
FARMERS UNION 11: 
SISYPHUS STARTS UP T H E  HILL AGAIN 

Leonard L. Coburn* 

After thirteen years of litigation, the Sisyphean labors of the Federal Energy 
Regulatory Commission1 continue as it marches up the hill of oil pipeline regulation 
only to tumble down again with little undertaken and less done? In its decision in 
Farmers Union Central Exchange u. Federal Energy Regulato~ Cmmzsszon,3 the Circuit 
Court of Appeals for the District of Columbia Circuit reversed the FERC's oil 
pipeline ratemaking methodology and remanded the case to the FERC for 
expeditious action to be completed within one year of the remand. 

T h e  D.C. Circuit Court of Appeals found three independent bases for its 
A A 

decision. Using the arbitrary and capricious standard of review," the Court stated 
that the FERC failed tosatisfy its statutory mandate that oil pipeline rates bejust and 

*A.B. Cornell University, J.D. Northwestern University School of Law; Member, D.C. and Illinois 
Bars: Director, Office of Competition, U.S. Department of Energy. The  views expressed herein are 
solel) the author's and do  not reflect the views of the Department of Energy. 

'The Fedewl Energy Regulatory Commission (FERC) is the successor to the Federal Power 
Commission. The  FEKC was established on October 1 ,  1977, in Title 1V of the legislation establishing 
the Department of Energ! (DOE). Department of Energy Organ~zation Act, Pub. L. No. 95-91 
(August 4, 1977) 91 Stat. 565.582, 42 U.S.C. $ 7171. At the timeoftheestablishmentof'the FERCand 
DOE, regulation of oil pipelines was transferred from the Interstate Commerce Commission to the 
FERC, DOE Organization Act, sections 306 and 402(b), 91 Stat. 581 and 584, 42 U.S.C. $ 5  7 155 and 
7 172(b). 

2Wisconsin v. Fed. Power Comm'n., 373 U.S. 294, 315 (1963). 
3Farmers Union Central Exchange v. FERC. No. 82-24 12 (D.C. Cir. March 9, 1984). ~eIieu1-ing 

denied, May 4, 1984 (Hereinafter Farmers Union 11). 
4The Court, at pages 24-29, discusses the appropriate standard of review. The  Court concluded 

that the FERC proceeding constituted a rulemaking under the Administrative Procedure Act (APA). 
The  standards to be applied are those of informal rulemakings, namely, whether FERC's order was 

~ ~ 

"arbiuar),capricious, an  abuse of discretion, or otherwise not in accordance with law." Farmers Union 
I1 at 26. The  Court, relying on the Supreme Court and its own precedents, noted that determinations 
of the justness and reasonableness of rates pursuant to section 15(1) of the Interstate Commerce Act 
must be onl) after "a full hearing" which IS not equivalent to the formalities required by the APA (5 
U.S.C. 9: 553(c)) that the rules be made "on the record after opportunity for an agency hearing." See 
United States v. Allegheny-Ludlum Steel Corp., 405 U.S. 742 (1972); United States v. Florida E. Coast 
Ry. Co.. 410 U.S. 224 (1973); Asphalt Roofing Xlfrs. Ass'n. v. ICC, 567 F.2d 994, 1002 n.5 (D.C. Cir. 
1977) (per curiam); Farmers Union 11 at 26 11.39. As a result, the substantial evidence standard is 
inapplicable. The  Court did note, however, that the issue is still not crystal clear since the section 15(1) 
requirement is for a "full hearing" while the Allegheny-Ludlum Court addressed the issue of a 
"hearing." Whether a full hearing is the same as the APA requirement ot "one the record of an agency 
hearing" is left unresolved for a f u t ~ ~ r e  date. Id. The  Court in Farmers Union I1 stated at 27: 

Under the "arbitrary andcapricious" standard, thecour t  must conduct a "searching 
and careful"inquiry into the record in order to assureitself that the agency has examined 
the relevant data and articulated a reasoned explanation for its action including a 
"rational connection between the facts found and thechoice made" (footnote and citation 
omitted). 

Thus, the Court must ensure that the agency is engaged in reasoned decisionmaking which does not 
deviate from or ignore ascertainahle legislatile intent. "Beyond that, however, we are not at liberty to 
substitute our own judgment in the place of the agency's." Id. at 28. 
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reas~nable .~  As in independent basis for the reversal and remand, the Court 
indicated that the FERC's decision was not the product of reasoned thought and was 
not based upon a consideration of the relevant factors! Finally, as if these bases were 
not enough, the Court found a third basis for the reversal, stating that the 
combination of the rate base and rate of return methodologies did not produce an 
acceptable end result as required by prior Supreme Court decisions? Thus, the 
Court not only reversed and remanded the case, but came as close as a court can 
come to substituting its judgment for the FERC's by providing strong guidance to 
the FERC regarding what it  should d o  in the remanded proceeding. 

The  decision is an important one from the point of view of the entire industry 
and from the point of view of the development of regulatory principles. The  oil 
pipeline industry has been struggling for thirteen yearsn to determine whether the 
current ratemaking methodology is permissible%r whether a new methodology 
must be established. The  financial fate of the industry hangs in the balance until 
regulatory certainty is provided. 

From a regulatory point of view, the ability of a regulatory agency to develop 
ratemaking principles which deviate from established methodologies is under 
intense scrutiny. The  FERC attempted to develop a lighthanded regulatory 
framework which left much discretion with the regulated companies and permitted 
more rate flexibility than normally allowed under more stringent ratemaking 

5Farmers Union I1 at 30. 
61d. at 50. 
'Id. at 86. T h e  prior Supreme Court decisions refer to Federal Power Comm'n. v. Hope Natural 

Gas, 320 U.S. 591 (1944) (hereinaftel- Hope) and its progeny. 
HThis proceeding began in 197 1 ~vhen W~lliams Brothers Pipe Line Company, now Williams Pipe 

Line Company filed new rates for pipeline transportation through its midcontinent pipeline system 
and the rates were challenged by a group of shippers. The  ICC upheld the rates and its method ot 
ratemaking. Petroleum Products, Williams Brothers Pipe Line Co., 35 ICC 4 i 9  (1976). This decision 
was appealed to the Circuit Court of Appeals for the District of Columbia, which remanded the 
proceeding to the newly established FERC. Farmers Union Central Exchange v. FERC, 584 F.2d 408 
(D.C. Cir. 1978), (cert. denied sub nom.) Williams Pipe Line Company v. FERC, 439 U.S. 995. 
(hereinafter Farmers Union 1). In  the remand. the FERC consolidated all pending rate cases and held 
an evidentiary hearing. Williams Pipe Line Company, Docket Nos. OR 79-1, order setting down the 
case for hearing issued February 23, 1979. After two oral arguments on June 30, 1980, and 
November 19, 1981, the FERC, under order from the U.S. District Court for the District of Columbia 
in response to a writ of mandamur, issued its decision on November 30, 1982. W~lliams Pipe Line 
Company, Opinion No. 154, Docket No. OR 79-1-000 et al., 21 FERC par. 61,260, pp. 61,568-731 
(November 30, 1982) (hereinafter Williams). See O'Neill and Knapp. Oil Pipelme Regulation After 
Williams: Does The End Justif7 Thr .'lfmns?, 4 Energy L.J. 61 (1983). 

"he ICC methodology ilsesa hybrid fail-value-original cost approach to valuation of the ratebase 
with rate of return guidelines for crude (8 percent return on valuation) and product (10 percent 
return on valuation) pipelines. T h e  ICC methodology uses a weighted average original cost and 
reproduction cost component multiplied by a condition percent sill-rogate for depreciation, all of 
which is multiplied by a 6 percent going concern value. The result of this is added to surrogates for the 
pipeline's present value of land, rights of way and working capital. Fal-mers Union 11 at 18 n.28. For a 
detailed discussion of the ICC methodology see, Navarro and Stauffer. The Legal Histo? and Economic 
Implicut~on, of Oil Pi)rlinr Regulation, 2 Energy L.J. 291 (198 1). 



Vol. 5:2 FARMERS UNION I I  311 

approaches.1° While the Court did not overrule lighthanded regulation in principle, 
the application in this situation has been made much more difficult because of 
Farmers Union II. 

This article will discuss the Court's opinion in some detail, developing the 
Court's reasoning for each of its bases for rejecting the FERC's decision. Then,  the 
article will explore some of the implications of the decision. 

The  first basis the Court found for overturning the FERC's decision was the 
failure to satisfy the statutory mandate that rates be just and reasonable." The  
FERC gave a very liberal meaning to the just and reasonable term of the Interstate 
Commerce Act ("ICA)"" in its application to oil pipelines. It developed reasons for 
interpreting thejust and reasonable term in a manner different from its application 
to other entities under the ICA. FERC justified the difference, relying on three 
factors. It pointed out noncost factors which justified a different interpretation. It 
relied upon a different Congressional intent based upon the climate of opinion 
which led to the enactment of the Hepburn Act.12 And, it examined the economic 
context of oil pipeline operations as another justification for different treatment. 
The  Court rejected each and every one of these rationales, firmly indicating that the 
FERC failed in its justifications and that its different treatment, therefore, was 
arbitrary and capricious. 

l0The Williams approach used the ICC valuation rate base to which it applied a rate of return 
comprised of three elements - debt service (the amount required to pay the pipeline's interest on 
debt), a suretyship premium (the additional amount that would have been needed above actual debt 
service in the absence of a debt guarantee from the oil pipeline's parent), and a real entrepreneurial 
rate of return o n  the equity component of the \ aluation rate base (the valuation rate base less the face 
amount of debt). The  pipelinecan choosef'rom among eight indicesin determining the nominal rateof 
return on equity. T h e  eight indices are the nominal rates on book equity realized over the most recent 
one- or five-year period f.or the oil industry generally, American industry generally, or the parent 
company(s) excluding pipelines. T\vo other measures are total returns (dividends plus capital gains) on 
a diversified common stock portfolio over the past 5 years or the long run (25, 50 years, or more). 
Farmers Un ionII  at 18-22, M'illiams at 61,614-61,633 (rate base), and 61,636-61.650 (rate of return). 

"Section 1(5), Interstate Commerce Act, 49 C.S.C. l(5). The  Interstate Commerce Act was 
recodified without substantive change by Pub. L. No. 95-473 (Oct. 17, 1978), 92 Stat. 1337, 49 U.S.C. 
$9 10101 r /  srq. T h e  recodification expressly provided that the previous codification or numeration 
\\~ould appl). to oil pipeline matters. Revised Interstate Commerce Act, Pub. L. No. 95-473, 5 4(c), 92 
Stat. 1470 (1958). 

'laSection 1(5), lCA, 49 U.S.C. 8 l(5). 
lZThe Hepburn Act extended common carrier and rate regulation to petroleum pipelines. 94 Stat. 

584 (1906); 49 U.S.C. $ 1. For a succinct summary of the evolution of oil pipeline regulation, see, 
Coburn, The Case for  Prlroleum Pzpeline Deregulal io~~.  3 Energy L.J.  225 (1982). 
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The Court recognized that economic regulation per~rlitted rate regulation 
within a zone of reasonableness.'%egulator): agencies are free to establish rates 

' T h e  tel-m  one of reasonableness" gl-okvs out of legal precedents in \vhich courts p e r ~ r ~ i t t e d  
- ~ 

regulators to use their judgment in setting I-ates. 
In Bailton v. Belt Line Rv. Corp., 268 V.S. 413 (19'25), the  Court stated at 4'22-423: 

A commission or o t l ~ e r  legislative botly, ill its tliscretiorl, niay determine to be reasol1al)le 
a ~ l d  ,just a rate that is substantially higher tllan one merely sufficient to justify ajudicial 
finding i n a  confiscation case that i t  is high enough to yieldajust and  reasonable return (111 

the  value uf'the property used to perform the  service covel-ed b) the rate. 'I'lie me]-e fact 
that a Irate is non-co~ifiscatory does 11ot indicate that it must b~ deemed to be just and 
reasonable. I t  is well krlow~11 that rates substantially higher than t l ~ e  line between validity 
a n d  unconstitutionality proper may be deemed to be just and  reaso~iable a n d  not 
excessive or  extortionate. (Footnotes omitted) 

T h e C o u r t  did not use the tern1 "zone ot reasonable~iess" in this decisio~i, but the impor t  of tliedecision 
was that  commiss io~~s  or  legislatures could establish just and  reasonable rates within a 7.one that was 
bounded by something abo~ze confiscatory on the low end  and something below excessive or 
extortionate on the high end.  l 'his concept was stated in dicta ill Columbia Gas &. Fuel Co. v. Public 
Utilities Co~nrnissiori of Ohio, 292 U.S.  398 (193-1) ;I[ 414: 

In so far as a reasonable rate is something othel- 01- higher than one  not strictly 
confiscator? (Banton v. Belt Liiie R\. Corp.  268 U.S. 413, 42:3), the  difference, if'any, is 
determined with ti~iality by the appointed officers of the state. 

Interestingly, the  phrase "zone of reasonableness" ma! have been used fol- the first time in the context 
of the Interstate Commerce Act. In  Atlantic Coast Line 1: Florida, 295 U.S. 301 (1935) the intrastate 
rates fhr eel-rain I-ail transportation were under dispute. A mastei- held that the rate level should be one 
level, t h e  ICC at another. T h e  difference was ctiallenged. T h e  C;ourt stated at 317-318: 

T h e  field of incltiiry is one in  which the search for certaint? is futile. Opinionswill differ as 
the qualifications of esperts ,  the completeness of their inquiry into operating costs, the  
;Iccuracy of 111eir ~ ~ ~ e ~ h o d s  ofcornputation, the soundness of their eb~i~na tes .  7't~rrr is u 20111~ 

~Jrvasonablrnrss ulithin which jirdgrr~rnt 1 .5  at larg(z. Bantori v. Belt Line Ry. Chrp., 268 U.S. 
413, 42'1. 423. Only by accident i\,ould two courts or administrative bodies draw the line 
within the zone a t  precisely the same poirits. I n  a sense, tllerl, it is t rue that there is 
support  in fairness and  reason thr each of the twoconclusions, the Commission's and the 
master's. hlore than this, however, must be made out  t o  uphold the claims in suit. T h e  
claimants d o  not sustai l~ the  burden  that is theirs by showing that the master set u p  a 
reasonable schedule. l'hey must show that the other  schedule, the  one set u p  by the  
Commission, is unreasonable. (Emphasis added)  

I n  a case exanlining the  validity o t  rates established by the Secretary of Agricultul-e u11de1- the 
sttxlkyards act. the C o ~ l r t  ill Denver Stock Ehrd Co. v V.S., 304 I T . S .  470 (1938) stated at 483: 

T h e  Secretary is not required to prescribe rates so low as to be barely sutficient to 
withstand attack on the ground ofconfiscation, but is a t  liberty ~vithin limits that h e  niay 
find to bejust and  reasonable to establish higher rates. B a ~ i t o n  u. Belt Liw Ry, ssnpru, 422 
(other footnotes omitted). 

B Y  the time the Supreme Cour t  applies this standard using the tel-rn  one of I-easonableness" to 
natural gas pipelines, prior Court decisions have laid the ground\vork. Thus ,  in  Federal Pover 
Comm'n v. h'ntural Gas Pipeline C o . ,  315 C.S. 575 (1942) the Court  stated at 585-586: 

By long standing usage in the field of rate regulation, the  "lolrest reasonable rate" is 
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within this zone of reasonableness. FERC;, on the other hand, attempted to establish 
a zone of commercial reasonableness for oil pipeline rate regulation as opposed to 
public utility reasonableness?The Court did not accept this distinction and found 
that FERC's rate ceilings which were higher than those allowed by statuteJ5 W~thin 
the context of what is a permissible zone of reasonableness, the zone is bounded by 
rates that must be above those that would be something less than compensatory on 
the low end and by rates that would be below those that would be excessive on the 
high end. Rates set beyond thezone at either end rvould beimpermissible, since they 
would not fall within the statutory standard ofjust and reasonable. Rates beyond the 
low end would be confiscatory. Rates beyond the high end would be excessive. T h e  
Court stated that in order to find where the end points of the zone of reasonableness 
lay, the agency should examine the costs of providing the service. Such an 
examination is the departure point for cost-based regulation.'The Court was quick 
to point out, however, that reliance only upon cocts was not required. Noncost factors 

one which is not confiscatory in the constitutiorial sense (footnotes omitted). Assuming 
that  there is a zone of reasonableness within tvhich the  Commission is free to f u  a rate 
varying i l l  amount a n d  higher than a conhscatory rate, see Banton v. Belt Line Ry. Corp., 
268 U.S. 413, 422. 423; Columbia Gas Co. \-. Conlnlissiol~, 2 9 2  U.S. 398, 314: D e ~ ~ v e r  
Stock Yard Co. v. United States, supra, 483, tlre Comniission is also free under  5 5(a) to 
decrease a n \  rate tvhich is ~ ~ o t  the "lo\vest reasonable rate." 

Frolri this line of cases, we conle to perhaps the definitive statemeut concerning \\hat the FERC may d o  
within the zone otreasonablerless. In  Permian Basin Area Rate Cases, 390 U.S. 747 ( l968) ,  the Court 
stated a t  767: 

5foreo\.er, this Court  hasoften ackno\\-ledged that tlleCommission is not requil-ed bv 
the Constitution o r  the Natural Gas Act to adopt  asjust and reasonableany particular I-ate 
level: rather,courts al-e\\.ithoutauthorit! to setasideany rate selected by the Conlmission 
which islvithin a "zoneof I-easonableness." FPC \-. Satura l  Gas Pipeline Co., 3 15 U.S. 575, 
585. No other rule \ \ .o~~lt l  be consonant \\.it11 the broad responsibilities given to the 
Commission by thecongress;  it must be t ree ,  \iithin thelimitations in~posed  by pertinent 
constitutional and statutor-) commands, to cle\.ise nlethods of regillation capable ot 
ecluitabl y reconciling diverse and  conflicting interests. 

I4FERC acternprccl to find a way out uf the precederl~r establishing the limits <,f the zone of 
I-eason;tbleness. I t  collcocled a difference I,\ stating that these pl.ecetlents, which were based upon cost, 
\ver-e within a zone of public utility reasonableness. Pipelines, on  the  other hand ,  should not be held to 
this s tandard,  but  ~ h ~ ~ l l d  b e  permitted t o  set rates which tvould permit results that \ \ .o~~ld  esceed the 
upper  hounds of this 7one ot reasollahleness. By examining the  history a n d  climate of opinion at the 
timeoil pipelines were subjected to regulation, the  FERC concluded that \\.hat \*.as meant \\-as  hat rates 
could be established \vitllin a zone of ordinary com~rrercial reasonableness, which tvould restrain gl-oss 
overreaching and  unconscionable gouging. CI.i'llzams a t  61,597. Since rates which would achieve this 
latter result \voultl be b e j o ~ l d  the  uppel. e n d  of the  zone of reasonableness as priol- courts used it. 
meaning rates which would be characterized as excessive 01- extol-tionate ( see~lan ton ,  supra. n.13), the 
FERC had to devise the commercial r-easonableness concept to accomplish its goals. 

ISThe FERC vil-tually admitted as rnuch in its Williamc decision. For example, FERC said, "It 
seems obvious to us that allo\\.ed real rater ot 1-eti1r11 on  oil pipeline equit) investriie~~ts should be 
appreciably higher than those the Con~n~iss ion  a\r-ards to natural gas pipelines and to i\.holesalers of 
electric energy." Wzlliatrrs a t  61,645. FERC then indicated that all the yardstick should do is  to put "a cap 
on  gross abuse." Id. a t  61,645. - 

I6This is the  traditional concept of cost-of-seruce regulation applied to other  regulated e ~ ~ t i t i e s .  
See generally, Charles F. Phillips, JI-., 7'hp R~gulntiorl (g Prrhlic. C7/ilitics (Public Utilities Reports. Inc., 
Arlington, L'a. 1984). 
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were permissible departures from cost of service regulation. But the agency must be 
very specific concerning the noncost factors relied upon. Furthermore, the agency 
must provide a reasoned explanation of how the noncost factor justifies the resulting 
rates.17 

The  FERC provided a rationale for its nonadherence to strict cost-based 
ratemaking.'* It cited the need for additional pipeline capacity and investment as a 
justification for increased incentives through lighthanded regulation. The  Court 
looked at this justification and easily found it ~ a n t i n g ! ~  FERC merely stated that 
"everybody agrees that the nation needs and will need more pipeline plant."" In the 
Court's vielv. this was wholly inadequate to support a noncost factor departure from 
cost-based i-atemaking. The  Court found no forecast or estimate regarding the 
extent of the nation's needs, the size of the investment required, or any supporting 
data. Without this data, the FERC's casual justification was insufficient for its 
reliance upon this noncost factor." 

The  second justification for departing from the traditional just and reasonable 
standard was FERC's view that the legislative history and climate of opinion 
supported FERC's interpretation. FERC's decision provided a treatise on the sins of 
the Standard Oil Trust dralving upon the popular writers of the time:2' While the 
FERC may have portrayed theclimate of opinion accurately, the Court reasoned that 
the legislative history underlying the passage ofthe Hepburn Act did not rely upon 
the climate of opinion. Rather, the legislative history pointed toward reliance upon 
the traditional usage of just and reasonable. T h e  Court delved into the history and 
found that some versions of the legislation used different words, namely, fairly 
remunerative, rather than just and reasonable. This alternative language was 
dropped out of fear that something different from the traditional view of just and 
reasonable could be the result." Finally, the Court indicated that the purpose and 
intent of Congress was crucial, the motives of the individual legislators were 

'I ln Permian Basin Area Rate Cases, 390 U.S. 747 (1968), the Court condoned the use of noncost 
factors in determining the appropriate rate of return. Fol-example, the Court stated, "We have all-cad) 
consiclered each of the points at which the Commission has given weight to noncost factors, and have 
found its judgments consistent with the terms and purposes of i t 5  statutory authority." Id. at 815. In 
Mobil Oil Corp. v. FPC, 4 15 L.S. '183 (1974), the Court stated at 308 ". . . Permion reversed the Court of 
Appeals and sustained theConlnlission's order, although noting that theCommission had not adhered 
rigidly to a cost-based determination of rates, much less to one that based producer's rates on his own 
costs;13 [43 Indeed, inaddition toitsgeneral approval of such anapproach, see 390 U.S., at 8 14-815, the 
Court inPermian Basin listed each of the noncost factors used by the Commission and approved them. 
See id . ,  at 815 n.98."] Again, in FERC v. Pennzoil Producing Co., 439 U.S. 508 (1979) the Court 
approved its language in both Pcrmian and Mobil, stating at 518, "lt must be noted, however, that the 
methodologv employed by the Commission in arriving at the area rates approved in Permian Basin was 
not a purely cost-plus approach. To the contrary, the Court recognized "deviationls] from cost-based 
pricing" which it "found not to be unreasonable and to be consistent with the Commission's 
responsibility to consider not merely the interests of the PI-oducers . . . but also 'the relevant public 
interests'. . . ." Mobil Oil, supra, at 308-309, quoting Permian Basin, 390 U.S., at 792." 

lBWilliams at 61,614; Farmer.\ Union II at 34. 
lgFarmers Union II at 34. 
201d. at 35, Williams at 61,614. 
21Farrr~ers Union II at 35. Cf. Permian Basin Area Rate Cases, 390 U.S. 747. 815 (1968). 
Z2Williams at 61,578-61,583. 
23Farrr~ers Union II at 38-40. 
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irrelevan t?4 
T h e  Court also found no support in FERC's reliance upon changes in the 

economic setting of oil pipeline operations asjustification for its interpretation ofjust 
and reasonable. FERC showed that the relationship between oil pipeline rates and 
oil prices was so small that any regulation of oil pipelines would have no impact on oil 
 price^?^ The  Court summarily rejected this argument merely stating that 
meaningful regulation was required no matter what the relationship was between oil 
pipelines and oil p r i ~ e s ? ~  

FERC also argued that market forces, that is, competition, were sufficient to 
keep oil pipeline rates from reaching unduly lofty levels.27 Here, the Court found 
that FERC's reliance on the marketplace was largely undocumented. No record 
citations were offered or studies cited to indicate the plausibility of this a r g ~ m e n t ? ~  
FERC's reliance upon market forces did not assure that rates will be just and 
reasonable. Furthermore, FERC's reliance upon competition created a false illusion 
of regulation, that is, that FERC was regulating, when, in fact, it was doing nothing. 

By rejecting all three reasons for FERC's departure from the traditional 
concepts of just and reasonable, the Court stated that this in itself was sufficient 
reason to reverse FERC for its arbitrary and capricious action and remand the case 
to the FERC for further action. As the next sections indicate, however, the Court was 
not content to stop here. It went onto a second and third basis for reversing the 
FERC. 

In reversing the FERC on the basis that the decision was not the product of 
reasoned decisionmaking, the Court relied upon three principal aspects of FERC's 
decision. They were FERC's analysis of rate base issues, its analysis of the Association 
of Oil Pipe Lines (AOPL) recommendations, and its analysis of rate of return issues. 
FERC'sjustifications for deciding each of the major issues in each aspect were found 

241d. at 42. The  point here is that the motives of some of the legislator-s wer-e to get the Standard Oil 
Trust. This is the point of the FERC's length) discussion on the climate of opinion. But the Court 
deflects this discussion rather easily indicating that the general Congressional intent was to subject oil 
pipelines to the same type of regulation imposed upon railroads. From the Court's perspective it rvas 
irrelevant thatJohn D. Rockefeller and his Standard Oil Company wereacting as monopolists gouging 
everyone with whom they competed. It tvas enough that Congress responded to a problem in the 
traditional way of regulating oil pipelines and imposing a traditional solution, just and reasonable rates. 

25Williams at 61,599-61,609. 
26Faners Union I1 at 43. 
27Williams at 61.608. 
28Farme~s Union I1 at 44-45. One of the principal sticking points for the Court was the lack of 

record citations in what the FERC itself touted as "the longest and most elaborate'. decision it had ever 
issued. Id. at 12. A survey of the 581 footnotes in Williams indicates that the opening brief of the 
Association of Oil Pipe Lines was cited nine times (notes 1, 358, 382, 467, 468, 527, 534. 536, 5 5 7 ,  the 
shippers' initial post-hearing brief was cited once (n.401), and an Antitrust Di~ision. Department of 
Justice, ~ e m o r a n d u m  in anearlier portion of this proceeding was cited once (n.526). But the Williams 
decision has an  enormous number of citations to American and English legal precedents: economic, 
legal, and historical treatises; law reviews; biographies: newspapers; magazines; Congressional 
reports; Congressional record; encyclopedia; gokernment. academic, and business studies: legal, 
economic, and social science papers; and T h e  Bible. 
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not to be the product of reasoned decisi~nmaking.~~ Moreover, FERC's rejection of 
alternatives, especially in the rate base area, also was considered not to be the 
product of reasoned decisionmakingPo 

A .  Rate Base Issues 

The FERC decided to continue to use the methodology developed by the 
Interstate Commerce Commission (ICC)P1 The Court, in its first examination of oil 
pipeline issue~,3~ strongly suggested to the FERC that it abandon this formula for 
the more traditional original cost methodology used in the regulation of other 
activitiesP3 The FERC decided not to follow this adviceP4 Instead, it provided 
justifications for continuing to use the ICC methodologyP5 

The Court found no rational justification for keeping the ICC methodologyP6 
It went even further and stated that the FERC should consider alternatives and give 
reasoned explanations for the rejection of the alternatives, especially when its own 
choice was so substantially flawed. FERC had stated that oil pipeline regulation was 
not close work and therefore the "blunt" and "clumsy" ICC methodology was usable 
despite its lack of consistency and logicP7 The Court rejected this inarticulate 
argument as insufficient justification. Moreover, the Court then went on in some 
detail regarding FERC's rejection of an original cost alternative. 

FERC rejected the original cost methodology for four reasons. FERC found it 
difficult to account for the throughput guarantees of the parentsP8 FERC found 
that the major regulatory benefit of original cost accounting, comparable risk 
analysis, was not useful in the oil pipeline context because the nature of oil pipeline 
investors is different from other public utility investorsPg FERC rejected original 

29Fa~mers Union 11 at 50. 
301d. at 51-52. 
3'See note 9. 
32See note 8. 
3Wriginal cost is a method of measuring the value of the property to be included in the rate base. 

Original cost methodologiesstart with the original cost of the property, that is, theamount actually paid 
t'or installing the original plant and equipment, plus additions, when first devoted to public service. 
Accrued depreciation must be deducted from the property's valuation. Other elements of value also 
are accounted for, including, working capital allowances, property held for future use, land, and 
intangibles. See Phillips, op. tit., pp. 284, 31 1, and 315. 

34Williams at 61,614-61,633. 
51d. 

36Fa~mers Union I1 at 54-55, 67. 
371d. at 51. 
38Williams at 61,620-61,622. An industry practice which developed over the years and accelerated 

after the signing of the oil pipeline consent decree in 194 1 was the parent company's guarantee of the 
subsidiary oil pipeline company's debt based upon the promise that the parent would ship sufficient . . .  
volume through the pipeline to service the debt. In industry parlance these guarantees are known as 
throughput and deficiency agreements. See George S. Wolbert, Jr., U.S. Oil Pipe Lines (.4merican 
Petroleum Institute, Washington, D.C., 19i9). pp. 242-244 for a discussion of throughput and 
deficiency agreements. See Staff of Subcomm. on Antitrust and Monopoly of the SenateComm. on the 
Judiciary, 95th Cong., 2d sess., Oil Company Ownership ofpipelines, pp. 122-1 24 (Comm. Print 1978) for 
a discussion of the consent decree. 

39Williams at 61,623. 
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cost because of the front-end load problemPo And finally, FERC indicated that 
benefits accruing from a switch to original cost would not warrant the social costs 
involved?' The  Court rejected each of these argumentsP2 

For its first reason for rejecting the original cost methdology, the FERC 
indicated that it would be a headache to determine the value of the parents' 
throughput guarantees and the appropriate debtlequity ratios in the absence of 
these guarantees. T h e  FERC indicated that it would receive differing opinions from 
a variety of experts complicating its analysisP3 The  Court did not accept this 
reasoning. T h e  Court indicated that the FERC could construct a hypothetical capital 
structure as a way of determining the value of the parents' throughput guarantees. 
T h e  Court conceded that this estimation was not an easy task, but pointed to FERC's 
experience in doing this with the other industries it regulatesP4 

Moreover, the Court pointed to a major inconsistency in FERC's approach. In 
its rate of return methodology, FERC relied upon a concept called a "suretyship 
premium" to account for the value of the parents'  guarantee^?^ I n  setting the 
suretyship premium FERC would have to rely upon experts to provide the 
appropriatevalue. T h e  Court questioned why this was any different from the expert 
testimony the FERC would receive in constructing a hypothetical capital structure. 
Additionally, the Court indicated that the FERC could use the suretyship premium 
analysis with an original cost formula to account for the value of the parents' 
guarantees. Thus, the Court dissected FERC's arguments, pointing out the glaring 
inconsistencies, and told the FERC that it could use its expertise to develop a 
surrogate for the value of the guarantees while at the same time relying upon an 
original cost methodology:'" 

As its second reason for rejecting the original cost methodology, the FERC 
indicated that oil pipeline investors were a special breed of risk takers and required 
high returns regardless of risk. As a result, the comparable risk analysis which makes 
original cost so valuable a tool is useless in the oil pipeline contextP7 The  Court 
quickly disposed of this argument as being unmeritorious. It found neither 
evidentiary support for the FERC's reasoning nor any common sense justificationPH 
T h e  Court examined the record, something the FERC apparently failed to do, and 
found that the evidence was to the contlary. Oil companies match returns with risks 
as other investors do. They are not a special breed of risk takers, but mere mortals 
following traditional concepts of risk analysisPY 

T h e  FERC used as a third justification for rejecting original cost the front-end 

"Williams at 61,628-61,629. The  front-end load problem stems from original cost reflecting high 
initial rates because thevalueof the new propert!. is high with rates decreasing over timeas theoriginal 
value of the property depreciates. See Navarl-o and Stauffer, supra, note 9. 

"Williams at 61,631. 
42Fnnners Union I I  at 54-55. 
43Wzllinms at 61,622. 
44Farmers Union I I  at 57. 
45Williams at 61,644. 
46Farmers CTnion I I  at 56-59. 
47Willian~s at 61,623. 
48Fanners CT?rion I! at 60-61. 
'lVd. at 61-62. 
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load problem so common with original cost me thodo l~g ie s .~~  T h e  Court, again 
looking at the record, indicated that FERC was presented with alternatives which 
relj, on original cost, such as trended or inflation-adjusted original cost,5l which 
diminish the front-end load problem. Thus, the front-end load problem was 
overblown in the Court's view, and could be solved if the FERC only tried. 

Finally, the FERC stated that the socialcosts of switching to a different rate base 
n~ethodology clearly outweighed any perceived benefits from such a change. In 
addition, the FERC inveighed against the pi-oblems inherent in a transitional rate 
base in order to move to the new original cost m e t h o d o l ~ g y . ~ ~  

T h e  Court questioned the need for a transitional rate base or why such a 
transition was such a difficult task. In the Court's view, these difficulties, if they were 
real, shou Id not impede the introduction of a supei-ior methodolog).. The  Court 
could not find this adequatejustification for continuing the error of relying upon an 
outdated I-ate base. Finally the Court struck at the heart of this argument by 
examining the premises upon which the FERC based it and found them wanting. 
T h e  Court clearly thought that the new rate base could produce substantial 
benefits .j3 

Thus, the Court found all of FERC's arguments concerning the rate base 
spurious. Not only had the FERC fai1,ed to justify continuation of the ICC 
methodology, but the FERC failed utter1)- in rejecting a proven alternative. For these 
reasons, the Court concluded that the rate base component of FERC's decision was 
not the product of reasoned decisionmaki~~g:~~ 

FERC's decision also lacked reasoned decisionmaking, the Court found, 
because of FERC's treatment of the recomn~endations advanced by the Association 
of Oil Pipe Lines (AOPL) for altering the ICC methodology. The  Court stated that 
FERC;'s rejection of the AOPL recommendations was arbitrary and capricious 
because it was not supported bj. reasoned findings based up011 evidence of record."" 

T h e  AOPL made a series of recommendations for improving the ICC 
methodology."The FERC rejected some of these suggestions by saying that a series 
of inaccuracies in the ICC methodology is permissible because another series of 
inaccuracies systematically corripensates for prior errors.j7 T h e  Court found this 
- 

50Williorns at 61.628-61.629. 
SIFnrmer,~ Urrion 11 at 63-64. Trended original cost and inflation-adjusted original cost are 

iwiations on the original cost n~ethodology. Boll1 make some col-rections in the rate base for inflation 
unlike original cost \\-hich leajes inHatio11 adjustments solel! to the rate of retur-n. Fol- more detailed 
explanation see Na\.arro and Stauffer, supra note 9. 

52).l'~lliams at 61,631 n.376. 
53Farmers Urrion 11 at 65-67. 
541d, at 67. 
. . 
a,'ld. at 69. 
";The AOPL suggested six motlihcations to the ICC methoclolog! in order to make i t  a more 

s u d d e ~ ~  ratemaking appl-oach. Most dealt \\.ith changing indices I-elied upon to calculate reproduction 
cost to current nleasures rathel- than using old base ).ears \ \ l~ich are then updated in arbitrat-) \\.ays. 
Also, AOPL suggested eliinitlatillg the six percent going concern value at'ter the othel- adjustments 
\\.ere made. Id. at 67-IiX. 

?'Id. at  69-70. 
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illogical, especially since the FERC made no finding that the errors will offset each 
other." The  Court used FERC's rejection of the AOPL suggestions as a basis for a 
finding that FERC's decision was not based upon reasoned decisionmaking. In 
making this finding, the Court went out of its way to indicate that it was neither 
endorsing nor rejecting the ICC methodology, but rather FERC's decision did not 
provide a cogent defense of it."9 T h e  Court's decision, therefore, turned on the 
inadequacies of FERC's decisionmaking process. T h e  Court attempted to avoid 
substituting its judgment for that of the FERC. As discussed infra, however, one of 
the more controversial aspects of this decision concerns the extent to which the 
Court did substitute its judgment for that of the FERC. 

Finally, with respect to the second basis for reversing FERC's decision, the Court 
delved into FERC's development of the rate of return formula. T h e  FERC justified 
its use of the ICC rate base methodology by indicating that its end result could be 
adjusted through the use of a new, more specific rate of return formula.FO Thus, 
rather than continuing the use of general rate of return guidelines applicable to all 
pipelines,6' the FERC established a formula which would lead to the development of 
rates of return for pipeline systems.62 FERC sepa~ated the rate of return formula 
into three components dealing with debt, parent company debt guarantees, and 
equity. The  Court found no problem with the treatment of debt and quickly turned 
to the other two eleme~lts.~" 

T h e  parent company debt guarantees were denominated suretyship 
premiums. The  Court had treated this subject to some extent in its discussion of the 
applicability of the original cost nlethodology and the construction of' hypothetical 
debt structures. Both the Court and FERC took the view that a pipeline must show 
that the debt guarantees reduced the perceived investor risk in order for the 
pipeline to avail itself of-a suretyship prernium.fi4 Therefore, even though the Court 
was not enamored of' the concept, the Court at least acknowledged that the FERC 
did not automatically accept its use in the rate of return formula without an 

"In one  of the ra re  examinations of oil pipeline rates dur ing  the  course of ICC regulatory 
oversight, the ICC established rate of return guidelines fol- oil pipelines. In Reduced Pipe Line Rates 
a n d  Gathering Charges 1, 243 ICC 115, 142.143 (1940) the ICC establ is l~eda maxirnum ra teo t ' r e tu rn  
of 8 percent tbl- c r u d e  oil pipeline conlpanies. See also, hfinnelusa Oil Corp.  v. Continental Pipe Line 
Co., 258 I C C 4 l , 5 3 - 5 7  (1944); Reduced PipeLine Ratesand  Gathering Charges 11. 272 ICC 375. 384 
(1948). I n  Petrole~rm Rail Shippers'  Ass'n. v. Alton 1L Southern R.R., 243 ICC 589 ,663  ( I 9 4  1) the ICC 
established a maximum rate of return of 1 0  pel-cent t.or product pipeline companies. 'The higher- rate  
of return for  product  pipelines a.as justiliecl o n  the  greater I-ishiness ol' product pipelines. 

"'The ICC regulated on acompany-widebasis. As long as the total retul-n toall pipelines within thc 
company did not exceed the  ~ n a x i n l i ~ m  ~ ~ e r r n i t t e t l  (see note 59) ,  t h e  ICC \could not exarr~ine the 
individual rates. T h e  FEKC maintainetl the applicability ol the regularion to  an errtire pipeline s)stern 
and  did not impose point-to-point regulation. It changed,  howev~r ,  t h e  regulation b:, nppl\ ing the 
n~e thodolog)  to systemsand not companies. -I'hus, if'artompan) consisted of'a systelniu California and  
a separate system in Illinois, the  methodology applied to each and  not the a \e rage  of the  two. 

63Formers L'nzo~~ I1 a t  73. 
6'1d. 
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affirmative showing by the pipeline. 
The  Court's discussion of the equity component of the formula was particularly 

severe. The  FERC called this component a real entrepreneurial rate of return on the 
equity component of the valuation rate base.65 The Court was unable to find any 
rhyme or reason for this methodology and found no linkage between FERC's 
regulatory purposes and rate of return indices.6Vhe Court focused on FERC's risk 
analysis, or  total lack thereof, to determine whether there was any justification for 
the "buffet" approach to the selection of a rate of return index. The  Court, finding 
no risk analysis, also found no rational link between the "buffet" approach and the 
rate of return ~letermination.6~ The  approach chosen by FERC did not prevent 
overcompensation for inflation, did not indicate why the indices were relevant, and 
did not prove that the chosen index would provide a reasonable return on 
investments. In point of fact, the Court noted that this approach would yield returns 
that likely would be very large."s 

The  Court's opinion came down very hard on the concept of the equity 
component of the valuation rate base. The  Court found that this equity component 
consisted of subtracting the face value of the debt from the valuation rate base. This 
meant that any increase in the rate base in addition to the original paid-in equity was 
attributable to equity. None of therate base writeup was attributable to debt. Thus, if 
the pipeline is highly leveraged, which many oil pipelines are, the equity component 
is likely to be magnified to spectacular  proportion^.^^ 

The Court noted the apples and oranges application of FERC's approach. The  
"buffet" of rate of' return indices normally applied to book equity, an original cost 
concept, while the equity component to which the chosen index is applied is a 
completely different measure of net ~vorth, namely, a valuation concept.70 The 
Court, relying upon all these arguments, stated that FERC's rate of return 
formulation failed to meet the standards of' reasoned decisionmaking. 

The  Court was not content to let FERC off the hook. Fearing that FERC would 
attempt on remand to issue a decision which relied upon the same rate base and rate 
of return standard by improving upon itsjustification, the Court added a third basis 
for rejecting FERC's approach. The  Court said that the combination of the rate base 
and rate of return methodologies did not produce an acceptable end r e ~ u l t . ~ '  Thus, 

65The equity component of the valuation rate base was to be calculated by determining the present 
valuation, including any and all write-ups, less the face value of the debt. Thus, all increases in the rate 
base are attributable to the equity component. Williams at 61,646-61,6491 

66Fanners Union II at 7 5 .  
6 7 ~ d .  at 76-78, 
681d. 
"9M. at 81-82. Using the example in the Court's opinion, "consider an oil pipeline, originally 

financed with $900,000 debt and $100,000 equity. The  original cost of the pipeline is one million 
dollars. Over time, the pipeline's valuation rate base increases to, say, $1,500.000. Under FERC's 
method, the equity componerlt of the rate base amounts to $600,000, six times its book equity, even 
though the valuation rate base as a whole has appreciated only by half." Id. at 82. 

70~c1.  at 83. 
'lid. at 86. 
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even if FERC could justify its approach from the viewpoint of reasoned 
decisionmaking, it still would not be acceptable to the Court because the end result 
test would not be met. 

IV. OTHER ISSUES 

Before summing up  and sending the case back to the FERC, the Court 
commented on a number of miscellaneous issues. In one of the rare approvals of 
FERC action, the Court agreed with the FERC that the purchase price of a pipeline 
should not be used for ratemaking purposes, but that the original cost of the 
pipeline should be used in the rate baseP2 

The Court then concluded that FERC's decision to apply its ratemaking 
concepts on a systernwide basis, rather than on a point-to-point basis, was 
inappropriately decidedP3 From the Court's perspective, this was a question of rate 
design which the FERC had deferred to a follow-up p r ~ c e e d i n g . ~ ~  While this 
question could be dealt with in the original proceeding, adequate notice was 
required that this issue would be raised. Since adequate notice was not given, the 
issue could not be raised in the original proceeding. 

Finally, the Court approved FERC's decision with respect to how it dealt with tax 
normalization and rejected the AOPL's challenge.75 With that, the Court summed 
up and sent the case back to the FERC for expeditious treatment stating that since 
FERC already had the benefit of an extensive record it should be able to issue a new 
order within twelve monthsP6 

7vd. 
731d. at 87-90. 
74At the commencement of the Williams proceeding the Administrative Law Judge (ALJ) split the 

proceeding into a generic proceeding examining the principles of ratemaking, known as Williams I and 
a specific application of these principles to the Williams Pipe Line, known as Williams II. For excellent 
discussion by the Williams I and II ALJ, of the reasons for bifurcating the proceeding, see Isaac D. 
Benkin, Hybiid Rulemahing and Other ~ireaucrat ic  Misadventures, speech before Oil Pipeline Ratemaking 
Conference, June 19-20, 1984, Houston, Texas, Executive Enterprises, Inc., New York. 

75Faners Union II at 90-91. FERC permitted oil pipeline companies to decide for themselves 
whether to use tax normalization accounting or How-through accounting. T h e  differences stem from 
the way depreciation is determined for regulatory and tax purposes. For regulatory purposes 
depreciation usually is computed on a straightline basis, that is, the same amount is deducted from the 
original cost over the life of the property. The  tax rules permit accelerated depreciation, that is, the 
depreciation in early years is very high and very low in later years. Under normalizatoin, the business 
uses accelerated depreciation for tax purposes, but for ratemaking purposes it figures its tax costs as if 
it were paying higher taxes based upon straightline depreciation. The  difference between the two 
amountsis placed in a deferred tax reserve account to be used in the future to pay taxes when the taxes 
based on straightline depreciation are actually lower than the taxes based on accelerated depreciation. 
In the meantime, the business collects interest on the reserve account. M'ith How-through accounting, 
the lower taxes attributable to accelerated depreciation are reflected immediately in the rate base. No 
tax reserve is required. Williams at 61,653-61,657. 

76Fanners Union II at 92. 
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This article began using the words of Justice Clark in Wisconsin v. Federal Power 
Commis~irm.~~ The  Sisyphean labors of the Commission continue as it marches u p  the 
hill of oil pipeline regulation only to tumble down again with little undertaken and 
less done. For thirteen years two regulatory commissions strove to master the hill, 
only to find the road slippery and the effort unsuccessful. After interminable 
litigation, the oil pipeline industry finds itselt'in no better regulatory position than 
when first challenged in 1971 by a group of shippers disgruntled over the rate 
increases of one ~ i p e l i n e . 7 ~ ~  This litigation is reminiscent of the FPC's efforts with 
respect to natural gas wellhead regulation. By the time Wisconsin v. Federal Power 
Comrnissim reached the Supreme Court the producer portion of the natural gas 
industry was without effective regulation for nine years. It was to take another five 
years before the Supreme Court upheld the FPC's chosen regulatory scheme.7Wil 
pipelines now have thirteen years behind them with no end in sight. 

From the viewpoint of the regulatory lawyer, the Farmers Union ZI decision is an 
important rllilestone in the struggle to master the hill. Observers of and participants 
in the oil pipeline regulatory debacle are divided over this decision. Some state 
clearly and loudly that the ICC methodology is dead and that original cost or some 
version based upon original cost is the only viable alternative available to the 
C o m m i s ~ i o n . ~ ~  Others state equally clearly and perhaps less loudly that the ICC 
valuation methodology is not dead. I t  only needs some important alterations and 
better justification by the Comrnissi0n.8~ T h e  interpretations of these questions 
raised by the decision are predictable and rnay be equally valid. But if both may be 
valid, then the decision has not helped Sisyphus achieve the crest of the hill. 

The  most striking aspect of Farmers Union II is the Court's outrage over the 

"373 CT S. 294, 315 (1963) 
77aSee note 8, tupra 
7sPerm~an Basin Area Rate Cases, 390 U S 747 (1968). 
79Reniarks of ]oh11 M. Clear! before the Ozl Plpeltne Rat~mak,71g Conference, June 19-20, 1984, 

Houston, Texas (hereinafter "Oil Pipeline Ratemaking Conference"). 
"Remal-ks of Steven H. Brose before the OilPlpelinr Rn~ernaking Conjerence, and remarks of Eden 

Martin before the Federal Energy Bar Association, May 3. 1984, Washington, D.C. 
Apart from the regulatory lawyers' perspectives, thereis another- perspective to this struggle over 

which methodology is more appropriate. In a single word the struggle is over "money." It makes a 
substantial difference to a pipeline whether i t  uses the ICC methodology or an original cost . . 

methodology. T h e  rate levels which can be established using the ICC methodology are likely to be 
substantially above those permi~ted  under an original cost methodology. For example, using the 
'Trans-Alaska Pipeline System (TAPS) as an example, some monetary value can be derived from the 
different nlethodologies. Using 1979, the TAPS shipped approximately 12 10 hfBPD through theline 
atanaverage tariffof$6.20. Based on the ICC methodology ui than 8 percent return on valuation, this 
produces revenues of about $2.74 billion. Using the original cost methodology with an 11.5 percent 
rate of return developed i l l  the Initial Decision of Trans-Alaska Pipeline System, OR78-1. February 1, 
1980, the weighted average tariff \voultl be $4.93 or 20.48 percent lower. The  revenues generated by 
this tariff would be about $2.18 billion. If the entire inclustry switched to original cost, and assuming 
that the original cost tal-iffs were on average 20 percent lower than the ICC valuation tariffs, then for 
1979 the total revenue of about $5.78 billion \\~oulcl be reducecl to about $4.62 billion or about 
$1.16 billion less. From any perspective this is a great cleal of money. Thus,  the stakes are \ery  high in 
this game, the value of the chips to be won or lost are large, not trivial amounts not worth scluabbling 
over. 
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result reached by the FERC. The  Court repeatedly cites the FERC and adds its own 
characterizations of this result. Thus, the result is couched in a littany of phrases, 
which include, gross overreaching!' unconscionable gougingP2 outrageously high 
ratesP3 prohibitive rates or pricing,s4 generous returnsP5 gross abuse or cap on gross 
abuse,s6 cream) returnsP7 egregious or extraordinary exploitationPH profits too 
high to be reconcilable with legislative commandBg profits far more generous than 
FERC o r  others give elsewherePo rate levels or ceilings so high they would seldom be 
reached in actual practice?' excessive ratesP2 extraordinarily high price 
egregiously extortionateP4 and seemingly outlandish r e t ~ r n s . 9 ~  From this 
outpouring of the Court's distaste with the result reached in this proceedingP6 the 
Court appeared to stretch the law to the limit of what an appellate court can do 
without abusing its discretion. One of the questions raised by Farmers Union II is 
whether the Court went too far. 

Some participants in the oil pipeline struggle have opined that Farmers Union I1 
has turned the Hope decision on its head?7 Hope made it very clear that the courts 
hiere more concerned with the result of' the regulatory process rather than the 

81Famrrs Union I I  at 12, 15. 33. 
" I d .  ar 12, 15, 33. 
R31d. at 14. 
R41d. at 14. 16, 40, 42. 
H51d. a t  22. 
H V d .  at 13, 20, 33, 36, -10, 76. 7 7 ,  84. 
Rild. at 21, 34, 48. 
R V d .  at 33, 36, 40. 
n"Id. at  33.  
"'Id. at 34. 
" I d .  at 22, 35, 43. 48. 
" I d .  at 32,  33. 38, 40. 
!'Vd. at 49. 
" I d .  at 50, 57.  
g51d. at 84. 
g6From the Court's perspective, the result reached by Williams was untenable. There is a clear 

tension between what the FERC attempted to achieve in this proceeding and what the Court viewed as 
permissible. FERC wouldjust as soon deregulate the entire industry and at one point in Williams pleads 
with the Congress to d o  just that. Williams at 61,586-61,587. But given the Congressional mandate to 
regulate, FERC chose to regulate in as lighthanded. nontraditional manner as possible without 
overstepping the bounds of the statutory mandate. T h e  Court, on the other hand, is unconcerned with 
deregulation or other options available to a future Congress. It is concerned with Congressional history 
(legislati\~e intent) and theapplication ofthat intent to the statutory scheme the FERC is responsible for 

- - 

enforcing. Thus, the Court \ ie\vs its duty from a very nontraditional perspective. The  Court's holdings 
in this caseindicate that the FERC went too fal- and reached a result which was untenable in vien of the 
traditional concepts of regulation. 

"Remarks of Steven H. Brose, supra note 78. 
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methodologyP8 Courts since then have repeated that holdingPg Even the Court in 
Farmers Union 11 repeats Hope's teachings and the cases follo~ving H o j ~ e . ~ ~  An 
examination of precedents makes it very clear that prior Courts meant what they 
said.'OO Thus, Hope and its progeny teach that the methodology used by the 
Commission is less important than the end result. The Commission had wide 
discretion to implement a methodology that provided just and reasonable rates 
within the meaning of a particular regulatory scheme. While cost-based 
methodologies were preferred, they were not the only basis upon which the 
Commission could reach a just and reasonable result. Departures from cost-based 

9RIn Hope at  602, the Court stated: 

We held in Federal Power Commission n. Natural Gas Pipeline Co., supra, that the 
Commission was not bound to the use of any single formula or combination of formulae 
in determining rates. Its ratemaking function, moreover, involves the making of 
"pragmatic adjustments." Id., p. 586. And when the Commission's order is challenged in 
the courts, the question is whether that order "viewed in its entirety" meets the 
requirements of the Act. Id.. p. 586. Under the statutory standard of '$st and 
reasonable" it is the result reached not the method employed which is controlling. [Emphasis 
added] 

99FERC v. Pennzoil Producing Co:, 439 U.S. 508, 517 (1979); Mobil Oil Corp. V. FERC, 417 U.S. 
283, 306-308 (1974); Permian Basin Area Rate Cases, 390 U.S. 747,767,775 (1968); W~sconsin v. Fed 
Power Comm'n., 373 U.S. 294, 309 (1963); City of Chicago, Illinois v. Federal Power Commission, 458 
F.2d 231, 749, 751 (D.C. Cir. 19 i l ) ,  cert. denied, 405 U.S. 1074 (1972); City of Detroit, Michigan v. 
Federal Power Co~nm'n, 230 F.2d 8 10,8 14 (D.C. Cir. 1955),cert. deniedsubnom. Panhandle Eastern Pipe 
Line Co. v. City of Detroit, 352 U.S. 829 (1956). 

'OoFarmers Union II at 30-31. 
'O'ln Wisconsin v. Federal Power Comnlission, 373 U.S. 294 (1963). the Court had the first 

opportunity toreview the FPC'seffortsinregulating natural gas producers sinceits decision in Phillips 
Petroleum Corp. v. Wisconsin, 347 U.S. 672 (1954) holding that producers weresubject to regulation 
under the Natural Gas Act. While the area rate ~nethodology was not specifically before the Court, the 
Court noted the FPC's situation wasdifficult and hoped that thearea rate approach was the answer. But 
the court reaffirmed Hope "that no specific method need be followed by the Com~nission in 
considering the justness and reasonableness of rates." Wuconsin v. Fed Power Comm'n., at  309. In  
P m i a n  Basin, supra, the Court went to great lengths to reaffirm Hope and Wisconsin, 390 U.S. at  767, - * 
I 15,791. In delineating theappropriate criteria for assessing the FPC's use of area ratenlaking for the 
regulation of natural gas producers, the Court stated, at 791-792: 

I t  follows that the responsibilities of a reviewing court are essentially three. First, it 
must determine whether the Commission's order, viewed in light oftherelevant facts and 
of the Conirnission's broad regulatory duties, abused or exceeded its authority. Second, 
the court must examine the manner in which the Cornmission has employed the methods 
of regulation which it has itself selected, and must decide whether each of the order's 
essential elements issupported by substantial evidence. Third, thecourt must determine 
whether the order may reasonably be expected to maintain financial integrity, attract 
necessary capital, and fairly compensate investors for the risks they have assumed, and 
yet provide appropriate protection to the relevant public interests, both existing and 
forseeable. 

T h e  following language immediately following the above cluotation is pal-ticularly relevant to the issue 
here: 

The  court's responsibility is not to supplant the Commission's balance of these interests 
with one more nearly to its liking, but instead to assure itself that the Commi~sion has 
given reasoned consideration to each of the pertinent factors. 
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ratemaking utilitizing noncost factors were perrriissible within the confines of 
reaching a just and reasonable result. 

T h e  question, then, is whether the Farmers Unzon I I  Court deviated from these 
precedents. The  Court had no choice but to repeat the precedents of forty years' 
standing. It  was clear that the Court found that result of FERC's decisionmaking 
process exceeded the bounds of principled ratemaking. The  result led to rate 
deregulation that did not comport with the traditional view ofjust and reasonable. 
The  FERC apparently was too innovative in one opinion for the Court's liking. It 
might have succeeded in introducing some new concepts into the ratemaking 
process. But to introduce so many all at once with the end result it reached was too 
egregious for the Court. It forced the Court to state with unusual clarity what it 
thought the FERC should do. 

But did the Court go too far? In my view, theHope decision and its progeny still 
are alive and well in the judicial process. The  end result is still the guiding principle 
of ratemaking. The  methodology used toreach that result still can be varied. But the 
result must be just and reasonable within the regulatory framework. FERC's 
judgment still is paramount, but not unlimited. 

It is the abuse of itsjudgment which led the FERC astray in its Williams decision. 
By abandoning the traditional just and reasonable standard and perverting the 
regulatory scheme of the Interstate Commerce Act with a result that was so 
unconscionable, the FERC brought down the wrath of the While the Court 
went to great pains to tell the FERC what it thought was an appropriate ratemaking 
methodology, the Court must remain true to Hope and its progeny. The  Court must 
yield ultimately to the FERC's ratemaking discretion as long as the FERC produces a 
reasoned decision with a result that isjust and reasonable within the ICA regulatory 
framework. 

Thus, it is conceivable that FERC could rely on an altered ICC methodology, 
adopting many of the AOPL recommendations, and reordering its rate of return 
formulation to produce a just and reasonable result. Also, it is conceivable that the 
FERC will take the Court's advice and abandon the ICC methodology and actually 
wipe the slate clean (as it wanted to do in 1978)lo3 and implement a rate-base 
methodology based upon original cost. Either approach would be justifiable if the 
Farmers Unimz I1 decision is applied literally as long as the end result of using either 
rate base formula is just and reasonable. 

VI. CONCLUSION 

In Farmers Union II ,  an appellate court is so outraged at a regulatory agency for 

'02.4s indicated in note 96, supra, the FERC's result may not have been unconscionable if its result 
was to deregulate the oil pipeline industry. Its extensive Williams decision, in the view of this writer, was 

an attempt tojustify deregulation. T h e  rates which could have been charged by pipelines under the 
Williams methodology would not have been constrained by anything but competition. Thus, where 
pipelines faced competition from other modes, rates would have risen to the level of the alternative. 
Where pipelines faced competition from other pipelines in a competitive market, rates probably would 
have risen, but not by much. In markets where pipelines faced no  or limited competition, rates very 
likely would have risen substantiall" abobe presekt levels. Thecour td id  not view this prospect as being . . - 
withn the just and reasonable standard envisioned by Congress and interpreted by the courts. 

103Farmers Union I at 421, Fnrme~s Union II at 10. 
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a decision that is so lacking in intellectual rigor and so oblivious to its own precedents 
that the Court had no alternative but to reverse and remand. ?'he Court also viewed 
the FERC's decision as the first time the FERC had the opportunity to interpret the 
just and reasonable standard of a statute new to the FERC but not new to the Court. 
Thus, the Courr viewed its responsibility to instruct the FERC on the appropriate 
just and reasonable standard in applying the Interstate Commerce Act. There is no 
doubt left from the Court's decision thar the FERC must fashion an oil pipeline 
ratemaking method that falls within the traditional zone of reasonableness 
permitted by the ICA's just and reasonable standard. There is also little doubt of the 
Court's aversion to the ICC methodology and its preference for original cost. But 
the Court could riot substitute itsjudgment that original cost must be used or should 
be used. The  FERC can take the easy way out iri the remand and select from one of 
the original cost methodologies. It also can alter the ICC methodology to comport 
with more modern suggestions. This latter approach requires more rigorous 
justification but it is not insurmountable. 

Farmers Union II  attempts to give the FERC the direction it has been searching 
for these many years. While the Court attempted to provide only one course for the 
FERC to take, a literal reading of the opinion leaves the FERC with the ability to 
implement an oil pipeline ratemaking methodology that comports with Hope 
without strict adherence to only one methodological approach. Whether the FERC 
will choose the easy way out or try the more difficult way only time will tell. No matter 
what the FERC does, it, like Sisyphus, finds itself at the bottom of the hill again 
confronting the arduous climb to the top. 




