TUNNEY. But they had been moving that same
crude with the same vapor characteristics up until that
point; is that correct?
Mr. SixEss. Yes, sir; they certainly had, and we discussed
that point with them for several days. And very honestly
we got down to the point where we were advised that-I
believe it was 1 o'clock on Saturday morning-the tanks
would be full and they would have to advise General Crude
that they were going to shut the leases in.
And of course, our deal with General Crude was such that
we would have had to pay for the crude even though the
leases were shut in, if we expected to keep it.
So we, on a Friday morning very early, contacted the
president of Sun Pipeline Co. in Tulsa, advising him that
we had reviewed the situation in depth, and indeed had
spent the night reviewing it, and that if they did not advise
us by noon that they were going to move the crude we
were going to file suit.
About 10:30 that morning, they called back and said that
they would move the crude.
Senator TUNNEY. If you had not been able to move that
crude on the Sun pipeline, what would that have meant to
your company?
Mr. Sxess. Well, we would have had to, if we wanted to
keep that crude, continue to purchase 23,000 barrels of
crude at $3.90 a barrel, which roughly, I believe, turns into
about $100,000 a day, approximately, for whatever period

of time we couldn't move the crude--if we expected to keep
it.
And with our balance sheet we would not have lasted
8
very long.
The result for the typical independent is a choice between selling
to a major pipeline company or shutting in production." Kewanee

Oil Co., in its 1974 Annual Report, said:

As an independent oil and gas producer, crude oil and
natural gas production is sold at the wellhead to major
pipeline companies and registrant [Kewanee] has
very little
2
control of the price it receives for its products. '
Though not in the class of the eight largest producers, Kewanee is
is among the top 30 domestic producers of oil and gas, and its experience is doubtless familiar to the multitude of small producers whose
production must move over majors' gathering systems if it is to reach
a refinery.'
(b) Crude trunklines-The gathering systems carry orude oil to
crude trunklines, which in turn carry it to the various refining centers.
For most refineries these pipelines are the primary means of supply.
In 1974, 87 percent of domestic crude imputs were carried by pipeline
as compared to just under 11 percent by water and little more than 2
percent by rail and truck transport.?
Like the gathering systems, the crude trunklines funnel the supply
of crude oil into the hands of the major integrated firms. The following
table indicates the extent to which the refining industry depends upon
the majors' controlled pipelines for crude supply:
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In 1973 over 92 percent of the crude oil pipeline shipments reported
to the Interstate Commerce Commission originated in lines that were
owned or almost completely controlled by the integrated majors.
In 1967 the Attorney General's Report on the Interstate Oil Compact pointed out the strategic importance of the majors' crude pipeline
system:
Physically, the pipeline network presents a surprisingly
flexible transportation pattern in terms of geography ...
But, as a practical matter, this flexibility is only available to
oil owned by an integrated company. The entire crude oil
pipeline system is so dominated by the integrated, companies
that virtually all shipments, even if handled at origin or near
have
destination by one of the few independent lines, must
28
intermediate access to an integrated company line.
Under the Hepburn Act, interstate pipelines have common carrier
obligations. These are as a practical matter largely determined by the
legal form of the pipeline's organization. The organization forms
usually fit into one of three categories. The first and simplest is the
pipeline owned and operated by a single company. The second,
frequently used for larger lines, is the joint venture. This is a separate
corporation formed by a group of firms which own shares in the line
in proportion to their equity interest. The third form is the undivided
interest line. These lines are constructed by a group of firms which
operate under the legal fiction that they have not built one line, but
that each member has its own line proportionate in size to its investment in the actual line. Each member therefore gets 4exclusive use of
its share of line just as if it were a separate pipeline.
The chairman of the Interstate Commerce Commission has testified
that pipelines which are owned by a single company and transport6
only their own oil are common carriers only for reporting purposes.
They have no obligation to file rates or to transport oil for others.
Although the ICC chairman did not say so, the logic of his position
would probably exempt undivided pipelines from common carrier
obligation to the extent the owners shipped only their own oil. A joint
venture pipeline, however, even when carrying only the oil of its
owners, is considered by the ICC to have full common carrier
obligations.
The practical effect of this common carrier status, however, is
quite limited. The 1967 Attorney General's Report found that
nonowner shippers-typically independents-face serious obstacles
in gaining access to such common carrier facilities:
* * * outsiders simply are unable to use these lines as they
could other types of common carriers. This is probably due
less to direct refusal to accept outside shipment as to the
multiple inconveniences which an outsider would encounter
in attempting shipment over a line designed and geared26
almost entirely to handle the refiner-owner's own shipments.
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The 1973 FTC Report listed a number of devices short of outright
refusal which are available to a pipeline operator who seeks to deny
an independent access to its line. These include:
Requiring large "minimum tenders" (i.e., the least amount
which the carrier will accept for shipment);
Granting irregular shipping dates;
Limiting available storage at the pipeline terminal; and
Imposing unreasonable commodity quality specifications."
The 1967 Attorney General's Report went on to describe the
practical effect of this pipeline control:
* * * virtually all crude oil passing through a pipeline carrier
system is oil owned by the carrier's refining affiliate. Some
exception is made where the "outsider" is also an integrated
company whose lines elsewhere the carrier's refining affiliate
may wish to use. Even in this situation, however, the appearance of discrimination is avoided by the exchange and
re-exchange of the oil involved, or its "sale" and "repurchase." 25

In 1973, the FTC found the situation unchanged:
The opportunity to require the independent to enter into an
agreement to sell his product at the well head in order to
obtain regular sale and transportation of crude clearly exists
for the majors. 9
In its investigation of petroleum activities on the Louisiana OCS,
the Subcommittee staff found evidence of the powerful buying position
that ownership of a pipeline gives a company. One example is provided
by Chevron's--Standard Oil of California's-No. 33 pipeline which
collects crude from leases in the South Timbalier Region of the Gulf of
Mexico. This line connects producing leases operated by five separate
firms besides Chevron. Seventeen firms have ownership interests in
the production, yet 100 percent of the oil is sold to Chevron.3
In summary, control of the crude oil pipeline system greatly expands
the major's control of the domstic crude supply far beyond the amount
they produce themselves. It is a rare barrel of crude which escapes
passing through a major's hands between the wellhead and the
refinery.
v FTC "Investigation of the Petroleum Industry," P. 26.
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B.

INTERDEPENDENT BEHAVIOR AND THE CRUDE OIL MARKET

The petroleum industry at every level is characterized by a system
of cooperative arrangements between firms. The broad impact of these
arrangements was described to the Antitrust Subcommittee by Dr.
Wayne Leeman:
* * * the majors participate in joint enterprises at all

jointly used
levels of the industry-the joint production.
pipelines and terminals , and joint refining and marketing.

Joint activities probably reduce competition among the firms
which participate in them. Over the long run joint enterprises
are likely to be developed more slowly than individual,
separate firms; the reluctance of conservative owners to
invest in a rapid development of any given operation often
limits the quantity of oil which dynamic companies can
obtain and push into the market. Costs common to the
several firms in a joint enterprise provide a basis for possible
tacit or explicit concerted action on prices, and, of course,
regular consultation between the participating firms provides
3
a means for obtaining uniformity of behavior. 0&
Most crude production is done pursuant to some type of joint
arrangement between two or more firms. These arrangements, particularly joint ventures, are conspicuous on the Outer Continental
Shelf. The Department of the Interior auctions Federal leases on the
OCS by a bonus bidding system. Groups of companies acting as units
do the bulk of the bidding. The extent of this joint bidding is indicated by the following table, presented to the Antitrust Subcommittee by Dr. John Wilson:
TABLE6.-JOINT BIDDINGIN FEDERAL
OFFSHORE
LEASESALES(1970-72)'r

Company

Number
ofjoint
bidswit
each

Number
ofindependent
bids Biddingpartners
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5
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TABLE 6.-JOINT BIDDINGIN FEDERALOFFSHORE
LEASESALES(1970-72)--onlined
Number
of independent
bids Biddingpartners

Company
Continental ............... ........

Exxon. .. .......... . .D...........
Getty
.....
... ..... .....

...
....

Gulf-------------...........
Marathon............
......

Mobil ..

. ...

. . . . ......

. ..

..

Phillips
Shell

Sun
Texaco
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of joint
bids
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each
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...........
....... ............- 114
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- -163
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-OO -.
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. . . . .. . . . . ... . . . .
...
.... ...........
80 Ten....... .. ... .. . ... ....
0S.......
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102
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4
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2
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Pennzoil................................
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7
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Joint bidding for leases almost invariably leads to joint production
arrangements. Again, the extent of joint OCS production is indicated
by a table presented by Dr. Wilson:
OFFSHORE
PRODUCING
LEASES
ac
TABLE7.-JOINT OWNERSHIP
OF FEDERAL
Company

Numberof Independently
leases
owned Major partners

NumberofI
joint ventures

THE MAJORS
Amerada-Hess..............
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Atlantic-Richfield.............
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- CitiesService--------------
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14
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3 Cities.......
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2
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El Pas-1 Atlantic --Getty...
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Mobil-..2
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1 Atlantic
....
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--.....
Tenneco
Standard
Oilof California(Chevron) .
Superior.
Transoceon
-...
SouthernNatural2......... ...

Seefootnotes at end of table.
a Table reprinted from "Natural Gas," Pt. 1, pp. 486-488.

85
83
87
4
2
2
85
93
91
7
87
91
19
8

.

2
2
2
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LEASES5-Continued
PRODUCING
OFFSHORE
OF FEDERAL
TABLE7.-JOINT OWNERSHIP
Company

2 Atlantic....................--...
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Cities. ----------Continental --------------------------...
-----------.... ----..------Mo bil---s.----------------------------Tenneco
.....
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. ... .. .. ... .. ..

Marathon..................

51

18

Mobil ----------------------- 52

(Cheron).
StandardOilof California
-on).
Oilof New Jersay(E
Standard
StandardOil of Indiana
((Amoo)
....
......
......
..
2.....
il
Pennao
3 Keer-McGae
.................
Gulf
...........................
Gatty
.........................
StandardOil f Indiana(Amoco).
Sun...........
Southern
NatureI .
................
AlliedChemical
.........................
64 StandardOilof California(Chevron)
.....
86 Getty..................
Mobil..................................

Phillips---------------------- t6

Shell...............

68

Amoco
..

60

Chevron
--------------------05

Al
...........................
-nic
Cities
..............
Contine-tal
.
. .
.
3 Texaco......
Union .................
Natural .
Southern
Mobil
.-..........................
Kerr-McGee.
Supefior- .....................
Tenneco.
..................
Pillips .......
............
Penfoits........................
Teas Eastern
a............
43 Soulf
. .. .. .. .. ... .. ...
Moil
..................
....................
S Burmah
W_..
-------------------------.
KerrMurph/CG
................................

Exxon
----------------------- 52
S un -----------------------19

Phillis. . . . . . . . . . . . . . . .
Maraoen-....................

Teaco ....................

Cabot
-------------DiamondShamro .....................
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Te.asEasternI ..
.
.
.

Union Oil ..................

SELECTED
MEDIUMSIZED
FIRMS
Tenneco Oil- ................

Kerr-McGee
.................
See footnotes at and of table.

It

24 Texaco.........
.........
--- "------ _-_-_-Contnenhil
Cities
.... .... ..
Consolidatad ......
---...............
Columbia
_- -_
Teons
GasSas.
rransi.'"--"
------ ---Ttes. S..a
---. ...
.....
hl
-.....
-...................

cae,l....i
- ....................

31
TABLE7.-JOINT OWNERSHIP
OFFEDERALOFFSHORE
PRODUCING
LEASESs--Continued
Numberof Independentl
y
leases
owned Major partners

Company
CabotCorp------

12

Pennzoil -- --Consolidated -_-

9
33

Columbia
Gas'

33
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..
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I May addto morethan total number of leeos whenthree or morefirms participatein individual
joint ventures.
2 Theecompanyor an affiliate is a major interstategaspipeline.
Source: U.S.Department of the Interior.

Only Shell, Exxon, Standard Oil of California, and Gulf held more
than half their leases independently. Mobil independently held 6 of
the 52 leases in which it had an interest; Amoco held 3 out of 60;
Arco had 3 out of 94; Cities Service, 1 out of 100; and Getty, 1 out
of 119.
When Dr. Wilson presented the above table he pointed out that:
These direct relationships do not, of course, reveal the
full degree of mutual interdependence that exists in offshore
petroleum production. [The table] shows, for example, that
Mobil Oil, which has six independently owned leases, is a

joint partner with Continental in 19 leases, with Cities
Service and Getty in 8 each, with Gulf in 7, Chevron in 5,
and with Exxon and Amoco in 4 each. In turn, Continental,
Cities Service, and Getty have a substantial number of joint
ventures with Atlantic Richfield and Tenneco; while Gulf
has 4 with Phillips; and Amoco has 29 joint ventures with
Texaco, 12 with Union Oil of California, 8 with Southern
Natural and 4 each with Kerr McGee, Superior, and Pennzoil. Thus, the web of offshore production interties is even
more encompassing than a 3 superficial reading of [the table]
may suggest at first blush.
In the study of the Louisiana OCS conducted by the Subcommittee
staff, nearly 300 leases were surveyed. Of these, 46 percent were jointly
held by two or more companies. These leases accounted for 41 percent
4
of total OCS production.
Even onshore a large amount of crude oil is produced jointly. The
most common joint arrangement is the farmout agreement which was
described above. But there are many other risk-sharing devices which
are used to give two or more firms a collective interest in particular
drilling and production ventures.
Crude trunklines are owned almost exclusively
by single major
35
firms or major-dominated groups of companies. The planning of
joint venture and undivided interest lines inevitably involves the
sharing of a great deal of competitive information as do the recurring
investment decisions that must be made by the line's owners. The
decisions involving the location of spur lines, terminals, the capacity
of various facilities all necessitate very close coordination between the
venture partners. Additionally, there is usually a considerable interchange of personnel between the management of a jointly owned pipeline and the management of the companies which own it.
In some instances, the agreement between the pipeline owners may
itself provide for the exchange of a considerable amount of very specific
data. For example the owners agreement of MCN crude pipeline,
which collects crude from offshore leases in the Gulf of Mexico,
provides that the operator, Mobil, shall have access to all geological
and production
data for each well tied to MCN from each of its 10
0
co-owners.
Perhaps the most pervasive cooperative device used at the crude
producing level is the exchange agreement. A very large volume of
crude oil changes hands one or more times after it leaves the wellhead. This is necessary, since only in exceptional circumstances does
the integrated company find its crude oil near its own refineries.
5

"Natural Oaa, Part 1," p. 486.
:3esday, V verticalIntegration, Part I," p. 53.

See Wlson, Natural Gas Pert 1,"p. 45.

" The MCN agreement stabs: Without intending to limlt the general power and authority vested in
OPERATOR, hbut rather is recogtin of the broad scope of toe authority required to be vested in
PERATe hereude fOrthe e tive discharge of the duties imposed, the parties espremly egree that
OPERATOR shall he, and they do hereby center opn OPERATOR the right ot access to all platforms and wells served by the jointly owned Feilities at all reasoaahle tiaeo to enamine and ohech the
with the
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in connection
there pursuent
reqalred and
meters and all other installations aad equipmentFacilitles
of this agresmeat;
provisions
to the
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the right to detersrinothe optimum operating conditions for theJointly OwnedFacilities
to
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iurnished
hy
each
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records
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all
well
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and
all
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to
produtiot
promptllywels
connseted to jointly owned Faeistim; and the right to designate the location at which any part hereto
may tie into Jointly owned Facilities for commitment of each party's prodnua.'
alo, Meoday, "Vertical Integration, Part I," pp. 60-67.
see
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Frequently the crude it produces is not particularly suitable for its
own refineries. It is not worth the cost of moving it when there are
more convenient or more suitable sources.
The remarkable aspect of this secondary market is the extent to
which it uses the primitive device of barter. In a manner familiar in
modern times only to small boys and primitive tribes, oil companies
"sell" significant portions of their crude oil, not for money, but for
other oil.i The companies contend that this exchange agreement
system results in considerable savings in transportation costs. This
explains why the industry does not engage in unnecessary and uneconomic cross-hauling, but it does not explain why oil is exchanged
rather than bought and sold on an open market. It is as if the industry
were justifying the shipment of oil in wooden barrels on the grounds
that it is cheaper than doing it in paper cups. As has been pointed
out in a major study by two economists:
The administration of this complex network of separately
negotiated agreements does not save the costs of selling
from one level to another: the crude oil buying and selling
organizations of the companies involved still have to canvass
the field and seek out profitable trades, just as they would
in open markets. At times, indeed, the reliance on barter
must increase the costs of exchange: sometimes one, or both,
of the parties to a given agreement may have to make a
series of supplementary exchanges-including resort to
purchase or sale-before he obtains the actual quality 3of0
crude he seeks at the location at which he can use it.
The same two economists went on to discuss some of the competitive effects of exchange agreements:
What the exchange does, in contrast with open-market
buying and selling, is to limit access to the benefits of the
market to those with two qualifications instead of the usual
one-a need for oil of a certain kind in a particular place and
possession of a particular oil that the opposite party will
accept. The majors must be able to meet this double requirement more frequently than small nonintegrated firms.
Although examples may be found where exchanges have
benefited an independent by apparently creating a demand
for his oil (or a supply of grades of oil for which he had a
special need), his alternatives must be generally narrower
and more elusive than would be the case in a market conducted exclusively on a monetary basis.
It is true that trading tends to sharpen the differentiation
of qualities, types, and locational values of particular crudes
that the technical requirements of pipeline transport have
helped to blur. But the same results could be achieved
through purchase and sale without the side effects of removing offers and bids from the open market and constricting
the competitive opportunities of smaller, less integrated
"s The fact that erode oil changes technically involve simultaneous purchases and alee by the parties
does not change the essential barter natore Of the exchanges. The appearance of cash transactions was
preserved primarily to establish percentage depletion for tax purposes.
o "De Chaneau and Kahn," p. 185.

companies. . . . [T]he substitution of the comparative
seclusion of informal trading negotiations for monetary
transactions in open markets multiplies the prospect of
concessions and discriminations and of real price variations
without disturbing the posted price. Exchanges maximize
the advantages which size and integration accord to the
majors and minimize potential competitive influences on
the structure of prices. Thus they must help to preserve the
rigidity and decrease the significance of the posted price.'
It was argued by Dr. William Johnson that exchange agreements
had no anticompetitive effects since, because of location and quality
differentials, they did in fact represent the equivalent of real cash
sales." This argument misses the point. As the 1957 Attorney
General's Report explained with respect to crude exchanges:
Since, obviously, the swap-out must be advantageous to
both parties, its core is the price relationship of the two
crudes. A summary of an actual exchange agreement entered into by two of the largest integrated companies underscores the importance of this relationship. After setting out
the parties, the amount of crude to be exchanged, transportation facilities, delivery points, term of the agreement and
force majeure clause, it establishes the price basis as follows:
Company A charges for the crude it sells to Company B a
price equal to Company A's "weighted average acquisition
cost of all West Texas and New Mexico sweet crude oil purchased for normal movement in West Texas Gulf's semisweet
stream." Company B's price equals the "Company's posted
price in effect on date of delivery for the type and gravity of
crude oil delivered" (plus gathering charges). The price relationship is summed up in a concluding proviso as follows:
However, it is mutually agreed that this agreement has been made by [Company A] and [Company B] assuming a price for [Company B's] crude
[in Oklahoma] of $2.86 per barrel for 38' gravity and
assuming an average acquisition cost for West Texas
Sweet crude oil of $2.87 per barrel and if the relative
prices of these crude oils change in the course of the
next year, either party may cancel this agreement by
giving 15 days notice.
This indicates the possible influence of swap-out arrangements on the level of posted prices. Thus, the crude purchased by a company becomes its stock in trade for exchange
purposes, and the price at which it purchases becomes the
value of that stock for exchange purposes. One company, in
theory, holding a substantial number of exchange arrangements, can thus exert a very substantial leverage on the
prices of the crudes in which it deals. For an increase in its
posted price necessarily increases the exchange values of its
crude in terms of that for which it is exchanged. And the com"bid. pp. 185-186.
""vsreica Integration, Part III," pp. 2428-2436.

panies with which it deals are thereby under compulsion to
redress the balance by a similar increase in their trading
stocks' price, even though the increased price which2 they
must pay at the lease might seem to be a deterrent.'
The same logic can be applied to product exchanges.
But exchange agreements cannot be considered in isolation from
the other institutional arrangements in the industry. In particular,
they cannot be considered apart from the constrictions that exist in
the pipeline system. A former Antitrust Division attorney described
how the exchange agreement system related to major companies'
control of pipelines:
If you as an oil company have no chance to get on a line
in your own right, at arm's length, you do the next best
thing-you deal. And for every deal, there must be a
consideration.
If you are another major, and the pipeline is an individually owned line, dealing is easy-simply exchange on a
brotherly basis. Exxon will pick up Gulf's oil where the
Exxon line serves, if Gulf will reciprocate for Exxon. But
what do you do if you are an independent without a pipeline
system Exxon can use or have shown yourself to be a market
disturber. You simply have to go to the major and say:
Please, sir, sell me oil delivered to my refinery or terminal
and I'll forget about trying to get a real bargain in the producing field or refinery area.
These "exchange partnershi s"-the term the industry
itself uses-mean a consensus between the partners as to a
lot of things, but certainly deal with transportation availability and cost. Once a two-way relationship is set up, why
not cut others in on the deal with two, three or four way
exchanges. This also means something else: Once you have
established your "partners" reliability on exchange dealing,
why not cut them in on any new line construction. Two
companies, or nine companies, can build as cheaply as one;
and if they maintain close working partnership, they can
be just as exclusive to those whose competitive "reliability"
is not wholly assured.'
Any one set of these pipeline partnerships and related exchange
partnerships can be imposing. But it is the aggregate effect of set
after set of these arrangements that is important." They almost
certainly cover a major part of our total petroleum supply.
In short, the exchange agreement system removes a substantial
portion of crude oil from open cash markets and forecloses the opportunities of some potential buyers. It deters price competition among
exchange partners, each of whom might
4 suffer retaliation if they
were to injure the interests of the other.
"."AO Report 157

pp. 78-79.

aTetimonyof W. ihn Lamont, consumerer, Pat 2," p. 68.
"- Ibid.
Moreover, exchange tnevitabiy involved the oharng of a groat deal of information amon firma about
their reopootive production nd refling operations. They thereby tend to reinforce cooperattve behavior.

C. CONTROL OF FOREIGN CRUDE OIL

1. Background
Prior to 1973 the international petroleum market had only slight
and intermittent impact on the U.S. market. After World War II,
when the levels of foreign imports began to rise, a coalition of independent producers and coal companies petitioned the Government for
protection in the form of import restrictions. After attempts at organizing "voluntary" import restrictions, the Government in 1959
imposed a mandatory quota program. For almost 13 years this quota
system, in the name of national defense, protected the high-cost domestic
crnde producing industry from the competition of low cost imports.
During this same period, however, the five largest American
international oil companies-Exxon, Texaco, SoCal, Mobil, and
Gulf-expanded their role in the world market. By 1950, these firms,
together with the other two international firms-Shell and British
Petroleum-accounted for nearly all of the world's production outside
the United States and the Communist world. These firms gave to
the structure of the international market two crucial characteristics:
vertical integration and large, interlocking joint ventures.
The strategic importance of the joint ventures created by these
companies is described in the report of the Subcommittee on Multinational Corporations:
As a result of the 1947 Aramco merger and the formation
in 1954 of the Iranian Consortium, the American multinational petroleum corporations were strategically positioned to oversee the basic allocation decisions that were to
govern Middle East oil production in the post-war period.
Exnon, Mobil, Socal and Texaco had exclusive control
over the world's most valuable oil concession in Saudi
Arabia. Gulf had a 50/50 partnership with British Petroleum
in the Kuwait Oil Company. The four Aramco parents and
Gulf together represented the major American contingent
in the Iranian Consortium. And Exxon and Mobil had the
American interest in the Iraq Petroleum Company as well
as large-volume long-term supply contracts with BP for
Iranian/Kuwaiti crudes. These concessionary and contractual interests, which enabled the American majors to span
the large Middle East oil producing countries, formed the
inner framework of 4 the international oil industry's system
of supply allocation.
One major feature of these joint ventures is their tendency to
restrict output. Generally, each member of a venture was entitled
to an amount of oil proportionate to its interest in the venture. The
problem arose when a firm wanted to "overlift." The joint ventures
would not have affected output if each member had been free to
produce as much as it wished, provided it paid the operating and
investment costs. With the exception of the BP-Gulf venture in
FSenate Suboommitteeon Multinational Corporations, "Multinational Oil Corporations and U.S.
Foreign Policy," 93rd Congress, 1975, p. 00. Hereinafter cited as "MNC Report".

Kuwait, this was not the case. Each of the Middle Eastern joint
ventures to varying degrees provided for penalties for overlifting." 11
A second important feature of these joint ventures is their contribution to the knowledge each firm has about each of its rivals. In his
World Petroleum Market, Professor Adelman examined the significance
of this factor. He began with Aramco-a joint venture between
Exxon, Mobil, Texaco and SoCal:
* * * each Aramco offtaker becomes aware of the nomina-

tions of the others, and knows in advance what they intend to
sell. Since Aramco nominations are one-year firm and threeyears tentative, each offtaker has not only a precise idea of his
partners' short-run plans but at least a good idea of their
ong-run plans for permanent expansion. Compounding this
effect is the overlapping membership in joint ventures.
If the production plans of, say, Gulf are known to its partner
BP, they presumably must also be known to BP's partners in
ITC. Therefore the others can at least get a good idea of the
net impact of the Gulf plans. Two of BP's partners in IPC
are Esso and Mobil; hence the plans of Gulf and of BP must
presumably be known also by SoCal and Texaco. All these
firms are in the Iranian Consortium which includes practically
everybody else in the Middle East. As a result, each of the
Persian Gulf producing companies takes account of the action
of all others. It would be an exaggeration to say that the
companies confer on their production plans. At least among
the five American companies, antitrust prudence would not
permit that. But each can be assured that nothing is contemplated to threaten an excess of supply and a threat to the
price. Each can hold back on output in the almost certain
knowledge that all others are doing the same."
A similar view of this system was taken by OPEC in 1965:
The board of directors of the operating company in one
country are nominees of the companies that have nominated
the board in another country. It is therefore common
practice for them to decide regularly or as the need arises
what proportion of their requirements is to be taken from
any given country. The existence of surplus producing capacity
in the area allows these companies a wide measure of flexibility in allocating their total requirements as between countries.
The offtake patterns-and hence the annual revenues-of
the producing countries
are therefore subject to the decisions
of the oil companies.4"
" At the time of the formation of the BP-Oulf joint venturein Kuwait in 1933, the companies had no
expectation of becoming competitors end actually agreed not to compete. This largely ,aconts for the oh5
ation a
in the KuttwaitJoitveontune. SeeFederal Trade Comsson, "The
sence of overlift penaltiesm
st a
Petroleum Cartel "
ff report submitted to the Subcommittee on Menopoty of tho Senate Select Committee on Small business,92nd Congress, 1952, pp. 131-132. Hereinafter cited as "The Internationa Pe-

troleum Cartel.'

Terms ofthejoint venture become more liberal o the number of venture partners decreases. e Adelman,
pp.
', 84-88.
Adetmasnp.088.
do"OPEC. Note 0nResolution IX61" printed in George W. Stocking, "Middle East Oil" (Vanderbilt
University Press, 1970),p. 386. Hereinater cited as "Stocking".
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During this period the issue of production restraints became a
serious cause of conflict between the international companies and the
host countries. Each producing country wanted its own production
increased. But the international firms, on the other hand, desired to
manage the world's output in such a way as to prevent "surplus." In
Iraq, for example, the clash between the government and the Iraq
Petroleum Co. (IPO) became rancorous.!' The IPC's concession
agreement required the swiftest possible development of the country's
petroleum resources, but the FTC's 1952 Report on the Tnternatieno
Petroleum Cartel found:
It appears clear that the delaying tactics and restrictive
policies of IPC have contributed substantially to the lag
position of Iraq relative to other Middle East oil developments. . . . the depression of 1929-33 was not the cause of
the retarded development of the IPC concessions. This retardation was the result of deliberate decisions by the closely
associated groups in the IPC and the development 5of
cooperative relations and integrated policies among them. '
Furthermore, there is evidence that reserves were discovered in Iraq
in order to
and deliberately hidden from the national government
2
restrain the amount of crude oil coming to the market.
In 1960 the dispute resulted in the Iraqi government's cancellation
of the IPC concession in undeveloped areas. The Report of the
Multinational Subcommittee quoted a 1968 memorandum of James
Akins, then with the State Department's Office of Fuels and Energy:
If it had kept pace with other producers Iraq would today
be richer to the tune of something over a billion dollars. Even
more important is the fact that the companies are not investing in Iraq now and have not for years. In fact, they are
disinvesting (although this is a very sensitive point and would
be denied to the Iraqis). They are taking as much oil out of
Iraq as they can while it is still there to take but there is no
question of growth or new facilities."
Similar problems plagued the industry in Iran. The Shah believed
that Iran, as the most populous of the Middle Eastern producing
countries, was entitled to be the largest producer, a position it had
held prior to the Mossadeq revolution in 1951." The Aramco partners,
who also belonged to the Iranian Consortium, were under pressure
from King Ibn Saud who had only grudgingly permitted them to
participate in the consortium, and would not have tolerated Iranian
production surpassing that of Saudi Arabia." A major point of recurring dispute was the provision that penalized overlifting and prevented the crude-short companies from lifting as much as they wanted.
Essential to the performance of this political and economic balancing
act by the major companies was their vertical integration. Professor
IPC'sPrincipal owners were nBP Shell Compagnie Francaise de Petroles. Eexon, and Meba
was only recently decl.sifed nd
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Adelman has argued that vertical integration reinforced the anticompetitive aspects of the joint venture system:
But even in the wider markets of the late 1960s, the integration of refining with production is a barrier to competition.
he exchange of information, noted earlier as an inevitable
result of overlapping ventures in the Persian Gulf, was greatly
reinforced when the producers met also in many markets as
refiners and marketers. They had a close check on their
rivals' plans for expansion, and could see whether their
hopes of cooperative conduct were justified or not. Since a
company could not increase Persian Gulf output without
building refineries and distribution terminals in other countries, the implied pledge not to expand output faster than the
group interest would approve was6 reinforced by the lack of
any place to put additional crude.5
Moreover, the integration of crude production with refining helped
prevent the erosion of market power at the crude producing level:
The market would have looked and behaved very differently had refining been done by large firms independent of
the producing interest. Such firms would have been able to
look at the whole range of possible supplies, offer to buy
large and profitable blocks of incremental output under
short- or long-term contracts, and use the lower price granted
by any seller as evidence that others could do the sameindeed, had better do so for fear of losing business.
This conclusion does not depend on the empty formula
that large firms have some kind of "bargaining power" or
"countervailing power" and can therefore push prices down
simply because they have power. Nor does it depend on the
unlikely supposition that a group monopoly of refinerbuyers might beat down the price. An independent refining
industry would have provided a world market in crude oil,
with producers selling as producers in a wide market rather
than as refiner-marketers in many narrow markets. Competition would have been much more intense in such a
7
market.
A new factor soon complicated the problem of balancing the world's
output. In 1959 commercial quantities of oil were found in Libya.
Libya, however, had rejected the established practice of giving an
exclusive concession to one company or group of companies. Instead
Libya forced the companies to compete for concessions, block by
block. Under this system, independent oil companies began to play
a major role. Chief among these newcomers was Occidental Petroleum
Corp. Obtaining its first concession in 1966, Occidental was the largest
producer in Libya by 1969. Now, as the Multinational Subcommittee Report put it, " . . Libyan oil was in the hands of independents who had neither the incentive to moderate their output nor
the capability of offsetting it with reductions elsewhere." s
Adelman, p. 95.
"tbid., p.97.
"MNC Report" p. 100.

But Libya was the beginning of another kind of trouble for the
companies. Because its production was not in the hands of any single
company or group of companies, Libya was able to take a far tougher
position in the negotiations over the government's share of the take.
The government's hand was strengthened further by the independents'
lack of adequate alternative crude oil sources. In 1970, after directing
Libya obtained substantial tax payments from
production reductions,
9
the companies. The Persian Gulf countries quickly demanded similar terms.
Confronted with the "leapfrogging" tactics of one country following
another with escalating demands, the companies attempted collective
negotiations with all of OPEC at once. The OPEC nations frustrated
this strategy and separated the negotiations with the Persian Gulf
countries from those with the Libyans. In February 1971, the companies signed an agreement in Tehran with the producing countries
of the Persian Gulf. The agreement contained an antileapfrogging
provision by which the countries agreed not to seek more than the
favorable terms which might be obtained by other states in the future.
The agreement also increased the government's take by an average
of 30 cents per barrel. The agreement with Libya signed in Tripoli on
March 20, 1971 boosted the government take by 65 cents a barrel.
Iran complained, and leapfrogging resumed. The companies' position
in negotiating with the countries was rapidly crumbling.0
Shortly after the Tehran and Tripoli agreements, OPEC began to
demand "participation"-the nationalization of some part of the
assets of the producing companies. In October 1972 the producing
companies and the Persian Gulf nations signed a "general agreement"
granting the governments a 25 percent interest of the company assets
in each
country. By 1983 the governments were to have a 51 percent
6
share. "
Not only was the relationship between the companies and the OPEC
nations altered, but the relationship between the OPEC nations
and the rest of the world was changing as well. Across the world
surplus oil production from non-OPEC sources was disappearing.
In the United States domestic production had been falling since 1970.
By 1970 imports were accounting for 23 percent of domestic consumption, and the United States was joining the rest of the world in becoming heavily dependent upon OPEC oil. This factor more than
anything else set the stage for the revolution that came in October
1973. On the 7th of that month fighting broke out between the Arabs
and Israelis. On the 16th the Organization of Arab Petroleum Exporting Countries (OAPEC) declared a total embargo on exports
to the United States and the Netherlands and reduced production.
In the midst of the embargo OPEC pressed for greater increases in
the government take. Impatient with the negotiations, OPEC unilaterally declared an increase in the posted price of about 70 percent.
The success of this measure had a fundamental effect on the balance
of world power:
In November, 1973, the international oil companies protested the OPEC price action. But it was clear that the era of
I id., p. 124.

Ibid., pp. 140-i40.
Ibid.,
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negotiated pricing had come to an end. When OPEC assembled for its 37th meeting in Tehran on December 22,
1973, it was immediately evident that the producing nations
had seized the initiative in a spectacular way. King Faisal
was said to be concerned that another substantial price rise
would devalue the political goal behind the embargo and
production cutbacks. The Shah, however, was impressed
with the unprecedented $17 a barrel prices received by
NIOC in an auction held the previous week. The Iranian
delegation therefore led the drive for higher producer
revenues. The result was a 130% hike in the posted price to
$11.65. While the origin of the Arab oil embargo was political,
the international supply crisis it created drove up market
prices, and raised OPEC's expectations to heights hitherto
uncontemplated.
2. Role oJ the internationalcompanies
Since imports now account for almost 40 percent of our domestic
consumption, it is important to consider the major companies'
present role in the control of foreign crude. 3 "Control" of the present
petroleum market is not a simple notion. Today the chief actor in
the international petroleum market is the OPEC cartel. Its member
countries now account for over 50 percent of the world's petroleum
production and two-thirds of the world's reserves.6 4 Moreover, most
OPEC countries are nationalizing the petroleum industry within
their borders.
Nationalization has not greatly diminished the role of the major
companies from the viewpoint of the consuming nations. As in the
domestic market, control of crude, not necessarily ownership of
production, determines the disposition of crude supplies. And there
is ample evidence that the OPEC cartel intends to keep its oil flowing
through the major companies. Neither participation nor even nationalization agreements are affecting the basic role of the major international firms as the distributors of the world's crude oil. If anything, the major OPEC countries are attempting to increase the
amount of oil moving in integrated channels. The distinguished
English investigative journalist Anthony Sampson testified before
the Antitrust Subcommittee that OPEC's petroleum policymakers
candidly admit their intentions to preserve the companies' role of
5
distributing OPEC crude. This is confirmed by the recent action of
various OPEC governments. For example, Saudi Arabia has announced its decision to eliminate direct sales to independent refiners.
In the future such sales will be made through Aramco, i.e., Exxon,
Texaco, Mobil, and Standard of California." Similarly, Nigeria has
s Ibid., p. 150.
ni Some observers contend that the United States' dependence on OPEC oil makes irrelevant any improvement
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The reason for preserving the role of the international comparestwo
not difficult to understand. OPEC, like any cartel, must perform
basic functions. First, it must agree on the price level it wants.
Second, and more difficult, it must agree on how the members will
apportion the necessary production cutback among themselves.
repeatedly to agree upon a
Historically, since 1960, OPEC has failed
8
formula for prorationing production. The failure has persisted even
during its recent successes.
The inability to prorate production cutbacks contradicts much
theory about the economics of successful cartels. And it is certainly
inconsistent with the opinions of several petroleum economists. For
example, Professor Neil H. Jacoby has stated:
To succeed, the OPEC must become another Texas Railroad Commission, prorating "allowable" outputs among its
members to9levels the market will absorb at the price it has
established.
And Professor Adelman, in 1972, not only considered prorationing
essential to OPEC's success, but considered it beyond its technical
capability:
Even the bare mechanics of prorationing by OPEC or a
similar body would be complex and perhaps impossible.
The Texas Railroad Commission needs to make monthly
determinations of permissible output, and watches inventory
figures very carefully. It is hard to imagine OPEC doing
anything of the kind; nor would the organization be in a
position to make estimates with sufficient accuracy for a
much larger worldwide system
70 where much of the stock is in
transit or in unknown hands.
At its first meeting in 1960, OPEC passed a resolution calling for its
members to "formulate a system to ensure the stabilization of prices
by, among other means, the regulation of production." In the 1960's
the countries made two unsuccessful attempts to deal with the
problem, 1but their divergent interests made effective agreement impossible. Since the embargo's end OPEC has not even attempted the
sophisticated prorationing considered by many to be essential. It has
avoided the problem, choosing instead to leave the production decisions in the hands of the international companies. With neither the
cartel nor the individual countries setting production limits, the
companies are free to lift as much as they want wherever they please.
"Nigeria Finalizes Bigger Crude Price Hike for Producers," P1W, January 5, 1976, p. 1.
""Stocking", p. 381 et. seq.
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This evidence has led a number of people, including the Senate
Subcommittee on Multinational Corporations, to conclude that the
international companies prorate production for the cartel. In its 1975
Report the Multinational Subcommittee concluded:
The multinational oil companies . . .provide the OPEC
with important advantages. As vertically-integrated corporations, the major oil companies guarantee OPEC members an
assured outlet for their production in world markets. The
primary concern of the established major oil companies is to
maintain their world market shares and their favored position
of receiving oil from OPEC nations at costs slightly lower
than other companies. To maintain this favored status, the
international companies help proration production cutbacks
among the OPEC members.
This conclusion is certainly consistent with history. The Multinational Subcommittee's Report carefully documented the major
international companies' role in managing the world's crude supply
and apportioning the output of the producing countries for the past
50 years. In hearings before that subcommittee, the distinguished
economist John Blair presented evidence as to how successfully output
was managed. Dr. Blair analyzed the production figures from each of
the 11 principal OPEC countries for the year 1950 through 1972 and
found an annual average growth rate of 9.55 percent. By a regression
analysis he determined that for each year the actual growth rate never
deviated from 9.55 percent by more than one-tenth of 1 percent. He
noted:
It [the stable growth rate] is particularly astonishing in
view of the widely diverse movements of its separate components. If each of the producing countries had been increasing its output at about the same rate, the steady rise in overall supply could be explained as merely the sum total of the
behavior of the individual countries. But this explanation
obviously falls if the different sources of supply have been
expanding at widely varying rates and, even more strikingly,
if some have been characterized by actual declines. That such
has been the pattern of the international oil industry is
apparent.... The international supply picture is revealed as
a composite of long-sustained steady increases (Saudi Arabia
and Iran); of much slower rates of increase (Venezuela,
Kuwait and Iraq); of precipitous rises (Libya until 1970,
Nigeria, Abu Dhabi, Indonesia); and of occasional pronounced declines (Iran in 1951-54; Iraq in 1957, 1967, and
1972; Nigeria in 1968; and Venezuela and Libya since 1970).
Somehow the major oil companies have been able to orchestrate these and other aberrations into a smooth and
uninterrupted upward trend in overall supply.73
72"MNO Report",p. 10.See aloe. Louis Kaar, "OPEC is Starting to Feel the Pressure," Fortune,
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In the same hearings, Professor Adelman told the subcommittee
that:
The cartel governments use the multinational companies to
maintain prices, limit production and divide markets.
This connection, I submit, is the most important strategic
element in the world oil market. The governments act in concert, the companies do not need to collude. The governments
transfer oil to the companies at identical publicly announced
prices. Thereby the governments can watch one another. The
companies produce only what they can sell. So long as the
governments are content to accept the market shares that
result from the companies' sales efforts, the cartel holds. Time
is on their side. As the cartelist governments get richer, it befor them to accept output limitations or even
comes easier
7
cutbacks."
Anthony Sampson found OPEC leaders to be quite candid about
the continued role they expected the international companies to play
in this regard:
Travelling through the Middle East last year, I was very
impressed by the extent to which the leaders in the oil producing countries felt a sense of dependence on the international companies, on the great giant companies. The Shah,
for instance, described to me how OPEC first established its
effective cartel: "With the Seven Sisters controlling everything, once they accepted, everything went smooth." I asked
him specifically: "Will you be prepared to cut production in
order to maintain the price, even if that diminishes your total
revenue?" He replied: "Yes, we will do that, but the companies are doing it for us." And the Shah's oil minister, Dr.
Amouzegar, enlarged on this theme: "The Shah was right.
Why abolish the majors if they can find markets for us and
regulate them? Iran can just sit back and let the majors
do it for them." 11
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The major companies deny that they are playing any role in the prorationing of OPEC's production. They argue that, while OPEC is not
allocating production in quantitative terms, it is nevertheless prorationing production by adjusting the relative price of crudes from the
different member countries." This contains an element of truth. Although far short of any serious prorationing effort, the OPEC members
seem to have worked out some inequities in their relative market shares
by adjusting differentials in their prices. Certain countries appear to
have been permitted to increase their share of the market by lowering
their prices. Other countries appear to have been willing to reduce their
output by increasing their price relative to those of other OPEC
members. The companies have been willing to adjust their liftings to
some extent in response to variations in price. The industry's argument
partially explains how OPEC prorations, but fails to explain away the
contention that the major companies are an important factor in OPEC's
ability to prorate. In fact, it makes the contention more convincing.
Adjusting market shares by tinkering with price differentials is
technically very difficult. It has all of the advantages over conventional
market prorationing that pushing a wet noodle has over pulling it.
This is particularly true for a cartel that cannot even determine appropriate quality differentials for its various grades of crude oil.
The cartel members' ability to use price differentials to adjust their
relative market shares requires some forbearance on the part of their
customers. A buyer seeking the cheapest crude would respond to real
price differentials by buying from the lower-priced countries. In fact,
all buyers would do this until the low-priced countries were at 100 percent of capacity. This would strain the cartel by forcing the high-priced
countries to bear the whole cost of the cartel. No drastic shifts in
purchasing have taken place. Only a relatively minor volume of
purchases has been shifted from one country to another in response to
price differentials, indicating that a great deal more could. That
purchases have not shifted drastically stems from several incentives
that prevent the refiners of the world from attacking the cartel as real
purchasers would.
First, the world's major refiners are unwilling to behave like real
purchasers towards the cartel because they are also the world's major
producers. As producers, they have interests which make them behave
more like sellers of crude than buyers. As producers they have no real
interest in low prices. Each OPEC price increase raises the value of
their reserves outside the OPEC-especially in the United States.
While other governments, notably those around the North Sea, have
acted -to prevent the companies from realizing economic rent or
windfall profits, in the United States the companies have been more
successful in persuading policymakers of their need for higher prices
and profits. Domestic firms with new production profit from each
increase in the world market price. Specifically, the reserves of Exxon,
BP, Arco, and other majors on the North Slope of Alaska are going
to increase in value each time the world market price goes up as will
7.SeeLetter of 18February 1976from FrankW. Bradley, assitatto the chairmanof the board Standard
Oil Company of Catifornia, to Senator lon V. Tenney. Reprinted in "Vertical Integration, Part III,
p. 2467.
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their extensive holdings in coal and other competing energy sources.
In other words, there is a strong identity of interest on both sides of
the bargaining table in the world petroleum market.
The importance of the domestic reserves can be seen in the fact that,
while major oil company profits are down over all, their domestic
profits are up. This is in spite of the repeal of the depletion allowance
78
and the continued regulation of crude and natural gas prices.
Additionally, the major companies stand to profit competitively
from price increases in the event price controls are removed. This
point was made recently by Robert Yancey, president of Ashland Oil:
The greater the OPEC increase, the wider the disparity in
costs between independents and the crude rich majors. Thus,
we would have the unique situation of the integrated companies perhaps applauding increases in price by the OPEC
monopoly since their own competitive
position domestically
7 9
would be enhanced automatically.
A second incentive for the major companies to prorate for OPEC
is the desire to keep their position in the producing countries. Were
they to become aggressive purchasers, sending their tankers only to
the source of the lowest prices, they would risk being thrown out
altogether. This is because an important part of the companies'
relationship to the producing nations is the companies' ability to
guarantee markets for the crude. The president of Mobil put it this
way:
* * * They [the producing countries] are starting to
realize now, because we have surpluses in the world, that
the fellow who has markets is also very important for them.
We have been reading in the papers the last couple of days
where the head of one government is very excited because
production went down, and you see how important it is.'"
If the companies were to act like arms-length purchasers, they would,
by definition, no longer be guaranteeing their markets to the OPEC
countries.
During the 1972 "participation" negotiations with OPEC in
Geneva, Gulf sent a cable to the companies' negotiating team:
Gulf's view (B. R. Dorsey) is that team's price recommendation refuse to recognize that no reasonable deal can be
made until the companies are willing to let governments try
to sell their share of participation crude without our assuming the obligation to buy back at inflated and irrational prices.
We have consistently made this point in the past and it is
our opinion that your insistence on maintaining control of the
oil for your own use has given strength to the OPEC position
and has brought us to this point.
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We are also of the opinion that this offer will be taken as
another step in the haggling process and that such agreement won't buy agreement much less stability. What do you
plan to offer if these prices are rejected?
Furthermore, our prompt acceptance of the higher prices
suggested by the team without further resistance may, upon
further analysis, not prove acceptable to consumer interests
and in any event we should recognize that the theory that
added costs can promptly be recovered in the product market
place has not been borne out in past practice. Therefore Gulf
recommends that each company be released to make their
own arrangements with individual countries on the price
issue. These arrangements should go so far as to have no
mandatory buyback on either bridging or phase in oil and
the government company could market their share of the oil
if no agreement is reached on prices. '
Essentially, what Gulf was saying was that to the extent that companies were insisting on keeping within their control ("buying back")
the governments' share of the crude ("participation crude"), they
were losing their ability to negotiate on price.
None of this has been lost on the OPEC leaders. In 1969 Sheik
Yamani, Saudi Arabia's Minister of Petroleum, argued against a
nationalization policy which would leave the international companies
without an interest in crude production:
...Nationalization of the upstream (production) operations would inevitably deprive the majors of any further
interest in maintaining crude oil price levels. They would then
become mere offtakers buying the crude oil from the producing countries and movin it to their markets in Europe, Japan
and the rest of the word. In other words, their present integrated profit structure, whereby the bulk of their profits are
concentrated in the producing end, would be totally transformed. With the elimination of their present profit margin
of, say, 40 cents a barrel from production operations, the
majors would have to make this up by shifting their profit
focus downstream to their refining and product-marketing
operations. Consequently, their interest would be identical
to buy crude oil at the
with that of the consumers-namely,
82
cheapest possible price.
It is no longer fear of nationalization that holds the international
companies in thrall to OPEC countries. It is too late for them to be
concerned about the loss of their equity interests in the producing
countries. Their concern now is with their preferred access to the
world's crude oil. Preserving this position as marketers of OPEC crude
is important to the companies for at least three reaons. It enables them
to control downstream markets. It preserves their own vertical integration by providing some security for their supply of crude in spite of
nationalization. At the same time, they are in a position to control
crude costs of their refining competitors. To the extent that they re1'"MNC

Report",p. 137.
Ibid., p. 11.
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main the marketers of the world's crude oil, the international companies need not fear that other refiners will obtain better deals and
become a competitive threat.
None of this implies any collusion between OPEC and the companies.
Each company with concessions in a number of countries has little
choice but to balance its various interests. Their desire to keep preferred access to the world's supply holds them hostage to OPEC.
The international firms can do OPEC's work because of their integrated structure. As Sheik Yamani has argued, if crude production
in the OPEC countries were severed from the refining industry in the
consuming nations, the refineries then would share the consuming nations' interest in low prices and would erode the price of crude.
It is the connection between the major firms' refining and crude
production that prevents the refining industry from behaving like a
true purchaser and seeking lowest possible prices. It is this integration
that prevents an aggressive market environment that would put
serious pressure on OPEC prices.
REFINING

D.

1. Majors control oJ refining
The efficiency of a refining operation depends in large measure upon
the adequacy and reliability of its crude supply. The capital intensive
nature of refining is such that even short disruptions in the supply of
crude are costly. To a great extent, the control over crude supply is
control over refining. As was discussed in previous sections, the major
integrated companies control the bulk of the crude supplies moving to
domestic refiners. It is not surprising that the largest crude producers
are also the largest refiners. The Federal Trade Commission has made
the following comparison in ranking between the largest crude producers and refiners:
CAPACITY'
AND CRUDEREFINING
RANKING IN CRUDEPRODUCTION
OF COMPANY
TABLE8.-A COMPARISON
Rankincrude
production

Company

Rankin crude
oil refining
capacity
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Source:FTC,"Investigationof the Petroleum
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Concentration in refining measured at the national level has remained relatively stable for a long time:
REFINING1935-72
TABLE9-CONCENTRATIONRATIOSIN PETROLEUM
Percentof valueof shipments
4 largest
companies
1972---------------..------------------------------...------

20largest
companies

8 larlst
companies

31

33
1967--34
1963---------------------------------------------................
32
1958
-------------33
1954
------... ----37
1947
..--------------------- 38
1935
---------------------------------

56

84

57
56
55
56
59
58

84
82
82
84
83
NA

1975,table 5.
ReportMC72(SR)-2,"
Source:Bureauofthe Census, "Concentration RatiosinManufacturing,

From 1935 to 1954 there was a noticeable decline in the market
share of the four largest refiners, almost completely offset by the
increase in the share of the second four. From 1954 to 1972, a period
of reasonably stable prices, the market more than doubled-from
refinery shipments of $11.8 billion in 1954 to $25.9 billion in 1972.
Over this period of nearly 2 decades, concentration ratios were virtually unchanged, with eight firms accounting for 56 percent and
20 firms for 84 percent of the market in both years.
What is especially significant is that the share of nonintegrated
independent refiners, outside the top 20 firms, has also remained constant, i.e., they were able to grow at the same rate as the market, at
least until 1972. This is strong evidence that the independent refining
companies have been at least as efficient in their operations as the
major refiners. Indeed, given the inherent disadvantages faced by
nonintegrated firms in a period when the integrated majors were increasing their control over the domestic crude market, a good case
can be made that refiners
outside the 20 largest must have operated
at superior efficiency. 3
As of January 1975 there was a total population of 135 companies
with some refining capacity in the United States, including Puerto
Rico, the Virgin Islands, and the Hawaiian Foreign Trade Zone.
Their size distribution is shown below:
TABLE 10

Capacity
Number of
companies
27
22

-...
..--------...
barrelsper day _j---------------Ouer 100,000
------ - -to 109,000barrelsper dpa
30,001
-..
--.
.... .... ..-10,61to 30,040barrelsper d .......
....
....-...
t0,965barrelsperdayandun7er-FTZ
Islands,and Hawaiian
States,Puerto Rico,Virgin
Total,United

34
.
....

52
135

(Sarets
per day)
13,599, 956
1,246,290
70D,419
233, 345
15,770,050

Foreign
Statesand Puerto Rico)andFEA date (Virgin Islandsand Hawaiian
Source BureauofMines Data(United
Association.
TradeZone),compiledbythe NationalPetroleumRefiners
survived olnetybecame they were 'osbsidiod" with tieots
that the independents
-Ethasbeen suggested
This car be eaLy retutd. First, the program
worth $1.25 a barel under the report Control pror.
roughly double theworld prire, iocresing she crude prons of the
held domestic crude prices at a level
integrated majors. Second, it can be demonstrated that the $1.25ticot e..bange ralso run ouhstantially
crude.
derived fromrunning their own foreign
major Est Coastrefiners
below the economic benefits
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In evaluating the competitive structure of the industry, it should be
noted that each of the six lar est refiners-Exxon, Shell, Standard
of Indiana, Texaco, Standard SfCalifornia, and Gulf-had a January
1975 capacity in excess of the combined capacities of the 86 refiners
with 30,000 barrels a day or less of capacity. The 18 companies to
which, as major producers or major refiners, the divestiture provisions
12.2
of S. 2387 wouldapply had an aggregate capacity of more than
8
million barrels a day, or 78.0 percent of total U.S. capacity.
The majors' control of crude and the corresponding absence of a
crude market equips the majors with powerful competitive leverage
vis-a-vis independent refiners and potential refining entrants. The
independent refiner must depend upon the majors for a large part
of its crude oil. The nonintegrated refiner typically does not transact
business directly with the producer, since oil is sold to a crude
a major owning transportation facilities-at the
gatherer-usually
0
wellhead." Since crude remains in the hands of the firm which controls
the pipeline system through which it moves, the independent refiner
is in the difficult position of buying crude from major production
companies which also are his principal rivals to obtain crude oil.'
An FTC survey of independent refiners gives an indication of the
extent of this dependence. The following table shows the results of
this survey:
a It Is also worth noting that refining is a regional activity and national concentratioa ratios ted thercentration in ay given region. For example, the Federaf Trad e
lore, to undetate the actual moon
Commission
in its complaint in tre E=on et aL.identifIedtho east coast and gulfcoost as a refinery market.
5
1 In rare instances, independent refiners purchAse erode at the welhead aed ship over eajor-owned
ordinarily the independent buysthe oil at a later point in
piplines, but this isthe eception, not the rule;
the transportation system.
fields and taking oil directly
"Some independents have survived by locating refineries close to producing
trunklines. However, when local productions dry, the
from independent gathering systems, bypassing
advantage of proximity ceases and dependence on ong distance trcnkine rapacity resumes.
The foIowingdscussion
between Kenneth cory, controller of the State of caiforsa, and J. G. Benton,
lB
akersfladillutratestheimpactofthe independVlce-presldent ofthelndepadent Sa Joaoelnrefinery
eot's dependence upon the majors:
"[Bentonj We have no hope of obtailn! the volume of crudeoil necessary to meet ourrefining capacity
withoutthe cooperation of the majors*A*
"Chairman cooY: ' . . you've got to walk a rather careful inein getting as much as you canlocally
hy offering bonusesover posted price to producers butkeeping everybody else happy with oe too.
in this bosns and we sn't bern any bridges behind us,
" .
EON: That's right. We hae to exist
that's forsure.

"Chairmn Coa:

you're,
kind of between a rook and a hard placeall the way amend.

"Mr. BeNToN: Well 0 can't say too moth because the gentleman [a major oil company representative Is
ittlng right behind me." ["Industrial
Reorganisation Act, Part9",pp. 112-113.]

TABLEI.-INDEPENDENT REFINERS
SUMMARY
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Source:FTC,"Investigation of the PetroleumIndustry,"
p. 7.

The surveyed refiners on an average purchase about 50 percent of
their crude from the major firms. In addition, about 12 percent of their
crude came from exchanges with the eight largest majors. Since 1971,
the crude market for independent refiners has tightened substantially.
This situation is clearly evident in a letter from Kerr-McGee to the
Secretary of the Interior. The company stated that it is impossible
to buy crude from majors without simultaneously delivering offsetting
amounts: "today we are literally unable to buy a free barrel of crude
oil from these large producers." 11In short, the major integrated companies have replaced a free crude oil market with a system of bilateral
and multilateral barter transactions, drawing within their ambit many
of the independent refiners.
Through their ownership of production, transportation facilities and
through the exchange system the major companies are able to keep
the bulk of crude oil moving through their integrated channels. This
has afforded the majors the security of supply which they regard as the
principal benefit of vertical integration. But as was discussed earlier,
advantages of this kind can be had only at the expense of other firms.
By preventing the development of any extensive free market for crude
oil, the major companies have placed the independent refiner at a
significant competitive disadvantage.
2. Absence of new refining entrants
An important argument advanced by the industry against the
thesis that majors control crude oil supplies is that new independent
firms have been able to enter the refining industry. The most detailed
support of this argument came from Dr. Johnson of George Washington University, who identified significant independents which have
entered the industry in the quarter century since 1950; "significant"
entry means either the "grassroots" entry of a firm constructing its own
refinery and having at least 50,000 barrels a day capacity in 1975 or acquisition of capacity subsequently expanded by at least 50,000 barrels
a day. According to Dr. Johnson, "There are 13 of these companies, of
which seven initially acquired existing refineries, while six built new
refineries." * His list is reproduced below.
TABLE llA.-Companies entering the refining sector and constructing mere than
50,000 barrels per day of new capacity since 1950
11 =e2
Company:
538,500
Am erada-Hess I ...........................
-200,000
American Petrofina-----------------------200, 000
ECOL ' (under construction)
162,982
Coastal States-------------------------453
140,
-----------Union Pacific 1 -129,500
-..
Murphy
129,00
----------------.. .. ... .. ..-----------------------Con ---------...
Commonwealth'

Koch'

Tenneco .----

Koch~~

-

-1

-

--

----------------------------------------------

Charter
. . . . . . . . .
. . . --Toscopetro.. -Tesoro. -------Hawaiian Independent-'

. . . .

110,000
106,990

97,500
82, 900

71, 570
...........-....
------64, 000
_--_- ......
............
60,000
a new refinery.
I Entry achieved through construction of
--

Source: Donald O'Hara, President, National Petroleum Refiners Association Reprinted
in Vertical Integration, Pt. II, p. 2445.
v LetterofMsrch9 ,1973,trrnJasmsJ. Kelly, prrsidentofKenMcOee, tothe Hon. Rogers C.B. Morton
p.3.
Intsor,
Secretary ofthe
*Vertical Integration, Pt. III, P. 2444.

Of the six presumed grassroots entrants, three are offshore operations. Hawaiian Independent is a fuels refinery established, under the
Mandatory Import Control Program, in a special Foreign Trade Zone
to supply bunker fuel to international shipping. Since the agreement
under which the zone was granted prohibited supply of products to
the domestic market, the Bureau of Mines does not include this company in U.S. refining capacity.
Commonwealth Oil was organized in 1953 in Puerto Rico, pri-2
marily to serve as a contract refiner for a group of major oil companies.
The arrangement prospered under the special treatment provided for
shipments of gasoline from Puerto Rico to the east coast under the
Import Control Program. It should be noted that Commonwealth has
recently been acquired by Tesoro, reducing the number of entrants in
Professor Johnson's list by one.
The capacity shown for Amerada Hess is in the Virgin Islands,
reflecting again a special arrangement with the Department of the
Interior under the Mandatory Oil Import Control Program which was
widely criticized by other members of the industry. Outside the U.S.
customs territory, Hess could import low-priced foreign crude cheaply
and without licenses. Residual oil shipments to the east coast were
uncontrolled by the time the refinery was constructed, and historic
finished product importers were required to give up allocations to
provide a special 15,000 barrels a day quota of No. 2 fuel oil for Hess
within the overall ceiling.
Amerada Hess's sole refinery within the continental United States
is a 30,000 barrels a day plant at Purvis, Mississippi, acquired from
Gulf Oil. The company had constructed a 70,000 barrels a day refinery at Port Reading, N.J., but this has been closed down. And in
1963 it acquired two refineries from Delhi-Taylor at Corpus Christi
and Port Isabel, Texas, with a combined capacity of 40,000 barrels
a day, both of which have been disposed of.
Of the three grassroots entrants within the continental United
States shown by Professor Johnson, two are incorrectly identified.
Union Pacific entered the industry through the acquisition from
Celanese Corp. of Champlin's two refineries, with a combined capacity
of 90,000 barrels a day; from the Bureau of Mines listing, it appears
that Union Pacific had expanded capacity by 31,000 barrels a day
to January 1, 1975.' Koch was actually engaged in refining at the
beginning of the period with a half interest sn Wood River Refining
Co., sold to Sinclair in mid-1950. The firm's subsequent reentry into
the industry came through the acquisition of Great Northern Oil Co.,
although the Minnesota refinery has been substantially expanded.
Thus, ECOL, which is scheduled to bring a large refinery on stream
in October 1976, is the only substantial grassroots entrant in the
continental United States since 1950, according to Professor Johnson's
list.'
There appear to be some similar inaccuracies in Professor Johnson's
listing of companies which have expanded acquired capacity-as
In 1974the companies included Atlantic Richfield, Exxon, Gulf, Mobil, Phillips, Sun, Shell, Standard
Oil of California, and Texaco. See Moody's Industriai Manual, 1975and earlier volume.
. Bureu of Mines, Petrolemn Refineries in the United States and Puerto Rim, January 1, 1975.
AECOL is a joint venture between the Ingrain interests and Northeast Petroleum, a large marketer.
Ingram Oil & Refining Co. had operated a 22,0W barrels a day refinery at Merauz, Louisana, until the
company was sold to Murphy Oil Co. in 1951.

of January 1975-by more than 50,000 barrels a day. Thus, refineries
acquired by American Petrofina-American Liberty Oil (1957), El
Dorado Refining (1958), Cosden Petroleum (1963), and BP's Port
Arthur, Texas, refinery-had total capacities of 176,000 barrels a
day, according to the Bureau of Mines' annual surveys, only 24,000
barrels a day less than the current figure shown for Petrofina in
Professor Johnson's list. Again, Charter's present capacity is only
barely above the 1970 figures reported by the Bureau of Mines for
the two refineries it acquired-Signal's Houston refinery-70,000
barrels a day in both 1970 and 1975-and Kern County Refining11,000 barrels a day in 1970 and 15,900 barrels a day in 1975. Toscopetro has added about 25,000 barrels a day in capacity to the
refineries which it acquired from Signal (25,000 barrels a day) and
Monsanto (37,000 barrels a day).
The remaining four companies appear to meet Professor Johnson's standards. Tesoro added 50,000 barrels a day by 1975 to its
original acquired capacity. Most of this is in a 38,000 barrels a day
refinery at Kenai, Alaska, a project begun by the Alaskan Oil &
Refining Co., acquired by Tesoro in 1969. Murphy Oil has clearly
provided major expansions at its refineries in Louisiana-acquired
with Ingram Oil and Refining-and Wisconsin-Lake Superior
Refining. Both Tesoro and Murphy were originally producers who
integrated forward into refining and marketing.
Coastal States entered the refining industry with the acquisition
of Sinclair's refinery at Corpus Christi, Texas, and later bought
Derby Refining, Kansas. Tenneco's entry came with the acquisition
of Bay Refining Co. assets by Tennessee Gas Transmission Co.
Both of these companies were originally concerned with natural
gas, Coastal States as a major producer and Tenneco as a major gas
pipeline company.
The unanswered question, of course, in the case of acquisitions is
whether or not the acquired entities would have continued as viable,
growing competitors had they not been acquired. For example,
would Bay Petroleum's refinery at Chalmette, Louisiana, have exanded over the last 20 years had it not been purchased by Tenneco?
hat would the expansion of Cosden Petroleum have been had it
remained under the control of W. R. Grace & Co. or been spun off
as an independent instead of becoming a unit of American Petrofina?
There is no way to answer such questions. But their existence raises
some doubt as to the competitive meaning of entry by acquisition of
existing firms.
In short, the domestic demand for petroleum products has grown
enormously, from 6.8 million barrels a day in 1950 to 17.3 million
barrels a day by 1974. While reasonable men can argue over the precise dimensions of new entry into petroleum refining over the past
quarter of a century, there can be little debate over the fact that it
has been insignificant relative to the growth in the market.
E. CONTROL OF PRODUCT

1. Product pipelines
Most of the refined product leaving the majors' refineries remains
within the integrated system. A central element of majors ' control of
product is the product pipeline network. The majors' control of product

pipelines enables them to determine the disposition of a large portion of
refined product and limit the competitive marketing behavior of independent refiners and retailers. Additionally, the majors' joint ownership
of transportation and frequent use of product exchanges promote
interdependence among the dominant firms and help insulate them
from competition at the product level.
The majors' dominance over product pipeline transportation is
evident in the table below. In 1973, 76 percent of product shipments
entering the pipeline system went into major owned lines:
19731
PIPELINES,
TABLE12-SHIPMENTSORIGINATEDIN MAJOROIL COMPANY
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barrels
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Refinedproduct
..-.--------------------------large
estmajors .----------------.3....
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.-..
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369.7
1, 09
. 9
2,384.8
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129.7
11.7
34 .8
75.8
100.0

companies. Volumesexcludeshipments
Trans-Mountain,
andPortlandpipeline
ICCreporting
lines,except Lakehead,
receivedfromconnectingchores.
, Linesownedor controlledby groupsof or moremajorcompanies.
Statisticsinthe UnitedStates,1973."
"Transportation
Commission,
Commerce
Interstate
Source:

Nonintegrated refiners and marketers encounter the same difficulties in trying to ship product on a major-owned line as those
encountered by nonintegrated refiners seeking to use the majors'
crude trunklines. High minimum tender requirements imposed by
the major controlled pipelines and their refusal to build common
carrier terminal facilities and spur lines make it expedient for the
nonintegrated refiner to sell his product to the pipeline company and
for the independent marketers to purchase product at the desired
point of distribution.'
As a former Justice Department Attorney and his colleague described the matter:
Under the regulatory system which they [the major
companies] so eagerly embrace, a great many rights are
given to "shippers." But there are very few rights given to
those who want to become shippers. There is not now, and
never has been, any effective means which an outsider can
use to compel a pipeline owner to give him "shipper"
status. Thus, an outsider cannot get on a line to be a "shipper"
unless the integrated owner or owners want him to. None of
the key parts of our whole pipeline system, other than those
few mavericks like Southern Pacific, Pennsylvania Railroad's Buckeye Line, or the Williams Brothers line, which
are not integrated, provide any input or output tank facilities
for shippers. Imagine a railroad without depots, which
"solicits" freight business by saying, "throw your goods on
u
roquiresent to obtain access to the Beast Piplo.
1.e, Charles Sims' explansationof olulsr tnder
"The Industrial Reorganization Act, Part S', pp. 5242-6244.See aleo testimony of Myer KopolowIn P p.limes, p. 105et. eq.

the flatcar as it goes by or build your own station and maybe
we'll stop." I
There is considerable contrast between the major-owned lines and
the independent lines such as Williams Brothers and Kaneb. The
indepen ent line is simply in the business of transporting oil. It has
no incentive to devise tactics for excluding outsiders. On the contrary, it has every incentive to do all it can to attract
business,
3
including providing such things as terminal facilities.
The majors' control of product pipelines has the obvious anticompetitive effect of controlling the conditions under which independent refiners sell their output and independent marketers obtain
product. But there are other effects. Product pipelines are for the most
part joint ventures. The planning and operation of such lines promote
interdependence among the major firms. The planning requires the
sharing of certain information which inevitably informs each owner
about his partner's capabilities and intentions. In other industries
information of this kind usually is carefully guarded and is considered
confidential. And the continual need to make investment decisions
about expansion of capacity and location of additional facilities keeps
4
the information up to date.
Ancillary to the control of the pipelines is the product exchange
agreement system. Like the crude exchange system, the product
exchanges have the effect of sharing transportation facilities and
stabilizing prices. And like crude exchanges, they encourage interdependence and cooperation. They limit the amount of product that
passes in cash markets. Each exchange partner is necessarily reluctant
to engage in vigorous price competition with its other partners since
it would risk a cut-off in its own supply.
2. Marketing
In their marketing operations, the major companies have followed
the pattern established at other levels of the industry: They have gone
to extraordinary lengths to avoid price competition. Their style of
gasoline marketing has been characterized by the overbuilding of
2tLamont and Martin Lobel "Consuner",
.682-483.
'See testimony of Richard 3. Hulbert, Preient,
K
b Pipe Line Co., "The Industrial Reorganization
Act Part 8",pi5952:
"Mr. Santa. If ou wero operating the Capline would you have built the line to the refinery?
'Mr. Hulberet. taplne originates in Lounana and moves crude oil from various Louisiana sources north
to South Central Illinois for further shipment by other pipelines.
"I think the general concept of your laestion is wou an independent pipeline have similar connection
to receive crude and/or deliver crode to other careers; and the answer is defAltety yea.
"Mr. Banta. In general, then, the independent market provides
greater facilities for getting on and off
p
of lineo--pur, terminal. Do yeu provide terminal facilil e for your companion?
"Mr. uolbert. Kaneb does provide terminal facla es, and thero are not many pipelines that do."
e, a.o testimony of 0. W.Calvert peidont, Williams Con.,'Marketing Proctices, part 2", p.142:
"Mr. Bangert. Now loot one other area, I wold like to pursue for a minute. If you go into thie deal with
Epiorer
Pipeline,
the Explorer
line? wili your line have the caymity to accept this extra product that will be coming up In
"Mr.culvert. ven, we would. At leani it to our intention.
"Mr. iangert. Now, can you do this without string It or wel It have to be atord?
"Mr. Calvert. There will have to ho tankage at the tracofer point between the Explorer Pipeline and
our pipeline. Yea, It will have to be stored temporarily let's y.
"Mr. iangert. Ao a matter of cont to you will thI s
Icurn much cost or greater cost an the cost that
you now Incurl n potting orignatngshipper a product Into outline?
"Mr. Calvert. We are ball n the storage tanks to accept Ythedeliveeso from Eaplorer.and the product
wilsome nos o
and then we ut it Into our pipeline system; whereas, today in
name cane the rofmerlathe loot area furonhs
thee tankage.
'
"Mr. C=ngert. So that is an extra cent actually that you will have to Incur-;i that eight?
"Mr. Calvert. Yea, si; that is correct."
testimony of Bruce B. Wilson, Deputy Assistant Attorney General, Antitrut Divison, Department
of Jcotice, Pipelnes, pp. 205-206, quoted at length infra at p. 112.
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retail gasoline stations, the use of games, trinkets, and trading stamps.
Each firm also has made massive and expensive efforts to convince the
public that its brand of gasoline contains special prorties, anythi
from imaginary tigers to "platformate." Dr. Albert Fritsch provided
the Antitrust Subcommittee with an appropriate description of the
deception inherent in this approach to marketing:
The curtain of credit cards, crockery giveaways, prizes,
razor blades, glossy advertisements and a multitude of
questionable additives have contributed to an astonishing
ignorance on the part of the consumer about the gasoline
product he buys.
The waste created by this system is so conspicuous that it is acknowledged by the majors themselves.
On a nationwide basis the 1974 share of marketing of all petroleum
products held by the top eight firms can be estimated at about 54
percent. The top 18 companies affected by S. 2387 had about 80
percent.'
The importance of a competitive crude market lies in its impact on
the refinery level of the industry. Competition at refining, in turn,
affects competition in marketing. In gasoline marketing, price competition
has been the almost exclusive creation of the independent, or
nonintegrated
marketer. These independent marketers, as indicated
by the following table from the FTC survey, are increasingly dependent upon product from independent refiners. The top eight firms
almost totally refuse to sell gasoline to independent marketers:
TABLE 13.-PURCHASES
OF INDEPENDENT
MARKETERS,
AS A PERCENT
OF TOTALPURCHASES
Gasolinepurchases
from8 largest
1967----------------------------------------------1968............5
........................................................
1968....
1971

Other

majors

major.

1.5
.7

51.0
48.2
43.6

1.06

42.7

Source:FTC,"Investigation
of the PetroleumIndustry", p. 9.

In the retail gasoline market, it is generally recognized that major
company market shares were declining from the late 1960's until the
1973 Arab embargo. Allvine and Patterson have estimated that the
shares of the ten leading marketers fell from 66.1 percent of the total
market in 1968 to 59.5 percent
in 1972; 7 for 1974 the comparable
figure would be 59.3 percent.8 According to Lundberg Survey data,
the 18 companies affected by the bill held 75.2 percent of the retail
a "Marketing Proccticeo,
Parc 2,,, p. 691.
SFor 1074we may estimsate
averagedotty domesticdemandot 18.0 million hid. The National Petroleum
News reportsdomesticsaleo of refined productsby leading companies.In 1074satesby the eight largest
companiesaveraged8.7million hid, or54.0 percentof theapparentmarket. The top 18romfanieshad sats
amoonttq~ to 12.8 mdition hid, or 80.0 percentof the coralmarket. 'National Petroleum News, Partheok
Issuee" Mitd-Nay 1075 pp.20-27,
F.c. Ativine and is. Patterson, "Highway Robbery" (tndiana University Press, 1074), p. 77. Herenafter cited
aa "Highway Robbery".
a "National Petroleum News, Footbeek Iasue"btd-May 1975, p.

1.

s9.

gasoline market in 1974.' Another 21 substantial independent refinermarketers-Clark, American Petrofina, Charter, Powerine, etc.held 10.2 percent. The remaining 14.6 percent was accounted for by a
variety of independent marketers, small refiner-marketers, and
cooperatives.
The only plausible explanation for declining concentration in the
retail gasoline market prior to the embargo is that independent marketers have proved themselves more efficient at this function than the
major companies. Allvine and Patterson quote the remark of a
Humble vice-president in 1960:
The industry has more damn gasoline stations than we
have customers-the oil industry problem is to find some way
to deliver gasoline to the consumer other than by5 having
service stations on every corner. It is too expensive.
As one would predict from oligopoly theory, the major companies
historically have been reluctant to compete against each other on
the basis of price, although they are always willing to engage in local
price wars to discipline independent competitors. This explains why
competition among the majors in the past has been in terms of the
number, location, and appearance of retail stations, availability of
credit cards, and giving away glasses, steak knives, and other premiums
with gas purchases. The result has been the development of an inefficient major company marketing network, leaving a broad opportunity
for the entry and growth of more efficient marketers.
Much of the history of gasoline marketing consists of efforts by
independent proprietors to survive despite the pressures of major
firms. The nonbranded independent has pioneereed the development of
multipump and self-service stations. Purchasing gasoline in large
quantities and reselling it through high volume, low cost outlets, the
nonbranded independent consistently has undercut the majors by 2 to
11
5 cents per gallon.
Branded independents have been constrained severely by leasing
arrangements that give major suppliers effective control over their
leases. In effect, the lessee dealer exists at the sufferance of his supplier. He has been compelled to follow the inefficient marketing
tactics of his major supplier rather than the innovations of his in2
dependent competitor.
F. CONCLUSION

By controlling most of the crude oil and refined product and moving
them through integrated channels, the majors guarantee that new
discoveries of crude oil are produced in "orderly" fashion to avoid
disruption of existing prices and to limit entry into manufacturing and
retailing. By inhibiting the operation of intermediate crude and product markets, the majors maintain relatively stable, secure market
shares.
' Ibid.
;T"Highway Robbery," p. 76.
1Ibid. pp. 32-35.
ICThis has resulted in a continuous anani failed rats of over 30 percent amonebranded independent
draies. .ee testimony of Charles Rinstead, executive director, National Cosgressi Petrsleum Retailers,
'Vertiral Integration, Part V, p. 17.
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The security of market shares afforded by vertical integration requires some effort, for each firm must strive to control existing and
untapped crude resources 1i and restrain the processing and sale of
petroleum outside of integrated channels. Each firm also must see that
its part of the shared market does not drop in relation to those of
its counterparts.
It is this mixture of efforts to control the disposition of raw material,
to restrict the manufacturing and marketing of petroleum outside
integrated channels, and to prevent significant erosion of one's share
of a stable market to which industry officials often refer as competition among the dominant petroleum companies. To the extent that
such behavior is competitive, it is not competition in the classic
sense of firms fighting each other at arms length for their share in a
free market. At best, it is intramural competition for shares of a
market internally regulated by the vertically integrated majors:
each major seeks to preserve its quota within a combination that
limits the functioning of markets
by carrying out industry operations
through integrated channel-."0 Cooperative arrangements and interdependency among dominant firms within the group guarantee that the
intramural scuffling for a larger share of the combination's market
does not erupt into the full fledged price cutting and arms-length bargaining that would threaten the system's stability.
The great fear of many major oil finns perhaps is not the possibility of not finding enough oil but instead
of finding too much oil, Some observers have suggested that the industry's discovery techniques have been
attuned more to finding omall (and therefore manageable) oil pools than to uncovering large fields. See
Science, Scientific Uses of Random Drilling Models, 24 October 1975, Volume 190, Number 4212.
"4See Prof. E. Eugene Carter Sloan School of Management, MIT, sattment betere the Subcommittee on
Monopolies and Commerril tow, Committee on the Judiciary, U.S. House of Representatives, April
14,1976 (mimneo), p. 3.

IV.

PROFITABILITY OF THE PETROLEUM INDUSTRY

An argument advanced against divestiture is that the oil companies
have not earned excessive profits over the years. According to Professor
Edward Erickson, North Carolina State University, effective monopoly should result in above-normal rates of return: "Thus, the rate
of return on corporate stockholders' equity capital is one measure of
the presence or absence of market power in the petroleum industry."
We agree with Professor Erickson that the rate of return is one
measure of market power. If the leading firms in an industry enjoy
above-average rates of return over a period of years, most economists
would accept this as evidence of market power. On the other hand,
the absence of high rates of return is seldom accepted as proof positive
that an industry is competitive. For example, it is generally recognized
that the dominant firms in the steel industry do possess considerable
market power, yet the average rate of return in that industry over
the last 15 years has been substantially below the average in all
manufacturing.
Table 14 presents rate of return data for the past 10 years from
two sources, the Petroleum Department of Citibank and the Federal
Trade Commission's "Quarterly Report of Financial Statistics".
The first source has the advantage of including producing and oilfield
service companies, while the FTC data cover only refining and integrated companies. The Citibank series, on the other hand, includes
a limited and highly variable number of firms, while the Commission
2
data are drawn from a much larger sample. The former series tend
to be influenced to a greater extent than the latter by the experience
of the leading companies in the industry.
TABLE 14.-PETROLEUMAND OTHERMANUFACTURING:
RATESOF RETURN,1966-75
r
Citibank
Producing Refiningand
and related
integrated
companies
Companies

FederalTradeCommission

Total Othermanupetroleum
tactoing

Petroleum
refining

Total manulacturing

1975------------------1974.............
....
1973 .
1972
1971
1970
1969
1968 ---------------1967------------------1966

22.0
18.4
15.2
84.0
13.6
13.3
17.1
16.6
16.0
15.0

13.7
19.6
11.7
0.B
111
0.
11.7
,2.
12.9
12.6
12.5

14.1
19.6
15.9
1. 8
11.2
I1l
itS
13.1
12.8
12.6

11.8
13.9
14.7
12.5
10.7
9.9

112.5
21.1
11.5
8.A
10.3
ltD
IL7

13.4
12.6
14.7

12.3
12.5
12.4

'i1.5
14.9
12.8
10.6
9.7
5.3
11.
5i
12.0
11.7
13.5

l-yr average -----

16.1

13.1

13.3

12.7

12.4

11.5

I Percentofnetincomeafter taxes
to stockholders' equity
CNotcompletelycomparable
to earlieryearsbecauseofchanges in coverage.
Sources:
CitibankPetroleumDepartment,
Apr. 27,1976.
FederalTradeCommission,
quarterly financial
reports,indicated
years.
I Vertical Integration, Part III, p. 2110.
'The Citibank sample ranges from a high of 74 producing andrelated companlr, (1071) to a low of 58
(1973),from 42 refining
andintegrated
companies(10) to 33(174 and 1975); other"manufacturing
from
a high of 2,209 companies(1971)to o low of 1,982(1974and 1975).The FTC data are based on roporto from
ofthecompanies Inthe$5-810 muiion
or over and three-quarters
of $10 million
al compaies with nseto
ametrange, with smaller samplrg below thislevel.
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Coincidentally, both series show a 10-year average of the annual
rates some .6 of a percentage point above the manufacturing average
generally, although much of this can be traced to the extraordinary
profitability of the petroleum industry in 1974. It is possible, of course,
that the industry's experience in 1974 may signal the beginning of an
era of much higher earnings than those of the past decade. A reported
API study found that the drop in major com pany net incomes from
1974 to 1975 was due entirely to reduced profits from foreign operamore than offset increased earnings within the United
tions, which
3
States; and recent press reports indicate that most leading oil companies had sharp increases m earnings from the first quarter of 1975
to the first quarter of 1976.
Thus, one can conclude that the petroleum industry has been at
least as profitable as manufacturing, generally, in a period when surplus energy supplies were available and may be more profitable in the
emerging period of energy shortages. There are, however, other
meaningful indicia of the underlying profitability of the industry.
From the end of 1963 through 1973, invested capital-long-term
debt and stockholders' equity-more than doubled both in petroleum
refining and in other manufacturing-from $40.4 billion to $83.9
billion in petroleum refining and from $192.7 billion to $439.6 billion
in other manufacturing. There was, nevertheless, a significant difference in the sources of these additional funds between the refining
industry and manufacturing generally, as shown in Table 15.
TABLE15.--ICREASE IN INVESTED
CAPITAL.1963-73'
[Dollaramounts
in millions
Othermanufacturing

refining
Petroleum

Lon-term debt:'
Banks........
Other.

.

...
.

Total---------..--------------..--------.Stockholders
equity:
Capital
stock,etc..............
Earnedsurptus...

.

.

Amount

Percent

Amount

Percent

$1,157
10,743

2.7
24.8

129,250
55,195

It.1
22.4

11,940

Z7. 5

84,445

34.2

4,97
98,094
26, 540

11.4
61.5

523 379

15.8
50.
0

72.5

162,473

65.8

246,918

100.0

Total.......................................
31,527
Totalincrease
in investedcapital------ ..........

43.467

100.0

IStockholders
equityandtong-termdebt
, Including
repayments
of tong-term
debtduewithinI yr.
Source:FTC"QuarterlyFinancial
Reports."
4thquarter.1963and1973.

Over the 10-year period, generally claimed by the industry to be one
of inadequate profits, the refining and integrated companies were able
to generate 61 percent of their new capital requirements internally
through retained earnings, compared to 50 percent for the average
manuacturing company outside the industry. Long-term de t
provided 27 percent of the new investment in petroleum compared to
, "API reportsdeclinein Foreignearnings cutsoil profits 23.6 percent,
4arnh
F ai Reports," 4th
.20.
"Mi(.
976
Quarterly Financial
quarter, 1968and 1978.

"Oil and Gas Josrml", March
Jouporl,,

34 percent in other manufacturing. Further, the "mix" of bank loans
and other debt demonstrates the superior acceptability of oil company
debt to the public and nonbanking financial institutions such as insurance companies and pension funds.
Certain changes in the FTC data, designed to give a more accurate
picture of domestic operations, make it impossible to compare 1974
and 1975 with earlier years. This is unfortunate since these were
years, as the industry points out on many occasions, when hu.e
amounts of new capital were needed to finance such projects as e
Alaskan pipeline and U.S. parent contributions to the development of
North Sea oil. Thus, a similar analysis is presented for the period
from the end of the first quarter of 1974 through 1975.
TABLE16.-INCREASE
IN INVESTED
CAPITAL
IST QUARTER
1974TO 4TH QUARTER
1975'
[Dollaramounts
in millions]
Petroleum
refinings
Amount
Long-trmdebt:a
eanks
.... .. .
Other..
. ....

Stockholdersequity:3
Capitalstock,etc.1,797
Earnedsurplus-

Amount

$64
3,949

0.4
24.9

$5,771
20,506

8.0
29.9

4,013

25.2

26,283

37.0

1.3
63.5

8,77
36, 406

II
5112

74.8

44,
783

63.0

71,066

10t.0

.--10,128

Total---------------------------------------11,925
Total increasein invested capital -------------

Other manufacturing

Percent

15,938

100.0

Percent

I Stockholdersequity andfong-tarm
debt
5 Including
repayments
of long-termdebt due withinI year.
a Treasurystocksubtracted
fromcapitalstockandearned surplus in proportion
to the ratio between
thetwo items.
Source: FTC"Quarterlyfinancial Reports,"
1st quarter1974,and4th quarter1975.

In this period of less than 2 years, the oil companies were able to
increase their long-term debt by $4 billion, almost entirely from nonbank sources in contrast to other manufacturing companies. Still,
increases in external debt were needed only for 25 percent of the
industry's new capital requirements, compared to 37 percent for
manufacturing generally. Despite the magnitude of its capital requirements, the supposed damage to cash flow from the elimination of
percentage depletion, and the business recession, the industry was
able to generate 63 percent of its new capital internally compared to
51percent for other companies.
The picture of the industry presented here is one of above-average
financial performance, in strong contrast to that suggested by its rate
of return data. It is probably more of a clue to the presence of market
power-in terms of preserving the level and stability of cash flowsthan is the simple rate of return on stockholders' equity.
Most measures of financial health seem to give the petroleum
industry higher marks than other manufacturing. Thus, the ratio of
current assets to current liabilities maintained by refiningand integrated companies has been lower historically than in other manufacturing--1.7 for petroleum at the end of 1975, compared to 2.1 in

other manufacturing. This indicates that the oil industry's cash
flows are sufficiently stable over time to justify the narrower margin
between anticipated receipts and necessary outlays of cash. Again,
despite the heavy borrowing by oil companies in recent years, the
petroleum industry at the end of 1975 had a much lower debt/equity
ratio than any of the other manufacturing industries, mining, retail,
or wholesale trade reported by the Federal Trade Commission-.24
for petroleum, .46 for other manufacturing,
.58 for mining, .55 for
retail trade, and .62 for wholesale trade.6 These ratios simply reinforce
what has been said above concerning the ability of oil companies to
finance their capital needs internally to a far greater extent than
firms in other sectors of the economy, an indication of financial performance far above the industrial average.
Finally, Mr. Raymond Gary, managing director of Morgan, Stanley,
presented details of five debenture issues (totaling $1.4 billion) by
major oil companies from November 1974 to June 1975.' More than
88 percent of these securities were placed with insurance companies,
nonprofit organizations, public and private pension funds, and other
trust funds, the managers of which are prohibited from investing.in
securities with any degree of real risk. This was a period when major
companies were losing their foreign reserves-Exxon alone lost nearly
27 billion barrels of gross proved reserves during 1973-1975
(roughly
equal to three-fourths of total U.S. proved reserves).8 It was a period
when the repeal of percentage depletion for large companies, business
recession, and the growth of Government controls had presumably
clouded the future of the industry. Surely few more convincing pieces
of evidence can be found for the thesis that major oil compares are
able to manage their own markets than the willingness of knowledgeable investors, with a heavy burden under the law for their decisions,
to take petroleum securities under these conditions.
We may conclude our observations on the profitability of the
petroleum industry by returning to the point that rate of return is
only one possible measure of market power. More than 40 years ago,
an eminent British economist, J. R. Hicks, suggested that "The best
of all monopoly profits is a quiet life." I Four decades of research
have reinforced Professor Hicks's conception of the corporate manager
as something other than the pecuniary profit maximizer of economic
theory. E. Eugene Carter, Sloan School of Management at Massachusetts Institute of Technology, summarized the results of this
research in explaining the role of petroleum industry joint ventures:
A stable environment, a reasonable level of profits, and a
calm organization more accurately reflect the desired firm of
most executives than does the economic model of a super
calculator parsimoniously evaluating the extra return from
pushing one worker to one extra hour of overtime or increasing the $5 million advertising budget by $1,000.10
a FTC, "Quarterly Financial Report,' 4th quarter 1975.
Ibid.
calculated fromstockholder' equity/debt tatoos.
'Vertical Integration, Part III, p. 2000.
a From December 31,'1972to December 31, 1975,
Exxon Corp., "Financial and Statistical Supplement to
the Annual Reprt," 1975,pp. 32- .
-'Quoted tF.M. Scerer, "Industrial Market Structure and Economic Performanc (Rand, McNally,
19701 p.32.
CaScE.EmugeneCurler,
statement before the Subcommittee on Monopolies and Commercial Law, Committee on the Judiciary, U.S. Home of Representatives, April 14, 1976 (mimeo), p. 3.
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In Professor Carter's view, major oil company managers are more
concerned with preserving their balance in the industry with respect
to their major competitors than they are with maximizing financial
profits. If this view is correct, and we believe it is, the ability of the
major companies to maintain their relative positions and their financial
stability in the industry is a far more accurate indicator of their
market power than the absolute level of petroleum industry earnings.

V.

THE EFFECTS OF DIVESTITURE

The basic purpose of this divestiture legislation is to create free
and open markets between the various industry levels. It seeks to
take a sufficient volume of crude and refined product out of the integrated system and to force a sale on an open market. This will have
a number of effects. First, it will increase competition between the
various firms at each of the industry levels. We have already discussed
the elaborate system of interconnections that now link the various
firms. Divestiture would reduce drastically the anticompetitive
effects of these arrangements because obviously there will be fewer
points of contact between firms. But more important, when a substantial volume of crude and product is changing hands in numerous
arms-length transactions on a broad open market, it will be far
more difficult
for firms to watch and anticipate each other's pricing,
output, and investment decisions. By their very nature, such markets
intensify competition. By being less orderly and less predictable,
such markets tend to frustrate collusive or interdependent behavior.
The second effect of divestiture would be to make currently nonintegrated refiners far more vigorous competitors. With the creation of
a real crude market, these refiners no longer would be dependent
upon major integrated firms for supply. In a crude market where
sellers are willing to sell to all buyers who pay the market price,
access would be equalized for all firms. This would eliminate a fundamental problem faced by independent refiners-the simple lack of
access to crude.' Given equal access to crude, refiners then will be
competing on the basis of relative efficiency and not on who controls
crude.
The improvement of competition at the refining level will substantially improve competition at the retail level. The amount of
competition at the marketing level historically has been determined
by the ability of the nonbranded independent marketer to obtain
product on reasonable terms. The ability of the major refiner to treat
the branded marketer in a highhanded fashion and impose on him
an inefficient style of business is largely due to the absence of serious
competition at the refining level. The branded marketer is under the
thumb of the major refiner because he has no alternative supply
source. There is no open market in which he can purchase product if
he chooses to sever his relationship with his refiner.
Separating refining from crude production would eliminate the
danger that major integrated firms could use their control of crude
for predatory purposes. One of the major consequences of the enormous increase in the world market price of crude is that the price
of domestic "old" crude now far exceeds its actual cost of production.
I See the following in "Vertical Integration, Part I": Edwin Jason Dryer, general counel and executive
Assciation of Anerica, p. 240etsq.;Toomas W. dileregs, president
secretary of the Independent Refiners
nsso,
of Apeo Oil Corp., p. 243et seq.; Jasnes M. Patterson, professor of marketing, Graduate School of
Indiana University, p. 110.
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Since old crude is largely in the hands of majors, there is the possibility that, with the removal of the price controls, allocation and
used to
entitlements programs, this advantage could be effectively
2
destroy competition at the refining and marketing levels. Even the
existence of such a possibility has an unhealthy effect on the vigor of
competition from the independent sector.
Divestiture and the resulting creation of crude and product markets
should reduce the entry barriers into refining and marketing. This is
particularly significant in regard to refining where inadequate access
to crude has been a major factor in limiting new entrants. Ronald J.
Peterson, chairman of the board of a large independent marketing company, recently told the Antitrust Subcommittee how the absence of a
free crude market has frustrated his firm's ambition to enter refining:
lSenator Bayh] . . Mr. Peterson, let me just ask you one
question. It is my understanding that you have been trying
to acquire one of those refineries up in my part of the State,
across the State line, in Lake County. Is that true?
Mr. PETERSON. We have been trying, indeed, Senator, to
acquire refining capacity or build refining capacity for 10 or
15 years.
Our problem has been that as we have gone through the
machinations each time of trying to develop whether or not
we can make any money at it, even if crude were available, we
have not been able to figure out .how to make any money,
because historically, the major oil company refiners have
taken the profit out of crude oil refining and left it so thin
that no one else could go into that business on a profitable
basis.

We, frankly, are holding in abeyance a decision on one of
the refineries you speak of, awaiting to see what direction
might be taken by this committee-and by that, I do not
insure this committee we are going to buy it, because I do not
know what is going to come out.
Senator BAYH. Well, do you think you are going to be able
to get the crude?
Mr. PETERSON. If there is a free crude market.

Senator BAYH. Well, I am talking about right now.
Mr. PETERSON. Oh, no; there is no way I can get crude
now; no, positively not.'
The separation of pipelines from other operations is an essential
step in the creation of competitive crude and product markets. The
long history of petroleum pipelines gives ample evidence of how their
control has been used to help frustrate the development of markets.'
Non-discriminatory access to transportation is absolutely essential
* Patterson. Vertical Integration, Part I, p. 114.
'Ibid., p.1s.
Sne AO Report: 1958, pp. 86-88 and An Report: 1959, pp. 62-Si.
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to the working of a competitive petroleum market. Separated from
the other functions in the industry, pipeline operators will have only
one business, providing transportation service, and they would seek
aggressively to provide that service to as many customers as they can
find..
Ultimately, one of the most important effects of divestiture will be
to place restraints on the pricing power of the OPEC cartel. The
world's supply of crude is being obtained for us, and for most of the
world, by a small group of international firms who have a very strong
incentive to bargain for not just preferred access, but for agreements
with the OPEC countries which will keep the vast bulk of the crude
in their integrated channels. To the extent they are successful in this,
they have little incentive to seek low prices. It obviously has occurred
to the OPEC nations that these interests are quite complementary to
their own. The integrated companies are willing to secure sources of
crude by guaranteeing access to their downstream facilities. The
OPEC countries on the other hand get secure markets. The market
is made more stable and secure for afl. Price collusion is made easier.
Cheating can be confined to the periphery of the market. And only
the consumers are worse off.
Splitting production from refining will force the creation of a real
worldwide crude market. The world's largest refiners will become pur7
chasers of crude. They will have no interests to preserve within the
producing countries and, therefore, will not be constrained from aggressive shopping. This will put downward pressure on OPEC prices
for two reasons. First, the companies will be unable to perform the
prorationing function for OPEC. Since, as was discussed above, OPEC
has been historically unable to perform this function for itself, there
is good reason to believe that it will have difficulty doing it in the
future. Second, the very breadth and size of the crude market will
8
make OPEC's task far more difficult. Certainly each country will be
less certain about the actions of the others; trust and confidence
between the members will be put under great stress, and some significant competition should affect prices.
There is ample ground for optimism over the competitive future of
the petroleum industry after divestiture. The industry is not hopelessly monopolistic. Nothing in the basic industry structure or its
technology precludes vigorous competition. In fact, the opposite is
conspicuously true. It has taken a fantastic amount of industry effort
and governmental collusion to restrain the natural forces of competition.
' In 1931,
GovernorAlfred London of Kansas toldthe Home Committee on Interstate and Foreign
com
Today tho greatest danger facig the oil industry to not from without but from within-and that great
danger is the elimination of conpttion through 'integration' which isonly a gentle-sounding
phrase Under
that theonly eacape from monopolistic domination in the oil industry-and it isbeing
rapidly accomplished through mergers and Integration-is to clearly,
definitely, and effectively seregate,
firat,
te entire pipeline transportation system of the oil industry
from the rmt of the ldusotry. The first
effect of this segregation wold he the suhotitution of competition in the transportation of erode oil for the
present practice which, in each individual case, Is, tone practical purposes,
a monopoly." Pipelines, Hearings before
the Committee
of Representatives, 71stCong. 3d
Session,
Fehruary
17 and on Intrstate and Foreign commerce, house
in 393 President Frnhiin Rtooevelt offered his endorement for pipeline divestiture following receipt of
aline
report
irem the Independent Petroleum Association Oppoed 00 Monopoly which had recommended pipedivorcement:

is,1isa1.f

"The report of the tndepen
t Petroleom Aosociation Op osed to Monopoly recommends 'the enactment of emergency legislation hy Congress divorcing oil pipeline engaged n interstate commerce from
other hranchm of the oiiindustry'. Tamof the opinion that this is a ressonabte request and that such legislation should beenacted at as early a date nspossible.' reprinted in Temporary National Economic corn
mittee hearings "Investigation of Concentration of Economic Power," 76th Congress, 1939,
p. 7655.1
*' See
Hulbert,
"ThAe
Industrial
Reorganisation
Part8,' pp. 5952-59.
Yansan
as quoted
in "MNC
Report", Act,
pp. 10-il...,
"Vertical
Beneficial
Association,
Marine
Engineers
president,
lire
a.ro
Jesse
Calhon,
* Adelman p 55.
integration, lst I", p. 2195at seq.
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Ironically, some of the more respected apologists for the industry
have argued not that the industry is competitive, but rather that it
needed tightly organized control because it was inherently too competitive.' Whatever merit this argument may have had in the past,
its policy implications must now be turned around. The consuming
nations no longer have an interest in stable orderly markets. The
elaborate mechanisms for control that were so carefully developed
are no longer in our interest. They now simply facilitate OPEC's
monopoly power.
A great deal has been said about the possible effects of divestiture
on prices to consumers. In the short run, predictions on price behavior
are not particularly useful or relevant. In the near future, prices will
depend upon a large number of factors, many quite unrelated to
divestiture. In the long run, however, increased competition should
affect prices two ways. First, the discipline of increased competition
will improve the efficiency of the industry to the benefit of the consumer. Second, forcing OPEC to sell in a more aggressive market will
certainly put limits on its ability to arbitrarily raise prices inthe short
run and in the long term could erode its pricing power. Without divestiture the only certainty is sharply increasing prices.
0Paul H. Frankel,

"The Essentials of Petrolemn",
(Chapman and Hall,IM4).

VI.

REGULATION AND

COMPETITION POLICY

IN THE PETROLEUM

INDUSTRY

Those gentlemen argue against every desire of reformation upon
the principles of a criminal prosecution. It is enough for them to
justify their adherence to a pernicious system that it is not of their
contrivance-that it is an inheritance of absurdity, derived to
them from their ancestors-that they can make out a long and
unbroken pedigree of mismanagers that have gone before them....
But there is a time when men will not suffer bad things because
their ancestors have suffered worse.
EDMUND BURKE,

February 11, 1780.

Some critics of S. 2387 have contended that new legislation is
unnecessary to deal with the competitive problems of the petroleum
industry. They argue that the existing antitrust laws are adequate
to deal with any such problems that may exist. They argue further
that if the removal of price and allocation controls would put independent refiners and marketers at a serious cost disadvantage, then
surely regulations can be devised to protect them.
These arguments provide a special reason for setting out in some
detail the historic background of S. 2387. In the course of this it is
necessary to review the history both of direct regulation and antitrust enforcement in the oil industry.
There is little to be proud of in this record. It is very difficult to
reconcile it with our professed respect for the concept of equal justice
and democratic values. A combination of a sluggish legal system and
raw political power have defeated or emasculated every antitrust
effort since 1911. The regulatory efforts affecting the industry represent the consistent triumph of the private interests over the public.
The plain truth is that we have permitted to develop an industrial
power structure that is inconsistent with the basic values of a democratic people. Given the present structure of the oil industry, it is
simply not possible to talk about successful antitrust enforcement or
effective regulation in the face of this record.
The two following sections focus on those aspects of regulation and
antitrust enforcement that have most directly affected the structure of
the industry. The Hepburn Act and Elkins Act, while actually regulatory measures, are treated under the antitrust heading. The Interstate
Commerce Commission which is the agency primarily responsible for
their enforcement has rarely paid any attention to petroleum pipelines.
The important history relates to how the Department of Justice has
attempted to use these statutes in conjunction with the antitrust laws.

In his classic dissent in Liggett Co. v. Lee, Justice Brandeis wrote:
* * * The prevalence of the corporation in America has
led men of this generation to act, at times, as if the privilege
of doing business in corporate form were inherent in the
citizen; and has led them to accept the evils attendant upon
the free and unrestricted use of the corporate mechanism as if
these evils were the inescapable price of civilized life and,
hence, to be borne with resignation. Throughout the greater
part of our history a different view prevailed. Although the
value of this instrumentality in commerce and industry was
fully recognized, incorporation for business was commonly
denied long after it had been freely granted for religious,
educational and charitable purposes. It was denied because of
fear. Fear of encroachment upon the liberties and opportunities of the individual. Fear of the subjection of labor to
capital. Fear of monopoly. Fear that the absorption of capital
by corporations, and their perpetual life, might bring evils
similar to those which attended mortmain. There was a sense
of some insidious menace inherent in large aggregations of
capital, particularly when held by corporations.
What follows would have done little to dispel the fears of our
ancestors.
A. CONSERVATION

One of the foremost concerns of the major oil companies historically
has been to limit the entry of crude oil supplies into the market to a
rate which will not disrupt market prices. The industry has not always
been able to maintain "stable" market conditions for crude by
themselves. To achieve effective control over crude oil production
in the United States, the industry enlisted the assistance of the
government. The result was conservation laws which allowed crude
oil prices to be stabilized through restrictions on output.
1. The rule of capture
At first glance, the economic self-interest of oil producers would
appear to dictate the use of recovery techniques which insure the
greatest ultimate recovery of petroleum from a reservoir. However,
common law principles of land ownership compelled producers to
withdraw oil from the ground as fast as possible.
Under traditional property law, the owner of the land surface also
owns the underlying minerals, theoretically to the earth's core. Petroleum reservoirs, however, do not follow the tidy pattern of surface
property boundaries. Oil underground is a liquid under pressure: it
moves across the reservoir to the point where production reduces
pressure. Once the owner of one tract begins drawing oil from a well
drilled in the reservoir, the oil throughout the reservoir migrates to
1 288 U.S.

517, at 548-549.

the producing well. Unless the owners of other tracts overlying the
reservoir also drill and produce at roughly the same rate, oil will drain
from beneath their tracts to their neighbor's producing well.
The physical behavior of oil in a reservoir posed a serious problem
to prevailing interpretations of property law which, at least in theory,
entitled every landowner to the oil in p lace beneath his tract. The
courts, in an excessively imaginative application of precedent, likened
the production of oil to the capture of wild animals and applied the
"rule of capture." I Under the rule, the surface owner who produced
the oil owned it, regardless of whether it might 1have drained from its
original position beneath another person's land. '
By legalizing the drainage of oil from nearby property, the rule of
capture caused chaos in the early production and sale of crude oil.
Each discovery meant an intense struggle to produce first and fast.
Frantic production races ensued as each landowner sought to bring
oil to the surface before he lost it to his neighbors. Reckless production
posed an obvious threat to the Nation's oil resources and to the public
safety in the form of ill-considered lease development, storage, and
transportation practices:
• . . Above-ground stocks piled up in amounts wholly
unnecessary for any rational industry operation. Fires, leakage
of storage ponds and tanks and the slower but steadier
evaporation of volatile components took a serious toll.
Meanwhile, underground leakage, improper sealing of wells,
and haphazard disposal of waste contaminated water-bearing
strata and streams. This jeopardized the water supply of
widespread areas, and exposed river towns and cities to the
risk of fire. Uncontrolled 2 escape of gas also posed a serious
risk of fire and explosion.
The rule of capture also encouraged production at a rate which
depressed prices. Flush production from the mammoth East Texas
early 1930s brought the cost of a barrel of oil as low as
field in the
2
10 cents. '
2. Prevention of physical waste
The chief aim of early conservation programs was the prevention
of physical waste. Many oil producing States enacted legislation2
designed to curb the most obvious wasteful production practices.
State conservation regulatory bodies gradually developed the concept
of "maximum efficient rate:" the maximum sustainable rate at which
oil can be withdrawn from a reservoir without detriment to ultimate
recovery.
The rule of capture forced many producers to lift oil far in excess of
the amounts which could be shipped by existing transportation
facilities. Pipeline systems were inadequate and were owned by
integrated oil companies which primarily transported their own
'Under tbe doctrine offera, ,,iaae a wild animal belongs to owner of the land on which it is captured.
' Harold F. Williamson and Arnold R. Daum, The American Petroleum Industry 1859-1809: The Age
of Illumination (Northwestern University Prese, l959), pp. 760-766.
2AO Report: 1959, p. 9.
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production. Producers unable to secure pipeline transportation often
stored their oil in open ponds containedty earthen dikes. To reduce
the safety hazards and loss of oil resulting from careless storage
practices, States adopted "common purchaser" and or "ratable take"
laws. These provisions required pipeline carriers to buy and ship oil
in a common pool ratably, without discriminafrom each producer
tion in price.4
World War I demonstrated the importance of oil to the national
defense and to the Nation's economy. Themarkedincrease of petroleum
consumption resulting from the war effort and the rise in the use of
automobiles aroused the concern of the Federal Government about
the adequacy of future oil supplies. Fears of an im ending shortage
of petroleum prompted the establishment of the Federal Oil Conservation Board in 1924.1
To encourage conservation of oil for a future supply, the Board made
a series of recommendations during the 1920s to mitigate the impact
of the rule of capture. As summarized by the Attorney General's
Report of 1956, the Board's recommendations included the following:
(1) The Board advocated that the States should assume
the burden of enacting measures for oil conservation and for
the protection of oil property owners' rights, as preferable
to Federal action.
(2) It recommended State legislation to overcome the
adverse effects to property owners of the operation of the
law of capture, through enforced recognition by owners of
a correlative obligation to allow adjoining owners a fair
share of the common pool.
(3) Further modifying the law of capture, the Board
recommended that the industry take cooperative action for
the sane and orderly development of new fields by means of
voluntary agreements among operators of a pool to restrict
its development or operation. Doubts concerning the
validity of such agreements under the antitrust laws should
be resolved by legislation authorizing their employment,
subject to Government. scrutiny. As later amplified, this
proposal advocated unit operation of oil fields as the most
feasible of all cooperative methods proposed.'
The most significant of these proposals was the advocacy of
"unitized" production from a common pool. Under unitization, the
oil pool is treated as a single entity to be exploited jointly by all
leaseholders with each receiving an undivided interest in the entire
pool. Such a system would have achieved a substantial reduction in
physical waste, thereby mitigating the worst effects of the rule of
capture.
3. Prevention of "economic" waste: Prorationing
The prevention of physical waste, however, did not long remain the

paramount concern of State and Federal conservation officials. The
Federal Conservation Board hardly had begun its deliberations before
"AG Report: 1956 " p. 2.
"AG Report: i957, p. 29.
"An Report: 19iS," p. 82.

new discoveries in the 1920s threatened to flood the market with
inexpensively produced oil. The torrent of cheap oil shifted the
interest of conservation authorities to the curtailment of "economic
waste," the industry's euphemism for a production level that reduces
the market price. With urging from the major oil producers, government conservation bodies hereafter devoted their energies primarily
to the7 development of prorationing schemes to stabilize the price of
crude.
At the time of the discovery of substantial oil reserves in the United
States in the 1920s, the major international oil companies, particularly
Exxon and Shell, were seeking to establish cooperatively a global formula for limiting the production of oil. The official history of Exxon
describes the firm's perception of the world oil "surplus":
While striving to expand its production around the globe,
Jersey also participated in efforts to overcome the worldwide
malaise of the oil industry basically arising from the overproduction of crude. In 1927 world production rose to 1,260,000,000 barrels, an increase of about 17 per cent over the output of the preceding year. Storage stocks reached unprecedented levels, totaling some 600,000,000 barrels in the United
States at the end of the year. The annual average price of a
barrel of crude in the United States fell from $1.88 in 1926
to $1.30 in 1927. Both the rise in production and the fall in
prices continued for several years thereafter.
Excess production outside the United States presented
some especially difficult problems for Jersey and other companies in the late 1920's. In several countries, operations
were on concessions granted by national governments; no
nation wanted its production reduced or even the rate of
development of new production slowed down. With no way
of promoting an agreement among the oil-producing countries, the oil companies faced two alternatives: (1) to enter
upon potentially destructive competition or (2) to come
to
some understanding among themselves to limit output. 8
The majors developed "an understanding among themselves"
to limit crude production. The first step in this process came in 1928
when the executives of Exxon, Shell, and BP met at Achnacarry
Castle in Scotland to devise a plan for restricting the worldwide supply
of crude. The meeting ended with the drafting of a set of principles
known as the "as is" or Achnacarry Agreement. It declared:
Since its inception, the oil industry has looked forward with
apprehension to the gradual depletion and final exhaustion of
its supplies of crude oil. The temporary shortage of supplies
that existed in certain countries during the Great War
further accentuated this fear and caused vast sums of good
money to be expended to locate and develop reserves in all
parts of the world where petroleum potentialities appeared,
as well as in accumulating large reserve stocks above ground.
Now the situation has changed. An adequate supply for a
long time to come is assured * *
O"AG Repora: i(,'ew p1.1
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Excessive competition has resulted in the tremendous

overproduction of today, when over the world the shut-in
production amounts to approximately 60 percent of the
production actually going into consumption.'
To accomplish its objectives, the agreement set forth seven guidelines to govern the activities of the major international companies:
1. The acceptance by the units of their present volume of
business and their proportion of any future increases in
consumptio n.

2. As existing facilities are amply sufficient to meet the
present consumption these should be made available to
producers on terms which shall be based on the principle of
paying for the use of these facilities an amount which shall be
less than that which it would have cost such producer had he
created these facilities for his exclusive use, but not less than
demonstrated cost to the owner of the facilities.
3. Only such facilities to be added as are necessary to
supply the public with its increased requirements of petroleum products in the most efficient manner. The procedure
now prevailing of producers duplicating facilities to enable
them to offer their own products regardless of the fact that
such duplication is neither necessary to supply consumption
nor creates an increase in consumption should be abandoned.
4. Production shall retain the advantage of its geographical
situation, it being recognized that the value of the basic
products of uniform specifications are the same at all points
of origin or shipment and that this gives to each producing
area an advantage in supplying consumption in the territory
geographically tributary thereto, which should be retained by
the production in that area.

5. With the object of securing maximum efficiency and
economy in transportation, supplies shall be drawn from the
nearest producing area.
6. To the extent that production is in excess of the consumption in its geographical area then such excess becomes
surplus production which can only be dealt with in one of
two ways; either the producer to shut in such surplus production or offer it at a price which will make it competitive with
production from another geographical area.
7. The best interests of the public as well as the petroleum
industry will be served through the discouragement of the
adoption of any measures the effect of which would be to
materially increase
costs with consequent reduction in
consumption.'0
Although it failed to serve as a practical guide for administering
production, the document was regarded generally as the controlling
eclaration of objectives in the establishment of subsequent agreements relating to specific markets. Among its chief limitations was
the exclusion of the United States, whose production was great enough
o Pool Assoation (Achnsarry) Agreement of September 17, 19, as reprinted in FTC, The Interne.
tional Petroleua Cartel, p. 200.
5Tbid.

to upset stabilization policies pursued in the rest of the world. The
drafters of the Achnacarry Agreement had left the United States out
of the document in order to keep the arrangement outside the ambit
of the American antitrust laws.
At the time of the Achnacarry meeting, the petroleum industry
launched a campaign in the United States to control production under
the guise of the conservation laws. In 1929, the American Petroleum
Institute (API) requested that the Federal Oil Conservation Board
approve intercompany agreements to limit United States production.
Such arrangements would have dovetailed with the Achnacarry
guidelines. The Board rejected the proposal following warnings from
the Attorney
General that the plan would likely violate the antitrust
1
laws.
Following the rejection of the API plan, the industry turned its
attention to State prorationing laws. During the 1920s and extending
into the 1930s, each of the largest oil producing States-Texas,
Oklahoma, and Louisiana-had enacted "market demand" prorationing laws which limited production to the anticipated demand for the
State's oil at prevailing prices. The success of individual State actions
in stabilizing price was limited by each State's inability to control the
flow of oil from States outside of the market demand system and from
foreign countries. The market demand States also lacked the ability
to enforce local production rules where the oil produced in violation
of the law could be moved out of State before the violation was
3
uncovered.
Thus, the key to the future effectiveness of State regulation was
Federal consent to market demand production controls and Federal
enforcement of State bans on interstate shipment of "hot oil." The
framework of Federal support for the State conservation market
demand laws was provided
in 1933 under the National Industrial
5
Recovery Act (NIRA). The NIRA permitted States to administer
the details of supervising production. For market control, the larger
producing States set field production rates to correspond to estimated
market demand. State by State market demand forecasts were
calculated from predictions by the Bureau of Mines of the total
industry demand for each State's oil. Essential to the operation of the
act was the prohibition of interstate shipment of oil produced in
violation of State orders. Section 9(c) of the NIRA authorized the
President to ban the interstate shipment of hot oil, and the President
exercised this authority in an Executive order, dated July 11, 1933.'
The President subsequently delegated enforcement of the ban
against hot oil shipments to the Secretary of the Interior who in turn
established the Federal Tender Board to administer section 9(c). The
Board's activities ended abruptly on January 5, 1935, when the
Supreme Court declared section 9(c) an unconstitutional delegation of
legislative power."' The Secretary of the Interior immediately requested
new legislation to accomplish the same purposes as section 9(c), and
within 6 weeks the Connolly Hot Oil Act was enacted. 7 The new
Ibid., pp. 201 211.
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measure banned "the shipment or transportation in interstate commerce from any State of contraband oil produced in such State" and
authorized an agency under the President to monitor the program's
enforcement. On May 27, 1935, the National Recovery Administration
(NRA) itself endeds with the Supreme Court's declaration of its
unconstitutionality." The Court's action did not affect the operations
of the newly recreated Federal Tender Board, reconstituted under the
Connolly Act, nor did it disturb the statistical functions of the Bureau
of Mines.
The basic method of market demand proration as it emerged after
the end of the NRA and passage of the Connolly Act included the
following:
1. Preparation by the Bureau of Mines of a monthly forecast of
anticipated crude oil demand for the ensuing month and an estimate
of existing crude oil stocks.
2. Preparation by State authorities of total production quotas
based upon the Bureau of Mines data and purchase predictions made
by regular purchasing companies, typically the major oil companies.
Each month, major purchasers would present State authorities with
"nominations"-their projected crude purchases within a State for
the coming month. These nominations were the principal element
used by the States in determining quotas. As such, the nominations
gave the majors substantial influence over the establishment of State
quotas and thereby afforded the dominant companies some measure
of control over the production activities of their independent
19
competitors.
3. Allocation by State authorities of the total allowable production
to the various producing fields and wells within their jurisdiction.
Supplementing the system of federally enforced proration laws
was the Interstate Compact to Conserve Oil and Gas."° Originally
proposed as an interstate agency to control State stabilization efforts,
by the compact eventually was adopted in the form of a wholly voluntary organization to serve as an information clearing house for conservation programs and a forum in which to discuss problems raised
by the compact's member States. Control of oil production was left
explicitly to the discretion of the individual States. The voluntary
character of the compact was the product of individual State unwillingness to permit outside direction of its production control
during Congressional consideration of the Interstate compact,
several representatives of major oil companies indicated that the
primary function of the conservation program was market stabilization. W. S. Farish, chairman of the executive committee of Exxon
and a supporter of market demand pforationing, told one Congressional committee:
Mr. WOLVERTON. And what is the underlying thought you
have that makes such legislation [to authorize interstate
compacts] advisable?
I- Sleechter Putury Cop. v. U.s., 295 U.S. 495 (1935).
I- AG
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Mr. FARISH. The underlying thought covered is the whole
idea of conservation and stabilization of the industry, which
to my mind are21synonymous
terms; they mean practically
"
the same thing.
Similarly, Edward T. Wilson, former president of Contintal Oil
Co., said:
Mr. MAPES. Now, then, that means in effect that you
believe that legislation is desirable for the purpose of stabilizing the industry rather than for conserving the oil?
Mr. WILSON. That is my personal opinion.2'
Further evidence of the motivation behind State production controls came from H. F. Sinclair, chairman of the executive committee
of Consolidated Oil Corp. of New York:
Mr. WOLVERTON. Is it not your opinion that when you
curtail production that it thereby stabilizes the industry,
which includes the price structure?
Mr. SINCLAIR. I would say so; yes.
Mr. WOLVERTON. And is not that the real reason why the
oil industry has asked for curtailment of production by the
State or the Federal Government?
Mr. SINCLAIR. I would say that is one of the reasons.
Mr. WOLVERTON. In fact, that is the chief reason, is it not?
Mr. SINCLAIR. I would agree about that."
Representative E. W. Marland of Oklahoma testified that:
The purpose of an interstate compact-real purpose, of
course-is to advance the price of petroleum and its products
so that petroleum may be produced at a profit.' 4
In 1939, the Temporary National Economic Committee (TNEC)
studied the impact of market demand prorationing upon prices. The
committee's investigation demonstrated that the industry perceived
the principal goal of production restrictions by the Texas Railroad
Commission, the foremost State conservation agency, to be the maintenance of crude oil prices. Mr. Farish of Exxon told the committee:
Now I am going on to the price thing. I say unhesitatingly
that price has influenced these proration authorities. There
isn't any argument about that. The record is so clear that it
would be stupid to say it hadn't and they have been influenced by price. It is quite natural."
The support of prices in the name of conservation remained unchanged at least until 1972, when the shortage of domestic crude oil
caused the abandonment of production limits except those designed
to enhance ultimate recovery of oil. Ten years after the TNEC study,
the Senate Small Business Committee (Wherry Committee) concluded
in a report on oil supply and distribution problems that:
31Testimony of W. S. Farish in hearings before a snbcomooittee of the Hone Committee on Interstate
and Foreign Coennere, 73d Cong., on H. Res. 441 (Cole subcommittee, 1984), p. 698.
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* * * When the Government regulates the supply the
tendency of monopoly to increase its hold on an industry is
intensified.
Analyzing the effects of prorationing, the committee added:
There is a mechanism controlling the production of crude
oil to market demand (or below) that operates as smoothly
and effectively as the finest watch. During the year and a
half the committee has been investigating the oil industry,
there has never been a real over-all shortage of petroleum.
Price increases on crude oil have been frequent and substantial, going from $1.25 per barrel at the end of 1945 to
$2.65 per barrel in the spring of 1947, with several companies
posting $3 per barrel as this report is written. At the time
the consumers were feeling the greatest pinch in January and
February 1947, there were 220,000,000 barrels of crude oil in
storage, mainly controlled by the larger units, which could
have been distributed among independent refiners who were
running under capacity. But the controlled economy existing
in the oil industry needs an absolute balance of supply and demand, because it does not contemplate drawing on stocks.
When the Bureau of Mines, through their monthly forecasts
of demand, underestimated the demand by close to 2 percent
for each of the years 1946 and 1947, the spot shortages followed as night the day. The mechanism was wound too tight.
Independent refiners could not take more oil out of their own
wells because of State proration laws, and the integrated companies would not allow them to take their crude oil except by
a processing or tied-in sales agreement. Those cut off of supply
by independent refiners or by integrated units desiring to
favor one customer over another, were suffering, and in tuin
their customer accounts were without oil. A truly competitive
system, based only on real conservation practices, could not
possibly have held the flow of oil so close to market demand.
The oil-control policies in effect in the United States consist of a series of State and Federal statutes, recommendations of committees made up of integrated-oil-company economists and recommendations as to market demand made by
the Bureau of Mines of the Department of the Interior. No
single item is in itself controlling: taken together they foim a
perfect pattern of monopolistic control over oil production
and the distribution thereof among refiners and
27 distributois,
and ultimately the price paid by the public.
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mand proration system in the United States had fulfilled the objectives of the Achnacarry Agreement of 1928. Reviewing the relationship of prorationing to the world market, Paul H. Frankel wrote in
1946:
There can be little doubt that the American counterparts
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tion" as we knew them in the "thirties." * * * What mattered most, apart from the aspect of technology, where sound
argument seemed to support it, was the fact that only with a
certain degree of production control could the United States
be fitted into the world-wide structure of the oil industry.8
Conservation was the missing link which had to be forged.
The role played by the major oil companies in supporting the State
prorationing system in some ways resembles the majors' part in
distributing production cutbacks among the nations of OPEC.
Like the countries of OPEC, the individual State agencies exercised
full discretion as to the rate of production within the State. State
rOduction quotas were based on the calculations of the production
levels that would bring the greatest realization of local income without
depressing national markets.
Oil held a prominent place in the economy of most producing
States, and, absent a system of federally enforced quotas, each State
had an incentive to increase its own income as much as possible. This
condition frequently required that some States relax their production
controls to compensate for less stringent controls in other States, lest
the former begin to lose its share in the national market. The system
was successful so long as the largest producers, Texas in particular,
were willing to offset production increases in other States with cuts
in their own. The system also depended upon the willingness of the
Federal Government, discussed later in this chapter, to restrict inexyears functioned as the
pensive foreign imports. Texas for many
2
alance wheel of domestic production.
Ultimately, however, the purchasing patterns of the major oil
companies held the system together. As Attorney General William
Rogers observed in 1959, the majors dictated the share of the market
each State's oil would receive:
* * * Those States which controlled production too closely

found that purchasing companies were able to absorb the cuts
through their ability to obtain offsetting amounts elsewhere
in their supply networks. Consequently, such a State merely
lost a portion of its former market to other States which
retained more liberal production limitation policies.
In the final analysis it is the composite of the major integrated companies' purchasing policies which, within limitations of storage and product marketability, determines how
much or how little current production of a State will be marketed. These companies purchase the preponderance of all
crude oil produced in this country. Their supply capabilities,
through the pipeline network with tentacles in every producing State, enables them to frustrate the intended effect of an
individual State's production policy. No State has as yet
established the power to compel a purchasing company to
take any particular share of its requirements from that State's
"Frankel, Essentials of Petrleun, pp. 116-117.
Reprinted in the International Petroleum Cartel, p.217.
AO Report: 107, p. 2*.

production. If a State's policy on allowable production is too
conservative, the integrated companies may turn to nonmarket-demand States, to those States less stringent in
limiting production or, until recently, to imported oil. On the
other hand, if a State sets too liberal an allowable a company
may initiate pipeline prorationing, and refuse to take full
production.
In this fashion the major companies are able to smooth out
the divergent actions and blend the differences in policy
among States. This is evidenced in the various State production data presented above, which show no significant stademand States, as a class.
tistical differences between market
9
and non-market-demand States.
A serious problem under State marketing regulation was the
ability of a common purchaser to take less than the specified allowable
from a field, provided only that it did so ratably from all wells in the
field. Several unsuccessful State efforts were made to compel pipeline
purchasers to end "pipeline prorationing" by requiring them to take
1
all of the allowable production from a field. 0
As Attorney General Brownell stated in 1957, the system of pipeline purchaser prorationing afforded the major pipeline companies
substantial leverage over the independent sector of the industry:
Purchaser prorationing indicates an undesirable degree of
control over the particular field markets for crude by large
integrated purchasers. Those units in the industry which concentrate primarily or solely on production-principally independents-are dependent on the large integrated purchasers
for a market for their crude. The purchasers may, however,
restrict their buying from independent producers, while
maintaining the production from their own domestic or
foreign wells or fields.,
The conservation system abetted the majors' efforts to bring crude
oil onto the market in an "orderly" fashion. The Federal Trade
Commission's 1952 Cartel Report accurately describes the manner in
which prorationing fit into a broader effort to limit potentially
"destabilizing" production:
Thus, while the prevention of waste in the use of oil as an
exhaustible natural resource is a desirable economic objective, the facts surrounding the initiation of the conservation
movement in the United States and the history of its subsequent operation are such as to strongly indicate that the
prevention of waste is not the only motive behind the
support of the movement by international oil interests.
Conservation was urged by the industry, not at the time
when it feared the imminent exhaustion of domestic reserves,
but during a subsequent period when the discovery of new
fields had created an embarrassing surplus in the United
States. Moreover, the detailed features of the proposed
AG Report: 1959, pp. 18-19.
See AO Report' 1957 pp. 88-101and A
AO Report: 1957, p. 8 .

Report' 1958,pp. 70-71.
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conservation plan and the subsequent restrictive effects of
proration as operated under State compact fitted admirably
into the world-wide "as is" agreement of the 1930's by
limiting United States flush production and thereby tending
to enhance and maintain published Gulf prices which were
the base prices or values used in determining world prices.
Today these effects appear to be no less important to the
industry as a means of maintaining prices in the United
States and other markets of the world while a market is
found in the United States and elsewhere for greatly increased Middle East production
The actual distribution of production shares among the various
producing States was accomplished by the major oil companies in
roughly the same manner in which they apportion production shares
among the producing countries of OPEC. Significantly, State and
Federal agencies provided a necessary ingredient of what amounted
to cartel-like control of crude oil production in the United States.
B.

IMPORT CONTROLS

During the first decade of federally-enforced State conservation
programs, prorationing successfully restrained price competition
among crude suppliers. Domestic production under conservation
controls provided nearly all of the U.S. supply.'
Successful domestic prorationing depended upon insulation from
external competition in the form of inexpensive foreign oil. 2 Until
World War H, the international majors successfully managed a
basing point system for foreign crude and product that kept foreign
prices aligned with domestic prices. After the war, pressure from the
Mideast producing nation governments caused a slow but
steady
decline of foreign crude prices in relation to domestic prices.3 By 1950,
the price of Mideast crude had dropped to two-thirds the cost of
comparable U.S. crude, and Mideast oil began to flow into U.S.
refineries. Crude imports climbed from 272,000 barrels per day in
1947 to over 900,000 barrels per day in 1956.
Although the origin of Federal oil import policy popularly is recognized to be the 1950s, active Federal concern
with oil imports began
shortly at the end of World War 1.4 The war had demonstrated
-FTC "The International Petroleum Cartel," p. 210.
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petroleum's strategic value, and growing automobile use had spurred
an unprecedented demand for gasoline. During the 1920s, predictions
that domestic reserves were being depleted rapidly prompted the
U.S. Government to urge American oil companies to develop foreign
petroleum lands for eventual importation to the United States.
In the 1930s, glut replaced scarcity as the chief concern of Federal
oil officials as huge discoveries in the Southwest greatly expanded
domestic production capacity. Government policy toward foreign
oil soon shifted
in the direction of reducing imports through the levy
5
of duties. The pendulum swung in the other direction in the next
decade when Federal policy again encouraged foreign imports to
accommodate swiftly climbing domestic demand for petroleum
8
products.
However, by the mid-1950s, domestic proved reserves and production were growing, and rising imports threatened the stability of
the domestic price level. The market demand factor of the Texas
Railroad Commission, for example, was reduced from 76 percent of
allowable production in 1951 to 52 percent by 1956.1 Meanwhile, in the
Trade Agreements Extension Act of 1955, Congress had given the
President the authority to limit imports of materials when imported
in such quantities as to "threaten or impair the national security."
Both oil producers and the bituminous coal industry urged President
Eisenhower to use this power to establish oil import quotas. I
A program of import controls was not incompatible with the interests
of the major international companies. Absent import limitations the
opportunity existed for the international majors to replace domestic
crude with Middle East oil as the principal source of supply for most
east coast and some inland refineries. The largest importers were
reluctant to permit this to happen, primarily because companies with
Middle East crude concessions also had large stakes in American
domestic production. As Dr. Helmut Frank pointed out to the Antitrust and Monopoly Subcommittee, import controls aided the international majors in balancing their foreign and domestic production
interests:
. . .. Their [The International Majors'] aim was not an

expansion of Middle East exports to the United States to the

point where the domestic industry would be seriously weakened. Rather, they sought a compromise solution that reflected
a balancing of their interests at home and abroad-just
enough imports of Middle East oil to take advantage of its
low cost and great profitability, but not so much that domestic
production would have to be curtailed sharply over a prolonged period. As expressed in the words of the American
'Ar Report: 5959,p. 20.
'See geerolty, Inveetigation of Petroleum Resources, Hearings before a Special Committee Investigating
Petroleum Resourcee, 79th Cong., 1stSees ,1i45.s
7 Steven L. Mc onald, Petroleom Conservation in the United States (Johns Hopkins Press, 1971),p. 189.
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Petroleum Institute, foreign oil should be permitted to
"supplement but not supplant" domestic oil.?
During 1956 the head of the Office of Defense Mobilization ineffectually urged importers to exercise restraint. Following the December 1956 Suez crisis, the administration concluded that national
security required a positive program. Accordingly, the Voluntary Oil
1, 1957.11
Import Control Program was established effective July
Although the stated basis for the import quotas was national
security, a strong motivation, as mentioned above, was provided by
domestic oil and coal producers who sought protection against inexpensive foreign oil. AsDr. Homan told the Antitrust Subcommittee:
Senator HART .... You say that the sole ground for the
import control program was its contribution to national
security. You say that was the sole ground?
Dr. HOMAN. Official ground.
Senator HART. Official ground. Well, has there been any
other reason assigned for it? Does it stand or fall on the
proposition that it is required in the interests of the country,
the security of the country?
Dr. HOMAN. The national security ground was the only
one by which it could be put into effect by presidential
proclamation.
Senator HART. So it having been put into effect, it has been
determined that there are national security interests that
require it. Do you know of any other grounds that would
have been assigned, even though those grounds would not
have justified Executive order action?
Dr. HOMAN. There is, of course, a tremendous amount of
political pressure behind it, mainly of a protectionist character. One has to sort this thought out in his mind, that some
people who do not like protectionism think that the protection argument always leads to a wrong conclusion. From
the end of the war on, the oil interests were in fact pressing
their case for protection very, very strongly. I judge, however, that the persons in Government who took up and
thought seriously about working out a program were quite
sincerely operating in a world other than that of the political
pressure of protectionist interests."
The Oil Import Administration in the Department of the Interior
was empowered to establish a national ceiling for imports-including
Canadian oil-at 12 percent of domestic production. The initial ceilings
of 783,400 barrels a day was reduced to 713,000 barrels a day on April
5

' "Governmental Intervention,' p. 946.
'..
itshould benoted
Consider also theconclusion of the "Fires Report oftheAtforne General (1956)".
that the integrated companies, which account for roughly 60percentof the domestic crude output and
crude,nd thus
virtually allof the im rtsd cruB, have no rea incentive to depress the priceof domestic
depress their own crude production investment. [p.27]
The major companies were also apprehensive that Congress would impose intolerable import restrictions.
The Impact of foreign oilon the domestic coal industry had beenthu subjetof congressionalatudy in 1940
and IiS. Loc"slation to curtail oil imports was introduced several times in the early 1Wi0'o:On one
import controls. The major
occasion the House of Representatives narrowly defeated a program of strict
oil companies were unwilling to provoke the enactment of rgid restrictions. Frank, "Governmental
Is~trrveution," p. ida%
lAccuing was established nor wore there
that ns formula
I The progam wan "voluntary" only in the sense
penalty provisions a pant from occasional throats that government agencies would boycott violators.
11"JoverrtmeutaIntervention," P. 116.
See alsoMead and Frank ibid. Mend attrihutea the establishment of quotas largely to pressure from the
independent Petroleum Assocition of America and the National Coal Association.

1, 1958. Fourteen major companies received 84 percent of the original
quotas, with most of the balance going to Northern importers of
Canadian crude. As newcomers were admitted, this share of the majors
dropped to 80 percent by September 1958.
The treatment of newcomers was a major problem for the Oil
Import Administration. The program required that newcomers submit their importing plans at least 6 months prior to the date on which
they would receive a quota. Only two--Clark Oil and Pure Oilreceived small quotas for Canadian oil within the first year of the program. While 11 more were admitted before the end of the program,
OIA was faced with a huge backlog of applications.
A second early problem arose from the fact that the original program applied only to crude4 oil. Refiners could evade the program by
bringing in unfinished oils, imports of which rose from 1,500 barrels a
day to 165,000 barrels a day by the second quarter of 1958. OIA then
established, effective July 1, 1958, an additional ceiling of 172,000
barrels a day for unfinished oils, raising the total ceiling to 885,000
barrels a day.
Even this did not check a trend towards rising imports of finished
products. Further, in the absence of sanctions the "established"
importers5 observed their quotas reasonably well, but the newcomers
did not. By the end of 1958 it was clear that the program was
incapable of establishing any firm ceiling on imports.
The failure of the voluntary program persuaded President Eisenhower to announce, in Proclamation 3279, a new Mandatory Oil
Import Control Program effective March 11, 1959. The program prohibited imports of crude or unfinished oils or finished products except
under licenses issued by the Oil Import Administration. This was soon
modified by Proclamation 3290, in response to Canadian protests,
which provided that overland imports (e.g., via pipeline from Canada)
would not be subject to either licenses or quotas. 6
Throughout the effective life of the program, allowable imports into
District V (the west coast, Alaska, Hawaii, Arizona and Nevada) were
set at the gap between demand, as estimated by the Department of
Interior, and supply, including District V production, receipts from
other districts, and imports from Canada.
East of the Rockies, in Districts I-IV, OIA established the ceiling
for offshore imports at 9 percent of estimated demand for each allocation period through 1962. Growing Canadian imports outside the ceiling, however, tended to back domestic crude out of the market, rather
than to reduce offshore imports. The program was therefore amended,
effective January 1, 1963, to base the ceiling on 12.2 percent of estimated production, with "forecast" 17 Canadian imports subtracted
from the ceiling to leave a figure for licensed offshore imports. This
remained the basic structure of the program (except for the formal
5 "UnI.lehed oils".are produced in topping plants, simple refineries to separate out residual oil from the
overall fisotlat frontion, which n turn is processed in onventional refineries.
55"Governmental Intervention", p. 154.
'6 Both Venezuela and Canada protested the original program. The overland exemption appears to hate
hoen part of a three-way compromise. The UnitedStat would absorh the growth in western Canaies
production; at the same time the Canadian National Energy Board would prevent the movement oft
Canadian oil east of the "Ottawa River Valley Line," i.e., Toronto-leaving eastern Canadian make
reri-ireeots to be filled by imports, primarily from Venezuela.
' Fofr earchallocation period, U.S. officials and Canada's Energy Board would negotiate an acceptable
evlol Canadian imports, which, with 30,000 barrels a day of Mexican oil through the notorious Browosvllle
Loophole, became Interior's "forecast" of enemrptoverland oil.

licensing of Canadian and Mexican imports from April 1, 1972) until
the mandatory program itself was suspended as of May 1, 1973.
Within the ceiling, imports of finished products, except residual fuel
oil, were held to the average 1957 level of 76,630 barrels a day through
1969, after which growing shortages of No. 2 fuel oil led to some expansion. Residual oil imports in Districts I-IV through the first
quarter of 1966 were limited to a percentage of total imports eaual to
the ratio which prevailed in 1957. From April 1966 on, in District I
alone (the east coast) residual oil was effectively decontrolled by an
amendment which assured deepwater terminal operators of import
licenses for as much residual fuel as they could sell.18 The other major
alteration was the introduction of allocations for petrochemical plants,
rising from 30,000 barrels a day in 1966 to 100,000 barrels a day in the
last full year of the program.
The growth in import ceilings as domestic production rose through
the 1960's was channeled into expanded imports from Canada,
petrochemical feedstocks, and several special arrangements. As a
result, the volume of offshore crude imports available to refiners was
held severely in check to an average of less than 700,000 barrels a day
in Districts I-IV and well below 300,000 barrels a day in District V.
Licenses for these imports were allocated among all refiners on the
basis of their refinery inputs, according to a variable sliding scale
formula which treated smaller refiners somewhat more generously
than large companies.
Licenses (commonly known as "tickets") could not be sold, but
imported crude oil could be exchanged for domestic oil in a manner
which effectively created a market value for tickets-i.e., a landlocked refiner who could not utilize imported oil might exchange his
right to import a $2 barrel of foreign oil to a coastal refiner in return
for a $3.25 barrel of domestic oil delivered to his own inland refinery.
Indeed, throughout most of the 1960's ticket values established through
exchanges were virtually standardized at $1.25 a barrel in Districts
I-IV and 70 cents a barrel in District V.
Thus, through the 1960's the control program offered something
for everyone in the industry. U.S. crude oil prices were insulated
from the world market, so that producers continued to enjoy prices in
the neighborhood of $3 a barrel while the world price drifted down
19
to less than $1.50 a barrel. All refiners were able to share, through
the ticket exchange mechanism, in the largesse created by the difference between domestic and foreign prices. And the major east and
west coast refiners were able to enjoy much of the benefit of importing
oil, generally from their own foreign affiliates-freely to the limit of
their own quotas and partially on exchanges in which the value of
tickets acquired was somewhat less than the cost differentials between
foreign and domestic oil at refinery gates.
It was clear by the early 1970's that the program had outlived its
usefulness. Domestic crude oil production peaked in 1970, and thereafter began to decline, while domestic demand continued to grow
rapidly. It was necessary for the President to raise offshore crude
import quotas over the ceiling by 100,000 barrels a day starting in
1sResidual oil imports were not included in the ceiling in Districts I-IV, the minor quantity imported
into District V (les than 4,000 barrels a day) wa allocated within the ceiling.
SSeetestimony of Walter Newton, Governmental Intervention, pp. 41-77. e1 e. Frankel, lbid, p. 201.

1970, with an additional 200,000 barrels a day in 1972.0 Finally, the
program was suspended as of May 1, 1973. The historical refinery
quotas are being phased out by annual reductions through April 1981,
while importers may secure licenses for any amounts over these
quotas upon payment of fees of 21 cents a barrel for crude oil and 63
cents a barrel for finished products, including residual oil.
The burden of the system was borne, of course, by U.S. consumers who paid higher prices for petroleum products than they would
have without import controls. In a specific example, during 1968 the
Petroleum Industry Research Foundation reported that prices for
regular gasoline and home heating oil in Northeastern cities were,
respectively, 15 percent and 25 percent higher than in Montreal "despite the fact that imported oil for Montreal refineries was delivered
at Portland, Maine, and transported under bond by pipeline across
the State. The overall cost of the program to consumers was estimated
by President Nixon's Cabinet Task Force on Oil Import Control at
2
nearly $5 billion a year.
Adelman, in testimony before the Antitrust Subcommittee, points
out that the cost ran above and beyond the simple difference between
the delivered cost of foreign and domestic crude. Quotas, combined
with prorationing, stimulated wasteful investment by encouraging
production from inefficient wells:
• . . if imports were freely permitted, the domestic industry would not only be smaller but also much more efficient.
Every disinterested economist who has ever looked at the
regulatory system (market-demand-prorating) in the big
producing States has recognized it as massive waste not contrived for any mean or malicious reason but resulting from
a long complex history. Admittedly there has been real
progress. The salutary decline in drilling indicates less capacity is being built. But even today, the industry carries over
3 million barrels of excess capacity. The 1956 Suez crisis
showed how little of it was really available for friendly
countries in case of an oil crisis. The 1967 crisis showed how
negligible it is now to the rest of the world, and from here
on out it would never be missed.
If capacity were reduced by not renewing the most expensive 3 million barrels, the cumulative saving on development cost alone would amount to roughly $13 billion. I will
not try to calculate the annual saving, but it is obviously
large. Furthermore, the buildup of useless capacity through
excess development drilling brings with it unnecessary current operating costs as well-with fewer wells it would cost
less to run them. The cost of developing the wrong (high
cost) reservoirs instead of the cheaper ones is not only a
matter of development but also of exploration. A great deal
is spent, and special inducements make it profitable to
search for small, easily found fields which can be operated
soon (or immediately) as unrestricted stripper wells. Much
SProlamations 390 (June 17, 1070) and 4133(May 11, 1972).
Intervention, .514.
CabinetTask Force en Oil
port Control: The Oil Import Question, (1970) pp. 26-27.
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exploration money continues to be spent finding scrubby
little fields which we would be better off without,
fields not
23
worth their cost except at artificial high prices.
Import quotas also resulted in the depletion of American reserves
which might have been more valuable in time of national emergency.
Dr. Leeman described the impact of "drain America first" policies:
Finally, as an economist, I would like to deal with the
question of oil supply during war. Restraints on imports
often are justified on grounds that a functioning domestic oil
industry must be kept in being, ready, shod war break
out, to expand and supply the needs of a war economy. I
shall leave to military experts the question of whether or
not in the nuclear age a prolonged war is probable. Should
a long war occur, the United States might find its access to
overseas oil cut off. Under these circumstances, domestic oil
could be exceedingly valuable. The trouble with import
quotas is that while they keep an active domestic oil production in existence, they also deplete during peacetime domestic reserves of oil which might be more valuable when there
2
is military conflict. '
While the program's advocates insisted that national security
interests justified the program, they gave little attention to the
economic effects of its implementation, which, in turn, might injure
the Nation's well-being: Dr. Homan observed:
We are under the impression that those responsible for
adopting the allocation system never regarded it as having
any importance for meeting the national security objectives
of the import program. Rather, the attitude appears to have
been that, the program of restricting imports having been
adopted, it raised certain collateral problems which had to be
met, the solutions running in terms of public policy and
administrative convenience other than those of national
security.
We are not aware that those responsible for framing the
allocation system engaged in any serious economic analysis of
the effects of the alternatives open to them, except perhaps
of the logistic displacements which would follow allocation
solely to those who would process imported oil, referred to
earlier. And the administrators of the established system
have never bothered to give an economic justification for
their decisions. It might be thought rather remarkable that a
program affecting such a wide range of economic interests
should be developed in a sort of intellectual economic void.
Probably, however, the administration of the system is so
affected by claimant interests and political pressures that any
effort to establish an economic rationale would be a losing
game from the start. The various parties at interest have propounded contradictory, and mostly fallacious, theories of
market impact. The exercises in economic reasoning which are
Gov
ntal Intervention, p.
Ibid., p. 275.
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to be found in the record can only be described as feeble,
ending on a note of a professional economic theorst. .
Finally, it is instructive to examine the interrelationship between
the import program and other major regulatory initiatives. Import
controls proved essential to the effectiveness
of market demand
6
prorationing as a price stabilization tool.2 The quotas largely were
needed to counteract the effect of a separate Government policy-the
application of the foreign tax credit, percentage depletion, and expensing of intangible drilling costs to overseas petroleum operations. The
foreign tax credit stimulated oil industry investment in foreign
countries and the production of inexpensive foreign oil whose movement into the United States brought about import restrictions.
C.

TAXATION

In 1967, Milton Friedman wrote that "Few U.S. industries sing
the praises of free enterprise more loudly than the oil industry. Yet
few industries rely so heavily on special govermental favors." 'Among
the most important benefits the Government, has bestowed upon the
industry is its special treatment of oil and gas producers. The principal
Federal tax incentives for the petroleum industry opened a broad gap
between the taxable income of oil and gas producers and the accounting income reported to stockholders.

1. Intangibles
This provision permits the producer to treat the largest share of his
drilling costs as expenses-70 percent usually. An oil producer can
charge off labor, materials, fuel, equipment repairs, and other nonsalvageable items against the first year's income from a successful
well. Thus, the producer recovers most of his well investment tax-free
immediately, whereas most businessmen can recover expenditures
for capital assets only through depreciation over the useful life of
the assets.

2. Depletion
Federal tax laws generally treat minerals as depletable capital
assets and exclude from gross income a portion of the income from
their production for tax purposes. The allowance represents a return
of risk capital for reinvestment in new ventures. Because investors
make investment decisions on the basis of their anticipated after-tax
rates of return, the depletion allowance encourages an increased flow
of capital into oil exploration and production by permitting a sizeable
reduction in corporate or personal income.
Until recently, a producer could subtract from pretax profits 22.5
percent of the gross value of production during the tax period, not to
exceed 50 percent of the property's net income. In 1975, Congress
eliminated percentage depletion for all but small producers-200 0
barrels per day of oil or less. Before Congress sharply limited its
application, percentage depletion enabled the producer to recover his
investment in a successful lease income tax free, many times over
11Ibid., p.115-116.
2 S-Oil
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before the abandonment of the lease: the provision applied throughout
the producing life of a lease. Alternatively, the producer could-and
still can-deduct from pretax profits a pro rata fraction of the capitalized costs of the property.
An important impact of depletion has been to tax crude production
profits at a lower rate than profits at other levels of the industry.
Fully integrated firms could benefit by inflating the price of crude
oil so profits which would otherwise be realized at other levels are
realized at the crude level and fall under the depletion tax shelter.
Such a practice is basically a matter of internal bookkeeping for
the major crude producers. For the nonintegrated refiner, the artificially inflated crude price represented a true cost and contributed
to a profit squeeze in which nonintegrated refiners were caught between high or rising crude costs and relatively constant wholesale
prices for refined product.
In testimony before the Antitrust Subcommittee in 1971, Robert
Yancey, the president of Ashland Oil, explained the resulting disadvantage to the independent refiner:
* * * Let us assume that new crude quotations are established at a level 25 cents per barrel higher than formerly.
Product prices from the refinery, however, remain unchanged.
A completely integrated producer does not add to his market
revenues. He merely shifts 25 cents per barrel in receipts
from the refining department to the crude oil production
department. But, in the crude oil production department,
this 25 cents will enjoy 22 percent of tax-free depletion
income. Tax-free income to the corporation will have been
enhanced-by this simple shift-to the extent of 5.5 cents
per barrel.
Meanwhile, in this simple example, the nonintegrated
refiner will have to pay 25 cents per barrel more for his
crude supplies, while receiving no increase in his refined
product sales revenues. Thus, as a result of the crude oil
price increase, the integrated competitor will be 5.5 cents
per barrel stronger and the "independent" refiner 25 cents
per barrel weaker. The 2industry experienced just such an
occurrence late last year.
Similarly, Attorney General Rogers concluded in 1959:
* * * This [depletion] allowance is geared to gross income
from production. To an integrated company, operating in
production, refining and marketing, the "return" from its own
production is a "cost" to it at subsequent levels. Raising
the posted price by an integrated company would therefore
operate to siphon its profits from subsequent levels into the
well-head return, where it would enlarge the benefit of the
depletion deduction, and, hence, maximize the company's
profit after taxes. To the nonintegrated refiner, of course, the
refining margin
rise in crude price is a real cost, narrowing its
without conferring any offsetting advantage.3
' Marketing Pmcaes, pp. 721-722.
'AO
Report: 1559, pp. 23-24.
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A further significant feature of the depletion allowance is its incompatibility with other Federal and State regulatory programs,
particularly prorationing. Congress enacted depletion allowance benefits during and after World War I to stimulate oil exploration and
4
development. The consequent increase in exploration resulted in new
discoveries which created a substantial surplus of crude. The great
explosion in productive capacity in turn brought about the establishment of prorationing systems which sought to restrict output.

S. Foreign tax credit
American tax policy generally permits a United States firm doing
business abroad to credit foreign income taxes, dollar for dollar,
against United States tax liability on foreign income. This policy has
created particular problems when applied to oil operations abroad.
In most foreign oil-producing countries, the government-rather than
private individuals-holds the rights to land and therefore collects
royalties on production. The difference is that a tax credit directly
reduces the tax obligation dollar for dollar, whereas a deductible
business expense only reduces the tax by 48 cents for each dollar of
expense. As an example, a royalty of $1,000 paid to a land owner
in Texas or Louisiana reduces the producer's income tax by $480.
If the producer pays the same $1,000 to Saudi Arabia, but calls it an
income tax, his U.S. taxes are reduced by the full $1,000. In addition,
if royalty payments are considered income taxes, oil companies could
claim percentage depletion on all foreign production; if payments are
treated only as royalties, the companies cannot claim percentage
depletion on the government's shar. of production income.
After World War II, foreign producing nations, especially Saudi
Arabia, began seeking greater revenues from the oil production
activities of the major companies within their borders. To deal with
these demands for greater income, the United States oil companies
and the State Department persuaded the producer countries to
categorize higher oil company payments to the host government as
income taxes rather than royalties.5
Federal tax statutes define income taxes as those levies applying to
all businesses, but the Internal Revenue Service chose to recognize
the royalty payments as income taxes, even though the taxes were
collected exc usively from oil companies. Beginning with Saudi Arabia
in 1950, all of the principal producing countries began to class4fy
their royalty demands as income taxes to take advantage of the new
loophole.'
In the late 1950s, the producing countries began using inflated tax
reference prices to compute hypothetical profits and calculate the
government share per barrel of oil, yet, as the Senate Multinational
Subcommittee found, the IRS continued to permit oil companies to
credit foreign royalties under the guise of income taxes:
* * * From 1957 on, posted prices bore no relationship to
"realized proceeds." In effect, producer country income taxes
had become taxes on sales, not on profits. Under these
Mead, Govermnental Intervention, p. 79.
iMNc Report, pp. 84-85.
Ibid., pp. 8-87
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changed circumstances, company payments to the producer
countries were no longer eligible to be credited as income
taxes. Yet in 1968, the .R.S. issued a ruling on the new 1965
Libyan tax law which ado pted the mandatory posted price
provision prevalent in the Rersian Gulf and Venezuelan tax
laws. Without comment or explanation, the Service approved
this law as a legitimate income tax whose payments were
eligible to be credited against U.S. income tax.7
Cables between oil company tax experts in New York and company
officials in London in 1971 plainly recognized the artificiality of the
arrangement:
The essence of creditability of the income tax under existing
arrangements is that companies agree that export sales will be
made at the prices on which tax is to be based and sales are so
made even though market values might be lower. . . The
artificiality of this system is obvious and well known, but it
has not been challenged by I.R.S.'
Two significant consequences flowed from the application of the
foreign tax credit to oil company "income tax" payments to foreign
governments. First, the development of foreign oil resources has been
encouraged. This contradicts such American policies as the import
quotas and the depletion allowance, whose stated purpose is the
strengthening of the domestic oil industry. This inconsistency is
identified in the following colloquy between Senator Edward M.
Kennedy and Dr. Walter Mead, the economist:
Senator KENNEDY. As I understand, what you are suggesting here is that one of the principal justifications for
the whole depletion allowance, and certain other tax advantages, was to stimulate the discovery and the production
of oil reserves here in the United States, so the justification
for that, at least the stated purpose for that as I understand
it, is primarily for national security reasons?
Dr. MEAD. Yes. This was the justification.
Senator KENNEDY. What you are additionally suggesting
is that because of the particular tax advantages that are
provided to the major oil companies, in terms of tax credits
and depletion allowances, we are actually encouraging more
of the research, more of the discovery efforts, in the Middle
East and in these other foreign fields?
Dr. MEAD. That is correct.9
A second important impact of the foreign tax credit is that U.S.
income taxes paid by American oil firms with international operations
are substantially reduced. In its 1974 Report, the Multinational
Subcommittee observed:
The failure of IRS to reverse its original revenue ruling
after 1957 when "posted" and "realized" prices diverged has
cost the U.S. Treasury billions of dollars in revenues, and
has permitted the major multinational oil companies to pay
the lowest average rate of U.S. income taxes of any major
Ibid., p.92.
Mobil Oil Corn y cable traffic, repinted in MNC Herios, Pt. 4, p. 109.
o Governmental nterention, p. 85.
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industrial grouping. The following table 10 shows the U.S.
income taxes paid y the U.S.-based major oil companies in
1972 as a percentage of worldwide net income:
Percent ped
ti U.S. toses
Company:
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T exaco -------------------------------------------1. 7
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The implementation of the foreign tax credit also represented a
decision by the State Department to use the international oil companies as instruments of American foreign policy. This development
served to confuse the role of those Federal bodies whose job it was to
regulate the behavior of these firms.
The application of the foreign tax credit to the operations of
petroleum firms recently has been limited, but the impact upon the
international companies will not be felt for some years to come.
Most major international producers have accumulated excess foreign
tax credits which may be carried forward and applied against future
income.
D. FEDERAL LANDS

As the largest landowner in the country, the Federal Government
has a large and valuable royalty interest in oil production and has
jurisdiction to administer conservation controls for mineral lease
development on public lands from which the royalty interest derives.
Before State prorationing, the Federal Government directly oversaw
production to ensure that wasteful practices did not reduce the
royalty interest's value. Among the earliest Federal initiatives was
the Federal Oil Conservation Board's advocacy of unitization.1
The advent of State controls transformed public land supervision
to a cooperative State-Federal venture. State production control
rates were normally applied to adjacent Federal lands. In 1953,
Congress gave responsibility for Outer Continental Shelf (OSC)
conservation regulation to the Secretary of the Interior (43 U.S.C.
1334). The OCS Lands Act authorized the Secretary to cooperate
with adjoining States where State and national interests coincide.
Federal regulation of OCS production largely followed existing
State conservation schemes until 1970 when the Interior Department
embarked on a conservation program using carefully derived maximum efficient rates of production as the chief regulatory yardstick
(OCS Order 11). Oil production on Federal OCS lands amounts to
over 10 percent of domestic output, yet there is some question as
to whether producers on this property are managing these resources
in the public interest.
An investigation by the staff of the Antitrust Subcommittee in 1975
found that oil companies operating on Federal leases in the Gulf of
Mexico wereproducing at 50 percent of maximum efficient rate of
recovery (MER).2 The Staff concluded the Government was not
receiving an adequate investment effort from the firms holding leases
on public lands in the Gulf of Mexico:
10MNC Report, p. 92. Se' also, Mead in Governmental Intervention, p.
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*MsbAy, vernil Integration, Part I, pp.69-70.
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In conclusion, there seems to be no question but that
Federal lands which were leased out to companies to be
developed, so the Nation can have the product, are not being
developed expeditiously, and there seems to be no technological or geological reason for this. The conclusion to be
drawn is, that companies have determined that it is not in
their economic interests at this time to develop the leases,
and this, at a time when a new barrel of crude from an existing
lease can be worth as much as $20 to its producer, when you
consider the price of the new oil itself, plus the effect of
decontrol of a released barrel of old oil for each new barrel of
crude.*
The Staff's study also left serious question as to whether the Federal Government, in its capacity as custodian of some of the country's
richest mineral resources, has given sufficient consideration to factors
affecting competition in the development of public lands.
E. HISTORY

OF ANTITRUST

POLICY

1. Sherman Act and Standard Oil
In 1890 Congress passed the Sherman Act which, in section 1, prohibited "Every contract, combination in the form of trust or otherwise, or conspiracy, in restraint of trade . . ." And in section 2 it
made monopolization, attempted monopolization, and conspiracy to
monopolize a misdemeanor. This act reflected a growing concern over
the questions of large trusts which were making a significant contribution to increased market control in a number of industries. By 1904,
public concern was specifically focused on the petroleum industry. A
barrage of State antitrust actions were initiated between 1904 and
1906.' All of this was no doubt influenced by the series of articles on
Standard Oil by Ida Tarbell which began appearing in 1902 and were
published in book form in 1904.
Then came an investigation at the request of Congress by the
Bureau of Corporations, the predecessor of the Federal Trade Commission. The bureau's first report on the Transportation of Petroleum
was published in May of 1906. It was followed in May 1907 with the
Petroleum Industry, Part I, "Position of the Standard Oil Company
in the Petroleum Industry," and in August the same year by Part I
"Prices and Profits." 2
Ibid p. 57.
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In November of 1906 the Department of Justice brought a civil
action against the Standard Oil Co. (New Jersey). Joined as defendants were directors of the holding company 'and the various
corporations that made up the Standard empire. The complaint
charged that the formation of the trust itself-and the later holding
company-constituted a combination in restraint of trade. The complaint also charged Standard with achieving its position through a
long list of unfair practices including obtaining rebates and other
favorable treatment from railroads, using predatory price cutting
tactics to eliminate competition in selected areas, unfair exclusion of
competitors from their pipelines, bribery and commercial espionage.
After a trial lasting more than 15 months the Federal court in Missouri issued a judgment for the Government. The court found that
the transfer of stock from the various subsidiaries to Standard Oil Co.
(New Jersey) created a combination restraining trade. The court also
found that the monopoly power had been exercised unlawfully. It has
been pointed out, however, that the trial court's opinion was more
concerned with the monopoly and its intentional creation than with
the specific
unfair or illegal practices which the Government had
alleged. 3 The court's decree ordered that Jersey Standard give up the
stock of 37 subsidiaries, thereby in large part dissolving-or as some
industry historians prefer, dismembering-the original Standard
Trust. The Government's complaint against 32 of the Standard affiliates was dismissed and their relationship to Jersey Standard was not
disturbed. The court ordered Jersey Standard to transfer the stock
of the 37 affiliates to its own individual stockholders on a ratable basis.
This meant that each shareholder of the parent company would get a
percent of the stock in each of the divested affiliates equal to his
percentage share in the parent. The court gave 30 days for this order
to be obeyed.
Standard and its affiliates appealed the decision to the Supreme
Court. Among their arguments was the claim that the decree would
have a "ruinous effect." In particular, the extensive investment in
pipelines would be jeopardized. They argued that the decree would
make successful pipeline operation impossible. They also contended
that the decree would destroy the investment of all shareholders who
had five shares or less.i On May 15, 1911, the court unanimously
affirmed the decision of the district court.' A large part of the opinion
by Chief Justice White was devoted to an analysis of the meaning
of the Sherman Act itself. After an exhaustive discussion of the
common-law precedents, he concluded that the act did not outlaw
all restraints on trade but only unreasonable restraints. However,
even under this test neither he nor his colleagues had any difficulty
affirming the decision against Jersey Standard. They did modify the
district court order in certain respects and gave the defendants six
months instead of 30 days within which to complete the required
divestiture.
The point has been made on occasion that the 1911 Standard decree
resulted in the spinoff of integrated companies. This was, in fact, not
a Simon V. Whitney, Antitrust Policies (The Twentieth Century Fund, 1958), p. 103. Hereinafter cited
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the result. The basic illegality on which the case focused was the
formation of the holding company which controlled shares of an array
of separately incorporated entities. The decree simply dissolved the
holding company. The actual market structure which resulted from
the decree was largely a matter of historic accident, depending more
upon how the corporate structure of the Standard group had evolved
than anything else.
The official history of Jersey Standard described the effect of the
decree as follows:
Among the companies disaffiliated in 1911 were those which
performed for the Standard Oil organization virtually all of
the pipeline transportation of crude oil from the fields to the
refineries. The largest tanker fleet in the organization also
passed from Jersey Standard's ownership. The company
was severed from its principal domestic crude oil producing
and purchasing organizations, retaining through two affiliates only a tenuous grasp of production in the Appalachian and Gulf Coast areas. Jersey Standard was also left
with refining capacity far in excess of markets provided by
its own organization and that of retained affiliates, which
together distributed petroleum products in only one-sixth
of the states that comprised Standard Oil's predissolution
territories. On the other hand, such disaffiliated companies
as the Standard Oil Company of New York and the Standard
Oil Company (Kentucky) were legally separated both from
sources of finished products adequate to supply their existing
markets and from crude oil sources from which such products
could be manufactured. The foreign business was similarly
afflicted. Jersey Standard retained most of its European and
South American marketing affiliates, as well as the only
affiliate which was engaged in crude oil producing operations
outside the United States, but the dissolution ripped from
the parent those companies which were charged with selling
Standard Oil products in the United7 Kingdom, the Far
East, and in rriany other foreign areas.
After the dissolution, Standard Oil of California was the only part of
the Standard Oil Trust left fully integrated.
The exact competitive effect of the Standard decree has been the
subject of much controversy. But whatever the effects, they were
clearly slow in coming. In the last half of 1915 the retail price of
gasoline increased by almost half. The Federal Trade Commission
(which in 1914 had taken over from the Bureau of Corporations)
attributed this increase, in part, to a continuing lack of competition
in the industry.8 This lack was explained two ways. First, the Standard
decree had not created a group of new companies in direct competition with each other, rather it created a series of regional monopolies.
Second, the new corporations to a substantial extent still had common
stockholders.
7Gorge S. Otbbsand Evelyn H. Knowlton "History of Standard Oil Company," (New Jersey) (Harper,
1956),Vol. Ii, pp. 7-10. Hereinafter cited as Gibbs and Knowiton.
'Federal Tade Commiasion, "Report on the Price of OGaollne in 1915" (1917).
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Among the Commission's recommendations were:
1.... prevent the control of the market from being exercised through common ownership...
2. .... segregate the ownership of the pipelines from the
other branches of the petroleum industry. This would mean
that no controlling portion of the stock of any pipeline company engaged in interstate commerce should be owned by individuals, companies, or corporations that are also interested
as owners in any oil-producing or refining properties, and
vice versa.
3.

. . [provide] the Federal Government . .

with ade-

quate means for carrying on the statistical work required.'
2. Pipelinesand the Hepburn Act
Running parallel to the concern over the general problem of competition in the petroleum industry was a specific concern over the
problem of pipelines. In 1906 the Roosevelt administration backed a
bill introduced by Representative William P. Hepburn to expand the
powers of the ICC. Two important amendments to the Hepburn
Act were proposed. The first, by Senator Lodge of Massachusetts,
would have made petroleum pipelines common carriers, subject to
ICC regulation. The second, by Senator Elkins of West Virginia,
added a "commodity clause," that is a provision which prohibited a
common carrier from shipping commodities in which it had an interest.
(It is important not to confuse this amendment with the Elkins
Act of 1903 which amended the ICC Act by prohibiting rebates by
common carriers.) In effect, what Senators Lodge and Elkins were
proposing was pipeline divestiture.
Their effort was bolstered by the Bureau of Corporation's report
on the Transportation of Petroleum (1906) which concluded:
The Standard Oil Company has all but a monopoly of the
pipelines in the United States. Its control of them is one of the
chief sources of its power. While in the older oil fields pipelines
are by the State laws common carriers, there has been little
attempt by the States to regulate their charges. The Federal
Government has not as yet exercised any control over pipelines engaged in interstate commerce. The result is that the
charges made by the Standard for transporting oil through
its pipelines for outside concerns are altogether excessive,
and in practice are largely prohibitive. Since the charges far
exceed the cost of the service, the Standard has a great advantage over such of its competitors as are forced to use its
pipelines to secure their crude oil."
In January of 1907 the ICC issued a report coming to similar conclusions as the Bureau of Corporations. The ICC, however, went
further and concluded: "It will probably be found necessary to disassociate in the case of oil, as in that of other commodities, the function
of transportation from that of production and distribution." u
Ibid., pp. 17-18.
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The Hepburn Act with the Lodge and Elkins amendments passed
both houses of Congress but a second conference committee struck the
application of the commodity clause to pipelines. Senator Lodge protested: "I can see no possible reason why the men controlling these
great trunklines of pipe should not make a carrying business and be
content to carry oil for all producers at a reasonable rate. We make the
railroads do it, and I do not see the slightest reason for this change." 12
The effect of the Hepburn Act, as it was signed by the President (in
June of 1906), was to make pipelines subject to the common carrier
provisions of the ICC Act but exempt them from the divestiture effect
of the commodity clause.
The response of the industry to the3 passage of the Hepburn Act was
largely a strategy of legal avoidance. The reaction of the ICC was, as
as has been characterized by one historian, "relatively passive." In
June of 1911, 5 years after the passage of the Act, the ICC began hear1
ings on the question of the common carrier status of oil pipelines. ' A
year later, it ordered 13 lines to file tariffs. This order did not become
Supreme Court upheld the coneffective until June of 1914 when the
stitutionality of the Hepburn Act.11 The FTC Report on Pipe-Line
Transportation of Petroleum in 1916 did not find the act overwhelmingly effective:
Although both The Texas Co. and the Gulf pipe-line system
issued tariffs naming rates for pipe-line transportation soon
after the passage of the Hepburn Act, in 1906, no interstate
common carrier business was done by any of the companies
operating in the Mid-Continent field prior to June 22, 1914.
The Oklahoma Pipe Line Co. always acted as a common carrier for intrastate shipments under the Oklahoma State law;
however, before June 22, 1914, 0the Prairie Oil & Gas Co. was
the only shipper over its lines.
This report, which focused on the Mid-Continent field-which was
Oklahoma and the northern
considered to include pools in Kansas,
7
parts of Texas and Louisiana-" reached the following general conclusions:
1. The dominant position of the Mid-Continent field makes
the facts developed in this report of vital importance to the
entire country.
2. The fixed investment in pipe lines is extensive and
corresponds closely with the actual cost of such property.
3. Pipe-line construction in the Mid-Continent field has
generally followed, instead of preceded, crude-oil production,
and such investment is not especially hazardous.
4. There is generally a large difference between the cost of
pipeline transportation and pipe-line tariff rates, while the
independent shipper can not use railroads instead because
their rates are still higher.
is.'
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5. The pipe-line companies generally require large minimum shipments, which makes it impracticable for small producers or refiners to ship crude oil by pipe line.
6. The price of the crude oil delivered at the refineries is
to a large extent made up of the transportation charge,
7. The cost of pipeline construction is so great that small
concerns cannot build lines from the Mid-Continent field to
the large consuming and distributing markets.
8. Lower pipeline rates and smaller minimum shipments
are necessary to enable small concerns to compete with large
refineries affiliated with pipeline companies.
9. Reasonable and equitable conditions of shipment by
pipeline would tend to a greater equality in the prices of
Mid-Continent and Appalachian crude oil and in the prices
1
of refined products in different markets.
These conclusions were echoed in several later reports with no discernable effect on public policy.
During 1920 to 1922 a special subcommittee of Senate Robert M.
LaFollette's Committee on Manufacturers held hearings on the Petroleum Industry. While it did not report any legislation, the subcommittee did issue a report making a number of recommendations including:
I
A Uniform system of bookkeeping in all oil companies
doing an interstate business, which will show at any time in
detail the costs and profits of the business so that the reasonableness of the prices charged for any petroleum product can
be ascertained on a cost basis.
II
A compulsory system of reports to a Government bureau
every month showing the operations of each oil company
engaged in interstate commerce, and particularly the quantities of crude oil and its products in storage or transportation,
and this data should, by such Government bureau, be assembled and arranged so that any time the exact condition
of the industry can be ascertained either by concerns engaged
in the oil business, by officials, or the public generally.
III
Pipe lines must be made real common carriers. Delivery
stations must be established wherever a reasonable demand
for them can be shown to exist so that pipe lines shall no
longer serve simply the great companies, but shall serve on an
equal basis every transporter of petroleum at reasonable
rates, and in an efficient manner. If this is done, refineries
can be established throughout the country along pipe-line
routes so that communities may be served locally, instead
Ibid., P. 4.
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of as at present transporting oil vast distances from the fields
to refineries, and then again transporting the product long
distances from the refineries to the consuming public. The
first step toward making pipe lines real common carriers is to
divorce the ownership of the pipelines from the ownership
of the oil transported. The rule applicable to common carriers,
that they must provide service to all impartially, that the
service must be provided at reasonable rates, and that the
service must be adequate, if applied to the great pipe lines of
the country, would go far toward breaking the monopoly
which now completely controls the business.
One economic historian, who has ven sympathetic treatment to
both the major companies and the ICT, summed up the regulation of
pipelines during this period as follows:
As far as rates and practices of interstate oil pipeline
companies were concerned, the impact of federal regulation
between 1914 and 1931 was minimal. . . . For practical
purposes, federal regulation remained largely a formality,
and the pipeline companies found the ICC willing, and even
anxious, to consult with them on how the formalities should
be handled. As representatives of the companies frankly
said, pipelines were not built as common carriers. Because
no one appeared before the ICC and demanded active
measures to make them so, the Commission was satisfied
merely to go through routine procedures of regulation thus
reconciling the requirements of statutory public policy with
the realities of existing pipeline structure and practice.
Although there was more regulatory activity at the state
level, its impact-with but few exceptions-does not appear
to have been substantially
different from what it was on the
0
national level.
In 1931 Congressman Sam Rayburn of Texas, then chairman of the
Committee on Interstate and Foreign Commerce, introduced a
resolution in the House asking for an investigation of common carriers
other than railroads. The resolution was approved and the petroleum
pipeline portion of the project was assigned by Mr. Rayburn to
Walter M. W. Splawn, a former president of the University of Texas.
The Splawn report found that pipelines were "plant facilities in an
integrated industry." It therefore concluded that they could not be
divorced from other industry functions.
It also concluded:
The high degree of concentration which exists in the
ownership of oil and gasoline pipe lines reflects the concentration which is found in the oil industry itself. As is well
known, a relatively small number of highly integrated
groups of companies do the great bulk of the oil business of
2
the country.
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The report found that a minor portion of pipeline business was
conducted on a common carrier basis. Of the 20 large and medium
size integrated firms Splawn surveyed,
*

. . over 60 percent ...

reported that in 1931 they carried no

outside oil in their gathering lines and that about 50 percent
of such companies made a similar report on the use of their
trunk lines. Only 5.1 percent of the gathering lines were reported to have carried in excess of 50 percent of outside oil
and only 10 percent of the trunk lines.?
What "outside" oil they did carry was for other large integrated
companies:
*

. . the number of outside customers indicates that in the

main the oil carried in gathering lines passes into relatively
few hands before it is tendered to such ines and that there is
further concentration of ownership of the oil when it is ready
for trunk-line movement. Outside shippers are therefore
generally large shippers, representing other units of integrated
or partially integrated oil groups.?
3. Mergers and the revival of vertical integration.
The period following World War I was marked by a great deal of
merger activity in the petroleum industry. To a large extent, these
mergers involved the efforts of the former Standard group to re-integrate." None of these mergers were challenged by the Department of
Justice until 1930 when it attacked the proposed merger between the
Standard Oil Co. of New York and the Vacuum Oil Co. The Department went back to the U.S District Court in Missouri and asked it to
find that the merger between the two former Standard companies
would violate the original 1911 Standard Oil decree. Socony was
originally a marketer of refined product in the New York-New England area. Since 1911 it had become an integrated company with its
principal markets within the United States. Vacuum was basically a
manuacturer and marketer of high-grade lubricants. Its primary
markets were overseas. The court rejected the Department's claim
on the grounds that there was neither actual or potential competition
between the two firms. The court concluded, therefore, that the merger
did not constitute an illegal restraint on trade within the meaning of
the 1911 decree.
The 34 companies that were broken off from Standard Oil in 1911
were eventually merged into 19.5
4. Surplus and price stabilization
Beginning in the mid-1920s the industry was afflicted with a problem of "surplus." Domestically, the problem began in California where
the discovery of new fields caused "distress" product to flow on the
market resulting in price "instability." The price of crude fell from
$1.88 a barrel ±n 1926. to $1.30 in 1927.2 In 1930, the discovery of the
Ibid., p. LxIII.
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East Texas field dramatically increased domestic producing capacity
and drove the bottom out of the market. The average price of crude
fell to 65 cents a barrel
in 1931.27 In 1933 it was down to 25 cents a
barrel in East Texas."8 The problem was not only domestic, however,
production was increasing worldwide during this period.
In 1928, the major companies in California responded to the problem by establishing a system whereby each purchased a quota of the
"distress" gasoline from the independent refiners. The majors agreed
upon prices and boycotted retailers who sold below the fixed price.
The system was challenged by the Department of Justice and the
matter was settled by a consent decree in 1930. 2"
To deal with the surplus created by the East Texas field, the industry invoked the aid, first of the State governments, and then the
Federal Government.
In 1927, Oklahoma passed the first compulsory
proration law.80 In 1931, the martial law was3 actually invoked to cut
back production in Texas and Oklahoma. 1 Two years later, the
National Industrial Recovery Act (NIRA) was invoked to establish
production quotas. And by October 1933, the price of crude oil was
up to $1 a barrel.
In 1935 a group of refiners in the Mid-Continent area set up a
buying pool in order to further stabilize the price of refined product.
At monthly meetings each major refiner was paired with an independent refiner-a "dancing partner"-whose surplus product it was
responsible for purchasing. While not openly sanctioned, the buying
pool was tacitly approved by officials in the National Recovery Administration. The program continued after the NRA was declared unconstitutional. In May of 1936, the alleged participants in the pool were
indicted in Madison, Wisconsin for violation of section 2 of the
Sherman Act. The Government won a modest victory. The trial
court dismissed the charges against 11 defendants and granted new
trials to 18 others. But the conviction of 12 corporations and
five
individuals was ultimately affirmed by the Supreme Court.3 ' The
court held that no proper grant of antitrust immunity was sought
under the NIRA, and even if it had been obtained, it would not
have survived I he expiration of the act.
5. Mother Hubbard and Her Children
The Socony-Vacuum case signaled a change in the Roosevelt administration's policy towards economic recovery. The period of business

cooperation that was characterized by the NRA was replaced by a
new concern with promoting competition.
On April 29, 1938, President Roosevelt asked Congress to authorize
an investigation into the problem of monopoly in the economy.
Congress quickly passed a resolution providing for the Temporary
National Economic Committee (TNEC) to study "monopoly and the
concentration of economic power." It was composed of three Senators,
three Members of the House of Representatives, representatives from
-Ibid., p. 66
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the Departments of Treasury, Justice, Labor and Commerce, the
Federal Trade Commission and the Securities and Exchange Commission. Studies were conducted on a range of industries, including
petroleum.
The petroleum study involved a survey of over 40 companies and
a hearing with 48 witnesses. In addition to the hearing record, the
Commission also published a monograph on the industry together
with a rebuttal by the American Petroleum Institute (API.) On
September 30, 1940, the Department of Justice followed the TNEC
study with a massive antitrust case against the 22 major oil companies
with 379 of their subsidiaries and affiliates and the American Petroleum
Institute. The case was,
33 in fact, so large that it became known as the
Mother Hubbard case.
The complaint alleged anticompetitive behavior at every level of
the industry.
At the crude producing level the complaint charged the defendants
with fixing the posted price in fields where they purchased crude and
conspiracy to restrict the production of crude oil. It also charged that
they posted higher prices in fields where they competed for purchases
with independent refiners thereby putting the independents at a
cost disadvantage.
It charged the defendants which owned gathering systems with
conspiracy to force independent producers to sell their crude at the
well rather than permitting them to use the gathering systems on a
common carrier basis. This enabled the defendants to exercise control
over independent production.
The complaint charged that the defendants agreed among themselves to adopt tactics that prevented outside shippers from using
their interstate pipelines on a common carrier basis. Such tactics
included unreasonably large minimum tender offers, "uniform noncompetitive, onerous, and oppressive rates," and the refusal to provide
outside shippers with the ordinary common carrier terminal facilities.
The defendants were charged with dominating other forms of
transportation-tankers, barges and tank cars-preventing their use
by other competitors. They were also charged with conspiracy to
obtain discriminatory rates from railroads.
At the wholesale level the defendants were accused of conspiring
to control practically all of the bulk plants through which their
product passed. At the retail level the defendants were accused of
conspiring to distribute their products only through service stations
under their control. And, according to the complaint, control was
obtained through a wide variety of devices ranging from direct
ownership and lease arrangements to threats of predatory pricing.
An elaborate system of price fixing at the retail level was charged. The
American Petroleum Institute was charged in the complaint as being
an instrumentality through which the other illegal activities were
conducted.
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At the time the complaint was issued, the Department of Justice
released a statement which announced the case and gave the reasons
for the complaint. It is significant that the explanation begins with
an acknowledgement of a decade of antitrust failure:
This proceeding is being instituted under the Department's
policy of taking up in a single investigation or proceeding
all of the restraints which affect the distribution of a product
from the raw material to the consumer. Only in this way
can economic results be achieved. Piecemeal prosecutions
against segments of an industry are both costly and inconclusive. They do not raise the fundamental issues which the
Court should decide, and therefore do not clarify the law.
They allow restraints of trade to flourish in one segment of
the industry while they are being prosecuted in another.
In the past 10 years, the Department has been flooded
with complaints from independents and consumers against
various practices in the oil industry. These complaints have
resulted in a series of piecemeal prosecutions in all of which
the Government has been successful. Yet in spite of the
success of these prosecutions, the complaints continue,
prices are still inflexible, independent enterprise is still
under a handicap, because the cases applied only to segments
rather than to the entire structure of the industry.
For this reason the present action is brought. It will eventually present to the Supreme Court of the United States
for final decision all of the issues with respect to the reasonableness of the present vast combinations in the production,
transportation,
refining, and distribution of petroleum
products. 4
In spite of the optimism of the press release, the case was in trouble
even before the complaint was issued. The complaint, as originally
drafted, asked that the 22 principal defendants be ordered to divest
their transportation and marketing facilities.35 But by this time war
had broken out in Europe and the Nation was preparing for war.
The President had appointed a Council of National Defense to consider the problems of defense preparation. Prior to filing the API
case, Attorney General Robert H. Jackson submitted the complaint
to the Council. The Council in turn referred it to its Oil Industry
Advisory Commission. This Commission was composed of 11 members,
9 of whom were connected either with Jersey Standard or Shell.
Both of these companies, of course, were parties in the proposed case.
It came as no surprise that the advisory commission found that
divestiture of transportation and marketing would adversely affect
the defense effort. Any effort at using the antitrust laws to restructure
the industry would, in their words, "becloud relationships between
the Government and Industry." "
Attorney General Jackson acquiesced in the Commission's report
and deleted the request for structural relief from the complaint. On
2:Ibid., p.123-124.
SHouseAntitrust Subcomnmoittee,(Subcommittee No.5) Committee on the Judiciary, "Reporton the
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September 28, 1940, he explained his action to Senator Guy Gillette
of Iowa:
The Defense Commission indicated that a court decree of
divestiture at this time would create a number of serious
problems for the national defense.
Accordingly, this action does not seek at this time to
compel the oil companies to get rid of their pipelines, barges,
or other facilities for the transportation and distribution of
petroleum. I believe there might be serious consequences
from a disruption of these facilities at a time when we have
no capital presently willing, so far as I am able to ascertain,
to acquire and operate these facilities by themselves.87
As it was filed in the United States District Court for the District
of Columbia, the Mother Hubbard complaint sought injunctions
against the anticompetitive practices it enumerated. It also sought
the dissolution of the API.
When war broke out the API case was suspended. When the case
was revived at the end of the war, its sheer size and scope began to
create serious problems. In 1946, pretrial motions were filed by 216
of the defendants, swamping the Department of Justice. As the
Department later explained, "Apparently, about this time it was
determined that the Government could obtain relief more quickly,
more certainly, and more economically through segment cases involving narrower and more sharply defined issues, and by confining the
litigation to only the most significant defendants." 11 In January of
1951, the Department of Justice formally dropped the Mother Hubbard
case.
It is worth emphasising that the Mother Hubbard case was brought
because the Justice Department, by its own account, had experienced
a decade of frustration with the piecemeal approach to the petroleum
industry. Now it was forced to acknowledge effectiveness of superior
resources and the unwieldiness of the processes available to it. It
admitted it was unable to handle a comprehensive case and was
being forced to retreat to the piecemeal approach it had abandoned
as ineffectual 20 years before.
In spite of the Department's public explanations, most of the important issues raised by Mother Hubbard were not found in the subsequent "segment cases." With one exception, these cases dealt with
the relationships between the major refiners and the franchised
operators of their service stations. And, in particular, they dealt with
the problem of exclusive dealing, that is, the efforts of the refinersupplier to compel the service station to carry only its products, not
only gasoline but also lubricating oil and tires, batteries and accessories
(TBA) .39

The one exception was the West Coast case." This case was brought
by the Department in May of 1950 against the seven leading west
coast oil companies. The defendants were charged with monopolizing
s Consent Decree Report, p. 142.
Ibid., p. 147.
r 9 " (1 '.

Co. v. U.S.

•7

.D. Pa. Ja. i2 (19.d50. raio
e
"0U-. v. Standard OSlCO. of Califclnsa et 0.,

22

.

3,4 U.S. 958 (i S.C);
.
lifv
ayois c panp,
Civl No. 11us4-C (S.D. Calif, May 12,19Mi).

ci2, 1546)

107
all levels of the oil industry in the Pacific States area. At the crude
producing level they were accused of fixing production quotas and
enforcing the quotas through their control of pipelines. At the refining
level they were charged with conspiring to acquire the stock and assets
of independent refiners. And final y they were accused of price fixing
at every level including marketing. For relief, the Government sought
to divorce marketing from the other activities of the defendant
companies. It also sought injunctive relief which would, among other
things, have created a true common carrier pipeline system.
At a pretrial hearing the judge announced that he would not order
divestiture even if the Government proved a violation of the Sherman
Act. As a result, the Government began consent negotiations with the
defendants. In June of 1959 an agreement was reached with all of
the defendants except Texaco, Inc. The consent decree, which was
to run for 15 years, prohibited a variety of illegal behavior, but it
did not create a common carrier pipeline system, nor, of course, did
it divorce marketing operations. The case against Texaco was dropped.
Mother Hubbard had come full circle.
The petroleum industry, it should be noted, was not the only site
of antitrust failure. The massive efforts of the Department of Justice
under Thurman Arnold somewhat expanded the law against price
fixing and collusion but little was done that altered market structures.
In only two cases was the Government able to obtain structural
relief. In U.S. v. Pullman Co., 330 U.S. 306 (1947), the manufacture
of sleeping cars was divorced from the provision of sleeping-car
services and the court in U.S. v. Paramount Pictures, 334 U.S. 131
(1948), separated motion picture production from the exhibition of
pictures.
6. The Elkins Act pipeline cases
As a supplement to the Mother Hubbard case, the 4Department of
Justice brought at the same time three pipeline cases. ' Each of these
cases involved the charge that the payment of dividends by the pipeline to its shipper-owners constituted unlawful rebates under the
Interstate Commerce Act and the Elkins Act.
The purpose of the Department in bringing the cases has been the
subject of some confusion and debate.' 4But the competitive aspects of
the cases were clearly very important. At the time, the staff of the
Antitrust Division explained that their purposes were:
(1) To require pipelines to be operated as common carriers
in fact, and (2) by means of lower rates to give the independent producers an opportunity to ship to the market if
he so desired."
The filing of the case also served to deter Senator Gillette from
pressing or legislative divorcement of pipelines and marketing.
In December of 1940, the parties to the cases began to explore the
possibility of negotiating a settlement. The industry's agreement to
negotiate was motivated by two factors:
PS

v. Phaie Petroleum Co. and Phflips Pipeline Co., Civil 182 (D. Del. 1940); U.S. v. Standard Oil
Co. (ud.) Civil 201 (N.D. Ind. 1940); U.S. v. Great Lakes Pipe Line Co., Civil 183 (D. Del. 1940).
" Johnson, po. 288-290.
"Consent Decree Report, p. 146.
4 Ibid.

1. The fact that the treble damages involved in illegal
rebates could, if applied across the industry, go as high as
$2.5 billion; and
2. The onset of war preparations put the Antitrust Division
in a weak bargaining position."
Assistant Attorney General Thurmond Arnold suggested that the
consent negotiations be conducted by a small committee representing
the industry and a committee from the staff of the Antitrust Division. I
On May 28, 1941, President Roosevelt issued a proclamation
declaring a national emergency. He appointed the 'Secretary of
Interior, Harold Ickes, as the Petroleum Coordinator for National
Defense. Ickes then set up within the Department of Interior the
Petroleum Administration for National Defense (PAD). This agency
was staffed by oil company officials and was assisted by advisory
committees also composed of industry people. All of this had important significance for the consent negotiations. As the House
Antitrust Subcommittee later reported:
In the operations of PAD, the industry representatives
who were adversaries to the Government in the negotiations
for the antitrust settlement, became at the same time
identified with official Government projects. PAD's National
Defense Pipeline Committee, for example, was first under
the chairmanship of William S. Farish, president of Standard
Oil Co. (N.J.), and, later, by W. Alton Jones, president of
Cities Service Co. Charles I. Thompson, the secretary of
the antitrust case industry negotiating committee, became
chairman of the Lawyers Committee for the National Defense
Pipeline. In this position he drafted the basic plan for the
pipelines' organization and did the legal work attendant
thereto. As Government officials and as advisers to the
Government, oil company personnel were in a position to
direct official Government policies with respect to the oil
industry so as to assist them in the antitrust litigation with
the Department of Justice. 47
An agreement was made to tie the settlement of the pipeline cases
to the construction of an emergency crude line from East Texas to the
Philadelphia area. But the settlement fell through when doubts were
raised about the need for the line and the Office of Production Management refused to grant the necessary steel priorities for the line. 8
By December 1941, the United States was at war, and the case
was quickly settled. On December 23, the agreement was filed in
the District Court for the District of Columbia. For the Department
of Justice, it was signed only by Francis Biddle, the Attorney General;
Thurmond Arnold, Chief of the Antitrust Division; and the United
States Attorney for the District of Columbia. The three attorneys
who had signed the original complaint and had conducted the negotiations refused to sign the settlement."
":Ibid., pp. 151,15.
4"Ibid., p. i53.
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The key provision of the Consent Order was in Paragraph III:
No defendant common carrier shall credit, give, grant,
or pay, directly or indirectly, through or by any means or
device
whatsoever, to any shipper-owner in any calendar
ear, commencing
as of January 1, 1942, any earnings,
dividends, sums of money or other valuable considerations
derived from transportation or other common carrier services
which in the aggregate is in excess of its share of seven
percentum (7%) of the valuation of such common carrier's
property, if such common carrier shall have transported
during said calendar year any crude oil, or gasoline, or other
petroleum products for said shipper-owner, but shall be permitted (insofar as the Interstate Commerce and Elkins
Acts are concerned) to credit, give, grant, or pay said
percentum. "(a) Valuation as herinabove used shall mean
the latest final valuation of each common carrier's property
owned and used for common carrier purposes as made by
the Interstate Commerce Commission." 11
This paragraph represented the basic compromise around which
the settlement was built. Rather than declare that all dividends
paid by pipelines to shipper-owners were illegal rebates, the order
only declared dividends in excess of 7 percent were illegal.
Unfortunately, the order was ambiguous on a crucial point: 7
percent of what? There is ample evidence that the Antitrust staff
of the Justice Department intended the decree
to permit a 7 percent
return on the shipper-owners' investment.5 There is even some
evidence
that
this
was
the
understanding
of
the
industry representatives. 2 The actual language of the decree, however, used the term
"valuation." Since in 1941 outside investment in pipelines was rare,
the use of valuation as a proxy for owners' investment was not unreasonable. In this sense "valuation" was arguably intended to
permit higher dividends to the shipper-owners
to take into account
any inflation in the value of the pipeline. 3
During the consent decree negotiations, the owners of the Great
Lakes Pipe Line Co. were developing a scheme to refinance the line.
The Department considered the move a step towards divorcement
and therefore did not oppose it. Since the scheme would have required
a rewriting of the consent decree, it was not included in it but was
later presented to the court as an amendment. In essence, what the
Great Lakes amendment permitted was the refinancing of the line
by the substitution of debt for equity. The shipper-owners were
permitted to sell $12 million in 15-year, 3.25 percent debentures and
to withdraw $11.3 million from the capital surplus, thereby reducing
the value of the stock. The decree amendment contained provisions
which were designed to prevent the owners from taking a greater
share of the profit under the refinancing plan than they would otherwise. But whatever else the amendment did, it permitted the inclusion4
of debt financed property in the base for calculating the 7 percent.
Ibd, pp.
pp.
Ibid.
ibid. pp.
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If the consent decree could be interpreted to permit the recovery
of 7 percent dividends on debt financed property, the purposes of
the pipeline cases would be substantially frustrated. As one historian
described them:
* * facilities financed by borrowing could apparently be
added to the valuation base on which ermissible dividends
could be paid. Interest on the resulting debt could be
deducted from transportation revenues as an expense, and
the debt retired through depreciation allowances. 51
This issue, as well as other problems associated with the interpretation of the term "valuation," provoked a great deal of legal
skirmishing between the Department and the industry. The matter
was finally laid to rest by the Supreme Court in 1959. The Court
decided that the language of decree was clear and did not permit the
reading of "valuation" to mean current investment. The Court went
on to harshly criticize the Department for taking 16 years before
making its formal challenge.
In the end, the pipeline cases resulted in neither the regulation of
rates or the return on petroleum pipelines. Indeed, there is little
evidence they accomplished any of their original purposes. The
low risk involved in pipelines makes it possible to finance them almost
wholly with debt. The actual rates of return on equity, therefore,
become very high as indicated by the recent dialogue between Senator
Bayh and the president of Cities Service:
Senator BAYi. How much of your own equity did you
have to put into the Colonial pipeline?
Mr. WAIDELICH. Colonial? I think it was on the order of
$5%j
million.
Senator BAYH. And how long did it take you to get that
equity back?
Mr. WAIDELICH. I am uncertain, Senator, but I would
guess it was 3 or 4 years.
Senator BAYH. Maybe 2?
Mr. WAIDELICH. I would have to look at the numbers.
I really do not know if it was 2.
I would say 3 or 4 years because we put up our equity in
1962, or beginning in 1962, and the pipeline was not fully
completed until 1964, and I am really not sure.0
7. The development of cooperative behavior
There are two behavioral characteristics of the oil industry which
have had an important effect on the competitive relations between
firms. These are the system of exchange agreements and the pattern
of joint ventures. The development of both of these kinds of cooperative behavior was encouraged by Government policy during World
War II. Both, to date, have flourished without serious antitrust
challenge.
Johnson, p. 338.
U.S. v. Atlantic Refiainq Co.,,t al, 360 U.S. ig (1959).
"7Vertil Integration, Part I. p. 266.

Crude producing joint ventures developed originally from unitization
agreements. Considerations of conservation made it appropriate for
individual pools of oil to be developed as a single unit even though a
number of firms had an interest in the property. It was a small step
from this practice to the joint venture as a risk sharing device.
Only on one occasion, in 1947, did the Antitrust Division attack a
joint production arrangement. The complaint was predicated not on
the ground that there was collusion in the production, but rather that
8
there was also a joint marketing arrangement. The case was investigated by the Federal Bureau of Investigation which refused to produce
documents in compliance with a discovery order of the court. For this
reason, the case was dismissed prior to trial. The Supreme Court
50
affirmed the dismissal.
Offshore production is nearly always joint production. The cash
bonus system of leasing government property on the OCS creates an
artificially high element of risk which, even for medium size companies, puts a strong incentive on risk sharing. In spite of the importance of offshore production to the industry, the Antitrust Division
has conducted only one investigation of joint ventures on the OCS.
This investigation was not concerned with joint exploration or production but rather the joint bidding in connection with the leasing of
60
Federal OCS lands in the Santa Barbara Channel.
This 1968 lease sale was participated in by five joint ventures and
one company, Shell, bidding on its own. The five joint ventures
included Humble (Exxon), Atlantic-Richfield and SoCal, (the HAS
group) and Gulf, Union, Mobil and Texaco (the GUMT group).
The HAS group accounted for 41 percent of the money spent at the
sale and GUMT accounted for 39 percent.
After an investigation, the staff of the Division's Los Angeles office
concluded that the existence of joint ventures tended to "chill"
the bids and cause lower amounts to be bid. It argued that the joint
venture system tended to exclude smaller firms from the OCS. It also
contended that the joint ventures inspired other kinds of cooperative
activity thereby reducing competition. The Office of Policy Planning
did not concur in the conclusions of the Los Angeles office and instead
recommended that the matter be reviewed by the Evaluation Sector.
8
Ultimately, the matter was closed. '
Foreign producing joint ventures had existed prior to the war but in
the post war era they reached gigantic proportions. Although there
were clear antitrust implications in the formation of these organizations, the Antitrust Division exercised remarkable restraint. Its
inactivity even surprised the industry. Commenting on the formation
of the Arabian American Oil Co. (Aramco) by Exxon, Texaco, Mobil
and SoCal, Mobil's vice president and general counsel wrote in 1946:
The arrangement would place practical control of crude
reserves in the Eastern Hemisphere in the hands of seven
companies. Five of them would be American owned and all of
the latter have substantial reserves in the Western Hemi" U.S. v. Cotton Valley Operator' Coromittee,Civil 2209W.D.ta. (1947).
339 U.S. 940 (1950).
Testimony of Keith i. ctearwaters, Deputy Atsistant Attorney General, Antitrust Diisoo, Departmeat of stice, Roam Permanent Select Committee on Small Business, Hearings. "Energy Data Rqiremut ohpederal Government (PartIII),93d Cong., 1974." pp. 464-469.Hereinafter cited as Energy Data.
*'Ibid.
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sphere also. Obviously this concentrated control would
lend itself to arrangements which could affect the import and
export trade of the United States . . . there is, of course,
possibility that the mere existence of the potential control
might under the American Tobacco Company decision be
construed as an antitrust violation.
I cannot believe that a comparatively few companies for
any great length of time are going to be permitted to control
world oil resources without some sort of regulation. This is a
political question. What restraints will be imposed and by
what authority falls within the realm of conjecture. Our job
seems to be to play the game as best we can under the rules
2
now in force.
The other kind of joint venture to come into major significance
during the war years was the joint venture pipeline. It is worth
remembering at this point that prior to the war the industry had
taken the position that pipelines were in reality simply "plant facilities." Not only did the industry consider this to be the basic argument against divorcing pipelines, but it considered it to be an argument
against any common carrier obligations to outside shippers."
The necessities of war forced the creation of a nationwide system of
interconnecting pipelines. Such a system could not, by definition, be
made up of "plant facilities." Of necessity these lines had to carry the
oil of a number of companies. But what developed was not an independent system dedicated to serve the industry at large. What did
develop was described as follows by a Deputy Assistant in the Antitrust Division:
Though joint venture lines existed to a minor extent
before World War II, it was largely the war and the Government's sponsorship of close cooperation in oil supply
during the war emergency that turned the attention of the
companies to the so-called industry lines. These joint venture
pipelines are almost invariably organized and controlled by
the large integrated oil companies. For the most part, these
pipelines are large diameter and high capacity. They provide efficient modes of transportation at relatively low
cost. They are usually financed with a 90-10 debt-equity
ratio with formal throughput guarantees by the owners
securing the loans. Ownership is usually divided among the
owner companies on the basis of expected use, frequently
with provision for changes in ownership interest as patterns of
use change. A preferential right of purchase usually exists so
that ownership cannot be transferred to an outsider without the consent of all owners. Since 1950 the majority of new
pipeline construction has been along these lines and now
includes over 35 operating lines, together with several more
in the proposed or construction stage. 4
"MNC Reor. P. 49.
See, for example, Splawn Report, pp. LXXVI LXXVII.
Testimony of Bruce B. Wilson, Deputy Assistant Attorney General, Antitrust Division, Department
of iustice. Pielneo, p. 204.
See am, AueReport: 1959,p. 26.
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Again, the competitive questions raised by these arrangements are
obvious. As the same official explained:
The close cooperation needed to plan, construct, and
operate these jointly owned pipelines raises several important
antitrust considerations, both with respect to the elimination
of competition between and among the owner companies and
also as to their effect on nonowner competitors. By definition,
a certain amount of competition in transportation is likely
eliminated among the owner companies, depending upon the
extent to which they were individually performing transport
services for themselves or others. Because the pipelines are
frequently a substitute for existing transportation facilities,
other modes of transportation, such as barge and independent
pipelines, may be severely affected if the joint venture arrangements operate to commit the owners to the use of the
line for their transport needs, and the volume of transport
business thereby foreclosed from competition is significant.
Since the new pipeline is most probably highly efficient,
those outsider oil companies desiring to ship via the line who
are denied access to its facilities on an equitable basis may be
competitively disadvantaged, although the extent of that
disadvantage may or may not be serious to competition from
an antitrust standpoint. In this connection, the initial ability
of the owner companies to determine the precise points to be
linked by the pipeline, the size and expandability of the
pipeline, and the location of its input and output facilities, can
serve the owners' special advantage and be a detriment to
others. Again, though, the impact of this will vary widely
according to particular situations. Almost invariably, those
jointly owned pipeline companies do not themselves operate
either input or output terminals, but simply provide connections to shipper terminals owned by the pipelines' owners
or their customers. This may mean the outsider will be under
serious handicap, particularly if he is a relatively small
operator, because even though he may be able economically
to reach the input points, he may not be able to take delivery
of his product in his market area.
In addition, the nonowner's cost is the tariff rate while the
owner enjoys profit on the difference between tariff rate and
cost. Although legal restraints exist on the general level of
profits which pipelines can earn and distribute, there could be
serious questions whether or not these restraints apply to the
indirect profit inherent in special facilities for owners' use,
and conversely, whether or not this would in fact involve a
serious harm to competition.
Competition could also be affected in refinery operations.
The owner companies, with the ability to influence the
location of input points, have a greater flexibility in determining location of refinery operations. The mutuality of relations among pipeline owners, most of whom will be highly
desirous of maintaining stability in prices within their market
area, might appear to afford a basis upon which any excess
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product of one owner could be disposed of through the others,
thereby eliminating the need to dispose of products on
regional spot markets at low prices.
The jointly owned pipeline could also affect competition
in marketing, though how seriously is again open to question. The planning of the pipeline is preceded by extensive
study into supply/demand balances in markets which
might act to restrain individual marketing efforts by individual owners. In addition, the pipeline could serve as an
opportunity to establish new terminal facilities on a joint
basis, and the common cost facility may act as an incentive
for owners to pool interests and establish common specifications so that common terminal points can serve as a supply
point for several individual companies.
In spite of this perception of the competitive problems involved in
joint venture pipelines, there has been remarkably little activity in
this area by the division. A number of investigations have been
begun but only two came close to the complaint stage. These involved the Gateway and Glacier systems, and both were joint ventures
to take over and operate existing systems. Both were abandoned
after the division gave notice of its intention to sue.
Investigations are now pending against the Explorer, Olympic and
Trans-Alaska Pipelines. All seem to be awaiting a policy decision
from the Assistant Attorney General for Antitrust. 16
The recently closed Colonial Pipeline matter deserves some special
attention since it typifies the inability of the Justice Department to
deal with the petroleum industry. The Department's own account of
the matter is a remarkable record of indecision. Last year the chief
of the Antitrust Division, Thomas Kauper, submitted the following
account to the Senate Interior Committee:
The Federal Trade Commission began an investigation of
the Colonial Pipeline in early 1962. A most a year later, the
FTC transferred the investigation to the Department of
Justice, after concluding that questions of'monopoly were
involved and could be better handled by the Department.
The Department's investigation began in January 1963, and
a Civil Investigative Demand was served upon Colonial.
In October 1964, the staff sent forward its recommendation
for a civil suit against Colonial and its nine owners. This
recommendation was based on alleged violations of Section 7
of the Clayton Act and Sections 1 and 2 of the Sherman
Act. The elements relied on to support a Section 1 charge
would also have constituted the elements of a Section 7
charge, based upon joint venture analysis.
The initial recommendation would have sought divestiture
as the primary form of relief coupled with injunctions designed to curb continued unlawful conduct.
Shortly thereafter, the Office of Operations, which reviews
all such staff recommendations, reviewed the staff recomIbid. pp. 205-206.
* Testimony ofThomas E. Kauper, Assistant Attorney General, Antitrust Division, Department of Jostie. Oil Price Dsontrol, p. 219.
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mendation. That office recommended that the Section 2
count be dropped, but did recommend that suit be brought
against Colonial and its owners based on the Section 1 and
Section 7 theories.
Assistant Attorney General William Orrick, Jr., forwarded
the proposed suit to the Attorney General for approval in
March, 1965. The Attorney General returned the papers to
the Antitrust Division upon the appointment of a new Assistant Attorney General for Antitrust, Donald F. Turner,
and requested that Turner review the matter prior to the
Attorney General's decision.
On June 30, 1965, a special assistant to Mr. Turner reviewed the papers and recommended that a suit against
Colonial be brought based on Sections 1 and 2 of the Sherman
Act. He concluded that the pipeline was so constructed and
operated that competitors of the owners were being foreclosed from using it. Since the pipeline involved significant
cost advantages, this placed competitors at a significant
disadvantage.
Review continued in July, 1965, focusing on the various
exchange arrangements created by the owners to facilitate
shipments over the pipeline. The reviewers had some difficulty with the uncertain nature of the competitive consequences of these arrangements. As a result, Mr. Turner
turned the matter over to the Evaluation Section for its
assessment of the case.
On December 28, 1965, the Evaluation Section submitted
its conclusion. It concluded that a case should be brought
based on Section 1 of the Sherman Act, basing the conclusion on precedents which state that when competitors are
denied access to a facility necessary for them to compete on
an equal basis, the Sherman Act has been violated. See,
United States v. Terminal R.R. Ass'n of St. Louis, 224 U.S.
383 (1912) and Associated Press v. United States, 326 U.S.
1 (1945). Evaluation recommended that the Section 7 and
Section 2 charges be dropped. However, the Evaluation
Section also recommended that the staff conduct additional
investigation on the subject of whether nonowners were in
fact denied ownership and access to the pipeline.
In February 1966, Mr. Turner sought advice from an
economist employed in another government agency on the
competitive implications of the Colonial Pipeline. The
response was a suggestion that a study be undertaken to
determine whether the pipeline had affected prices of petroleum products in the markets served by the pipeline.
Shortly thereafter, the Division engaged this economist
and another to undertake a study of the effect of Colonial on
product prices.
The study was to focus on the effect of the various exchange arrangements. Another Civil Investigative Demand
was sent to Colonial and its owners requesting the additional
information requested to conduct the study. After evaluating the data, the economists concluded that there was

insufficient data to reach a meaningful conclusion. Mr.
Turner was succeeded by Mr. Edwin Zimmerman as Assistant Attorney General before reaching any conclusion on the
various theories and recommendations.
In July 1968, a consultant was asked to reassess the
Colonial matter. He concluded that the Division should
bring a suit based on Section 7 of the Clayton Act. He
recommended that the numerous exchange agreements,
which had preoccupied so many reviewers, should be dropped
from the complaint because of undue complications and
delay caused by their inclusion.
Before a decision was reached on that recommendation,
Mr. Zimmerman was succeeded as Assistant Attorney
General by Richard W. McLaren. Mr. McLaren asked an
attorney in the Evaluation Section to take a fresh look at
the pending recommendations. That attorney concluded
that joint venture pipelines do have anticompetitive effects
at the marketing and distribution levels. But he did not
recommend instituting a case against Colonial, since there
were other pipeline recommendations pending that could
accomplish the Division's goals without the undue complications inherent in a case against Colonial and its owners.
Subsequently, the Evaluation Section was asked to prepare policy guidelines the Division could use in assessing
pipeline cases in general, and specifically the pending
recommendations, including Colonial. In November 1972,
the Evaluation Section concluded that the economies of
scale inherent in pipelines justify large monopoly lines and
that joint ownership by shippers may be preferable to
independent ownership as it permits the savings to be
competed away in marketing competition between the shippers. If this assessment is correct, it was argued, the focus
of the Department should be on assuring equality of access
to all potential shippers. This raised the question whether
a significant case remained against Colonial given the fact
that Colonial had apparently permitted nonowners to use the
pipeline. It was recommended that the Department close
the case unless the staff could establish denial of access to
nonowner shippers.
In the interim, Mr. McLaren left the Division and a new
Assistant Attorney General, Thomas E. Kauper, was
appointed. In January 1973, three senior Division attorneys
concurred in the analysis of the Evaluation Section. That
analysis has been concurred in by Mr. Kauper, and the
nation in an effort
Division is presently updatin h iinvestiga
deemn
wehront
~ ~ ~~~y
to~~ whether
interested users
are presently
to determine
or
not a lhe
being granted access on reasonable terms.67
In addition to stimulating the development of the pipeline system,
Government wartime policy encouraged the development of the exchange
agreement system. Exchanges existed prior to the war but were
rare. 8 Although their illegality, per se, is highly questionable, poten"m17
id., pp.Report,
232-234.
" Splswn
p.
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trial adverse competitive consequences of the exchange system have
been long recognized even by the Department of Justice." In particular, the effects of this system in the context of the development of
0
the pipeline system were considered particularly troubling. Nevertheless, there has been a reluctance on the part of the Department to deal
with the cumulative effect of various cooperative devices on
competition.'
8. The Cartel case and the Iranian Consortium
On June 23, 1952, the Department of Justice, acting on the instructions of President Truman, convened a special grand jury to investigate a case against the major international oil companies. This matter
had its beginning in an investigation into worldwide cartel activity
which the Department had begun just prior to World War II. This
investigation had been suspended during the war, but had been resumed thereafter. In 1949 it was suspended again while the Federal
Trade Commission began a comprehensive investigation into the world
petroleum market. This report was completed in 1951, but for national
security reasons was not made public. Ultimately, Senator John
Sparkman, chairman of the Select Committee on Small Business, disagreeing with the claims of national security, published the report.
In elaborate detail, the report described the workings of an international cartel that affected the industry at every level. This report
formed the basis for the Justice Department's grand jury action.
No sooner had the 1952 grand jury begun its work than the case was
in trouble. The general problem was that the State Department
viewed the international companies as essential agents of American
foreign policy. But the specific problem was Iran. In 1951 Muhammed
Mossadeq had become Prime Minister and had nationalized the
assets of BP. This led to a boycott of Iranian oil by the international
companies who understandably feared that successful nationalization
might inspire imitation in other countries.
The administration feared that this oil conflict would lead to an
increase in Soviet influence in Iran. As a result, it came up with the
idea of using the five major American companies to provide a solution.2 Needless to say, there was a conspicuous inconsistency between
the Government's using the five international majors to bring Iranian
oil back into the market, and, at the same time, seeking a criminal
indictment against the same companies for running an international
cartel.
A report by the Departments of State, Defense and Interior put
it bluntly:
* * * In this struggle of ideas on which our security depends,
the oil companies of the United States play a significant
role. Their operations extend throughout the free world.
They are by far our largest overseas investment. In many
foreign countries, they are the principal contact of the
local inhabitants with American enterprise. What such
1'AG Report: 1959, pp. 46-47.
"i ibid.
Testimony of Cleerwaters, Energy Date, pp. 482-483.
"siNG Report, p. 60.

people think of the oil companies, they think of American enterprise and the American system; we cannot afford
to leave unchallenged the assertions that these companies
conspiracy for the purpose of
are engaged in a criminal
8
predatory exploitation.
And further:
* * * While it is of paramount importance that American
petroleum interests abroad act in a manner consistent with
the foreign policy of the United States, industry expects Government support abroad and is entitled to such support,
except when it acts contrary to our national interests.
In many fields no legal or formal control over the action
of American private interests abroad is exercised by this
Government. This is in accord with the view that a minimum
of regulation and control is an accepted American principle.
On the other hand, this means that if Government and industry are to act together to promote foreign policy and security
objectives in petroleum, there must be a basis of mutual
confidence between them. Criminal proceedings are not
likely to produce such confidence between the two parties
in this dispute. 14
These departments were, however, concerned with the appearances
that would result if the cartel case were merely closed:
* * * Notwithstanding the constant action of the oil companies to expand production at home and abroad, there would
be a risk that a United States failure to follow up our antitrust
approach with respect to other aspects of oil company operations would be regarded as hyprocrisy. This might add to the
distrust of capitalism and free enterprise on the part of
many elements in the world, and could impair not only the
also the
immediate position of the oil companies abroad, but
7
broader interests of the United States as a whole.
They, therefore, recommended that the criminal case be closed
and a civil case be brought in its stead:
The point has been made above that a criminal indictment
and trial of companies which are a major factor in American
business abroad can scarcely be conducive to the development
of confidence in American business institutions. A good deal
of the difficulty caused by this fact could be removed if the
criminal action were terminated, and any relief which the
United States Government decides to seek were pursued in
a civil suit, which might lead to a consent decree. In this
way, a trial might well be avoided, and hence a great reduction in the number of possible sensational disclosures brought
about. Foreign reactions to a civil rather than a criminal
action should be substantially less adverse to United States
interests." 78
73MNC Hearings, Part 8,p.S.
"Ibid. p. 5.
7Ibid., p. 7.
" Ibid., p. 8.

The Justice Department strongly opposed this recommendation.
It argued that the cartel jeopardized American national security by
reducing the economic incentive to develop the domestic industry:
Moreover, the cartel constitutes such a complex network
of close relationships and joint interests among the major
United States and foreign companies as to inevitably
identify and entangle the United States with economic and
political decisions of foreign governments as to oil. The
dangers inherent in this situation ought to be ended in the
most expeditious way.
The cartel arrangements are in effect private treaties negotiated by private companies to whom the profit incentive
is paramount. The national security should rest instead
upon decisions made by the Government with primary
concern for the national interest. These private treaties and
the other cartel arrangements have already served and can
continue to serve as an agreed upon deterrent to development of our domestic resources by the major American
companies. This is not to say that importation of petroleum
and petroleum products should be discouraged. But the
basic noncompetitive principle of a world cartel requires the
major domestic producers to agree to give up both normal
incentive and freedom to do the major work of enlarging
our domestic petroleum resources. As a result, the cartel
members, by their control over dominant segments of the
domestic industry, regulate and determine the extent to
which this nation shall be dependent on foreign supplies
which could be cut off in time of war."
The Department also argued that a civil case would take too long:
Civil antitrust action is not adequate for the necessities.
A civil complaint could be filed, but it would have to be
very narrowly drawn since only the skeletal facts are available. Similarly, an indictment could have been returned on
the basis of the Federal Trade Commission's staff report and
a small number of documents in the possession of the Department of Justice. But in order to do justice to the public
interest and to be fair to the companies and their principal officials, it is essential that all of the relevant facts be
known and weighed. A civil case, on the basis of experience
with comparable activities, would require four to six years
to complete. An indictment and trial could be concluded
within twelve to fifteen months.
Conviction under an indictment will leave correction of
the conditions found to be illegal to the companies by
renegotiation, while a judgment in a civil case would put
responsibility upon a judge to reorient a world industry
by decrees acceptable to foreign governments. Correction
will be accomplished much more rapidly and smoothly if
the companies are obliged to set their houses in order,78 in
view of the nature of the international petroleum industry.
Ibid., pp. 11-12.
Ibid., p. 12.
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In January of 1953, President Truman ordered the grand jury
investigation terminated and a civil complaint against the five
international companies was brought. The complaint charged:
7. Beginning in or about the year 1928, and continuing
up to and including the date of filing this complaint, the
defendant and other companies and persons have been
and now are engaged in a unlawful combination and conspiracy to restrain interstate and foreign commerce of the
United States in petroleum and products, to increase
domestic market prices of petroleum and products imported
into the United States, and to monopolize trade and commerce in petroleum and products between the United
States and foreign nations, and said defendants and other
companies and persons during said period of time have been
and now are unlawfully monopolizing trade and commerce
in petroleum and products between the United States and
foreign nations, in violation of Sections 1 and 2 of the Act
of Congress of July 2, 1890, entitled "An Act to protect
trade and commerce against unlawful restraints and
monopolies," as amended (15 U.S.C. Sections 1 and 2),
commonly known as the Sherman Act, and Section 73 of
the Act of Congress of August 27. 1894, as amended, entitled
"An Act to Reduce Taxation, to Provide Revenue for the
Government, and for Other Purposes" (15 U.S.C., Section 8),
commonly known as the Wilson Tariff Act. Defendants
threatened to continue said offenses and will continue them
unless the relief hereinafter prayed for is granted.
8. The aforesaid combination and conspiracy and monopolization have consisted of a continuing agreement and
concert of action among the defendants and other companies and persons, the substantial terms of which have
been that they agree to and do:
(a) Secure, maintain and exercise control of foreign
production and supplies of petroleum and products;
(b) Cause domestic production of petroleum and products
to be curtailed or restricted in amounts related to importations of foreign petroleum and products and to the extent
necessary to maintain the level of domestic and world
prices of petroleum and products agreed upon by the
defendants.
(c) Divide among themselves foreign producing and
marketing territories;
(d) Agree upon, maintain and correlate domestic and world
prices of petroleum and products;
(e) Establish and maintain quotas for the marketing of
petroleum and products in foreign markets and areas;
(f) Control imports of petroleum and products into the
United States;
(g) Control exports of petroleum and products from the
United States;
(h) Exclude United States petroleum companies other than
defendants and their subsidiaries and affiliated companies,
from opportunity to engage outside the United States in the
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production and refining of petroleum and products, and from
importing into the United States foreign petroleum and
products of their own production or manufacture;
(i) Exclude United States petroleum companies other than
defendants and their subsidiaries and affiliated companies,
from opportunity to import into the United States petroleum and products produced in foreign countries by defendants and other petroleum companies;
() Enter into long term supply contracts to prevent sales
of foreign produced petroleum and products to competitors;
(k) Eliminate or restrict competition in foreign markets;
(1) Cause the formation of local cartel agreements to suppress and eliminates competition in various foreign markets
and areas;
(m) Refrain from duplicating facilities for the production,
transportation, refining or marketing of petroleum and
products in foreign countries, and arrange for common use of
existing facilities;
(n) Monopolize patents and processes relating to the rsfining of petroleum and products;
(o) Control a predominant part of the world's commercial
tanker fleet and exclude others from the opportunity of
utilizing tankers for the transportation of petroleum and
products in foreign trade; and
(p) Acquire the business and facilities of other companies
engaged in the production, transportation, refining and/or
marketing of petroleum and products outside the United
States.
(q) Submit uniform noncompetitive bids for supply of petroleum and products required by military and civilian agencies of the Government of the United States. 1'
In August of 1953 the government of Mossadeq was overthrown
and the Shah returned to power in Iran. The problem of the new
Eisenhower administration was to insure that the Shah's government
was supported by oil revenue. To accomplish this, a consortium
composed of the five American internationals and BP and Shell was
proposed. The companies, however, were unwilling to cooperate without some kind of antitrust immunity. The Report of the Subcommittee
on Multinational Corporations points out that Exxon shared the
State Department's concern that Iran might fall under Soviet
influence, but for different reasons. Exxon was concerned that the
Russians might "dump" Iranian oil on the world market and spoil
80
theprice.
Under considerable pressure from the National Security Council,
Attorney General Brownell agreed to give "prospective" approval to
the plan for Iranian Consortium. On January 21, 1954, he wrote the
President:
Facts and circumstances which now characterize the
production and refining of Iranian oil and the determination by the National Security Council that the security
' SenateMultinational Suboomoittee, The International Petroleum Cartel, The IranianConsortium and
U.S.
0 National Security (Subcomnttee Pint).
8 MNC Report, p. 87.

1974,pp. 36-38.

interests of the United States require that United States
oil companies be invited to participate in an international
consortium to contract with the Government of Iran, for the
production, refining and acquisition of petroleum and
petroleum products from within the area of the former AIOC
concession would not in itself constitute a violation of the
create a violation of antitrust laws not
antitrust laws, nor
8
already existing. '
The staff of the Antitrust Division, however, pointed out that the
antitrust laws did not provide for a "national security" exemption.
Moreover, approval of the Iranian Consortium was inconsistent with
the theory of the cartel case. Brownell agreed with the latter point
and ordered that the case focus on the "marketing aspects and not
on the production control aspects." 82 As the Multinational Subcommittee observed:
* * * The result can be seen in a comparison of the complaint in the cartel case with the Statement of Claims. The
latter was prepared by the Antitrust Division in 1961 in preparation for trial. Unlike the complaint, this document focuses
entirely on the market control aspect of the cartel with
only slight and sparing mention of joint producing and
refining arrangements. Yet this occurred at the very time
when the primary focus of the majors market control
efforts had shifted
into control of production. 8
Ultimately, the case was settled with consent decrees so weak that,
as one economist has noted, they actually approve the defendants
getting together to fix prices, divide markets and limit output."
9. The Federal Trade Commission and the Exxon case.
Prior to 1971, the attention of the Federal Trade Commission's
antitrust enforcement staff had been almost exclusively focused on
the marketing level of the petroleum industry. As the Commission
described in a report to the Permanent Subcommittee on Investigations:
Since 1939 the Federal Trade Commission has brought
three basic types of cases against companies in the oil
industry. First, cases were directed at price discrimination
whereby the maj or oil companies use selective wholesale price
cuts to enable certain of their marketers to reduce their retail
prices in order to combat an independent retailer who poses
a threat to the major's share of the market. Two parties
are injured: the independent retailer and the major's marketers who do not receive a wholesale price cut but, because
of geographical proximity, must compete with the marketer
who does.
Secondly, cases were prosecuted which were directed at
vertical price fixing, which grew out of the same circumstances
as the price discrimination cases. To insure that the major
marketers would reduce their retail prices when they received
Ibid., p.68.
SIbid., p. 69.
p. 73.
Adelman, p. 198.

' Ibid,
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a wholesale price cut, the major employed price fixing agreements to enforce the wholesale price reductions in the retail
market. Several of these cases, as well as some of those
directed at price discrimination were dismissed without final
adjudication as a prelude to the Commission's Conference on
Marketing of automotive Gasoline.
Thirdly, cases were brought which were directed at commission-overrides on tires, batteries and accessories (TBA)
agreements, whereby the major oil companies were forcing
their retailers to purchase a certain brand of TBA, and in
return the oil companies would receive a commission on all
net sales. 11
The Commission in this report was quite candid about the effectiveness of its past efforts:
The history of the Federal Trade Commission's activity in
the petroleum industry has been characterized by a case-bycase attack on specific anti-competitive marketing practices.
This approach has, in general, been of limited success in controlling wasteful marketing practices, dealer coercion, and
the lack of competition in the petroleum industry. Despite
the staff's success in bringing and winning cases before the
Commission and in the courts, as well as obtaining compliance
orders, the petroleum industry over the last 50 years has
managed to circumvent the orders in many cases by subtle
changes in policy or practices. 11
And in language reminiscent of that used by the Justice Department
in filing the Moter Hubbard complaint, the Commission presented an
argument for a new approach:
The reason for the limited success of the early petroleum
cases is not to be found in the cases or remedies themselves.
The staff did a thorough job in researching, developing and
prosecuting the individual cases. The remedies applied in
each case were directed at the particular abuse. But the
practice-by-practice approach to antitrust attack, which
sought to correct specific anti-competitive conduct at the
marketing level, did not adequately address the industry's
vertically integrated structure or its multi-level behavior. The
major oil companies operate on four levels-crude production,
refining, transportation, and marketing. To fashion a remedy
for one level without considering the performance of a company, or the industry, at the other levels, ignores the market
power associated with vertical integration and limited
competition. 17
Just over 3 weeks after this report was issued, on July 18, 1973, the
Commission issued a complaint against the eight largest domestic
oil companies." The complaint basically charged the companies
with maintaining and reinforcing "a noncompetitive market structure"
in the refining industry on the east and gulf coasts of the United
'FTC, Investigation of the Petroleum industry, pp. 8-4.
7 Toid., p. 4.
8 Ibid., pp. 4-5.
"In rn Exxon Corporation,Docket 8934.

States. The principal means of accomplishing this was through the
control of crude oil and crude transportation. The FTC complaint
goes beyond the traditional Sherman Act case in that it seeks to have
held illegal collective conduct that falls short of conspiracy.
After 3 years, the Exxon case is already being haunted by the
spector of Mother Hubbard. It has been estimated that the case is
consuming up to 25 percent of the resources of the Bureau of Competition. It has been suggested that the pretrial phase of the case alone
may take another 5 years.
Nor has the Exxon case been free from political threat. Several
administrative officials including Assistant Secretary of the Treasury,
Gerald Parsky, testified that the administration favored the litigation
of competition issues in the petroleum industry. The files of the Exxon
case, however, contain evidence of a private and highly unusual effort
on the part of William S. Simon, then Deputy Secretary of the
Treasury, to prevent the litigation.
On July 30, 1973, Deputy Secretary Simon wrote to Chairman
Lewis A. Engman of the Federal Trade Commission and criticized the
position taken by James Halverson, Director of the FTC's Bureau of
Competition, regarding the need for restructuring of the petroleum
industry. Simon asked Chairman Engman to meet with him and discuss the matter.
In reply Simon received a letter from Robert J. Lewis, Engman's
assistant, who told him that since a formal complaint had already
been issued by the Commission in the Exxon matter, it would be
improper and unfair for Engman to have any e* parte communication
with Simon on any issue involved in the case.
Simon, however, persisted, and on August 27, he sent to Engman a
memorandum attacking the FTC case. He also continued to press for
a meeting. In the interim Simon's efforts had come to the attention of
the newspapers. This time he not only got a letter from Lewis again
informing him of the rules of propriety and fairness involved in the
adjudicative process, but also got a letter from Halverson bluntly
telling him that:
The issues raised by the Commission's complaint should be
resolved in a fair, public hearing in the forum contemplated
by the Federal Trade Commission Act.",
In spite of Mr. Halverson's brave words, the outlook for the Exxon
case is not good. The record of the past 80 years of antitrust enforcement makes painfully obvious that we do not have an adjudicative
procedure that is, on one hand, sufficiently expeditious and effective,
and on the other, sufficiently insulated from political effects of economic power to deal with the competitive structure of the petroleum
industry. To propose that such issues be litigated is, in effect, to propose that they be consigned to bureaucratic oblivion.
*8Ibid.

VII.

FEASIBILITY

OF DIVESTITURE

Many witnesses appearing in opposition to S. 2387 questioned
whether the separation of crude oil production from the refining and
marketing functions of major integrated companies and the divestiture
of pipeline interests could be accomplished without serious adverse
effects upon the industry. Several arguments were advanced.
First, it is alleged that the various functions of an integrated company are so interrelated that the separation of crude production from
refining and marketing cannot be achieved without threatening the
very survival of major company refining and marketing operations.
Second, if oil companies are barred from investing in pipelines, there
will be a deterioration in the pipeline system. Investors will be reluctant to acquire oil company interests in existing lines, and the
financing for expansion or new lines will not be forthcoming.
Third, the industry is faced with the necessity of large future capital
investments, which cannot be met if the major companies are to be
broken into functional entities.
Fourth, the efficiencies of vertical integration which are presumed to
exist will be lost.
And fifth, flowing from the above, prices to consumers will rise, and
thousands of marketers will lose their livelihoods.
A. CRUDE OIL PRODUCTION DIVESTITURE

The argument against the separation of crude production from refining operations rests upon the assumption that there is somehow
carefully regulated flow of crude oil from a company's fields to its
refineries. Professor Adelman, who is unsympathetic to divestiture
proposals, has refuted this assumption as clearly as anyone:
The industry's job, of arranging an immense flow of sticky
combustible liquids, is made no easier or harder by common
ownership of the segments. A company that on paper is balanced and produces "enough" crude for its own use actually
has to dispose of much of most of it to others. Oil is where you
find it, scattered in thousands of fields all over the country or
the world. It often doesn't pay to bring it home.'
Similarly, in response to a Subcommittee request for information on
the flow of Exxon-produced crude to the company's refinery, Exxon
replied:
It is not possible to trace Exxon-owned feedstocks to each
refinery. Exxon's crude production is often commingled with
purchased crude, part of the commingled2 stream sold to others
and some Exxon crude is sold outright.
B. A. Adelnan, "Splitting the Oil Companies Won't Help,"Washington Post,April 30,1976.
M
Industrial Reorganization Act, Part 9,p.529.
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The lack of a functional relationship between crude production and
refining was clearly established in Exxon's case before the Wisconsin
Tax Appeals Commission. Mr. J. G. Jeager, retired head of Exxon's
U.S. supply department, explained in effect that his department's
task was to maintain a pool of crude oil-some from Exxon's own production and some from other producers. Oil from this common pool
which was suited to Exxon's refinery needs in terms of quality and location was transferred to the company's refineries at posted Aeld prices.
The remainder was sold outside the company. No effort is made to
move the company's own oil specifically to its own refineries:
Q. Is there any policy of the company that required you to
transfer Humble produced crude to the Humble Refinery
Department?
A. No.
Q. Was that Refining Department required to acquire its
the Humble E and P Department?
crude from
4
A. No.
During 1974 Exxon produced (net) 701,000 barrels a day of crude
royalty
oil, purchased 868,000 barrels a day from others (including
5
oil), and sold 780,000 barrels a day to other refiners. Shell Oil produced 504,000 barrels a day,6 purchased 1.1 million barrels a day, and
sold 631,000 barrels a day. In short, the function of a company's
crude oil department is to contribute to what is in effect a narrow
intrafirmn market, serving both the company's own and outside
refiners.

The one advantage an integrated firm possesses is that-in the
absence of an industry-wide competitive crude market-it is in an
excellent position to participate in interfirm exchanges with other
integrated companies. For example, Shell's ability to buy large
quantities of crude oil-suitable for Shell's refinery needs-from other
major companies hinges on Shell's own ability to sell to those companies quantities of Shell's own oil which meets their quality and
locational requirements.
Clearly, an industry-wide crude oil market can be established
through major company divestiture of production facilities. Such a
market could allocate crude oil to all refiners more efficiently than it
is at present. The disadvantage for the major companies would lie
in the loss of the leverage they possess in securing crude on the basis
of their ability to provide crude to others.
The only question is whether or not the crude oil operations of
integrated companies are so organized within the companies that
divestiture would be difficult to accomplish. Several companiesincluding Gulf, Sun, and Continental-have recently restructured
their organizations in order to place production activities within
wholly-owned subsidiaries, separate from other functional subsidiaries. There is evidence that other companies operate with similar
functional separation, albeit through divisions rather than
subsidiaries.
senate Subcommittee on Antitrust and Monopoly, hearings, "The Petroleum Industry: Vertical Integration, Part 11," 04th Congress, 1975,pp. 1438et. seq.
4 Ibid., p. 1445.
5Industrial Reorganiation Act, Part s, p. 529.
, Moody's Manual of Investments, Industrials, 1975, p. 2296.
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In Exxon's tax appeal in Wisconsin, counsel for the company laid
out the case at the outset:
The evidence will show that Humble was organized on a
functionally independent basis, and that its separate functions were operated as separate businesses in competition
with other oil companies having similar functions and
other companies which only operated in the business activity
of a particular function.
We intend to develop through the evidence the functional independence of the various departments.7
Exxon's entire case was predicated upon the company's ability to
prove that its production, refining, and marketing departments were
in fact operated as separate businesses, dealing with one another in
much the same manner as they would with outside businesses. Witnesses from within and without the company were called upon to
testify to this effect. Thus, Exxon's expert economic witness, Professor Ezra Solomon, a former member of the President's Council of
Economic Advisers, testified:
Q Do you have an opinion on the same basis as to whether
Humble was a unitary company?
A No, by my definition. If it is integrated, it is by definition not unitary.
Q And on the same basis do you have an opinion as to
whether the functional operations of the Humble Exploration and Production Department, the Refining Department
and the Marketing Department were carried on as separate
businesses?
A Yes, these are three separate unitary businesses, and
if I remember right, there were even more, but these are
the three major important stages that a vertically integrated company combines.

Q And going back to the E and P Department for a
minute, I take it that in the market there would be an
ample demand for crude oil without the Humble Refining
Department being in thepicture so that Humble's E and P
Department could have disposed of its crude oil produced?
A Yes. Many companies exist as crude oil producers.
Q And as to the Refining Department, there was an ample
supply of crude oil in the market so that the Refining Department was not economically dependent upon Humble's
E and P Department?
A Not in the sense that I am using the word here.
Q And the two departments could have been economically
severed on a feasible basis?
A The very fact that refineries exist as independent
refineries and producers exist as independent producers
and on a fairly large scale suggests that this can be done.'
'Vertical Sntegration, Part II. pp. 1219-20.
S
17
Vertical Integration, Part
11, pp. 39, 1742.
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What is true of Exxon might not be true of other integrated oil
companies. Another expert witness called by Exxon, however, was
Mr. Ernest Wehner, managing director of Arthur Anderson & Co.,
certified public accountants. As head of the firm's Houston office,
the witness had wide experience in auditing the books of a number of
oil companies. Mr. Wehner stated that in his experience "all companies use the functional profitability method for measuring the
performance of their various operations." ' In answer to a question
from counsel as to whether the functional departments of integrated
companies "are generally treated as separate businesses for internal
accounting purposes," Mr. Wehner replied, "Yes, they are." 0
Given the abstract feasibility of crude oil divestiture, what this
testimony says is that most, if not all, integrated companies are
organized and maintain their records in such a manner that the
managerial skills and cost accounting data necessary to successfully
accomplish divestiture are readily available."
B.

PIPELINE DIVESTITURE

The industry's position is that oil companies have been forced
reluctantly into pipeline ownership because of the inability or the
unwillingness of outside investors to construct pipelines. In the
words of the president of Mobil Oil, William P. Tavoulareas:
Now, let us look at the subject of pipeline divestiture.
Because of the large capital requirements, the low rate of
return, the inflexibility of the system, once constructed,
independent companies have not stepped forward to build
new pipeline systems. Certainly, * * * there was no flood
of pipeline companies wanting to take the risk of investing

in the $6 to $7 billion Trans-Alaska Pipeline. That pipeline
was built solely because companies exploring on the North
Slope had to build one to get the crude out.
And independent pipeline investors failed to come forward for two reasons. They did not have the money, and
if they had, they could have found more lucrative and safer
places to put it."
The inability of non-oil companies to finance pipelines can be
explained readily. The principal basis for financing is the "throughput
and deficiency agreement." Under such an agreement potential shippers on a projected line agree to maintain a volume of shipmentsfor up to 30 years-sufficient to meet the cash requirements of the
line, for operations and maintenance, taxes, and debt service. Should
cash shortages result from the failure of shippers to meet their
throughput commitments, each shipper may be required to advance
cash, in the form of prepaid transportation," in proportion to its
own shipment shortfall.
l bld P.1672.
" ibd., p. 1673.
" The presentation of cost dal. onI atitary company basis presently retards the investor's ability to
discern which of the company's division imost deseviag ol his lund,.
12Vertical Integration, Part III, p. 18o.
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Major oil company witnesses suggested that the importance of
the throughput agreement is minor in comparison to the full faith
credit of the entire corporation backing a pipeline. This was disputed
by Wallace Wilson, vice president of Continental Illinois National
Bank:
Mr. Banta: Mr. Slick [of Exxon] yesterday told us that
they [throughput agreements] were virtually the same as
general debt. Is that accurate?
Mr. Wilson: He is entitled to that opinion. We are just as
satisfied with a thoroughly satisfactory throughput agreement by a responsible party with whom we have some confidence as we are with an unsecured credit, where a company
with substantial credit worthiness would sign the note.
*

*

*

*

*

Now a throughput agreement is merely one means of deriving and assuring that a given cashflow profile will
occur. . . 14. That is the entire basis for what we call project
financing.
In other words, an independent pipeline company with adequate
throughput agreements from reliable shippers would have no difficulty
in obtaining financing. Nothing in present law or the proposed legislation would prohibit oil companies from entering into such agreements
with independent pipeline companies. The fact is, however, that
major oil companies have consistently refused to make throughput
agreements with pipelines which they do not themselves control.
Thus, the president of Cities Service, Mr. Charles Waidelich, suggested that his company would welcome the opportunity to avoid
investment in pipelines by utilizing independent facilities, "But as
mere shippers with no equity interest, we could not justify to our
stockholders the assumption of long-term throughput agreements
and the even greater financial risk of deficiency obligations." 15
The 'qow rate of return" argument mentioned by Mr. Tavoulareas
and others is somewhat misleading. Under the Elkins Act consent
decree, most lines are limited to rates of return on total investment of
percent for crude lines and 10 percent for product lines. The stability of pipeline operations, however, has enabled lines to incur very
high ratios of debt to equity. This leveraging results in very generous
rates of return on the owners' actual investments. In 1973 the average
rate of return on stockholders' investment in ICC lines was 17.3
percent, considerably above the rate in overall oil company operations.
The most profitable lines did much better than this-Colonial Pipeline had a rate of return of 65.3 percent, Chevron (Standard Oil of
California) 61.6 percent, and Exxon 31.7 percent, for example. Pipelines, in brief, offer particularly attractive opportunities for investment, providing the owners can obtain throughput agreements.
Under present conditions the major oil companies can earn these
profits for themselves by refusing to make throughput commitments
with independent lines. With divestiture-given crude oil fields in one
location, a refinery in another location, and a marketing territory in
14Industrial Reorganization Act, Ft. 9, pp. 555-55.
' Vertical Integration, Pt. I., p. 258.

a third location-the refiner would have no choice but to give the
commitments to independent companies which would construct the
necessary transportation facilities.
The $6 billion Trans-Alaska line is a case in point. As Mr. Tavoulareas pointed out, "That pipeline was built solely because companies
exploring on the North Slope had to build one to get the crude out."
Probable recoverable reserves on the North Slope are between 20
and 30 billion barrels. 6 Even with a generous allowance for transportation, the value of this oil to its owners lies within a broad range
above and below $200 billion. With this much at stake, had the major
oil companies on the North Slope been prohibited from owning their
own line, they would cheerfully have given an independent carrier
whatever guarantees were necessary to ensure construction of the
line. This point was made by the president of Apco Oil in response to a
question as to who would build and operate pipelines if oil companies
were barred from doing so:
I think the answer to that is, that if there are sufficient
reserves in a specific area found-and I will just take something remote-the Prudhoe Bay fields of Alaska, if the companies are confident of the reserves, and if, in order to obtain
transportation for those reserves to the market, it will be
necessary for them to give the independent pipeline companies a throughput agreement, that financing of a pipeline
by an independent group would be equally as feasible as if the
oil companies did it themselves.
The reason I say that is that during the formative years
of the Trans-Alaska Pipeline, I do know of some brokerage
houses which were interested in financing publicly a line of
some type from Prudhoe Bay.
Their main problem was that they did insist it would be
necessary to have throughput agreements from the oil companies, guaranteeing a mmnmum throughput for a minimum
number of years, in order to publicly market the securities.' 7
In short, there is no reason to believe that divestiture would have
adverse effects on pipeline operations. Existing systems could expand
and new lines could be constructed as required by the oil industry's
operations. Finally, pipelines would probably be the simplest function
to divest. Only fve of the 102 lines which reported to the ICC for
1974 are operated as departments of oil companies. The remaining
ones, apart from a handful of independent lines, are separatelyincorporated subsidiaries or joint ventures controlled through stock
ownership by their parents. Divestiture requires merely that this
stock be disposed of, either by distribution to the parents' stockholders or by sale to other eligible buyers. So long as the FTC, in
approving divestiture plans, requires tlat existing throughput agreements be honored, debtholders will be adequately protected.
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C. DIVESTITURE WOULD NOT DRY UP CAPITAL FOR THE INDUSTRY

There is no question but that divestiture of the major petroleum
companies involves capital values of an unusually large magnitude.
At the end of 1974, the 16 major companies had worldwide assets
of $134.5 billion, long-term debt of $17.4 billion, and stockholders'
equity of $70.3 billion." At first glance, given such figures, divestiture
seems an impossible task.
What is often overlooked is that massive divestitures, by court
order or congressional fiat, have been required in the past. In 1911,
both the Standard Oil and American Tobacco trusts were dissolved.
During the 1930's within a short span of time, Congress ordered
the separation of commercial and investment functions of the "integrated" banks of the period-Banking Act of 1933-the separation
of airline operation from manufacturing -Air Mail Act of 1934and the breakup of a number of public utility empires-Public
Utility Holding Company Act of 1935.
Critics of the legislation point out that the assets involved in these
situations were much smaller than those of the major petroleum
industry. Thus, Peter Bator, a corporate attorney, told the subcommittee that assets of firms subject to the Public Utility Holding
Company Act totaled only $17 billion in 1935.19 The constitutionality
of this act was not determined until 1946. Divestitures continued
for many years after 1946, and we may estimate conservatively that
the assets involved were at least double Mr. Bator's figure. But the
economy itself was far smaller then than now; the gross national
product in 1950 was less than $285 billion, compared to $1.5 trillion
today; of course, security markets were proportionately smaller as
well. In other words, divestiture programs in the past must have
seemed just as mountainous in their time as any proposed restructuring of the petroleum industry today, yet these earlier programs
were carried through with little strain on the economy.
It should be noted that major divestiture proposals do not usually
contemplate the actual sale of assets, which might be an extraordinarily
difficult task in the case of the petroleum industry. Rather there
would be extensive corporate spinoffs. Integrated companies would
establish-as Gulf already has done-separate functional subsidiary
corporations, the stock of which would be distributed to stockholders
of the ohgal entity.
From t testimony of leading corporate financial experts, Mr. Bator
of Davis, Polk, and Wardwell, and Raymond Gary, managing
director of Morgan, Stanley, it appears that no great problems attend
the distribution of equity capital in a spinoff.2 0 Both witnesses raised
serious questions about the position of existing corporate debt, since
most bond and debenture agreements contain restrictive covenants
on such matters as the disposal of assets, dividend limitations, and
so forth. According to Mr. Gary:
Bondholders and trustees on their behalf can be expected to
take every action open to them-including litigation-to
"9Vertical Integration, Pt. III, p. 1928.
"Ibid. p. 1929.
"Ibid., pp. 1919-1978.

protect the security of their investments, but the court
remedy is expensive and time consuming and not necessarily
21
very productive.
Another witness, Lewis Kruger, member of a law firm which specializes in corporate reorganization, responded, however, that these
are the very problems which courts face every day in connection with
reorganizations arising from bankruptcies, voluntary spinoffs-which
have been common in recent years-court-ordered divestitures,
and even mergers and acquisitions. Describing the techniques applied
by courts in such situations, Mr. Kruger concluded that:
All of the activity which I have described in general terms
should provide us with a measure of comfort that we are not
without the requisite legal, accounting and financial expertise
to accomplish complex corporate transactions of substantial
magnitude without making economic tidal waves and without
transcending the constitutional limitations of due process and
on deprivation of property rights. These have been accomplished in the main without denigrating the rights of shareholders, debt holders, or other creditors and where the rights
of shareholders, debt holders or creditors have been affected,
our judicial system has adequately dealt with these
2
situations.
Another consideration, which should not be overlooked if the real
problem is the handling of corporate debt, is that the petroleum
industry generally has one of the lowest debt-to-equity ratios in the
U.S. Thus, the 16 majors had an average debt-equity ratio of .24
at the end of 1974, roughly half the ratio of .47 for nonpetroleum
companies included in the Federal Trade Commission's Quarterly
Report of Financial Statistics for the fourth quarter, 1974. This
suggests that it would be far easier to protect the rights of oil company bondholders in the event of divestiture than would be the case
with most other companies in the economy.
One argument heard from nearly every opposing witness was that
divestiture would replace strong, viable companies with smaller entities which would find it exceedingly difficult to raise capital for
future requirements. The implication is that the surviving entities
would be small firms unable to make their way in the world of corporate finance. Nothing could be farther from the truth.
For purposes of illustration, we may assume that the total assets of
the integrated companies are divided among the four functional survivors in proportion to their shares in net fixed assets (property,
plant, and equipment), as of the end of 1974.
Exxon was the largest U.S. manufacturing
company, in terms of
2
1974 assets, on the Fortune "500" list. Divested, Exxon's manufacturing refining, chemicals, etc-and marketing assets would
have totaled about $15.8 billion, surpassed only by General Motors$20.5 billion. Exxon's producing operations-$10.5 billion in assetswould have been in sixth place-behind General Motors, Exxon
2

Ibid., p. 1974.
Ibid., p. 2049.
Fortune, May 1975, pp. 210-229.
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manufacturing and marketing, Ford, IBM, and, by a narrow margin,
I.T.&T. Exxon Pipe Line Co., with assets of $709 million, would have
been nearly within the top 200 companies.
Marathon Oil, smallest of the majors in assets, ranked No. 77 on
this basis among U.S. companies in 1974. The surviving producing
operation-$883 million in assets-would still have been among the
top 200 companies, as would refining and marketing-$751 million.
Even Marathon Pipe Line Co.'s assets-$102 million-were within
the range spanned by the 500 largest companies.
The Fortune "500" list is generally considered the elite sample of
some 200,000 U.S. manufacturing corporations. Clearly, any well
managed firm of this size will have far fewer problems in meeting its
capital needs than the vast majority of companies in business today.
At the same time, many of the analysts expressed concern about
problems which could arise in the interim period between passage
of the act and the actual accomplishment of divestiture. Even fears
in this respect, however, tend to be exaggerated, judging by the historical record of major court-ordered or voluntary divestitures.
The usual approach is to the intermediate-term-3-8 years in most
cases-capital market. The favored mechanism is a revolving credit/
term loan advance by a group of banks. The banks provide funds
within a maximum credit limit, convertible into term loans at some
point within the period of the agreement.
This method is widely used in project financing-i.e., financing the
construction of a pipeline, opening a new coal mine, building a refinery, etc. Once the operating assets are in place, the company is in a
position to use these assets as the basis for a long-term securities
offering from which to pay the bank debt.
Similarly, in the case of divestiture, the revolving credit agreement
enables the new entity to establish its own credit worthiness for
permanent financing.
Usually, the interest rate will be slightly higher than for permanent
financing, but it will be for a limited time. In this respect, it may be
noted that many companies went to the intermediate-term market
in the 1974 and early 1975 period of peak interest rates. A firm is
reluctant to issue 30-year bonds if the current market requires a 10
percent interest rate. Instead, it may pay 10Y,11 percent for, say,
5 years in the expectation that falling interest rates will permit it to
market long-term debt at 6 or 7 percent before the end of 5 years.
Two recent major divestiture cases may illustrate the ability of
firms facing divestiture to obtain financing.
1. Kennecott-Peabody divestiture
In March 1968, after a year of publicly-known negotiations,
Kennecott Copper-$1.1
billion in assets-acquired Peabody Coal
24
Co. for $621 million.

The acquisition was important to Kennecott

not only because of its size but because of the instability of copper
prices, and hence earnings, over time.
The FTC issued a section 7 complaint in August 1968. In May 1971,
the Commission ordered divestiture. The order was upheld by the
tenth circuit in September 1972, and the Supreme Court denied
" $25million in cash, assumption of $36 million In Peabody liabilities, and a $300 million Production
Payment.

certiorari on April 1, 1974. In other words, Kennecott has been facing
divestiture of an exceedingly important part of its business for the
past 8 years. According to the argument advanced by the petroleum
industry, the company should have found it nearly impossible to
raise outside capital during this period. The facts are otherwise.
In April 1971, less than a month before the FTC formal divestiture
order was handed down, a syndicate headed by Morgan, Stanley
and Kuhn, Loeb marketed $200 million worth of Kennecott debentures. Moody's lists these as "A"-rated securities. At the end of 1974,
the company had outstanding some $35 million in term loans at
various, but generally favorable, interest rates.
In October 1974, 6 months after the Supreme Court decision,
Kennecott negotiated a $250 million revolving credit/term loan agreement with 22 banks, for the period October 1, 1974-September 30,
1981. For the first 2 years, interest is at the prime rate-the best
commercial lending rate established by at least four New York City
banks-thereafter at % percent above the prime, until the last 2
years when the rate will rise to %percent above the prime.
In short, despite the threat-and for the past 2 years the certaintyof divestiture, Kennecott has been able to raise nearly $500 millionas of the end of 1974-in the capital market with no apparent difficulty.
2. Georgia-Pacific,Louisiana-Pacificdivestiture
In June 1971 the FTC, after a lengthy investigation, filed a complaint against Georgia-Pacific challenging 16 acquisitions made during
the 1960's. The company elected to settle with the Commission. The
divestiture settlement was arranged in about a year and finalized
in December 1972.
Georgia-Pacific incorporated Louisiana-Pacific in July 1972 as a
wholly-owned subsidiary to hold the divested properties. For the
year 1972, the new company reported sales of $277 million and yearend assets of $327 million-an indication of the importance of these
properties to Georgia-Pacific. The parent distributed the divested
company's stock to its own stockholders in January 1973.
Late in March 1971, Georgia-Pacific marketed-through Blyth
& Co.-$125 million in convertible subordinated 5Y4percent debentures. While this was nearly 3 months before the FTC complaint,
the investment community was certainly aware that Georgia-Pacific
was threatened with s significant divestiture. In May 1975 the company sold another $100 million worth of similar 6% percent securities.
Both before and after the divestiture, Moody's assigned "Ba" ratings
to Georgia-Pacific long-term debt.
Louisiana-Pacific's basic long-term debt is a revolving credit/term
loan agreement with a group of 11 banks. The agreement was first
negotiated by the parent, January 1972, at a level of $120 million
and has since been raised, through 1974, to $185 million. Interest is
at Y4percent above the prime rate through 1976, at which time the
credit will be converted to term loans (1977-80) at % percent above
the prime. In addition, the company reported an additional $60
million in miscellaneous long-term debt.
There is no indication that divestiture impaired the ability of
either the original company or the spun-off newcomer to o to the
capital market for necessary financing. In the face of divestiture, the

two companies together have been able to raise nearly $500 million
from 1971 through 1974.
These illustrations have considerable bearing on the question of oil
company divestiture. They suggest that, so long as divestiture plans
are carefully drafted, the capital market can finance both the intermediate and long-term needs of the new corporate entities created
by divestiture.
D. DIVESTITURE WOULD NOT REDUCE EFFICIENCY

Industry opponents of the proposed legislation argue that the major
companies have been integrated in such a way as to provide a continuous flow of materials from the crude field to the service station
and that any interference with this structure would result in tremendous losses of efficiency and consequent increases in costs to consumers.
To quote the president of the American Petroleum Institute, Mr.
Frank Ikard:
Each company affected by the proposed legislation that
is now operating in all four principal functions of the industry
would have to become four or more single-function companies. This means more negotiation between companies,
more company headquarters, a greater number of executive
staffs, more overhead, more accountants, more lawyers,
more reports, more paperwork, etc. The advantage of
continuous flow from production of crude oil through the
channels of a single ownership and management to the final
consumer would be lost. Planning and coordination of supply
would become much more difficult and financing more
costly.
In the final analysis, all of the costs of these inefficiencies
25
would be borne by the consumers.
The first fact about the industry is that "the continuous flow" referred to by Mr. Ikard does not exist. As stated earlier, an indeterminate, and possibly small, proportion of the crude oil a major produces moves to its own refineries. Much of a major's crude production
is unsuited, either in terms of geography or type, for his particular
refining operations. He exchanges this crude, through simultaneous
purchases and sales, with other integrated refiners. The same situation exists with respect to product marketing. A substantial share of
the product marketed by a major refiner-in some marketing areas,
all of his product-has been received from other refiners through
product exchange agreements.
It should be evident that the system of bilateral or multilateral
crude and product exchanges involves an enormous expenditure of
manpower, recordkeeping and so forth. There is no reason to believe
that it is more efficient-and considerable reason to believe that it is
less efficient-than the operations of open competitive markets. The
"information costs" involved in the acquisition and transfer of crude
oil within an integrated company may well exceed the costs to a nonintegrated refiner in keeping abreast of a competitive crude oil market."
2"Vertical Integration, Pt, I, p. 131.
NSee deChazeau and Kahn, quoted supra at 33.

With respect to the multiplication of company headquarters
staffs, there is good reason to believe that these already exist. Mr.
Oral L. Luper, senior vice president of Exxon, explained the organization of his company's production, refining, and marketing departments
to the Wisconsin Tax Appeals Commission:
* *
each of the operating departments had its own separate
management responsible for the proper conduct of that
operation. Each of these management managers had a
technical staff to provide all the supporting technical
service that he needed to operate his particular operation.
He also had the administrative staff when necessary to assist
him. Each of these departments had its own separate and'
distinct field organization which conducted the operations
7
in the field.
when all these elements are taken together the entire
organization of each of these separate functional segments is
designed to permit them to operate independently and
separate from each other segment . . [T]hey were on a
self-sufficient basis, except . . . the availability of some of
the Coordination and Service Departments which was
provided at the corporate level. These departments were
free to consult with those staff departments, if they felt it
28
was necessary.
To the extent other major companies are organized like Exxon, it
is clear that the managerial staffs for separate operation of production
and of refining and marketing are already in place.
Pressed for examples of "efficiency" from integration, Mr. Tavoulareas of Mobil,
as mentioned previously, could only suggest "security
2
of supply."1 1 Such strategic benefits result more from the structure
and anticompetitive behavior of the industry's dominant firms than
from any inherent benefits of vertical integration. Given the vertical
structure of the dominant firms, it is in the interest of each individual
nonintegrated firm to integrate itself in order to gain access to crude.
Dr. Edith Penrose once wrote in a succinct footnote:
The oil Companies confine themselves to general assertions; the studies of McLean and Haigh show the strategic
advantages of vertical integration to Companies but not the
superior social efficiency of integration; DeChazeau and
Kahn, in the only other detailed study of the problem, point
out that in the US the controls that the majors "secure over
supplies of crude, pipeline transport to refinery or market
and market outlets are real advantages to them, but they
may have been secured at the expense of others: vertical
integration itself augments the risk which it then serves to
neutralize.""3
27Vertical
integration, Pt.n, p. 1ss.
Ibid., p. 1293.
"Vertical
Integration,Pt. III, p. 1834.
. Edith Penrose, The large International Firm in Developing Contrie (MIT Press, 1968),
p. 48.
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To the extent that it narrows the alternatives intermediate markets
offer to nonintegrated firms, vertical integration itself creates the
conditions that make integration a more "efficient" means of doing
business. Such strategic benefits, however, can scarcely be categorized
as economic efficiencies.
FTC Chief Economist F. M. Scherer made this point in the course
of his testimony. He noted that until 1974 there were tax advantages
in vertical integration from the percentage depletion allowance for
crude oil; an integrated company was in a position to minimize its
tax bill by arranging to take most of its profit at the crude level.
With percentage depletion lost, "security of supply" is an advantage
only because
of the absence of a workably competitive crude oil
market.3 '
For further evidence of the absence of economic efficiencies flowing
from vertical integration, it is useful to review again the testimony of
Dr. Solomon, a former member of the President's Council of Economic
Advisors. Dr. Solomon, in testimony on behalf of Exxon before the
Wisconsin State Tax Appeals Commission in 1974, discussed the
independence of Exxon's functional operating departments. The following is a portion of Dr. Solomon's responses to questioning by
Exxon's counsel:
Q. Do you have an opinion
. as to whether Humble
[i.e., Exxon] was a unitary company?
A. No, by my definition. If it is integrated, it is by definition not unitary.
Q. And on the same basis do you have an opinion as to
whether the functional operations of the Humble Exploration
and Production Department, the Refining Department and
the Marketing Department were carried on as separate
businesses?
A. Yes, there are three separate unitary businesses, and if
I remember right, there were even more, but these are the
major important stages that a vertically integrated company
combines.
Q. Each stage, E and P, Refining and Marketing, you
would say were separate businesses?
A. Yes.
Q. On the same basis do you have an opinion as to whether
or not the Wisconsin Marketing operations were an integral
part of the Humble E and P function?
A. No, they are not.
Q. Did you find any economic dependence between the
Wisconsin operation and the E and P Department?
A. No, none whatever. It appears that Humble's E and P
Department was a functioning unit even before there were
any Wisconsin operations.
*

*

*

**

[Dr. Solomon] A. Could Humble's E and P Department
sever its relationship with the Wisconsin operation without
affecting the Wisconsin operation?
[Mr. Ragatz] Q. Right.
a VewticalIntegration, Part In,

p. 2141.

A. Yes, I imagine it could.
Q. And could the Wisconsin Marketing operations have
been severed without damage to the E and P function?
A. Yes, the Wisconsin Marketing end of it didn't exist
for a while, and after it existed, it could have been severed
without affecting the E and P viability.
Q. Now, on the same basis as I previously asked, do you
have an option as to whether the Wisconsin Marketing
operations were during the years in issue an integral part of
the Humble Refining Department?
A. They were not.
Q.Was there any economic dependence in that relationship?
A. Not that one could see from the record at all. The
Refining Department was a unitary business that could have
functioned with or without the Wisconsin Marketing.
Q. And so there was no-or the Department could have
been feasibly economically severed without damaging the
Wisconsin Marketing operations?
A. You could have a Wisconsin Marketing operation
without having a Refining Department.
Q. Then in other words, there was an ample supply of
products without obtaining them from Humble Refining?
A. That's correct.
Q. Could the Wisconsin Marketing operations have been
feasibly economically severed without damaging Humble's
Refining Department operations?
A. Yes.
Q. So there was an ample demand for Humble's Refining
product without the Wisconsin Market?
A. Yes.
9. And going back to the E and P Department for a
minute, I take it that in the market there would be an ample
demand for crude oil without the Humble Refining Department being in the picture so that Humble's E and P Department could have disposed of its crude oil produced?
A. Yes. Many companies exist as crude oil producers.
Q. And as to the Refining Department, there was an ample
supply of crude oil in the market so that the Refining Department was not economically dependent upon Humble's E and
P Department?
A. Not in the sense that I am using the word here.
Q. And the two departments could have been economically
severed on a feasible basis?
A. The very fact that refineries exist as independent
refineries and producers exist as independent producers and
on a fairly large scale suggests that this can be done.32
Following cross-examination by counsel for the State of Wisconsin,
Exxon's counsel resumed his questioning of Dr. Solomon:
Q. Professor Solomon, on cross-examination you were
asked questions that seemed to be driving at a dependent
2Vertical Integration, Pt. II, pp. 1739-1742.
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relationship between separate functions of an integrated
oil company. Would you comment on the concept of dependence in terms of demand and supply in the market itself as to
whether or not everybody in business has some dependency
on market conditions and distinguish that from an economic
dependency in terms of the concept of unitary?
A. Well, in the case of a unitary business, the degree of
dependence between the subcomponents that comprise that
unit are very strong. They are essential, they are necessary.
You could not feasibly run it in today's economy, or whatever
economy we are talking about, without all of those components.
In the case of a vertically-integrated company, the presence
of business or unitary businesses within the vertical combination, the dependence is not as strong at all. It is quite a bit
weaker. There is, obviously, some advantage for each unitary
business belonging in a family of businesses. Size alone does
provide some help. That degree of dependence is sort of trivial
compared to the interdependence within each unit itself.
Q. In the market could you say that the dependence for a
refinery would be that there be a supply of crude in the
general market itself and that there not be a dependence
between ownership of a producing function and a refining
function?
A. Well, the common ownership of the two functions is not
all that important in terms of the demand and supply of the
flow of product, either crude or the products that come out
of them. There is a well-established market for crude
petroleum. It has a daily quotation. A refinery can buy there,
a crude producer can sell there. Likewise, at the refined end
there is a clear cut market for petroleum products in which a
lot of people engage and in which there are daily quotations
so that the degree of dependence is not that great at all.
Q. In other words the refinery can get crude from market
sources that have no ownership relationship to the refinery
and, in turn, can sell its product to the market sources that
have no ownership relationship to the refinery?
A. Quite. The total demand and supply for crude is
balanced. It really doesn't matter where you get it. It's the
same kind of thing and you get it at the same price anyway.
Perhaps the most forthright evaluation of the "efficiency of vertical
integration" argument was expressed by Professor Adelman in his
Washington Post article referred to previously:
The industry's contention, that vertical integration helps
efficiency, is unfounded. Common ownership of these activities, by one company, neither saves money nor costs any.
(There are bound to be some exceptions to the rule; relatively, they are unimportant.) Most companies became
integrated long ago for reasons that are now history. They
have stayed integrated because there is no reason to change.
Ibi. pp. 175-752.
"Washington Post, April 30,1976.
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In short, no evidence has been presented of superior efficiency
among the vertically integrated as compared to nonintegrated firms.
If there are no real economic savings from integration, there are obviously none to lose through divestiture.
E. REFINING AND

MARKETING DIVESTITURE WOULD

NOT INJURE

CONSUMERS

Opponents of divestiture legislation argue that divestiture of refining and marketing functions by the major integrated companies
would raise retail prices to consumers. For some years critics of the
industry have argued that the integrated majors have used high
profits from crude production to subsidize low rates of return in
refining and marketing; this has invariably been denied by companies
in the past.
Apparently the cross-subsidization argument is now accepted by
those who formerly objected to it. As Mr. Tavoulareas of Mobil
expressed it: "Any refining or marketing company which was spun
off from an integrated company would have to make a much higher
profit than the integrated companies are making today in these sectors
of the business. And they could only make that profit by charging
the consumer high prices." 11
As an alternative to, or accompanying higher prices, we are told
that divestiture will increase the emphasis on more efficient highvolume retail operations, destroying thousands of independent jobbers
and retailers. In the words of Professor William Johnson, George
Washington University:
Gasoline marketing is a particularly vulnerable segment
of the industry. After divestiture, it would also have to
become profitable in and of itself. In recent years, the
economics of marketing has moved the industry toward
higher volume sales through fewer outlets. Divestiture
would give further impetus to even greater concentration
in marketing. It would probably be the catalyst that speeds
the creation of a relatively few high volume outlets and
the demise of many small jobbers and dealers. 6
Arguments such as these imply that if the present industry structure
is left alone the integrated companies will continue to subsidize their
refining and marketing operations and will continue to maintain
their present systems of dealer distribution. The facts, of course,
directly contradict this implication.
Faced with the loss of percentage depletion, the decline of domestic
crude production, and the spreading expropriation of their foreign
crude oil reserves, every major company, without exception, has
announced that it must make up for these losses through higher
profits in "downstream" refining and marketing operations. In other
words, retail prices surely will go up if divestiture among the majors
does not occur.
In any event, the applicability of the cross-subsidization argument
to the case of divestiture is questionable. Clearly the integrated
vertical Integration: Pt. III, p. 1823.
a"Veatical Intesratlon, Pt. In, p. 2098.
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majors were able to enjoy extraordinary profits from crude oil production for many years, stemming from their control over the crude
oil market and backed by compliant State prorationing and Federal
import control mechanisms which prevented any competitive erosion
of that control. Yet a place in the market has always been held by
nonintegrated refiners such as Ashland and Clark and a host of large
and small nonintegrated marketers, whose input supply costs have
necessarily been based upon the high crude oil prices maintained by
the majors.
The very existence of nonintegrated independents capable of survival and growth indicates that their rates of return on investment
are sufficient to keep them in business, which is, after all, the true test
of a competitive rate of return. If the major companies are operating
their refining and marketing divisions as efficiently as those of the
nonintegrated companies, there is no reason why these operations
should not survive divestiture with adequate rates of return. If as the
majors say, their refining and marketing operations cannot survive
without substantially higher rates of return than they now earn, the
inescapable conclusion is that these companies have employed a
cushion of crude profits to tolerate enormous inefficiencies in their
other operations.
We do know that the marketing system of the majors has historically
been an inefficient operation. For instance, the kind of competition
which we have seen in the past has been "site competition" where we
will find four retail gasoline stations on any particular intersection, all
offering complete service with little or no price competition. On the
other hand, it has been the independent marketers that have led the
way with innovative marketing and price competition through the
use of strategically located high volume stations, gas and go stations,
stations attached to convenience stores, etc. Because of the success of
the independents, it is hard to swallow the story that an efficientlyrun major refiner/marketer combination could not successfully compete
if divorced from production.
One must also test the validity of the petroleum industry's statements to the Congress by statements made to other forums. Thus, in
an argument before the Wisconsin Tax Appeals Commission, Exxon
argued that:
. none of [Exxon's] functional departments are integral
parts of a unitary business composed of all functions combined; rather it [Exxon] will show that each function is
independent and
not unitary to, or an integral part of, any
other function. 7
Again, to the South Carolina Tax Commission, Exxon stated:
Each of these functions is managed and accounted for on a
functional operating basis. Each is a segment of [Exxon's]
total corporate enterprise, but each has its own accounting,
budgeting and forecasting, its own management and staff, its
own profit center, its own investment center, its own physiof each function is separcal facilities, etc. The profit or loss
ately and accurately computed.8
Vertical Integration, Ft. II, pp. 1229-1230.
Ibid., p. 1174.
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Certainly, if one accepts the arguments which Exxon makes in
their State tax cases, one must conclude that these separate levels
presently function independently from one another in a profitable
manner. Thus, there would be no reason to consider them to act
differently with vertical divestiture and no reason to expect higher
consumer prices.
With divestiture, the majors' refining and marketing companies
would secure crude oil in the marketplace at the same prices paid by
independent refiners. They would be unable to raise prices at the
refinery gate or at retail above competitive levels. If their returns
are inadequate without the former crude oil profit cushion, their only
alternatives would be either to fail or to improve their efficiency to
the levels already achieved by independent refiners and marketers.
Further, the survival of independent dealers is as much or more in
doubt without divestiture than with it. For several years most major
companies have been cancelling branded dealer leases, either closing9
the stations or converting them to company-operated facilities.
Mr. Charles Binstead, executive director of the National Congress
of Petroleum Retailers-representing some 70,000 branded dealerswas among those supporting marketing divestiture during the Subcommittee's hearings. After recounting instances of the trend towards
major company takeovers of the retailing function, Mr. Binstead
remarked:
What concerns us is the fact that the dealers are probably
going to be left inefficient locations where they remain
and the companies are going to take over the prime locations
for their own use and will exercise, then, the market control
the use of the short-term
they sought to exercise through
49
lease over the past years.
Today the survival of the independent branded dealer depends upon
the evolution of major company policy. As Mr. Binstead points out,
the more successful he is, the more likely a candidate he is for a
company takeover of his location. With the moratorium on refiner
operation of retail outlets on the other hand, each dealer would be
assured of supply on terms available to all dealers. His survival would
depend upon his own ability and efficiency rather than on some decision
made by a marketing manager a thousand miles away.
It seems impossible to argue that passage of divestiture legislation
would cause retail price increases beyond those which might well
occur, and occur more readily, with the present structure of the
industry. It is more likely that divestiture would serve to restrain
price increases. The independent nonintegrated refining and marketing
companies, laboring under great disadvantages with respect to the
majors, have historically provided whatever price competition has
existed in the marketplace. The creation of commodity markets for
crude oil and possibly products would ensure not only the survival
but the competitive viability of this sector.
Charles Blnsted, Vertical Integration, Pt. I. pp. 185-86.
Ibid., p. 187.
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F.

NATIONAL SECURITY AND

DIVESTITURE

A number of major company witnesses before the Subcommittee
and several administration witnesses in full Judiciary Committee
hearings have alleged that divestiture will threaten national security.
Presumably, only the integrated major companies are capable of
defending the interests of the Nation in the energy area. The arguments generally cover two specific subjects, first, the development of
domestic production and, second, the ability to insure international
supplies.
Expansion of domestic production depends upon the willingness and
ability of producers to search for oil and upon the amount of oil which
remains to be found. There is no reason to believe that either of these
would be affected by divestiture. It is true that frontier area development involves heavy financial outlays, unlikely to be affordable except
in consortia by very small producers. But the producing entities
created by divestiture would be neither smaller nor weaker than they
presently are as segments of integrated companies. Their incentive to
find new reserves could not be less, and would logically be greater,
than it is today if production becomes the principal focus of their
corporate endeavors. Indeed, the overwhelming trend towards nationalization of production abroad could stimulate even greater effort
within the United States from companies whose sole activity is production than we are likely to see from the integrated international
firms.
Where this effort might bear results, of course, is problematical.
Domestic production has been declining at an accelerating rate since
1970-from 9.6 million barrels per day in the peak year to 8.4 million
barrels per day in 1975--without divestiture and with steeply rising
crude oil prices. It appears that production in 1976 will fall below the
1966 level of 8.3 million barrels per day.
The question is where the reserves to support future increases in
production are to be found. As recently as 1973, for example, the
Department of the Interior was using estimates of 60 billion barrels
of recoverable reserves (including 6 billion already produced or demonstrated) on the gulf coast Outer Continental Shelf and 42 billion
barrels for the Atlantic coast OCS, to the 200-meter depth.' In 1975,
estimates for reserves yet to be discovered were revised sharply downward-2 to 5 billion barrels on the gulf OCS and 0 to 6 billion barrels
on the Atlantic OCS.2

The only area in which there is presently considered to be a high
probability of substantial additions to reserves is Alaska, both on the
North Slope and the Alaskan OCS. And here the record to date of the
major oil companies in developing the Prudhoe Bay field can raise
some doubts in the mind of a reasonable man as to the companies'
commitment to national security. For several years before the 1974
Alaskan Pipeline Act was passed, there was extensive congressional
debate over the merits of the present route and an alternative transCanada overland route. Congress ultimately accepted the arguments
of the major oil companies and the administration that the "AllAmerican" route across Alaska followed by a lengthy and hazardous
'BUam of Mine Inanaaticn Circular 8575, 1973, p. 18.
u.a Oeologieai Srvey Cilrclar 725,1975, Tabl 5, pp. 30, 1.

ocean voyage was essential to national security. During the debate a
number of members raised the specter that the volume of Alaskan
crude could not be absorbed in the west coast market and that producers might instead choose to export it; this was vigorously denied
by the interested producers and by the administration.
As the line nears completion, the possibility of exporting the oil has
again been raised-this time by the major oil companies involved and
the administration. It is now agreed that west coast refiners will be
able to utilize only a small part of the potential North Slope crude
flow. Two possible additional pipeline routes are under consideration-an extremely expensive one to move this oil from Puget Sound
across the Rocky Mountains to the upper Midwest, and a less expensive route from southern California to link with existing systems moving oil out of Texas. There are serious environmental problems with
both routes. The alternatives are to export the oil or to shut in North
Slope production.
Within administration circles, the opportunities to export North
Slope oil were first openly discussed by the Federal Energy Administration. More recently the Secretary of the Interior himself has
explained how heavy, high-sulfur North Slope oil, which cannot be
utilized by most west coast refiners, could be exported to Japan in
exchange for lighter low-sulfur oil from Indonesia.3 It may be noted
that the present route from Prudhoe Bay to the Gulf of Alaska is the
ideal route to serve export markets.
In short, the presumed national security of a pipeline route wholly
within U.S. territory is likely to be offset to an indeterminate, but
large, degree by the inability of oil moving through that line to actually
contribute to any national security provided by energy self-sufficiency.
There remains the question of the major integrated oil companies'
ability to manage the international supply of oil in such a manner as
to protect U.S. import requirements in a period of growing international tensions. So far as prices are concerned, there is clearly no basis
for confidence in the willingness of the international majors to defend
any consuming country's interests. The record of the past five years,
in which the formal posted price of Light Arabian crude has risen from
$1.80 a barrel to $12.38 a barrel, is evidence enough for this.4 Indeed,
as discussed earlier in this report, there is no reason for the international integrated majors to concern themselves with the actual level
of crude oil prices so long as they can maintain control over the
marketing of foreign oil.
Irrespective of price, however, it has been argued that the logistical
capabilities of the integrated companies are essential to protect the
U.S. import position in the face of foreign supply interruptions. The
classic case discussed by industry and administration witnesses is the
adjustment to the embargo instituted by the Organization of Arab
Petroleum Exporting Countries in October 1973 and maintained for
some months. The nations involved agreed to modest cutbacks in
export volumes worldwide, with a flat embargo on any shipments to
the United States and the Netherlands. There is no question but that
the international companies did an excellent job of shifting supplies
Wall Street ouma, June 17, 1976 p 2 This article also notes that "FE1 Administator Frank Zarb
,illvisit Japan next week eanrcte hoe f'roma trip to the Mildle Esst."
Platt's Olgram "Price Service," vol. 49, No. 35-B, Feb. 22, 1971, and Vol. 54, No. 69, April 9, 1976.
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around the world in a way which minimized the impact of the embargo
on any individual nation, including the United States.
However, two factors which made the adjustment manageable
should be considered. First, this was an OAPEC rather than an
OPEC action. The non-Arab producing countries, given the sharp
increase in prices engendered by the boycott, were willing and eager to
expand their exports to consuming nations.
Second, the boycott of the United States and the Netherlands was a
political gesture rather than a decisive economic effort. Leading
OAPEC producing nations made no serious attempt to prevent the
diversion of customary oil flows, as they easily might have to make
their embargo fully effective.
In the few instances in which "push came to shove," the major oil
companies showed no capacity to resist the collective will of the Arab
supplying nations. From the U.S. national security aspect, the most
significant example was the
cutoff of fuel refined from Saudi Arabian
oil for the armed forces.5 On October 31, 1973, Aramco notified its
four owners-Exxon, Texaco, Standard of California, and Mobil-that
the Saudi Government had demanded detailed information on supplies
of their products refined from Saudi oil for military use, in order to
cut off these supplies for the period of the embargo. This extraordinarily sensitive information was in fact submitted to the foreign govcrnment, and Aramco's crude liftings were reduced by the crude oil
equivalent of the products involved. According to the head of the
Defense Fuels Supply Center, the action affected supplies to the Sixth
Fleet (Mediterranean), the Seventh Fleet (Western Pacific), the Air
Force in the Pacific (relying for most of its fuel on Guam Oil Refining
Co., which lost 95 percent of its crude supply) and NATO forces in
Western Europe.'
In all fairness to the companies, to have done otherwise would have
jeopardized their entire supply of Saudi Arabian oil. The experience
nonetheless casts grave doubts on the vaunted ability of the integrated
major companies to maintain essential oil flows in the face of determined pressure from foreign host governments.
It is clear that the only insurance against another widespread
political interruption to U.S. oil imports is a security storage program
capable of supplying domestic refining and marketing requirements
for at least a few months. A number of European nations had required
oil companies, well before
the embargo, to maintain security storage
at their own expense.7 This muted the initial impact of the embargo
and provided valuable time for adjustment to OAPEC supply
reductions.
Two years after the embargo there was still no security storage
within he United States. Mr. Annon M. Card of Texaco testified that
neither his company nor others in the industry had made any effort
to develop national emergency storage: "Security storage would
involve national policy. This 'would involve, in 'my judgment, a
Government program to develop, to invest, to finance and develop a
security storage program." ' Such a program, providing for storage
at public expense, was enacted by Congress shortly thereafter in the
Energy Policy and Conservation Act of 1975.
t Permanent Subcommoitteeon Investigations, u.S. Senate, Hearings oo the Cutoff of Petroleum Products
to U.S. Military Forces, April 22, 1974, Current Energy Shortages Oversight Series, Part S.
'Thbid,pp. 138, 939.
See Mobil Oi Co. annual report in Moodyo Industrial Manual, 1975, p. 3085.
'Vertical tntegratlon, Part , pp. 418-419.

In short, nothing in the record of the past few years supports the
view that the integrated major oil companies have any unique ability
or commitment to provide for the national security of the United
States. They, along with many lesser members of the industry, have
developed over the years a particular expertise in acquiring and moving
large amounts of crude oil and finished products, an array of talent
which was valuable to the entire world during the Arab embargo.
There is absolutely nothing in proposed divestiture legislation
which would destroy this expertise. Refining and marketing entities
spun off from integrated companies would still have their supply
departments, buying and exchanging crude oil to secure the volumes
and qualities needed for their operations. Crude oil producing companies will have a wide market for their output; in a crude-short
world, there is no longer any advantage in having a captive refining
operation to absorb this output. The logistical system will remain
in place. The ocean shipping fleets of Exxon, Texaco, Mobil, and other
majors, for example, have long served a variety of customers in
addition to their own affiliates. Their scheduling problems after
divestiture will be neither greater nor less than they are today, simply
because former affiliates have become independent customers.
In an emergency the producing companies would still be able,
voluntarily or under Government direction, to divert crude oil shipments to the areas of greatest need. The Federal Government is establishing emergency security storage which even the largest oil companies
were unable to provide. And we now have an International Energy
Agency which is developing the information base and managerial
skills necessary in a new emergency to allocate supplies among nations
even more efficiently than was the case during the last embargo.
We recall that for 50 years or more every aspect of oil policy-no
matter how parochially selfish in motivation or how costly to consumers-has been justified by claims of the national security. Percentage
depletion was adopted for reasons of national security. State controls
over output were supported by the Federal Government for reasons
of national security. The Mandatory Import Control Program
was imposed for reasons of national security. Administration after
administration turned a blind eye to antitrust violations by the international companies because national security would be threatened
by enforcement of the laws of the Nation. The list is almost endless.
The time is long past when "national security" should be used as a
catchword to establish policy without careful analysis. We submit
that the industry has not made any case that divestiture would
adversely affect the security or welfare of the Nation.

VIII. CONCLUSION

On the basis of the voluminous record discussed above, the Committee finds a number of conclusions inescapable. First, a handful of large
integrated companies have effectively monopolized the supply of
domestic crude oil. With their control over crude, these firms have been
able to restrict entry into refining and limit the competitiveness of
independent refiners. This, in turn, has enabled them to force on the
consuming public a wasteful, inefficient, and extremely costly system of
marketing. It has also permitted the callous exploitation of large numbers of people who operate service stations under franchise agreements.
This control of domestic crude by a small number of firms has become increasingly dangerous. As OPEC escalates the world price of
crude, it increases the price that refiners will have to pay for crude once
price controls and entitlements are eliminated. But costs of producing
crude from established fields are not rising proportionately with price.
Those firms with substantial quantities of "old" crude are going to
have a staggering advantage over the non-integrated sector of the
industry.
The potential consequences of this threat to competition for the
consumer are of very serious proportions.
The concern shown through this report for the fate of independent
refiners and marketers is not based upon any notion that the independent
sector is made up of special individuals who deserve to be protected
from the normal economic forces. Rather, it is based on the solid evidence that the independent sector is the only source of real price
competition in the industry. Without the discipline imposed by these
firms, the consumer would pay substantially higher prices for petroleum products.
The opponents of S. 2387 have asked: If divestiture is intended to
benefit independent refiners, why have so few of those intended beneficiaries not supported the measure? The answer is obvious. S. 2387
is not intended to "benefit" the independent refiner or marketer. It
subsidizes no one. Its purpose is to benefit the public by increasing
competition. The independent refiners have been perfectly willing to
demonstrate the absence of any real competitive markets in the industry. But when it comes to proposing a remedy, the independents
have learned a great deal from their larger brothers. Their solution for
the lack of free markets is to ask for more Government regulation.
They have shown considerable imagination in devising schemes that
would, through Government intervention, guarantee them supplies
of crude and adequate price margins, all without appreciably increasing competition or giving much benefit to the consumer.
One cannot blame them. Clearly, history shows that special interest
measures for the oil industry have always fared better than any efforts
to create free markets.

A second conclusion is that 70 years of experience have proven
Senator Henry Cabot Lodge, Sr. was right when he argued that pipelines should be treated like other common carriers and that shipper
ownership of the pipelines should be prohibited. There is an inherent
conflict of interest between a company as owner of a common carrier
pipeline and the same company as a shipper on the pipeline. Decades
of experience with the Hepburn Act have demonstrated that the conflict cannot be cured by regulation.
The third conclusion is that both logic and experience demonstrate
that it is inherent in the nature of the integrated international companies to exchange guaranteed access to their downstream facilities
and markets for the right to remain the preferred marketers of the
OPEC nations' crude oil. This bargain, while of great benefit to the
individual firms, is a substantial factor in insulating OPEC from the
usual pressures that afflict cartels. The cost to the consuming nations
of the world has been enormous.
Fourth, we conclude that there is no economic advantage for society
as a whole from vertical integration. As Exxon has persuasively demonstrated in the Wisconsin tax court proceedings, each functional level of
the major integrated companies is fully capable of operating on its own.
The efficiencies claimed for vertical integration are, in reality, the
advantages of market control and produce no public benefits. The
task of restructuring the major companies, while of considerable dimensions, involves problems no more difficult or complex than those
regularly handled by the financial community. There is no reason why
divestiture should in any way jeopardize the interests of shareholders,
debtors, employees or pension holders.
The industry, on its side of the argument, has bundled itself in a
myth-the myth of the competitive market. Industry spokesmen
have invoked that school of economic thought which Robert Lekachman has described as able "to perceive competition where it was
invisible to others." We have been asked to accept at face value
concentration ratios which totally ignore the underlying institutional
realities. We are asked, for example, to pretend that satellite and
captive companies are real competitors of the majors who control
the terms of their survival. We are asked to pretend that two giant
international companies are fierce competitors when their joint
venture accounts for more than half the revenue of each company.
We have been asked to consider the occasional emergence of asphalt
plants and the buying and selling of small refineries as evidence that
entry into refining is easy.
But oil companies are not run by academic ideologues. The Mobil
general counsel who could not believe that the Justice Department
would permit the Aramco partners to monopolize a large share of the
world's crude supply was not deceived by concentration ratios.' The
president of Gulf, who asked his colleagues in the industry not to
trade away their ability to bargain on price for control of OPEC's
crude output, knew that OPEC was
not dealing with an economist's
idea of a competitive industry. 0 And even corporate economists
do not deceive their management. The Atlantic Refining Company
economist who told his firm that control of pipelines was the next
best thing to control of crude itself was not misled by an academic
theory of common carriers."
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Divestiture has been criticized as an effort to deal with bad industry
conduct through changing the industry structure. But to believe that
the industry structure has not conditioned its conduct and performance, one would have to believe that oilmen are in some way worse
than the general run of mankind-that somehow their industry
requires special regulation. There is no evidence to support such a
notion. The problem is clearly structural. At its inception, the industry
was cast in the shape of a monopoly and it has struggled to keep that
form ever since. Its basic defects have survived one haphazard
restructuring, two world wars, and a massive amount of regulation.
To believe that its problems can be solved by a little more regulation
and a little less bad conduct ignores seven decades of experience.
There is, of course, a considerable temptation to accept one of the
regulatory schemes proposed by the independent sector of the industry
on the grounds that it would be less drastic, less radical, or more reasonable than divestiture. But our experience with regulation in this
industry gives no grounds for hope from such measures. The industry
has defeated or twisted to its private advantage virtually every regulatory effort. And the recent experience is the most appalling of all. With
a clear mandate to conduct its business in such a way as to enhance
competition, the Federal Energy Administration has managed to
tangle the industry in a web of regulations of unbelievable complexity
and doubtful utility. Their enforcement efforts against major companies have been notably timid.
It is impossible to avoid the conclusion that the industry as presently
structured is beyond the ability of the Government to regulate effectively, if at all. We must either reform its structure or abandon completely the concept of a free market for the industry.
The idea that the industry can be restructured, much less controlled,
through antitrust enforcement is totally devoid of foundation in
reality. Mr. Kauper's narration of the Antitrust Divisions's handling
of the Golonial Pipeline case alone is sufficient to dispel any misplaced
confidence in the antitrust enforcement system.
A great deal of the debate over S. 2387 to date has centered on the
short-term price effect of divestiture. No doubt this is an important
consideration. We have argued that there is much to be gained in
improving the competitiveness and efficiency of domestic markets and
in removing the props which stabilize the OPEC cartel. The potential
gains there are enormous. Even very small changes-a few pennies a
gallon on gasoline prices, or dollars on crude prices-translate into
billions of dollars.
But the ultimate case for this measure cannot rest solely on these
considerations. Divestiture commands an institutional change whose
effect will be felt beyond the foreseeable future-far beyond the ability
of any economist to confidently predict price behavior. All kinds
of factors may intervene to render the best judgments invalid.
For example, although the industry has always resisted structural
reform on the grounds that permanent shortage is imminent, it is
possible that this time the industry is not just "crying wolf." The
world may be running out of petroleum altogether. If demand were
to sharply increase over the next few years, and there were to be no
major discoveries-even the awesome surplus capacity of the OPEC
nations could disappear. In this event, the strength of OPEC would
be beyond disruption. And the chances of periodic outbreaks of price

competition resulting from divestiture would become extremely
improbable.
Therefore, in the end, the case for divestiture must rest upon a value
judgment about the kind of people we want to be and the kind of
society we want to have. The values at stake here are clear. We must
ask ourselves whether we should do business in the world through the
agency of private corporations endowed with governmental powers.
As the history of the Iranian Consortium demonstrates, the international companies have, in effect, been given an exemption from our
laws on the grounds that they have performed special governmental
functions. The present status of the international companies can be
compared to Burke's description of the East India Company as "a
state in the disguise of a merchant." Their present status challenges
our fundamental belief that all men and all institutions should be
subject to law, that they should be equal before the law, that there
should be no special exemptions for wealth and power, that our public
affairs should be conducted by public officials who are responsible to
democratic institutions.
If it is true that we must have these gigantic corporations to raise
capital for new energy, to plan our economic future, that "regulatory"
arrangements between unaccountable corporate oligarchs and bureaucrats are preferable to free markets, that our corporations must wield
monopoly power to compete with monopolies sponsored by other
nations, then we should give free enterprise a respectful burial and not
disgrace an honorable-if much abused-concept by using it to
camouflage a system of corporate socialism.
There are those who argue that we should do nothing to lower the
price of energy. If we were to succeed, they contend, we would only
increase our dependence upon foreign petroleum; high prices, on the
other hand, make alternative energy sources more profitable and reduce
consumption. But the proponents of this argument would once again
assign to private corporations a governmental function-the collection
of "taxes" for public purposes. Obviously, conservation and the
development of alternative energy sources are commendable goals
but they need not be accomplished by promoting private monopoly
or supporting foreign cartels.
There is a far more fundamental defect in this argument. Perhaps
the industrialized nations of the world can absorb higher energy prices
with only minor discomfort for most of their citizens. But there are
others on the earth not so fortunate. Petroleum means food and life
for millions and for the very poor higher petroleum prices mean
starvation and death. There is no way to calculate the impact of
higher energy prices on the total sum of human misery.
Granted divestiture provides no complete solution to the problem.
It offers only a very reasonable chance for somewhat lower prices, but
it is a measure we owe to the world to take.

IX.

SECTION-BY-SECTION ANALYSIS
TITLE I

Section 101-Definitions
Defines "person" as including an individual or a corporation, partnership, joint stock company, trust, trustee in bankruptcy, receiver in
reorganization, association, or any organized group whether or not
incorporated. It does not include any authority of the United States
or of the several States.
"Control" is defined to mean a direct or indirect legal or beneficial
interest in or legal power or influence over another person, directly or
indirectly, arising through direct or indirect or interlocking ownership
of capital stock, interlocking directorates or officers, or contractual
relations which substantially impair the independent business behavior of another person. The purpose of including contractual relationships which impair independent business behavior in the definition
of control is to prevent the affected companies from reestablishing the
prohibited integration through contract. The definition does not include contractual relations which do not impair the independent business behavior of the parties, such as normal throughput agreements
by which a producer or refiner commits a quantity of petroleum to
a pipeline system.
"Affiliate" is defined as a person controlled by, controlling, or under
or subject to common control with respect to any other person.
"Asset" is defined as any property (tangible or intangible, real,
personal or mixed) and includes stock in any corporation.
"Commerce" is defined as commerce among the several States, with
the Indian tribes, or with foreign nations; or commerce in any State
which affects commerce among or between a State and a foreign nation.
"Energy resource" is defined as crude oil, natural gas liquids and
condensate.
"Refine" is defined to mean to change by any operation the physical
or chemical characteristics of petroleum or petroleum products, exclusive of the operations of passing petroleum through a separator to
remove gas, placing petroleum in settling tanks to remove basic sediment and water, dehlydrating petroleum and generally cleaning and
purifying petroleum.
"Refined product" is defined as any product, whether liquid or gas,
which is produced by a refinery asset.
"Marketing asset" is defined as any asset used in the sale and distribution of gasoline or fuel oil, including diesel and distillate, to ultimate
consumers at a retail motor fuel outlet other than the initial sale with
transfer of ownership to customers at the refinery.
"Operate" is defined as engaging in the business of selling gasoline
and diesel, directly or indirectly, through any agent who receives any
commission, compensation or payment because of the sale of such
product.
(151)
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"Production asset" is defined to include:
(a) natural deposits of crude oil, or condensate and natural gas
liquids;
(b) any asset used primarily in the exploration for, development
of or production of an energy resource including, but not limited
to, an interest in real property, whether or not such real property
is developed or undeveloped;
(c) geological and geophysical information; and
(d) any interest in an energy resource produced by others.
"Refinery asset" means any asset used in the refining of an energy
resource.
"Transportation asset" is defined as any asset used in the transportation within the United States by pipeline, or gathering line of
crude oil or refined product.
"Major marketer" is defined as any person which, during the
calendar year 1974 or any subsequent year, alone or with affiliates,
marketed or distributed 110,000,000 barrels of refined product.
"Major producer" is defined as any person which, during the
calendar year 1974 or in any subsequent calendar year, alone or with
affiliates, produced within the United States either a total of 36,500,000
barrels of crude oil, condensate and natural gas liquids, or whose
interest in crude oil, condensate and natural gas liquid production
totaled 36,500,000 barrels.
"Major refiner" is defined as any person which, during the calendar
year 1974 or in any subsequent calendar year, alone or with affiliates,
refined within the United States 110,000,000 barrels of refined product,
including that refined by another refiner under a processing agreement.
"Petroleum transporter" is defined as any person which transports
crude oil or refined product by pipeline in commerce within the
United States.
"Outer Continental Shelf" is defined as all submerged lands lying
seaward and outside of the area of lands beneath navigable waters
as defined in Section 2 of the Submerged Lands Act (67 Stat. 29)
and of which the subsoil and seabed appertain to the United States
and are subject to its jurisdiction and control.
"State" is defined as any State of the United States, the District of
Columbia, the Commonwealth of Puerto Rico, the Virgin Islands,
Guam, and the Trust Territory of the Pacific Islands, and the Outer
Continental Shelf.
"Commission" is defined as the Federal Trade Commission.
"Prohibited asset" is defined as any marketing asset, production
asset, refining asset or transportation asset, the retention of which is
prohibited by section 102 of this Act.
Unlawful Retention
See. 102. (a) (1). This subsection, 5 years after enactment, prohibits
a major producer (i.e., one producing a total of 36,500,000 barrels of
crude oil condensate and natural gas liquids) or whose interest in that
production totaled 36,500,000 barrels during the calendar year 1974,
or any subsequent calendar year, from owning or controlling any
interest in any refinery asset, transportation asset or marketing
asset.

Sec. 102. (a) (2). This subsection, 5 years after enactment, prohibits
any petroleum transporter from owning or controlling any interest
in any production asset, refinery asset, or marketing asset.
Sec. 102. (a) (3). This subsection, 5 years after enactment, prohibits
any major refiner (110 million barrels of refined product) or major
marketer (110 million barrels of refined product) from owning or
controlling any interest in any production asset or transportation
asset.
Sec. 102. (b). This subsection, 5 years after enactment, prohibits
any person owning a refinery asset, production asset, or marketing
asset to transport any energy resources in which he has an interest
by means of any transportation asset in which he has an interest.
Unlawful Operation
See. 103. This section prohibits any refiner operating directly or
indirectly any marketing asset which it did not operate prior to
January 1, 1976. Under this section, a refiner could continue to own
marketing assets but could not operate them by such methods as
consignment or commission relationships. This section 's aimed at
correcting the abuse of the lessee retail dealer by means of takeovers,
arbitrary cancellations, terminations, failure to renew, etc. It would
not prohibit a refiner from closing any particular station if he so desires.
Exemptions
Sec. 104. (a). This provision authorizes the Federal Trade Commission, upon application by any person required to divest assets
under section 102 or prohibited from using assets by section 102(b),
to exempt any major producer, petroleum transporter, major refiner,
major marketer, or any other person from the operation of section 102
with respect to any transportation asset upon a finding(1) that such transportation assets are so integral a part of
other assets, the retention or use of which is not prohibited
under section 102, that no public purpose would be served by the
divestment of or prohibition of the use of any such transportation asset; and
(2) that the retention or use of any such transportation asset
will not tend to injure competition or otherwise subvert the
purposes of this Act.
This section realistically recognizes that there are certain transportations assets which, while of considerable value, have no potential for
common carrier operations and it would serve no useful purpose to
require their divestiture. The application of this subsection would be
solely within the discretion of the Federal Trade Commission.
Sec. 104. (b). This subsection would permit the FTC to exempt
any corporation from compliance with Section 8 of the Clayton Act
prohibiting interlocking directorates. It is meant to be a short term
exemption so as to permit a smooth transition period.
Reports
Sec. 105. This section permits the FTC to require the filing of
information and reports about the assets of persons subject to the

divestment requirement from those persons and such other persons
as may be designated.
Sec. 106. This section makes it unlawful for any person to solicit
or to permit the use of his or its name to solicit, by use of the mails,
or any means or instrumentality of interstate commerce, or otherwise
any proxy, power of attorney, consent, or authorization regarding
any security of a corporation subject to the requirements of section
102 or a subsidiary corporation thereof in contravention of such rules
and regulations or orders as the FTC deems necessary or appropriate
in the public interest or for the protection of investors or consumers
or to prevent the circumvention of the provisions of this Act, or the
rules, regulations, or orders thereunder.
The purpose of this section is to prevent any primary jurisdiction
problem between the Federal Trade Commission and the Securities
and Exchange Commission from interfering with the FTC's control
over the divestiture proceedings.
See. 107. (a). This subsection authorizes the Commission to receive
from each person subject to divestment requirement, within 18 months
of time of enactment, plans for divestment. It provides for notice and
opportunity for hearings under section 554 of title 5 (the adjudication
section of the Administrative Procedure Act). And if the Commission finds the plan as submitted or as modified by them necessary
or appropriate to effect the provisions of the Act, and fair and equitable to affected persons, the Commission shall approve the plan and
take necessary actions to enforce it.
Sec. 107. (b). This subsection provides that the Commission shall
institute suits or actions only in the Petroleum Industry Divestiture
Court established under title II of this Act for such relief as is appropriate to assure compliance including, but not limited to, orders
of divestiture, declaratory judgments, mandatory or prohibitive
injunctive relief, interim equitable relief, the appointment of temporary or permanent receivers or trustees, civil penalties and punitive
damages for willful failure to comply with lawful Commission orders.
Sec. 107. (c). This subsection provides the Commission with powers
to carry out the provisions of the Act.
Penalties
Sec. 108. (a). This subsection provides a civil penalty of not more
than $100,000 in the case of an individual or not more than $1,000,000
in the case of a corporation for any person who violates any provision
of this Act. The Act also provides a contempt of court action for
persons failing to obey any order of a court.
Sec. 108. (b). This subsection provides a civil penalty of not more
than $100,000 for any person violating a lawful order of the Federal
Trade Commission issued pursuant to this Act, and provides that
each separate violation shall be a separate offense. Except that in
cases of violation through continuing failure or neglect to obey a
Commission order, each day of continuance shall be determined a
separate offense.
TITLE

II-TEMPORARY

PETROLEUM

INDUSTRY

DIVESTITURE

COURT

Title II of the Act establishes a Petroleum Industry Divestiture
Court. The court is composed in a fashion which brings together in

concerted form the structural elements of the Emergency Court of
Appeals established in 1942 (56 Stat. 32); those provisions of Title II,
United States Code, dealing with referees and special masters in
bankruptcy actions, and an integrated and exclusive jurisdictional
approach to dealing with the problems of oil company divestiture.
It is the purpose of the title to place in one, and only one, Federal
court all actions which might arise with respect to the implementation
of the policy of this Act by granting(1) a broad and exclusive grant of jurisdiction;
(2) a broad range of general judicial powers;
(3) access to legal and factual expertise through the use of
special masters and referees; and
(4) exclusive transfer authority.
Sec. 201. This section establishes a Petroleum Industry Divestiture
Court with three or more judges, all of whom shall be designated by
the Chief Justice of the United States from judges of the District
Courts of the United States and Circuit Courts of Appeals of the
United States. This provision eliminates the necessity of appointing and
qualifying judges specifically for this court and draws upon the pool
of judicial and legal experience which now exists among the several
judges of the United States. Accordingly, judges can be expeditiously
appointed and such appointments can be made by the Chief Justice,
based on his best assessment as to which of the judges of the United
States are most suitably qualified for handling the complex matters
which will face the court.
Sec. 202. This section provides that the Chief Justice shall designate
one of the judges appointed under section 201 as the chief judge of
the court and gives the Chief Justice the power to appoint additional
judges and to revoke previous designations.
The chief judge is primus inter pares with respect to the other judges
of the court and would undertake, in addition to his judicial duties,
a burden of administrative responsibility with respect to the operation
of the court. The court shall hear all matters en bane, except those
which the court may by rule provide shall be heard by divisions. The
chief judge of the court may divide the court into divisions of three
or more members. A judgment of a division is a judgment of the
court. These provisions permit complex matters to be reviewed by
no fewer than three members and, at the same time, permits discretion
to remain with the chief judge insofar as the use of various such
"divisions" of the court may be concerned.
Sec. 203. This section grants the court broad legal and equitable
judicial powers of the district courts of the United States. This section
also provides that the court has broad discretion to separate and refer
any complex factual matters or any other complex matters(1) to a referee in bankruptcy directly as such referees operate
under Title II of the United States Code; or
(2) to a referee who shall sit as a special master, thus permitting
referees who have particular expertise in bankruptcy-type matters
to take evidence and to make findings of fact with respect to particular matters without necessarily having to partition or organize
creditors or undertake any of the other normal functions of a

referee; or
(3) to a special master who has a broad grant of authority
under the control of the court to take evidence and make findings

of fact.
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Secs. 204. (a) and 204. (b). These subsections constrain the operation
of the Judicial Panel on Multidistrict Litigation (28 U.S.C. 1407) so
that all functions exercised by that panel with respect to any matter
arising under the proposed Petroleum Industry Competition Act
shall be exercised by the court, while at the same time specifically
stating that the panel itself shall not entertain any matter which is or
should be before the court.
Sec. 205. This section mandates that all matters arising under the
proposed Petroleum Industry Competition Act which affect the
operation of such Act and the resolution of which is necessary to the
expeditious implementation of any provision of such Act shall be exclusively before the court. No actions, direct or ancillary, may be
brought in any other court of the United States or of the several States.
See. 206. This section gives the court nationwide compulsory process
powers.
See. 207. This section gives the court the broad grant of powers
which every other court of the United States has to make its own
internal operating rules.
Sec. 208. This section deals with the rights of appeal with respect to
decisions of the court. Appeal may be had only to the Supreme Court
of the United States under the terms and conditions of Title 28 of the
United States Code. No appeal may be brought in any other forum
except in the Supreme Court.
Sees. 209, 210, 211, 212, 213, and 214. These sections grant the
court or its members or officers the power to undertake the administrative responsibilities of the court in terms of providing services
necessary to the operation and support of the court.
Sec. 215. This section provides a prohibition on conflicts of interest.
Sec. 216. This section provides for general appropriations for the
operation of the Act.

X.

COMMITTEE DELIBERATIONS

On September 22, 1975, Senator Birch Bayh and four cosponsors
introduced S. 2387. The legislation was referred to the Committee
on the Judiciary. The Antitrust and Monopoly Subcommittee held
hearings on September 23, 26; October 29, 31; November 12 and 19,
1975; and on January 21, 22, 27, 28, 29, 30; February 3 and 18, 1976,
at which more than 80 witnesses testified.
On April 1, 1976, the Antitrust and Monopoly Subcommittee met
in open executive session, at which time the bill was reported favorably
to the full Committee on the Judiciary with an amendment.
On May 5, the Committee on the Judiciary adopted the following
procedures for the purpose of processing 5. 2387:
1. Hearings to be held within 10 days for the purpose of taking
additional testimony from administration officials.
2. A final vote on a motion to report S. 2387 40 days from the
day of the Committee's meeting.
3. Filing of all reports with the full Senate no later than June 28.
At the direction of the Committee on the Judiciary, additional
hearings on S. 2387, as reported by the Antitrust and Monopoly
Subcommittee, were held on May 18 and June 3, 1976, for the purpose
of taking additional testimony from administration witnesses. Six
witnesses were heard, and four other administration witnesses filed
statements for the record.
On June 15, 1976, the Committee on the Judiciary met in open
executive session, at which time S. 2387 was ordered favorably reported to the full Senate with amendments.
(157)

XI. RECORD VOTES IN COMMITTEE

a. Subcommittee on Antitrust and Monopoly
On April 1, 1976, the Antitrust and Monopoly Subcommittee
met in open executive session, at which time the subcommittee reported S.2387 favorably to the full committee with an amendment
offered by Senator Philip A. Hart. On a motion to report the bill,
as amended:
Yeas *
Nays
Philip A. Hart
Hruska
Kennedy
Fong
Bayh
Thurmond
Abourezk
b. Committee on the Judiciary
On June 15, 1976, the Committee on the Judiciary met in open
executive session at which time:
1. The committee accepted without objection several amendments to S. 2387 offered en bloc by Senator Philip A. Hart
and Senator Bayh.
2. The Committee rejected an amendment in the form of a substitute offered by Senator Charles McC. Mathias, Jr. which would
authorize the Federal Trade Commission to require quarterly
accounting for the separate functions of an integrated oil company. The amendment would have prohibited transfers among
the affiliated functions below cost or at values less than prices
charged to nonaffiliated customers where the effect of such conduct is to substantively lessen competition in the industry in
any area of the country. On a motion to adopt the amendment:
Yeas
Nays
Robert C. Byrd
Eastland
Mathias
McClellan
Philip A. Hart
Kennedy
Bayh
Burdick
Tunney
Abourezk
Hruska
Fong
Hugh Scott
Thurmond
William L. Scott
Senator Tunney was recorded as being in favor of reporting the bill, although he was
not present for the subcommittee vote.
(159)
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3. The committee ordered S. 2387, as amended, reported favorably.
On a motion to report the bill to the full Senate:
Yea

Nay8

Philip A. Hart
Kennedy
Bayh
Robert C. Byrd

Eastland
McClellan
Burdick
Hruska

Tunney

Fong

Hugh Scott
Mathias

William L. Scott

Abourezk

Thurmond

XII.

TEXT OF ADOPTED AMENDMENTS

A. SUBCOMMITTEE ON ANTITRUST AND MONOPOLY

The amendment offered by Senator Philip A. Hart and adopted by
the Subcommittee on Antitrust and Monopoly on April 1, 1976:
Be it enacted by the Senate and House of Representatives of the United
States of America in Congress assembled, That this Act may be cited as
the "Petroleum Industry Competition Act of 1976"
FINDINGS AND PURPOSE

Sec. 2. (a) FINDINGS.-The Congress finds and declares that-

(1) this Nation is committed to a private enterprise system
and a free market economy, in the belief that competition spurs
innovation, promotes productivity, prevents undue concentration
of economic, social, and political power, and helps preserve a
democratic society;
(2) vigorous and effective enforcement of the antitrust laws
and reduction of monopoly and oligopoly power in the economy
can contribute significantly to reducing prices, unemployment,
and inflation;
(3) existing antitrust laws have been inadequate to maintain
and restore effective competition in the petroleum industry; and
(4) the extraordinary dimensions of the remedy required by this
Act necessitate expedited judicial supervision of the divestitures
and attendant actions required by this Act.
(b) PURPosE.-It is the purpose of the Congress in this Act to
facilitate the creation and maintenance of competition in the petroleum
industry, and to require the most expeditious and equitable separation
and divestment of assets and interests of vertically integrated major
petroleum- companies.
TITLE I-INDUSTRY COMPETITION
DEFINITIONS

SEc. 101. As used in this title(a) "person" means an individual person or a corporation,
partnership, joint stock company, trust, trustee in bankruptcy,
receiver in reorganization, association, or any organized group
whether or not incorporated. It does not include any authority
of the United States or of the several States;
(b) "control" means a direct or indirect legal or beneficial
interest in or legal power or influence over another person, directly or indirectly, arising through direct, indirect, or interlocking ownership of capital stock; interlocking directorates or
officers, or contractual relations which substantially impair the
independent business behavior of another person;
(161)

(c) "affiliate" means a person controlled by, controlling, or
under or subject to common control with respect to any other
person;
(d) "asset" means any property (tangible or intangible, real,
personal, or mixed) and includes stock in any corporation;
(e) "commerce" means commerce among the several States,
with the Indian tribes, or with foreign nations; or commerce in
any State which affects commerce among or between a State and
a foreign nation;
(f) "energy resource" means crude oil, natural gas liquids and
condensate;
(g) "refine" means to change by any operation the physical or
chemical characteristics of petroleum or petroleum products, exclusive of the operations of passing petroleum through a separator
to remove gas, placing petroleum in settling tanks to remove
basic sediment and water, dehydrating petroleum and generally
cleaning and purifying petroleum;
(h) "refined product" means any product, whether liquid or
gas, which is produced by a petroleum refinery;
(i) "marketing asset" means any asset used in the sale and
distribution of gasoline or fuel oil, including diesel and distillate,
to ultimate consumers at a retail motor fuel outlet, other than
the initial sale with transfer of ownership to customers at the
refinery;
(j) "operate" means engagin in the business of selling gasoline
and diesel, directly or indirectly, or through any agent who receives any commission, compensation, or payment because of the
sale of such product;
(k) "production asset" means(A) natural deposits of crude oil, or condensate and natural
gas liquids;
(B) any asset used primarily in the exploration for, development of or production of an energy resource including,
but not limited to, an interest in real property, whether or
not such real property is developed or undeveloped;
(C) geological and geophysical information; and
(D) any interest in an energy resource produced by others;
(1) "refinery asset" means any asset used in the refining of an
energy resource;
(m) "transportation asset" means any asset used in the transportation within the United States by pipeline or gathering line
of crude oil or refined product;
(n) "major marketer" means any person which, during the
calendar year 1974 or in any subsequent year, alone or with
affiliates, marketed or distributed 110,000,000 barrels of refined
product within the United States;
(o) "major producer" means any person which, during the
calendar year 1974 or in any subsequent calendar year, alone or
with affiliates, produced within the United States either a total of
36,500,000 barrels of crude oil, condensate and natural gas
liquids, or whose interest in crude oil, condensate and natural
gas liquid production totalled 36,500,000 barrels;
(p) "major refiner" means any person which, during the calendar year 1974 or in any subsequent calendar year, alone or with
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affiliates, refined within the United States 110,000,000 barrels
of refined product, including that refined by another refiner under
a processing agreement;
(q) "petroleum transporter" means any person which transports crude oil or refined product by pipeline in commerce;
(r) "Outer Continental Shelf" means all submerged lands
lying seaward and outside of the area of lands beneath navigable
waters as defined in section 2 of the Submerged Lands Act (67
Stat. 29) and of which the subsoil and seabed appertain to the
United States and are subject to its jurisdiction and control;
(s) "State" means any State of the United States, the District
of Columbia, the Commonwealth of Puerto Rico, the Virgin
Islands, Guam, and the Trust Territory of the Pacific Islands,
and the Outer Continental Shelf;
(t) "Commission" means the Federal Trade Commission; and
() "prohibited asset" means any marketing asset, production
asset, refining asset or transportation asset, the retention of which
is prohibited by section 102 of this Act.
UNLAWFUL

RETENTION

SEc. 102. Notwithstanding any other provision of law, five years
after the date of enactment of this Act, it shall be unlawful(a) (1) for any major producer to own, or control, any interest
in any refinery asset, transportation asset, or marketing asset;
(2) for any petroleum transporter to own or control any interest in any production asset, refinery asset, or marketing asset;
(3) for any major refiner or major marketer to own or control
any interest in any production asset or transportation asset;
(b) for any person who owns any refining asset, production asset,
or marketing asset to transport any energy resource in which he
has any interest, by means of any transportation asset
in which he has any interest.
UNLAWFUL OPERATION

SEC. 103. Upon enactment of this Act, it shall be unlawful for any
major refiner to operate, either directly or indirectly, any marketing
asset which it did not operate prior to January 1, 1976.
EXEMPTIONS

SEC. 104. (a) The Commission may exempt from the operation of
section 102 any prohibited assets, the market value of which is
$5,000,000 or less and which were acquired prior to January 1, 1976,
where the retention of such assets will be consonant with the purposes
of this Act and will have no significant adverse effect on competition.
(b) In order to facilitate the purposes of this section, the Commission is authorized to exempt any corporation formed or reorganized
as a result of compliance with this section from the prohibitions contained in section 8 of the Act of October 5, 1914 (38 Stat. 732; 15
U.S.C. 19) for a period not to exceed one year.
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REPORTS

SEc. 105. Each person subject to section 102 and such other persons
as may be designated by the Commission, shall within one hundred
and twenty days from the date of enactment of this Act, unless
extended by order of the Commission, and at such other times subsequent thereto as the Commission may designate, file with the Commission such information and reports about the assets of such person
and such other reports as the Commission may require.
ENFORCEMENT

SEC. 106. (a) The Commission, in accordance with such rules,
regulations, or orders as it deems appropriate to carry out the purposes of this Act, shall require each person subject to the provisions
of section 102 to submit within eighteen months of the date of enactment of this Act, a plan or plans for divestment of the prohibited
assets. If, after notice and opportunity for hearings as provided wnder
section 554 of title 5, United States Code, the Commission shall find
the plan, as submitted or as modified by Commission order, necessary
or appropriate to effectuate the provisions of this Act and fair and
equitable to affected persons, the Commission shall approve the plan
by order and shall take all necessary actions to enforce the plan;
except that no plan shall be approved which will not substantially
accomplish divestment of prohibited assets by any major producer,
major refiner, or petroleum transporter on or before five years from
the date of enactment of this Act.
(b) The Commission shall institute suits or actions only in the
Petroleum Industry Divestiture Court established under title II of
this Act for such relief as is appropriate to assure compliance by any
person with this Act, including, but not limited to, orders of divestiture, declaratory judgments, mandatory or prohibitive injunctive
relief, interim equitable relief, the appointment of temporary or
permanent receivers or trustees, civil penalties, and punitive damages
for willful failure to comply with lawful Commission orders.
(c) In carrying out the provisions of this Act, the Commission is
authorized to utilize all powers conferred upon it, and all sanctions
associated therewith, by any other provision of law.
PENALTIES

SEC. 107. (a) Any person who violates any provision of this Act
shall forfeit and pay to the United States a civilpenalty of not more
than $100,000 in the case of an individual, or not more than $1,000,000
in the case of a corporation. Such penalties shall accrue to the United
States and may he recovered in a civil action brought by the Commission. Failure to obey any order of a court pursuant to this Act shall be
punishable by such court as a contempt of court.

(b) Any person who violates a lawful order of the Commission issued
pursuant to this Act shall forfeit and pay to the United States, for
each violation, a civil penalty of not more than $100,000 which shall
accrue to the United States and may be recovered in a civil action
brought by the Commission. Each separate violation of such an'order
shall be a separate offense, except that in the case of a violation through
continuing failure or neglect to obey an order of the Commission,
each day of continuance of such failure or neglect shall be deemed a
separate offense.

165
TITLE II-TEMPORARY PETROLEUM INDUSTRY
DIVESTITURE COURT
ESTABLISHMENT

SEc. 201. There is hereby created a court of the United States to be
known as the Temporary Petroleum Industry Divestiture Court
(hereinafter referred to in this title as the "court") which shall consist
of three or more judges to be designated by the Chief Justice of the
United States from judges of the United States district courts and
circuit courts of appeals. The court shall be dissolved by order of the
Chief Justice of the Supreme Court upon a determination that its
purposes have been accomplished.
JUDGES

SEC. 202. The Chief Justice of the United States shall designate one
of such judges as chief judge of the court and may, from time to time,
designate additional judges for such court and revoke previous
designations. The chief judge may, from time to time, divide the
court into divisions of three or more members and any such division
may render judgment as the judgment of the court.
REFERENCE JURISDICTION

SEC. 203. The court shall have the powers of a district court with
respect to the jurisdiction conferred on it by this Act. The court or a
panel thereof may, at any stage of a proceeding under this Act, refer
the proceeding or any part thereof or any issue therein to a referee in
bankruptcy to hear and determine any and all matters not reserved to
the court or panel by this Act, or to referee as a special master, to hear
and report generally or upon specified matters, or to a special master
for such action with respect thereto as the court or a part thereof may
direct.
TRANSFER JURISDICTION

SEC. 204. (a) A single judge or panel of the court may exercise all
functions of the Judicial Panel on Multidistrict Litigation as provided
under section 1407 of title 28, United States Code, with respect to any
matter before the court.
(b) The Judicial Panel on Multidistrict Litigation shall exercise no
function with respect to any matter before the court.
SEc. 205. The court shall have exclusive jurisdiction, without
appeal, except as otherwise provided in this Act, of all actions and
suits brought under this Act or which relate to any matter affected
by the operation of this Act and the resolution of which is necessary
to the expeditious implementation of any provision of this Act or of
any divestiture required by this Act.
RULES

SEc. 206. The court shall exercise its powers and prescribe rules
governing its procedure in such manner as to expedite the determination of cases of which it has jurisdiction under this Act.
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APPEAL

SEC. 207. The court may fix and establish a table of costs and fees

to be approved by the Supreme Court of the United States but the
costs and fees so fixed shall not exceed with respect to any item the
costs and fees charged in the Supreme Court of the United States.
Within thirty days after entry of a judgment or order, interlocutory
or final, by the court a petition of a writ of certiorari may be filed in
the Supreme Court, Federal, State, or territorial, shall have jurisdiction order shall be subject to review by the Supreme Court in the
same manner as a judgment of a circuit court of appeals of the United
States. The Supreme Court shall advance on the docket and expedite
the disposition of all causes filed therein pursuant to this section.
The court and the Supreme Court upon review of judgments and
orders of the court shall have exclusive jurisdiction. Except as provided in this section, no court, Federal, State, or territorial, shall have
jurisdiction or power to consider any appeal involving any action or
suit brought under this Act or any matter affected by the operation
of this Act and the resolution of which is necessary to the expeditious
implementation of any provision of this Act or any divestiture required by this Act.
CLERK AND EMPLOYEES

SEC. 208. (a) The court may appoint a clerk who shall be subject
to removal by the court. The court may appoint or authorize the
appointment of such other officers and employees in such number as
may be approved by the Director of the Administrative Office of the
United States Courts.
(b) The officers and employees of the court shall be subject to the
removal by the court or, if the court so determines, by the clerk or
other officer who appointed them, with the approval of the court.
(c) The clerk shall pay into the Treasury all fees, costs, and other
moneys collected by him and make returns thereof to the Director
of the Administrative Office of the United States Courts.
LAW

CLERKS AND SECRETARIES

SEC. 209. The judges of the court may appoint such law clerks and
secretaries as may be necessary.
LIBRARIAN,

MARSHAL,

AND BAILIFFS

SEc. 210. (a) The court may appoint a librarian and necessary
library assistants who shall be subject to removal by the court.
(b) The court may appoint a marshal, who shall attend the court
at its sessions, be custodian of its courthouse or chambers and offices,
have supervision over its custodial employees, take charge of all
property of the United States used by the court or its employees, and
perform such other duties as the court may direct. The marshal
shall be subject to removal by the court. The marshal, with the
approval of the court, may employ necessary bailiffs. Such bailiffs
shall attend the court, preserve order, and perform such other necessary
duties as the court or marshal may direct. The bailiffs shall receive the
same compensation as bailiffs employed for the district courts of the
United States.

167
SEAT

SEC. 211. The principal seat of the court shall be in the District of
Columbia. The court may sit at such times and places within the
United States as the court may designate.
SEAL

SEC. 212. The court shall have a seal which shall be judicially
noticed.
SESSIONS

SEC. 213. The time and place of the sessions of the court shall be
prescribed by the chief judge pursuant to rule of the court.
CONFLICTS

SEC. 214. No judge of the court, receiver in bankruptcy, or special
master shall hear or determine any matter in which he has a conflict
of interest.
APPROPRIATIONS

SEC. 215. There are authorized to be appropriated such sums as
may be necessary to carry out the purposes of this Act.
Summary of the amendment offered by Senator Philip A. Hart
The amendment is designed to reflect criticism from witnesses
who testified before the Subcommittee in hearings to discuss S. 2387
as originally introduced. It embodies modifications of the Act's
existing provisions and adds a new title to accomplish the expeditious
and equitable administration and enforcement of the Act.
The amendment limits the application of the Act to the production,
refining, transportation, and marketing of petroleum. It eliminates
the prohibition against major refiner ownership of marketing assets,
but prevents major refiners from operating any marketing assets
which they did not operate prior to January 1, 1976.
The definition of a major refiner is changed from a refiner which
processes 75,000,000 barrels of refined product per day to one which
processes 110,000,000 barrels of refined product daily. The higher
cut-off permits a refiner with limited integration to build an optimally
efficient refinery in addition to other refining capacity without becoming subject to vertical divestiture.
The amendment extends the time for filing divestiture plans with
the Federal Trade Commission from 12 to 18 months and the time
for accomplishing divestiture from 3 to 5 years. It eliminates criminal
penalties for failure to comply with the Act or with a lawful order of
the FTC.
To facilitate the most equitable and expeditious divestment of
prohibited assets, the amendment establishes a temporary petroleum
divestiture court to handle all suits arising from the Act or the Act's
operations.
To permit the retention of assets consonant with the Act's purposes,
the amendment authorizes the FTC to permit the ownership of
otherwise prohibited assets which have a market value of $5 million
or less and which were acquired prior to January 1, 1976. The measure
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also empowers the FTC to exempt any corporation formed or reorganized as a result of compliance with the Act from the prohibitions
contained in Section 8 of the Clayton Act (38 Stat. 732; 15 U.S.C. 19)
for a period not to exceed 1 year.
The amendment modifies various definitions to conform with the
Act's purposes.
B.

COMMITTEE

ON THE JUDICIARY

The Committee on the Judiciary accepted without objection the
following amendments offered by Senators Philip A. Hart and Birch
Bayh:
1. Amendment offered to title I
On page 15, beginning with line 13, strike out all through line 18
and insert in lieu thereof the following:
SEC. 104. (a) The Commission may, upon application by
any person required to divest assets under section 102 or
prohibited from using assets by section 102(b), exempt any
major producer, petroleum transporter, major refiner, major
marketer, or any other person from the operation of section
102 with respect to any transportation asset upon a finding(1) that such transportation assets are so integral
a part of other assets, the retention or use of which is
not prohibited under section 102 that no public purpose
would be served by the divestment of or prohibition of
the use of any such transportation asset; and
(2) that the retention or use of any such transportation asset will not tend to injure competition or otherwise subvert the purposes of this Act.
[It has been pointed out to the Committee that there are certain
pipeline assets which are such an integral part of the assets that they
serve that there would be no useful purpose in their being divorced.
The amendment sets forth conditions under which an application can
be made to the Federal Trade Commission for an exemption from the
Act's provisions banning ownership of pipeline assets by producers,
refiners, and marketers.]
2. Amendment offered to title I
On page 11, line 21, strike out "petroleum refinery" and insert in
lieu thereof "refinery asset".
[This amendment is to make the language of the Act consistent, as
there is no definition for the term "petroleum refinery."]
3. Amendment offered to title I
On page 13, line 20, strike out "crude oil" and insert in lieu thereof
"an energy resource"
[This amendment substitutes the words "an energy resource" for
"crude oil" because the definition of "energy resource" includes the
other refinery feedstocks which are normally included in the concept
of crude oil. These are condensate and natural gas liquids.]
4. Amendment offered to title I
On page 13, line 21, between the word "commerce" and the semicolon, insert the words "within the United States"-
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[This amendment insures that only domestic pipelines are covered
by the divestiture provisions of the Act within the United States.]
5. Amendment offered to title I
On page 15, line 5, after the word "resource", insert the following
words: "or refined product".
[This amendment makes the language of the subsection consistent
with other transportation provisions which affect both crude oil and
product pipelines.]
6. Amendment offered to title I
On page 16, between lines 9 and 10, insert the following new section:
PROHIBITION OF SOLICITATION

SEC. 106. It shall be unlawful for any person to solicit
or to permit the use of his or its name to solicit, by use of
the mails or any means or instrumentality of interstate commerce, or otherwise, any proxy, power of attorney, consent,
or authorization regarding any security of a corporation
subject to the requirements of section 102 or a subsidiary
corporation thereof in contravention of such rules and
regulations or orders as the Commission deems necessary or
appropriate in the public interest or for the protection of investors or consumers or to prevent the circumvention of the
provisions of this Act or the rules, regulations, or orders
thereunder.
On page 16, line 11, strike out "SEc. 106.," and insert in lieu thereof
"SE c. 107.".
On page 17, line 17, strike out "SEC. 107." and insert in lieu thereof
"SE c. 108.".
[This amendment prevents a primary jurisdiction problem from
depriving the FTC of authority over the use of proxies in any corporate reorganization affecting the divestiture plans. This provision
is cautionary in view of the recent opinion of the Circuit Court of
Appeals for the District of Columbia in FTC v. Texaco, 517 F. 2d
137 (1976) where a primary jurisdiction problem prevented the FTC
from obtaining materials within the scope of the Federal Power
Commission's jurisdiction. This new section makes clear that both
the FTC and the SEC have the power to regulate the use of proxies
relating to the reorganizations under this Act.]
7. Amendment offered to title II
On page 21, between lines 20 and 21, insert the following new subsection:
(c) Referees and special masters appointed under section
203 shall be compensated as provided under section 40 of the
Act entitled "An Act to establish a uniform system of bankruptcy throughout the United States", approved July 1,
1898 (30 Stat. 544, 556), as amended (11 U.S.C. 68).
On page 21, line 21, strike out "(c)" and insert in lieu thereof
"(d)".
[This amendment is to provide for compensation of referees and
special masters appointed by the Petroleum Divestiture Court.]

8. Amendment offered to Title II
On page 20, between lines 8 and 9, insert the following new section:
COMPULSORY PROCESS

SEC. 206. Notwithstanding any other provision of law
in the execution of its responsibilities and powers under this
title the court may issue its process to any person and service
thereof may be had in any district where such person resides,
transacts business, or may otherwise be found. The court,
in aid of the execution of this provision may issue such writs
as may be provided under section 1651 of title 28, United
States Code.
On page 20, line 10, strike out "SEc. 206." and insert in lieu thereof
"SEc. 207.".

On page 20, line 15, strike out "SEc. 207." and insert in lieu thereof

"SEC. 208.".
On page 21, line 12, strike out "SEc. 208." and insert in lieu thereof
"SEC. 209.".
On page 22, line 2, strike out "SEC. 209." and insert in lieu thereof
"SE c. 210.".
On page 22, line 5, strike out "SEc. 210." and insert in lieu thereof
"SEC. 211.".
On page 22, line 21, strike out "SEc. 211." and insert in lieu thereof
"SEC. 212.".
On page 23, line 2, strike out "SEc. 212." and insert in lieu thereof
"SE c. 213.".
On page 23, line 5, strike out "SEc. 213." and insert in lieu thereof
"SEc. 214.".
On page 23, line 9, strike out "SEC. 214." and insert in lieu thereof
"SEc. 215.".
On page 23, line 13, strike out "SEc. 215." and insert in lieu thereof
"SEc. 216.".
[This amendment is to give the Petroleum Divestiture Court
nationwide subpoena power, which is necessary for the operation of
the court.]

XIII.

TEXT OF

S. 2387,

As REPORTED

To restore and promote competition in the petroleum industry, and
for other purposes.
Be it enacted by the Senate and House of Representatives of the United
States of America in Congress assembled, That this Act may be cited
as the "Petroleum Industry Competition Act of 1976".
FINDINGS

AND PURPOSE

SEc. 2. (a) FINDINGS.-The Congress finds and declares that(1) this Nation is committed to a private enterprise system
and a free market economy, in the belief that competition spurs
innovation, promotes productivity, prevents undue concentration of economic, social, and political power, and helps preserve
a democratic society;
(2) vigorous and effective enforcement of the antitrust laws
and reduction of monopoly and oligopoly power in the economy
can contribute significantly to reducing prices, unemployment,
and inflation;
(3) existing antitrust laws have been inadequate to maintain
and restore effective competition in the petroleum industry; and
(4) the extraordinary dimensions of the remedy required by
this Act necessitate expedited judicial supervision of the divestitures and attendant actions required by this Act.
(b) PURPOSE.-It is the purpose of the Congress in this Act to
facilitate the creation and maintenance of competition in the petroleum industry, and to require the most expeditious and equitable
separation and divestment of assets and interests of vertically integrated major petroleum companies.
TITLE I-INDUSTRY COMPETITION
DEFINITIONS

SEc. 101. As used in this title(a) "person" means an individual person or a corporation,
partnership, joint stock company, trust, trustee in bankruptcy,
receiver in reorganization, association, or any organized group
whether or not incorporated. It does not include any authority
of the United States or of the several States;
(b) "control" means a direct or indirect legal or beneficial
interest in or legal power or influence over another person,
directly or indirectly, arising through direct, indirect, or interlocking ownership of capital stock, interlocking directorates or
officers, or contractual relations which substantially impair the
independent business behavior of another person;
(c) "affiliate" means a person controlled by, controlling, or
under or subject to common control with respect to any other
person;
(171)
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(d) "asset" means any property (tangible or intangible, real,
personal, or mixed) and includes stock in any corporation;
(e) "commerce" means commerce among the several States,
with the Indian tribes, or with foreign nations; or commerce in
any State which affects commerce among or between a State and
a foreign nation;
(f) "energy resource" means crude oil, natural gas liquids and
condensate;
(g) "refine" means to change by any operation the physical or
chemical characteristics of petroleum or petroleum products,
exclusive of the operations of passing petroleum through a
separator to remove gas, placing petroleum in settling tanks to
remove basic sediment and water, dehydrating petroleum and
generally cleaning and purifying petroleum;
(h) "refined product" means any product, whether liquid or
gas, which is produced by a refinery asset;
(i) "marketing asset" means any asset used in the sale and
distribution of gasoline or fuel oil, including diesel and distillate,
to ultimate consumers at a retail motor fuel outlet, other than
the initial sale with transfer of ownership to customers at the
refinery;
(j) "operate" means engaging in the business of selling gasoline
and diesel, directly or indirectly, or through any agent who
receives any commission, compensation, or payment because of
the sale of such product;
(k) "production asset" means(A) natural deposits of crude oil, or condensate and natural
gas liquids;
(B) any asset used primarily in the exploration for, development of or production of an energy resource including, but
not limited to, an interest in real property, whether or not
such real property is developed or undeveloped;
(C) geological and geophysical information; and
(D) any interest in an energy resource produced by others;
(1) "refinery asset" means any asset used in the refining of an
energy resource;
(in) "transportation asset" means any asset used in the transportation within the United States by pipeline or gathering line
of crude oil or refined product;
(n) "major marketer" means any person which, during the
calendar year 1974 or in any subsequent year, alone or with
affiliates, marketed or distributed 110,000,000 barrels of refined
product within the United States;
(o) "major producer" means any person which, during the
calendar year 1974 or in any subsequent calendar year, alone or
with affiliates, produced within the United States either a total of
36,500,000 barrels of crude oil, condensate and natural gas liquids,
or whose interest in crude oil, condensate and natural gas liquid
production totaled 36,500,000 barrels;
(p) "major refiner" means any person which, during the
calendar year 1974 or in any subsequent calendar year, alone or
with affiliates, refined within the United States 110,000,000 barrels
of refined product, including that refined by another refiner under
a processing agreement;
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(q) "petroleum transporter" means any person which
transports an energy resource or refined product by pipeline in
commerce within the United States;
(r) "Outer Continental Shelf" means all submerged lands lying
seaward and outside of the area of lands beneath navigable waters
as defined in section 2 of the Submerged Lands Act (67 Stat. 29)
and of which the subsoil and seabed appertain to the United States
and are subject to its jurisdiction and control;
(s) "State" means any State of the United States, the District
of Columbia, the Commonwealth of Puerto Rico, the Virgin
Islands, Guam, and the Trust Territory of the Pacific Islands,
and the Outer Continental Shelf;
(t) "Commission" means the Federal Trade Commission; and
(u) "prohibited asset" means any marketing asset, production
asset, refining asset, or transportation asset, the retention of
which is prohibited by section 102 of this Act.
UNLAWFUL

RETENTION

SEc. 102. Notwithstanding any other provision of law, five years
after the date of enactment of this Act, it shall be unlawful(a) (1) for any major producer to own, or control, any interest
in any refinery asset, transportation asset, or marketing asset;
(2) for any petroleum transporter to own or control any
interest in any production asset, refinery asset, or marketing
asset;
(3) for any major refiner or major marketer to own or control
any interest in any production asset or transportation asset;
(b) for any person who owns any refining asset, production
asset, or marketing asset to transport any energy resource or
refined product in which he has any interest, by means of any
transportation asset in which he has any interest.
UNLAWFUL

OPERATION

SEC. 103. Upon enactment of this Act, it shall be unlawful for any
major refiner to operate, either directly or indirectly, any marketing
asset which it did not operate prior to January 1, 1976.
EXEMPTIONS

SEC. 104. (a) The Commisson may, upon application by any
person required to divest assets under section 102 or prohibited from
using assets by section 102 (b), exempt any major producer, petroleum
transporter, major refiner, major marketer, or any other person from
the operation of section 102 with respect to any transportation asset
upon a finding(1) that such transportation assets are so integral a part of
other assets, the retention or use of which is not prohibited under
section 102, that no public purpose would be served by the divestment of or prohibition of the use of any such transportation
asset; and
(2) that the retention or use of any such transportation asset
will not tend to injure competition or otherwise subvert the purposes of this Act.
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(b) In order to facilitate the purposes of this section, the Commission is authorized to exempt any corporation formed or reorganized
as a result of compliance with this section from the prohibitions
contained in section 8 of the Act of October 5, 1914 (38 Stat. 732;
15 U.S.C. 19) for a period not to exceed one year.
REPORTS

SEC. 105. Each person subject to section 102 and such other persons
as may be designated by the Commission shall, within one hundred
and twenty days from the date of enactment of this Act, unless
extended by order of the Commission, and at such other times subsequent thereto as the Commission may designate, file with the
Commission such information and reports about the assets of such
person and such other reports as the Commission may require.
PROHIBITION ON SOLICITATION

106. It shall be unlawful for any person to solicit or to permit
the use of his or its name to solicit, by use of the mails or any means
or instrumentality of interstate commerce, or otherwise, any proxy,
power of attorney, consent, or authorization regarding any security
of a corporation subject to the requirements of section 102 or a subsidiary corporation thereof in contravention of such rules and regulations or orders as the Commission deems necessary or appropriate
in the public interest or for the protection of investors or consumers
or to prevent the circumvention of the provisions of this Act or the
rules, regulations, or orders thereunder.
SEC.

ENFORCEMENT

SEC. 107. (a) The Commission, in accordance with such rules,
regulations, or orders as it deems appropriate to carry out the purposes of this Act, shall require each person subject to the provisions
of section 102 to submit within eighteen months of the date of enactment of this Act, a plan or plans for divestment of the prohibited
assets. If, after notice and opportunity for hearings as provided under
section 554 of title 5, United States Code, the Commission shall
find the plan, as submitted or as modified by Commission order,
necessary or appropriate to effectuate the provisions of this Act and
fair and equitable to affected persons, the Commission shall approve
the plan by order and shall take all necessary actions to enforce the
plan; except that no plan shall be approved which will not substantially accomplish divestment of prohibited assets by any major
producer, major refiner, or petroleum transporter on or before five
years from the date of enactment of this Act.
(b) The Commission shall institute suits or actions only in the
Petroleum Industry Divestiture Court established under title II of
this Act for such relief as is appropriate to assure compliance by any
person with this Act, including, but not limited to, orders of divestiture, declaratory judgments, mandatory or prohibitive injunctive
relief, interim equitable relief, the appointment of temporary or
permanent receivers or trustees, civil penalties, and punitive damages
for willful failure to comply with lawful Commission orders.
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(c) In carrying out the provisions of this Act, the Commission
is authorized to utilize.all powers conferred upon it, and all sanctions
associated therewith, by any other provision of law.
PENALTIES

SEC. 108. (a) Any person who violates any provision of this Act
shall forfeit and pay to the United States a civil penalty of not more
than $100,000 in the case of an individual, or not more than $1,000,000
in the case of a corporation. Such penalties shall accrue to the United
States and may be recovered in a civil action brought by the Commission. Failure to obey any order of a court pursuant to this Act shall be
punishable by such court as a contempt of court.
(b) Any person who violates a lawful order of the Commission issued
pursuant to this Act shall forfeit and pay to the United States, for
each violation, a civil penalty of not more than $100,000 which shall
accrue to the United States and may be recovered in a civil action
brought by the Commission. Each separate violation of such an
order shall be a separate offense, except that in the case of a violation
through continuing failure or neglect to obey an order of the Commission, each day of continuance of such failure or neglect shall be deemed
a separate offense.
TITLE II-TEMPORARY PETROLEUM INDUSTRY
DIVESTITURE COURT
ESTABLISHMENT

SEC. 201. There is hereby created a court of the United States to
be known as the Temporary Petroleum Industry Divestiture Court
(hereinafter referred to in this title as the "court") which shall consist
of three or more judges to be designated by the Chief Justice of the
United States from judges of the United States district courts and
circuit courts of appeals. The court shall be dissolved by order of the
Chief Justice of the Supreme Court upon a determination that its
purposes have been accomplished.
JUDGES

SEc. 202. The Chief Justice of the United States shall designate
one of such judges as chief judge of the court and may, from time to
time, designate additional judges for such court and revoke previous
designations. The chief judge may, from time to time, divide the court
into divisions of three or more members and any such division may
render judgment as the judgment of the court.
REFERENCE JURISDICTION

SEC. 203. The court shall have the powers of a district court with
respect to the jurisdiction conferred on it by this Act. The court or
a panel thereof may, at any stage of a proceeding under this Act,
re 6r the proceeding or any part thereof or any issue therein to a
referee in bankruptcy to hear and determine any and all matters
not reserved to the court or panel by this Act, or to referee as a special
master, to hear and report generally or upon specified matters, or to
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a special master for such action with respect thereto as the court or a
part thereof may direct.
TRANSFER JURISDICTION

SEC. 204. (a) A single Judge or panel of the court may exercise all
functions of the Judicial Panel on Multidistrict Litigation as provided
under section 1407 of title 28, United States Code, with respect to
any matter before the court.
(b) The Judicial Panel on Multidistrict Litigation shall exercise
no function with respect to any matter before the court.
GENERAL JURISDICTION

SEC. 205. The court shall have exclusive jurisdiction, without
appeal, except as otherwise provided in this Act, of all actions and
suits brought under this Act or which relate to any matter affected
by the operation of this Act and the resolution of which is necessary
to the expeditious implementation of any provision of this Act or of
any divestiture required by this Act.
COMPULSORY PROCESS

SEC. 206. Notwithstanding any other provision of law in the execution of its responsibilities and powers under this title the court may
issue its process to any person and service thereof may be had in any

district where such person resides, transacts business, or may otherwise be found. The court, in aid of the execution of this provision may
issue such writs as may be provided under section 1651 of title 28,
United States Code.
RULES

SEC. 207. The court shall exercise its powers and prescribe rules
governing its procedure in such manner as to expedite the determination of cases of which it has jurisdiction under this Act.
APPEAL

SEC. 208. The court may fix and establish a table of costs and fees

to be approved by the Supreme Court of the United States but the
costs and fees so fixed shall not exceed with respect to any item the
costs and fees charged in the Supreme Court of the United States.
Within thirty days after entry of a judgment or order, interlocutory
or final, by the court a petition of a writ of certiorari may be filed in
the Supreme Court of the United States, and thereupon the judgment or order shall be subject to review by the Supreme Court in
the same manner as a judgment of a circuit court of appeals of the
United States. The Supreme Court shall advance on the docket and

expedite the disposition of all causes filed therein pursuant to this
section. The court and the Supreme Court upon review of judgments
and orders of the court shall have exclusive jurisdiction. Except as
provided in this section, no court, Federal, State, or territorial, shall
have jurisdiction or power to consider any appeal involving any action
or suit brought under this Act or any matter affected by the operation
of this Act and the resolution of which is necessary to the expeditious
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implementation of any provision of this Act or any divestiture required by this Act.
CLERK AND

EMPLOYEES

SEC. 209. (a) The court may appoint a clerk who shall be subject to
removal by the court. The court may appoint or authorize the appointment of such other officers and employees in such number as may
e approved by the Director of the Administrative Office of the United
States Courts.
(b) The officers and employees of the court shall be subject to the
removal by the court or, if the court so determines, by the clerk or
other officer who appointed them, with the approval of the court.
(c) Referees and special masters appointed under section 203 shall
be compensated as provided under section 40 of the Act entitled
"An Act to establish a uniform system of bankruptcy throughout the
United States", approved July 1, 1898 (30 Stat. 544, 556), as amended
(11 U.S.C. 68).
(d) The clerk shall pay into the Treasury all fees, costs, and other
moneys collected by him and make returns thereof to the Director of
the Administrative Office of the United States Courts.
LAW

CLERKS

AND

SECRETARIES

SEC. 210. The judges of the court may appoint such law clerks and
secretaries as may be necessary.
LIBRARIAN, MARSHAL, AND BAILIFFS

SEC. 211. (a) The court may appoint a librarian and necessary
library assistants who shall be subject to removal by the court.
(b) The court may appoint a marshal, who shall attend the court
at its sessions, be custodian of its courthouse or chambers and offices,
have supervision over its custodial employees, take charge of all
property of the United States used by the court or its employees, and
perform such other duties as the court may direct. The marshal
shall be subject to removal by the court. The marshal, with the approval of the court, may employ necessary bailiffs. Such bailiffs shall
attend the court, preserve order, and perform such other necessary
duties as the court or marshal may direct. The bailiffs shall receive the
same compensation as bailiffs employed for the district courts of the
United States.
SEAT

SEC. 212. The principal seat of the court shall be in the District of

Columbia. The court may sit at such times and places within the
United States as the court may designate.
SEAL

SEC. 213. The court shall have a sealwhich shall be judicially noticed.
SESSIONS

SEC. 214. The time and place of the sessions of the court shall be
prescribed by the chief judge pursuant to rule of the court.

178
CONFLICTS

SEc. 215. No judge of the court, receiver in bankruptcy, or special
master shall hear or determine any matter in which he has a conflict of
interest.
APPROPRIATIONS

SEc. 216. There are authorized to be appropriated such sums as
may be necessary to carry out the purposes of this Act.

XIV.

ADDITIONAL VIEW

OF SENATOR ROBERT

C.

BYRD

I do not share the reasoning and conclusions reflected in the majority report on S. 2387, the Petroleum Industry Competition Act, despite
voting with the majority to favorably report S. 2387 to the Senate.
Personally, I do not favor divestiture of the major oil companies

as a means to encourage competition and productivity and to reduce
prices in the petroleum industry.

I do not believe that it is the vertical integration of the petroleum
industry, per se, which has caused the legitimate legislative concern
over the spiraling cost of petroleum products to the American
consumers.
For this reason, I would have preferred to have seen the Committee
on the Judiciary pursue a less drastic remedy than divestiture in attempting to assert governmental control over the perceived abuses
within the petroleum industry. I w-as the only other member of the
Committee to support the substitute amendment offered by Senator
Charles McC. Mathias, to impose stricter governmental controls over
the petroleum industry but stopping short of the drastic action of
divestiture.
The failure of -theMathias substitute left the Committee with the
choice of sending to the full Senate a divestiture bill or no bill at all.
It was apparent that the Committee was equally divided on the issue,
and that my vote would either send the bill on to the Senate for debate
and consideration by the full Senate or it would bury the bill in Conmittee for this Congress, and leave it to face the Senate again next
year. Despite my personal views against divestiture of the petroleum
industry I felt it was my duty to vote to report the bill favorably to
allow the full Senate to work its will on this legislation. Because of
the significance of the issue, the intensity of feeling on the issue by
proponents and opponents alike, and the public interest in governmental action concerning the petroleum industry, I feel that a full
and open debate in the Senate on the merits of S. 2387 will lead to a
better understanding of the issue by the American people and will
give both sides the opportunity to present their views fully to the
entire membership of the Senate, where a more representative and
decisive viewpoint can be established.
For these reasons, I voted to favorably report S. 2387 to the full
Senate, but I do not share the views and conclusions of my colleagues
as expressed in the majority report, and I intend to vote against divestiture if and when a Senate floor vote occurs.
ROBERT C. BYRD.

XV.

ADDITIONAL VIEWS

THE ENERGY

OF SENATOR CHARLES

MCC.

MATHIAS, JR.

CRISIS AND DIVESTITURE: THE NEED FOR DEBATE
ACTION

AND

Two years have gone by since the Arab oil embargo, and in this
tranquil interlude, Americans seem to have forgotten the discomfort
of that grim winter.
The embargo was a chastening experience. It was as though we'd
been caught sleeping by invasion or epidemic; we were thankful to
have lived through it, and determined not to let it happen again.
Gratefully, we resumed our consumption of gas and oil, appreciative
of what we'd long taken for granted.
For a brief time, we were receptive to the lessons of the embargo.
Dwindling natural resources, scarcities of fuel and energy, passed
from the realm of prophecy to vivid scenes of chilly buildings and
fistfights at the gas pumps. We had seen the future, and although it
demanded profound readjustments, we were resolved to make it work.
We began cheerfully, in the spirit of a strong and generous nation
pulling together in crisis. We found inventive ways to save oil, gas,
and electricity. Our leaders promised to make us independent of
foreign oil. We seemed to be preparing ourselves, in good season, for
the changed world of the 21st century.
Then the oil began to flow again. Americans could buy all the
gasoline they wanted, without waiting in line. Life reverted to normal,
and our memory of the embargo nightmare evaporated. Conservation
went the way of a fleeting fad.
Today, we are consuming energy in unconscionably extravagant
quantities, and our dependence on foreign oil has grown immoderately.
The Federal Energy Administration's Monthly Energy Review of
April 1976, sketches our dilemma in stark figures.
In February 1976, domestic crude oil dropped to 8.1 million barrels
a day, the lowest in a decade. Between February 1975, and February
1976, domestic production of crude oil fell 6 percent; domestic production of coal fell 6 percent; and domestic production of natural
gas fell 4 percent.
While domestic production plunged, demand rose steadily. Total
demand this May was 4.3 percent higher than in May of last year.
Consumption of gasoline, which accounts for 40 percent of the
petroleum we use, has climbed 7 percent above demand in 1975, and
12.2 percent over 1974. Purchase of economical subcompact cars has
slumped from 34 percent of the market in 1975 to 28 percent so far
this year.
Our prodigious appetite for energy is being fed more and more on
imported oil. Our dependence has almost doubled in the last 10 years.
In 1966, we imported 21 percent of our petroleum. In 1975, we imported 37 percent. In February 1976, we were importing 42 percent
of our oil, and the figure was still rising.
(181)

We are drifting farther and farther upon the mercy of the Arab
nations, when the Arabs themselves are struggling with bloody
factionalism and menaced with civil war. According to the FEA, a
1-year Arab oil embargo in 1977 would shear between $78 and $112
billion from our gross national product, and put more than 2 million
persons out of work. If there should be another embargo, the disruptions of the embargo of 1973 will seem like a child's practical joke
by comparison.
Our predicament worsens despite our actions and as a result of
them. Gently, we have urged the people to conserve, as though it
were a matter of the mildest consequence. We have spent billions on
the leisurely exploration of energy sources that will take years to
develop, while virtually ignoring the tremendous savings in energy
which could be realized through an imaginative energy conservation
program. We have refused to curb consumption by relaxing price
controls and taxing gasoline. The promises of energy independence
and the billions of dollars appropriated for energy research have
suggested to the American people that the energy crisis is under
control. It is not. The futility of our programs is apparent in the fact
that we now import more oil than ever before in our history and our
dependence is increasing steadily. The energy crisis is becoming the
most pervasive, critical issue facing our Nation. Energy is common
to all of our activities, on an individual and national basis. Sufficient
energy at reasonable cost is essential to our national well-being.
Without it our economy, our national security, and our very future
as a nation are in jeopardy.
Inevitably, with or without an embargo, we will arrive at the point
where there will no longer be the energy to use as we are accustomed.
If we come to that day as innocent and unprepared as we came to the
Arab oil embargo, we will have stumbled into one of the most crippling
disasters in our history.
We must therefore move decisively to reduce our demand for energy
and increase our domestic supply. Unbelievably, despite our potentially disastrous predicament, many Americans have stopped believing
that an energy crisis exists. America's skepticism regarding the energy
crisis is nourished by the Federal Government's reluctance to enact
comprehensive energy legislation and by the widespread suspicion
that the petroleum companies "manufactured" the energy crisis to
raise profits and enlarge their market share.
I do not believe that the petroleum companies were even capable of
"manufacturing" the crisis. The energy crisis that we face today-and
will face for the foreseeable future-emanates from two harsh realities
which we have ignored in the past and seem intent on ignoring in the
future. First, America derives .over 75 percent of its energy from
petroleum and natural gas, both of which are finite and rapidly being
depleted. Second, the member countries of the Organization of Petroleum Exporting Countries account for almost 60 percent of the petroleum reserves in the non-Communist world. The United States,
which accounts for a third of the world's consumption of petroleum,
controls only 5.4 percent of the world's proven oil reserves.
We can do little to increase our national reserves of petroleum.
But we can reduce our dependence on imported petroleum. Attainment of this goal requires action in a number of areas to bring demand
and domestic supply of energy into better balance. We must reduce
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demand by eliminating waste. We must increase domestic production
of energy. And we must encourage the development of new energy
resources.
The pricing mechanism is the most and perhaps only effective
mechanism for accomplishing these goals. Attempts to establish
voluntary conservation programs are doomed; sacrifices must be
equitably distributed. Attempts to deal with the problem through
political machinations will either fail or exacerbate the problem.
Piecemeal political responses to the energy crisis are by nature
subject to political pressure and change, and therefore discourage
investment and long-term planning.
The pricing mechanism is essential if we are to attain an acceptable
degree of energy self-sufficiency.
But price can only be effective in a competitive market- something
which does not exist today. Government controls and regulations
distort the energy market and are a source of inefficiency. I would
like to see them minimized. However, Government controls and
regulations are not the only source of distortion in the marketplace.
Government controls and regulations exist as a response to imperfections in the market.
Therein lies the importance of the divestiture debate.
The great challenge is to devise a means of insuring competition
in this industry so that price can be effectively used to attain desired
goals while avoiding disruption which could damage national efforts to
attain an acceptable degree of energy self-sufficiency.
This report marks the completion of the long process of hearings
and deliberations before the Senate Judiciary Committee on the
controversial issue of vertical divestiture of the major oil companies.
The hearings elicited emphatic argument on both sides. On both
sides, there were disaster-laden predictions, but there was no exploration of alternative approaches or a middle ground. It was either
divestiture or nothing. Advocates of divestiture depict an oil industry unredeemed by efficiency or good intentions of any kind, a
judgment that seems excessive to me. I have no doubt that there
are efficiencies that can be gained in vertical integration. However,
the contention that no action need be taken with respect to the question of competition in the oil industry does not stand up in the glare
of the energy crisis.
Government must act to insure that competition is preserved and
the consumer protected. But I have serious reservations as to whether
vertical divestiture is the proper way to insure competition in the
petroleum industry. Certainly, at a time when a e are in an energy
crisis, Americans must consider such a profound, radical step-with
its inevitable uncertainties-in a most careful and deliberate manner.
During this deliberation we must consider all available alternatives,
not just vertical divestitute or adherence to the status quo.
For the moment, I am reserving judgment on divestiture. I worry
about the economic disruption that divestiture might entail. I hesitate
to resort to a measure so incalculable, so uncertain, in a time of energy
crisis.
But we must find a way to insure that there is competition in the oil
industry, and if divestiture is a problematic answer, then it seems imperative to me that we look around for alternatives.

To that end, I proposed in the committee, and will propose on the
Senate floor, alternative legislation which would eliminate anticompetitive practices without subjecting the industry to a radical restructuring, with its inevitable uncertainties.
In essesnce, my bill has three dimensions:
First, it would require the Federal Trade Commission to prohibit
discriminatory pricing and conduct by the integrated companies. For
example, in selling to their affiliates, the integrated companies would be
required to use prices they would charge if they were an independent,
rather than a vertically integrated company. This will insure that vertical integration does not permit oil companies to gain unfair advantage
by subsidizing one phase of their operations through extraordinary
profits in another phase.
Moreover, when affiliates of a vertically integrated company deal
with each other, my bill would prohibit the transfer of petroleum products and services at below-cost prices, discriminatory pricing, or the
granting of unreasonably discriminatory terms.
Second, it would require the Federal Trade Commission to establish
uniform accounting and cost allocation standards for the integrated
oil companies. Most importantly, the integrated companies would be
required to submit quarterly reports to the FTC and to the Securities
and Exchange Commission as to all costs, pricing, revenues, and profits
of their operations. This information would be available to the publicin effect, a "sunshine" proposal that would bring any anticompetitive
practices into the light of day where they can be stopped.
Third, my bill gives the Government or any person injured in his
business or property by a prohibited practice the right to bring suit
under the antitrust laws against the offending integrated company.
The establishment of a right to sue in private parties will be an important element in the enforcement of the bill's provisions.
A principal advantage of my bill is that its provisions for public reporting and its prohibitions on anticompetitive practice could begin
almost immediately, whereas divestiture, as prescribed in S. 2387,
would take at least 5 years. My bill would expand our options. If the
old objectionable practices should linger on in the oil industry, we
would have the data we need to write a fair and expedient divestiture
bill, or whatever other legislation might be needed.
In a sense, the alternative I propose would place a public trust on
the major oil companies.
There is a precedent for this approach. In 1906 the Hepburn amendment to the Interstate Commerce Act made all oil pipelines, with a few
insignificant exceptions, whether affiliated with an integrated company
or independently owned, common carriers subject to part I of the Interstate Commerce Act. Under part I, the ICC can require pipeline companies which transport, but do not buy or sell crude oil products, to
offer their services to all shippers, without discriminating, even if that
shipper owns the pipeline.
I understand that the ICC now has only a very small staff assigned
to the enforcement of this crucial regulation. I wonder whether such a
small staff, however diligent, can insure that all companies have fair
access to the pipelines. Whatever the outcome of the divestiture debate, the Hepburn amendment reflects the intent of Congress that
pipelines should be open to all and it should be rigorously enforced.
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Defeat of my amendment left me the hard choice of divestiture or
status quo. Reluctant as I was to report a bill for divestiture, I was
much more reluctant to terminate debate on oil and the energy crisis.
To have locked the divestiture bill in the Judiciary Committee would
have silenced such debate for another year. It would give the energy
crisis another year's march on us, when already we are desperately
behind.
In view of this, I voted to send the divestiture bill to the Senate
floor for further discussion, deliberation, and decision. In doing so,
however, I retain full freedom of action with respect to any vote on
the Senate floor.
I encourage my colleagues to discuss this question vigorously, and
in all its aspects. I hope that in the process we can explore the full
range of our energy policy, and make a start in relieving our jeopardous
position.
The Senate must convey the extent of our country's dilemma to the
American people. Alarm is not a popular commodity among politicians.
But gas prices have begun to climb again, and I predict they will
continue to rise into the indefinite future if we do not t tke elective
action. The disquieting truth must be faced before i, catches us
unprepared, and if the divestiture debate puts us on the way to
reckoning with the energy crisis, we might well be indebted to this
occasion for our economic good health in the 21st century.
CHARLES McC. MATHIAS, Jr.
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