Commentaries

Shyam Sunder

Spavins and LeGrange agree that there is a need for better and more
comparablc cmpirical work to determine who has made how much
moncy and whether or not it is too much. If we can assume that the
income and the cash flows reported by various firms in their financial
statements can be taken at their face value, the only remaining question
is whether thc money made by pipeline companies is too much in terms
of somc fair return standard.

How is that standard to be determined? Spavins and LeGrange
agree that a return standard should be specified in terms of the total capi-
tal invested—that is, whether it is the equity capital or borrowed capital,
the amount of money that a firm has made should be determined as a
proportion of thc total investment of the firm.

In both. papers, the return on total capital has been calculated, and
Spavins’ results are somewhat higher. The rate of return for the pipe-
line companies, according to Spavins, is 13 percent, compared with a
median of 10.8 percent for other industries. According to Mr. LeGrange,
the average rate of return for pipcline companies is 9.5 percent, com-
parcd with an overall industry average of 9.9 percent—figurcs that arc
much closcr together.

On the face of it, one might conclude that there is some discrepancy
in the data; fortunately, both papers have been based on the same data,
and it is possible to reconcile the two numbers. I do not see any
basic diffcrence in these numbers.

The key, of course, is the adjustment for leverage. LcGrange
computed his rates of rcturn after taking out the cffect of leverage; he
added to the nct income available to shareholders the interest paid on -
borrowed capital. That intcrest payment was adjusted for tax savings,

113



PART TWO: EFFECTIVENESS OF REGULATION

so he has uscd net income plus after-tax interest, divided by total capital
invested as thc appropriate rate. This ratc has taken out the cffect of
leverage and reduced all the data of all firms within the pipeline industry
and across thc industrics to a comparable basis after adjusting it for
differences in leverage. )

Spavins has not carricd out that adjustment in his paper. He has
chosen to computc the return on total capital without carrying out the
leverage adjustment. The effect of the leverage adjustment is not really
very important because a comparison of a fair rcturn standard across
firms and across industrics will nccd an appropriate adjustment for risk
anyway.

There are two main componcnts of risk we have to to consider.
Onc part of the risk is the business risk of the company—the naturc of
the business the firm is in. The second part of the risk is the leverage, H
we comparc LeGrange’s numbers, we have to worry only about the
business risk of the firm becausc the leverage risk has alrcady been taken
out of thosc numbers. When we comparc the numbers preparcd by
Spavins, we have to consider the total risk of these firms, which com-
bines both the busincss risk and the leverage risk.

The basic question, then, is, What is to be rcgarded as a fair
return on an industry whose risk is diffcrent from the risk of others?

LeGrange has provided some evidence on comparison of onc
measure—one empirical measure of risk—bctween the oil pipelinc in-
dustry and the utility industry. He has shown that that particular
measure of risk is much higher for the pipeline industry. The measure
is a variance for returns on total investment. It is much higher for
the pipeline industry than it is for the utility industry.

Now, one might quibble over this measure of risk versus another
measure of risk, but that is really no problem. We can work with threc
or four or five different measures of risk and see whether, after risk
adjustments have been made, pipclines havc made more money or less
money than other industrics.

The question is, How should the risk adjustment be madc? 1 sup-
posc the best way of doing this would be to compute the ratc of rcturn
for various industries, then compute the risk of various industries, and
plot them on a chart. In the relationships across industrics between risk
and return, we could see where the pipeline industry stands. If the oil
pipeline industries stand out either on the high side or on the low side,
then we will have some ground for saying that after adjustment for risk—
that is, after risk differentials have been considered—this industry is
making too much or too little money.
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Unfortunatcly, that part of thc analysis has not becn carried out
in cither paper. LeGrange’s paper docs show that this particular
measurc of risk is higher for the oil pipcline industry, and the rates of
rcturn for the oil pipcline industry arc higher than for the utilities; but
how much higher should the rcturn be for this kind of diffcrential and
risk? That question can be answered by either graphical or regression
analysis of risk and return across industries. T don’t rcally scc much of a
problem in doing that analysis.

On the other hand, if we usc the measure of returns used by Spavins,
we have to usc the risk mcasurc appropriate to that ratc of return, and,
of course, that ratc of return is much more volatilc for the pipelinc
industry than is LeGrange’s rate of rcturn. The fact that they havc used
somcwhat diffcrent mcasurcs of rate of return will not cause any prob-
lcms once the appropriatc adjustment for risk has been made.

A second problem in comparing the rate of rcturn across firms and
across industries is that all thesc data and analyses are based on account-
ing ratcs of rcturn. Now, of course, we know that businessmen do not
makc their investment decisions on the basis of accounting rates of
rcturn. They would probably carry out discounted present value analysis,
compute thc present value of the investment or the economic (internal)
rate of return.

Table 9 of Spavins’ paper gives the accounting rates of return
for more than seventy firms. The firms at the top of this list with very
high rates of return tend to be the firms that arc older and relatively
well established. The firms at the bottom of the list with very low rates
of return are the ones that are relatively new. They are all small.

Why is that so? Of course, this is largely a result of the way
accounting rates of rcturn behave, because once the firm has matured,
its propertics have depreciated by a considerable amount so the denom-
inator in calculating the rate of return is smaller and the rate of return is
higher.

This arbitrary cffcct of the maturity of the firm on the rate of
return can be eliminated if the comparisons arc made on the basis of the
internal rate of return of thesc firms. Internal ratc of return requircs
additional data about the current valuc of the fixed assets of the firm
which usually are not available. Fortunately for the oil pipelines, we
do have those data available. And for the past two years, since the SEC
imposed additional disclosure requirements on replacement valuc of
fixed assets and inventorics, we do have those data available for at
least the larger U.S. corporations also.

Those data could form the basis of comparing the intcrnal rate of
return of the pipeline firms with the other industry firms. If such a
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comparison werc made, we could probably scttle the argument about
who has made how much money in a more objcctive manncr.

David J. Teece

As I scc it, there arc basically three issues in thesc two papers where
there is some level of cither explicit or implicit disagreement. One is the
regulated rate of recturn—Is it too high, or is it too low, or, basically,
arc economic rents bcing captured through the existing tariff structurc?
That is one central issuc. Another issue is the pipeline undersizing issue
which has already bcen discussed. And there is a third issue that I want
to address briefly, also implicit in Spavins's paper, namely the role of
vertical integration. In particular, to what extent is vertical integration a
device to circumvent rcgulation and therefore does it have pernicious
cffects.

Let’s briefly turn to the rate of return discussion. Flexncr drew a
monopoly power explanation from those numbers. I did not find
Spavins making that claim in his paper, nor do I think he would want
to make one without first seeing if risk could explain the difference that
exists.

It is also fair to point out that therc is grcater compctition in pipe-
lincs than in other utilities, and that cntry is not rcgulated, and, of
course, that affects the level of business risk. Thcre appcars to be
greater business risk in the pipelinc industry than in other utilities.

Another issue rclates to vertical integration. Mr. Spavins is ques-
tioning whether the regulated return from pipclines is too high, but onc
might also question whether it is too low. Consider the fact that many
pipclines are owned by refiners. The explanation I heard this morning
from some participants was that the reason for vertical integration into
pipelines is that the major companies do not want to sharc thc monopoly
rents associated with pipeline ownership, and so will deny business to
indcpendents. An alternative hypothesis is that at existing rcgulated -
rates of return, there is insufficicnt incentive for entry by non-vertically-
integrated firms. If thc rcgulated ratc of return was below thc com-
petitive level, then one way a pipeline could be made viablc is by pro-
viding some kind of throughput guarantec which reduccs the risk for
thc pipelinc company. In this regard, cxamining the carnings vari-
ability of pipclines will understatc risk if throughput guarantees arc in
placc, since somc of the risk is being carried by the throughput provider.
Another way in which pipelines could be made viable in this circum-
stance is by dircctly leaning the pipclinc project against thc financial
structurc of the parent through loan guarantces and the like. However,
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