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Abstract Standard Oil formed the South Improvement Company in the fall of 1871, supposedly to
negotiate ‘secret’ discounts on published railroad tariffs and place independent refiners at a
transportation cost disadvantage. We argue that discriminatory railway rates were common both before
and after Standard Oil’s founding in 1870, played little or no part in its rise to prominence and were not
necessarily even illegal. Rebates and drawbacks were in fact ways of sharing efficiency gains flowing
from the dependable high-volume rail traffic Rockefeller was able to guarantee as well as from other

investments he undertook that lowered the railroads’ costs.
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OneofRockefell er
what he wanted and what the other party wanted and then crafted mutually
advantageous terms. Instead of ruining the railroads, Rockefeller tried to help
them prosper, albeit in a way that fortified his own position. (Chernow 1998, p.

137)

Also, it is well for us to remember this: that there are two distinct parties who do
not kick on The Standard Oil Company. One is made up of the people who work
for The Standard Oil Company, and the other are the consumers of Standard Oil

products. (Hubbard 1910, p. 18)

I. Introduction

On November 21, 1910, two copies of a short booklet titled The Standard Oil Company were
delivered to Edward A. Moseley, then Secretary of the Interstate Commerce Commission (ICC).
Whether Mr. Moseley perused them before they ended up gathering dust on the shelves of the
ICC’s library (where they were stamped as received on November 25, 1910), the intent of the
booklet’s author, Elbert Hubbard (1910), was unmistakable. He had crafted a spirited defense
of the Standard Oil Company and its business practices.

Calling the company a “marvelous organization” the year before its dissolution was
ordered by the U.S. Supreme Court, Hubbard extolled the virtues of its founder, John D.
Rockefeller, Sr., who, from humble beginnings, built Standard Oil into one of the Gilded Age’s
great business enterprises. He pronounced confidently in the face of nearly uniformly negative
contemporary public opinion that “the position of The Standard Qil Company in the commercial
world is the result of competition” and suggested that “people who hate a monopoly should
reverence The Standard Qil Company.”

History, of course, has been less kind to the man and the organization that found
themselves at the center of one of the Sherman Act’s early test cases, in which the Court

declared Standard Qil guilty of unlawful monopolization and defined for the first time the

s strengths in bargaining
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difference between business combinations that represented unreasonable restraints of trade
and those that did not.* Even a mostly laudatory special edition of a Standard Oil Company of
New Jersey periodical issued in 1957 to coincide with the celebration of the “75" Anniversary of
Jersey Standard” does not attempt to dispute the arguments relied on by the Court in deciding
to break the company up in 1911. It does, however, lament that “the decree had spelled the
end of a remarkably efficient system of integrated operations, extending from wellhead to
ultimate consumer” (The Lamp 1957, p. 21).

Testimony as to the innovativeness and efficiency of Standard Oil’s petroleum gathering
and refining operations appears throughout the popular and scholarly literature, both before
and after the company’s court-ordered reorganization, including the writings of its most
implacable critic, Ida Minerva Tarbell (1904). Indeed, although the Supreme Court seemed
daunted by the case before it, mentioning the challenge of having to sift through a “jungle of
conflicting testimony covering a period of forty years, a duty difficult to rightly perform”, the
justices likewise were impressed by, but ultimately rejected, arguments that Standard Oil had
achieved it dominant market position through pro-competitive means. What the Court

characterized as a “powerful analysis of the facts” presented in Standard Oil’s defense insisted

that the origin and development of the vast business which the defendants control was but the
result of lawful competitive methods, guided by economic genius of the highest order, sustained
by courage, by a keen insight into commercial situations, resulting in the acquisition of great
wealth, but at the same time serving to stimulate and increase production, to widely extend the
distribution of the products of petroleum at a cost largely below that which would have
otherwise prevailed, thus proving to be at one and the same time a benefaction to the general

public as well as of enormous advantage to individuals.?

McGee (1958) agrees with that assessment, presenting a compelling case that economic
efficiency and not predatory pricing was at the heart of Standard Oil’s success.? Following in the

footsteps of Alan Nevins (1953), Ron Chernow (1998) exploits recently available archival

! standard 0il Co. of New Jersey v. United States, 221 U.S. 1 (1911); hereinafter cited as Standard Oil.
2 standard Oil, at p. 48.
350, too, do Boudreaux and Folsom (1999), Boudreaux (2004) and Reksulak et al. (2004).



sources to describe the pioneering business practices and groundbreaking innovations spurred
by John D. Rockefeller, Sr.’s investments in new technologies. Morris (2005, p. 20) states bluntly
that “Rockefeller didn’t need to cheat to win world oil dominance; he was simply better at the
business than anyone else.”

Other studies have called such conclusions into question, however. Granitz (1990, p. 1)
writes that “the now commonly accepted explanation, that Standard was more efficient and
purchased its competitors, makes no economic sense.” Granitz and Klein (1996, p. 40) declare
even more forcefully that “the idea that the success of Rockefeller during the 1870s can be
attributed to his superior efficiency is contradicted by the timing and behavioral evidence

I”

associated with the growth of Standard Oil.” A reexamination of the trial record leads Dalton
and Esposito (2007) vigorously to reject McGee’s contention that Standard QOil did not wage an
unlawful predatory pricing campaign for the purpose of bankrupting its competitors and
acquiring them on favorable terms.

But the charge leveled most consistently against Standard Oil is that it secured unfair
competitive advantages by negotiating advantageous rates with the railroads over which it
shipped crude from the ‘Oil Regions’ of Pennsylvania and Ohio to its Cleveland refineries and
sent kerosene and other refined petroleum products to markets on the East Coast. Preferential
treatment was extended to Standard Oil in two forms: special discounts (‘rebates’) off the
railroads’ ‘open’ (published) rates and ‘drawbacks’ or refunds of a portion of the higher tariffs
other shippers paid. The claim of Standard Qil’s critics is that railroad-rate discrimination
against smaller rivals is prima facie evidence of the company’s market power and, indeed,
represented an unlawful abuse of that power. In what follows, we argue that the case
supporting the charge of anticompetitive behavior weakens considerably when it is recognized
that the railroads received significant benefits in return for the lower rates they granted to
Standard Oil. Those benefits flowed from the larger and more dependable volumes of freight
Standard committed to ship via rail, from the company’s assumption of legal liability while
flammable cargoes were in transit, and from its investments in rolling stock, warehouses,
terminals and other facilities that it operated on the railroads’ behalf or leased back to them, all

of which reduced transportation costs to the two parties’ mutual profit. Standard Oil’s policy of



negotiating with rival railroads operating in the same transportation corridor, both to play one
off against the other and to hedge its bets by shipping crude oil over multiple lines also helped
mitigate the destructive rate-cutting endemic to railroading’s early years.

The paper is organized as follows. We discuss some economics of railroading in the post-
Civil War era, a time when the industry’s explosive growth ignited a painful sequence of
overbuilding, cutthroat competition, bankruptcy and consolidation, in Section Il, where we also
summarize the events surrounding the birth and death of the South Improvement Company, an
organization of oil refiners formed in the fall of 1871 that became the flashpoint of the rebate
controversy and triggered the so-called Oil War of 1872. Section lll explains how Rockefeller’s
foresight and innovativeness put Standard Qil into a position that made it profitable for
railroads to offer preferential rates to his company — and also how the railroads themselves
benefitted from the arrangements. There we argue that the rebates received by Standard Oil

were largely justified by efficiency gains. Concluding remarks are provided in Section IV.

IL. Railroading, rebates, drawbacks and the South Improvement Company

In delivering the opinion of the Supreme Court setting in motion the dissolution of the Standard
Oil Company of New Jersey, Chief Justice Edward White listed a number of “elaborate
averments” having been found sufficient to conclude that the company was guilty of unlawful
monopolization and restraint of “interstate commerce in petroleum and its products.” The

Court’s summary of the illegal practices included:

rebates, preferences and other discriminatory practices in favor of the combination by railroad
companies; restraint and monopolization by control of pipe lines, and unfair practices against
competing pipe lines; contracts with competitors in restraint of trade; unfair methods of
competition, such as local price cutting at the points where necessary to suppress competition;
espionage of the business of competitors, the operation of bogus independent companies, and
payment of rebates on oil, with the like intent; the division of the United States into districts and
the limiting of the operations of the various subsidiary corporations as to such districts so that
competition in the sale of petroleum products between such corporations had been entirely

eliminated and destroyed; and finally reference was made to what was alleged to be the



“enormous and unreasonable profits” earned by the Standard Qil Trust and the Standard Qil

Company as a result of the alleged monopoly.4

It is not by accident that rebates figured prominently at the top of the majority’s list.
Observers and commentators had reacted to rumors about and revelations of secret discounts
extended to Standard Oil by the railroads with unvarnished vitriol. Beginning in November
1902, Ida Tarbell, muckraking journalist and — blaming him for her own family’s business losses®
—one of John D. Rockefeller’s most determined enemies, filled page after page of eighteen
monthly installments of Mc C | unbgezinesand of her monumental two-volume History with
detailed accounts of how special railway rebates had exercised a malevolent influence on the
infant oil industry: “An evil in their business which they were only beginning to grasp fully in
1871 was the unholy system of freight discrimination which the railroads were practising”
(Tarbell 1904, p. 33).

However, what Tarbell and other critics failed to recognize was that in the mid 1860s
the railroads found themselves at the start of what was to become “twenty years of unrelenting
railroad warfare” (Morris 2005, p. 240). Characterized by outbreaks of ruinous rate-cutting, the
railroad wars of the late nineteenth century were the predictable consequence of two aspects
of the peculiar economics of railroading. The first is a high ratio of fixed to variable costs. Before
carrying one passenger or shipping one ton of freight, a railroad must first secure rights-of-way,
lay down tracks, build warehouses and terminals and acquire locomotives and rolling stock.
Once such investments have been made, average costs fall continuously as the volume of traffic
rises, since variable costs (labor, fuel, maintenance and so on) are trivial by comparison.® The
second aspect of railroad economics at the time was chronic excess capacity. Encouraged by

grants of public land and other subsidies from local, state and federal governments, America’s

4 Standard Oil, at pp. 42—43.

5 Tarbell’s father had been hurt doubly by Standard Oil’s rise. He was, first, a manufacturer of wooden barrels
bypassed by the development of tanker cars and, later, an independent oil producer and refiner unable to keep
pace as the industry expanded at full tilt (Chernow 1998, p. 436).

% This is so even though at one point the railroads employed more people than the federal government (Childs

2005, p. 12).



railroads began aggressively expanding their track networks at the end of the Civil War, often
through sparsely settled territory without sufficient traffic to support them (Wilcox 1966, pp.
386—-387).

A railroad thus needed a large and dependable volume of traffic to keep its costs down
and remain viable in a competitive marketplace. And in pursuing that goal, every bit of excess
capacity invited rate-cutting to secure more business and to utilize that transportation capacity
more fully. As long as the rates shippers paid covered the railroad’s variable costs, it made
economic sense to cut them in the short run to attract traffic from rival lines. In the long run,
however, such rate-cutting threatened bankruptcy because the railroad could not meet its fixed
costs.

Although the railroads had the status of “common carriers” with some obligation under
the common law not to discriminate among shippers by charging them different rates, the
economic realities of the late nineteenth century meant that ruinous rate wars were a fact of
life. Nor were rebates and other concessions to favored customers consistently deemed to be
illegal. One precedent is Nicholson v. G.W. Ry. Co, 5 C. B. (N.S.) 336 (1858), in which an English
court “affirmed the validity of a ten-year contract between a coal company and a railroad, the
latter agreeing to make lower rates to the coal company in consideration of its furnishing train-
loads of coal, at stipulated intervals, and in such quantities that the railroad would receive

40,000 pounds sterling annually in gross earnings from the traffic” (Reed 1916, pp. 42-43).’

"The traceable influence of Nicholson on American jurisprudence waned after a widely cited decision by the
Supreme Court of New Jersey in Everett Messenger v. The Pennsylvania Railroad Company, 36 N.J.L. 407 (1873). In
that case, large shippers of hogs from Chicago and Pittsburgh to Jersey City (Everett Messenger and others) sued
the railroad because it had paid “the same drawback, or making a reduction in the rates equal to the drawback” to
other shippers not party to the original contract. The court refused to award damages to the plaintiffs, holding that
“in the use of such franchises” as railroads “all citizens have an equal interest and equal rights, and all must, under
the same circumstances, be treated alike”. Writing for the majority, Chief Justice Beasley cited favorably an 1855
Supreme Court of Pennsylvania decision (Sandford v. Railroad Company, 24 Pa. 378), which had declared an
exclusive contract between a railroad and an express company null and void in light of the public interest nature of

common carriers.



Indeed, the Ohio legislature defeated a bill before it in 1867 that would have made
nondiscriminatory rates a requirement (Chernow 1998, p. 117). Federal regulation of railroad
rates did not begin until the Act to Regulate Commerce was passed in 1887 and, even then, the
newly formed Interstate Commerce Commission was authorized only to prescribe rates that
were “just and reasonable”. Authority to set maximum rates was not granted to the ICC until
1906 (by the Hepburn Act); it had no power to establish minimum rates until Congress passed
the Transportation Act of 1920 (Shughart 1990, p. 241).

Absent overt collusive rate-fixing or market-sharing arrangements (“pools”) whereby
traffic was divided among carriers according to predetermined percentages — agreements that
frequently broke down — it was nearly impossible for rival railroads to survive when they
shipped freight between the same two points.? Every potential advantage was exploited to top
the competition. As a result of the imperatives of railroading’s cost structure, “the two most
common mechanisms were secret rebates given to large shippers in exchange for their
business, generally called ‘personal’ discrimination, and intentional misclassification of freight”
(Hovenkamp 1988, p. 1042).

In his exhaustive history of the Texas Railroad Commission, Childs (2005) provides ample
evidence that sub rosa rebates to large shippers were a stock in the railroad trade. He argues
that the anger directed by the American public in the second half of the nineteenth century at
railroads and their preferred, “large volume, long-distance” customers was based on a

misunderstanding of the economic truths.

Nevertheless, while entering a judgment against a railroad for unjustified rate discrimination in 1882, the
federal Circuit Court in the northern district of Ohio reaffirmed the right of railroads under Nicholson to have their
“fair interest ... taken into the account” and to charge differential rates when the “cost of carrying coal in fully-
loaded trains, regularly furnished at the rate of seven trains per week, was less per ton to the railway company
than coal delivered in the usual way, and at irregular intervals, and in unequal quantities.” John Hayes & Co. v. The
Pennsylvania Co., 12 F. 309 (N. D. Ohio 1882)

8 Railroading may well be an example of an industry in which an unregulated competitive equilibrium (price equal
to marginal cost) is not sustainable. Given a high ratio of fixed to variable cost and excess production capacity,

rivalry drives price below average cost and all firms incur losses. The “core” is empty (Telser 1988).



Americans’ unhappiness with railway service rested on their inability to understand how the
economic forces at work, especially rate making, were different from preindustrial business
activity. Railway rates were based on a variety of considerations, but, significantly, not the actual
cost of service. Instead, the value of the service was derived from consideration of several
factors.... The volume of the shipment, the distance travelled, and the availability of alternative

transportation.... (Childs, 2005, p. 21; emphases in the original)

Preferential rates had been common practice since the beginning of the railroad
business. In the cutthroat environment of frontier railroading it was not uncommon for a large
shipper to go shopping for transportation services with several rebate offers in hand, playing
one possible delivery option against another. It was not only normal for railroads to offer
“bargains” in negotiations with important customers that undercut the rates published in tariff
books, but it was also widely understood to be an effective bargaining tool for such customers
to demand lower rates for large and regular shipments. And if anyone was aware of this, it was
John D. Rockefeller, Sr.: “he knew that the railroads had ... regularly granted special rates and
rebates to those who had large amounts of freight.... [I]f he did not get rebates somebody else
would; ... they were for the wariest, the shrewdest, the most persistent” (Tarbell 1904, p. 101).°

Although, as a result of price competition, national railroad rates declined almost
continuously from 1865 onward (DiLorenzo 1985, p. 75), the episode that became the
flashpoint for many of Standard Oil’s critics was the establishment of the South Improvement
Company in the fall of 1871. The facts of the case have been extensively reported, the contract
itself being a matter of public record. At the same time they announced a significant rise in
open rates for transporting oil, the Pennsylvania, Central and Erie railroads secretly agreed that
the new tariff schedule would not apply to the members of the just-formed organization, the

major shareholder of which was none other than Standard Oil of Cleveland (Tarbell 1904, p.

9 As Chernow (1998, p. 112) puts it when describing the days before Standard Oil was incorporated: “Rockefeller

and Flagler played ... railroads against each other in seemingly endless permutations.” Grodinsky (1947, p. 618), in
his exchange with Destler (1946; 1947), quotes a man experienced in the railroad business as stating (in 1866) that
“when shippers had ‘lots to ship’ they shopped around many different railroads. A shipper ... would frequently use

terms given by the agent of one route to get lower rates by another route.”
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58). The seventh paragraph in the first article of the “Contract between the South Improvement

Company and the Pennsylvania Railroad Company, dated January 18, 1872” reads:

To pay the party of the second part weekly for all transportation over its roads and its
connections, of petroleum and its products, such gross rates and half-rates of freight as are
hereinafter specified, less the rebates and drawbacks hereinafter provided to be retained by the

party hereto of the first part for its own use.

‘Drawbacks’ described a system in which a favored shipper not only received a rebate
from the published tariff applicable to shipments of his own goods, but in addition received
from the railroad a rebate on the tariffs paid by all other shippers, some of which presumably
were the competitors of the so-favored company. Specifically, the 1871 agreement granted a
rebate of $1.06 on every barrel of oil shipped by the South Improvement Company from
Cleveland to New York, a service for which non-members were charged $2.56, and a drawback
of the same amount on every barrel of oil shipped by parties outside the combination. The
contract also allowed the South Improvement Company full access to the waybills of outsiders
and to the railroads’ own books (Tarbell 1904, p. 61).

An investigation by the United States Industrial Commission into this episode, as
compiled by the Oil City Derrick in 1901, blames the oil industry’s woes of the time — the ‘oil
bubble’ had popped in 1866 (Tarbell 1904, p. 33) — almost entirely on the terms of the South
Improvement Company scheme. But the public outcry following rumors that an agreement
between the three railroads and refiners in Cleveland, Philadelphia and Pittsburgh would price
independent refiners out of the market put a stop to the business arrangement before it even
was to go into effect. Part of the reason was that there had been taken, according to the New
York Times of March 22, 1872, a “universal decision ... not to sell a drop of oil to the [South
Improvement] Company’s agents, although there are about 70,000 barrels in the hands of the
producers and the tanks are full.”*° Four days later, it was reported that under great public
pressure and after a day-long meeting the railroads had reversed course and decided to

guarantee “that all arrangements for the shipment of oil from and after this date shall be upon

10“The Oil War: The Railroad Men and Producers”, New York Times, March 22, 1872.
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a basis of perfect equality to all shippers, producers and refiners, and that no rebates,
drawbacks or other arrangements of any character shall be made or allowed that will give any
party the slightest difference in rates or discrimination of any character whatever,”*! thus
ending the ‘Oil War of 1872’. The following day, the U.S. House Committee on Commerce
issued subpoenas for the officers of the South Improvement Company “to ascertain the nature
of the contract between that corporation and the railroad companies.”*?

It has been argued, however, that the threat of the agreement alone —and specifically
the potentially ruinous nature of the drawback provisions — convinced many independents to
sell out to Standard Qil rather than continue vainly to compete against the “Monster” (Tarbell
1904, p. 72). As quoted in the Oil City Derrick (1901, p. 80), a typical exchange during the
investigation by the Industrial Commission was one between Professor Jeremiah W. Jenks and

James W. Lee, President of the Pure Oil Trust:

Q. (By Professor Jenks) ... What influence did the South Improvement Company have in the way
of forcing those prices down if any?

A. I think it had the effect of forcing those prices down, because they had a combination with
the railroads to control transportion [sic] to a very great extent, and the producers became

frightened and would sell their oil and get rid of it, and in 1873 was also the panic year.

It is rather telling that the commission called as one of its leading witnesses the chief
executive of Standard Oil’s most ardent competitor.*® Later in the hearing it was also said that

newly discovered oil reservoirs could equally have been responsible for the decline in market

1 “0|L AND ERIE. The Meeting of the Oil Men and the Railways — The South Improvement Company Abandoned —
Official Rates Established on a Harmonious Basis — Triumph of the New-York Refineries”, New York Times, March
26, 1872.

12«THE NATIONAL CAPITAL. After the Oil Monopolists - The Currency Bureau - New-York Congressional
Representation - The Custom-House Tariff”, New York Times, March 27, 1872.

13 Perhaps it was no coincidence after all. Ida Tarbell’s “brother, William Walter Tarbell, had been a leading figure
in forming the Pure Oil Company, the most serious domestic challenger to Standard Oil.” As a matter of fact, “as
Pure Qil’s treasurer in 1902, Will steered legions of Rockefeller enemies to his sister and even vetted her

manuscripts” (Chernow 1998, p. 439).
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prices and the resulting incentive for weaker refiners to sell out, first their oil and then their
remaining assets, before the capitalized value of their enterprises fell further. Such alternative
explanations, however, were not always permitted to be heard in the torrent of public criticism.
Tarbell (1904, p. 67), for example, claims that, “under the combined threat and persuasion of
the Standard, armed with the South Improvement Company scheme, almost the entire
independent oil interest of Cleveland collapsed in three months’ time.”

Flynn (1932, p. 267) captured the spirit of the attacks against the South Improvement

Company scheme when he wrote that

there was no practice which the Standard Oil exacted and which apparently these oil men
invented for which no excuse can be found; a practice which perpetuated an injustice so grave,
so cruel, so indefensible.... This was the drawback. Some searchers in our economic history may

find a prior use of this deadly and ruthless weapon. | have not been able to find it.

On the contrary, the historical record seems to indicate that — far from being unusual —
drawbacks were a business practice adopted routinely by the railroads as a complement to
rebates. Fifteen years after Flynn’s challenge, Julius Grodinsky (1947, p. 618) —in an exchange

with Destler (1946; 1947) — provided the evidence that had eluded the earlier writer’s search:

In the battle for business the device of drawbacks to shippers as a means of diverting traffic from
one road to another had been employed for many years prior to its adoption by the A.G.W.
[Atlantic and Great Western Railway] in May and June of 1868. Thomas A. Scott, vice-president
of the Pennsylvania Railroad, testified [so] in November, 1867.... It was therefore no novelty in

the railroad business when the A.G.W. ... granted drawbacks to the Cleveland oil refineries.

Granitz (1990, p. 57) concedes that “for several years during the late 1860’s, before Standard
began acquiring its competitors, Standard and other Cleveland refiners received competitive
drawbacks from the railroads” (emphasis added).

It is uncontested that John D. Rockefeller took advantage of rebates and drawbacks to
reduce Standard Qil’s transportation costs. It is not entirely clear, however, that such

preferential treatment supplied him with an unfair competitive edge that enabled his company

13



to outdistance its rivals in the decade after its founding in 1870, “for even before Rockefeller
accepted his first rebate, he was the world’s largest refiner, equal in size to the next three
largest Cleveland refineries combined” (Chernow 1998, p. 114). It is also uncontested that the
railroads themselves, operating in an environment where maintaining dependable, high-volume
traffic was a survivorship priority, were eager to offer rate cuts to secure Standard Qil’s
business. As a matter of fact, the three railroads serving Cleveland, the Pennsylvania, the Erie
and the Central, “began as early as 1868 to use secret rebates on the published freight rates in
oil as a means of securing traffic” (Tarbell 1904, p. 34). That is not the whole story, either: As a
result of vigorous competition, “many refiners received rebates, not just the leading firms, and
some tiny rivals actually got superior discounts, especially from the Pennsylvania Railroad”
(Chernow 1998, p. 115).

But, let’s assume, perhaps contrary to fact, that discriminatory railroad rates were
critical to Standard Qil’s early success. If so, an important related question is what put

Rockefeller in position to benefit from such concessions in ways that his competitors could not?

III. Innovation, efficiency and first-mover advantages

The defeat of the South Improvement Company turned out to be a pyrrhic victory for the OQil
Regions’ independent producers: “before a year had passed after the end of the Oil War, all the
roads were [back to] practising discrimination...” (Tarbell 1904, p. 133). Many critics of Standard
Oil have focused on the various drawbacks and rebates Rockefeller took advantage of and on
how, especially the first of those, purportedly had “made” Standard Oil into what it was to
become. The conventional wisdom is that the company leveraged its market power to squeeze
discounts from the railroads and that that preferential treatment armed it with a transportation
cost advantage it exploited to anticompetitive purposes and effects. In this section, we argue
that John D. Rockefeller, Sr. became primus inter pares among the businessmen and refiners
jockeying for special favors from the railroads because he was able to offer them value in return

that his rivals were unable to offer.
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As mentioned at the outset, admiring and disparaging commentators alike agree that
Rockefeller’s personal qualities — his energy, entrepreneurial talent and deep knowledge of the
oil business — were at the heart of Standard Qil’s rise. Even Ida Tarbell had to admit to
Rockefeller’s business acumen, referring to his “remarkable commercial vision” and his “genius
for seeing the possibilities in material things” (Tarbell 1904, p. 40). In the penultimate chapter
of her History, titled “The Legitimate Greatness of the Standard Oil Company”, Tarbell
describes Rockefeller’s shrewdness in selecting his business associates, his attention to the
smallest detail — facilitated by the establishment of a far-flung news-gathering operation that
kept him in touch with all aspects of the oil business (“nobody ever used information more
profitably”) — his nimbleness in adapting to new market conditions, the care with which he
located his plants and his mania for organization, coordination and control (Standard Qil “is as
perfectly centralized as the Catholic church or the Napoleonic government”).

Elsewhere, Tarbell (1904, p. 128) remarks that from his company’s beginnings in 1870,

Rockefeller

was putting his plants into the most perfect condition, introducing every improved process which
would cheapen his manufacturing by the smallest fraction of a cent. He was diligently hunting
methods to get a larger percentage of profit from crude oil. There was, perhaps, ten per cent of
waste at that period of crude oil. It hurt him to see it unused, and no man had a heartier
welcome from the president of the Standard Oil Company than he who would show him how to

utilise any proportion of his residuum.*

Those sentiments were echoed by other observers, such as Hubbard (1910, pp. 16— 17),

who wrote that

| had to tell my friend that, while | didn’t know much about John D. Rockefeller, | was familiar
with the oil country, and | knew that, since The Standard Oil Company had got a-going, there had

been a steady growth of prosperity in the oil country, where before there was the fear of

14 Converting into fertilizer the residue of sulfuric acid remaining at the end of the oil refining process was “the first
of many worthwhile and extremely profitable attempts to create by-products from waste materials” (Chernow

1998, p. 79). Benzene, paraffin and petroleum jelly were among the later additions to the list (Ibid., p. 100).

15



uncertainty, and all the doubt that disturbs, distresses and dissolves.... Also, | told him that
wherever the Standard Oil went it carried system, order, safety, prosperity; and that it paid a
wage beyond its competitors, even beyond “Union Scale,” and absorbed the best and strongest
in its ranks; that The Standard Oil Company met its obligations, never defaulted on its payroll,

and supplied the world a high quality of goods at prices regarded as reasonable and right.*®

Neuburger and Noalhat (1901, p. 475; emphasis in original) were not far off the mark when
they called Rockefeller “the first of the oil kings”.

Rockefeller’s superior entrepreneurial abilities, his adoption of innovative
manufacturing processes and business methods combine to supply a straightforward
alternative explanation for Standard Qil’s rapid growth. It was he that in 1860 recognized the
commercial potential of kerosene, distilled for the first time by one of his partners, Samuel
Adams, a “mechanical genius”, who went on to devise “new processes”, to make “a better and
better quality of oil” and to get “larger and larger percentages of refined from crude” (Tarbell
1904, p. 42). An important next step was taken when Rockefeller selected the location for his
first refinery at a spot relatively removed from downtown Cleveland on “a narrow waterway
called Kingsbury run” (Chernow 1998, p. 78), which would permit him to send his products via
ship to Lake Erie and then on to market. The refinery location was strategically advantageous
for a second reason: because of its proximity to a railroad track in the process of being laid,
Rockefeller positioned himself for future negotiating advantages with the owners of rival
transportation modes: “During the summer months, he could send oil by water, greatly
enhancing his bargaining power with the railroads” (lbid., p. 111).

High-volume, low-cost production — a Rockefeller obsession (Ibid., p. 257) — and the
resulting efficiency gains enabled Standard Oil to outstrip the competition and “to obtain and
then maintain a substantial share of the refining industry for over thirty years” (Granitz 1990, p.
1). Some of the process innovations introduced by Rockefeller included the production of oil
barrels in-house instead of purchasing them from outside suppliers and buying oil directly from

the wellhead rather than through middlemen. The innovations did not end there. Rockefeller

15 As a young man, Rockefeller purchased an illuminant called camphene for 88 cents per gallon. Standard Oil

eventually sold a superior illuminant, kerosene, for five cents per gallon (Chernow 1998, p. 50).
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also implemented a strict regime of cost-saving measures, a trait for which he would be known
all his life.*®

According to a company history of the Union Tank Car Company,’ tank cars first
replaced barrels in the shipment of oil via rail in 1865. Rockefeller realized the cost advantages
of owning his own tanker car fleet early on. Testimony before the investigation into trusts by
the United States Industrial Commission complains that the “Standard Oil Company in the early
days bought up all the tank cars from the railroads” (Oil City Derrick 1901, p. 441). But in the oil
industry’s formative period, the railroads hesitated to invest in highly specialized rolling stock
that could not also be used in the carriage of general freight. Rockefeller’s response was to
raise tens of thousands of dollars in new capital to build tank cars on his own account, which he
then leased back to the railroads at a stipulated mileage rate (Chernow 1998, p. 170), thereby
assuring adequate rail transportation capacity.'® Whatever advantages Standard enjoyed from
acquiring its own tanker car fleet were likely temporary, however. A decade later, Isaac E.
Blake, the president of the Continental Oil & Transportation Company extended his business to
Cleveland. There, he used his “patented combination cars” to take the fight to the Standard Oil
Company by exploiting “economies in transportation” (White 1962, pp. 95-96).

The combination of numerous early efficiency advantages propelled “the firms of

Rockefeller and Co. and Rockefeller, Flagler, and Andrews [to] a high position in the trade ...” by

18 Rockefeller was relentless in ferreting out ways to cut costs. During an inspection tour of a Standard Qil plant in
New York City, for instance, he observed a machine that soldered the lids on five-gallon cans of kerosene destined
for export. Upon learning that each lid was sealed with 40 drops of solder, he asked, “Have you ever tried 38?” It
turned out that when 38 drops were applied, a small percentage of the cans leaked. None leaked with 39, though.
“‘That one drop of solder’, said Rockefeller, . . . ‘saved $2,500 the first year; but the export business kept on
increasing after that and doubled, quadrupled — became immensely greater than it was then; and the saving has
gone steadily along, one drop on each can, and has amounted since to many hundreds of thousands of dollars’”
(Ibid., pp. 180-81). Over the course of his career at the helm of Standard Oil, “Rockefeller cut the unit costs of
refined oil almost in half” (Ibid., p. 150).

Y “yTLX: The Tank Car People — Company History”, available at http://www.utlx.com/history.html; last accessed
December 1, 2008.

18 Chernow goes on to observe that “decades later, Armour and Company, the Chicago butcher, mimicked the

same strategy by buying up refrigerator cars.”
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1870 (Gibson 1886, p. 251). Consequently, it was this first-mover advantage and the dominant
position Standard Oil already had achieved at its founding that enabled the firm to bargain hard
for concessions with the various railroads. “By its process of concentration, and solely on
account of its superior efficiency, the Standard Qil Company of Ohio became in 1870 larger than
most of its competitors” (Montague 1902, p. 268). Apart from the always existing threat of
shipping oil via water and, later, by pipeline, the size and scope of Standard’s operations also
assured immense cost savings to the very railroad that would eventually win a given contract.

In a thoroughly caustic analysis of accusations regarding Standard’s business practices,
Ambrose Winston (1908) points to the many errors and false testimonies perpetuated by
Rockefeller’s opponents and competitors. Decrying the “degraded state of what should be the
science of Economics” (p. 10), he adamantly demands that the various rate concessions be
analyzed in the context of “services performed by the Standard (loading, etc.) not ordinarily
performed by shippers” (p. 13). Standard Oil did indeed offer many such inducements, which
included using its own fleet of tank cars, offering self-insurance against accidents, promising not
to ship by water, and guaranteeing regular shipments of a given (large) quantity of product
even in times of falling prices for oil products, when that was not the most profitable course of
action for a refinery to follow.

Standard’s readiness to guarantee large and regular rail traffic was decisive. So, too, was
the availability of alternative transportation arrangements. In discussing the 25-cent-per-barrel
discount from open rates the company enjoyed on East-bound shipments via the Central
Railroad for much of 1872, Ida Tarbell (1904, p. 100) asks and answers the relevant question:
“How had Mr. Rockefeller been able to get this rebate? Simply as he had always done — by
virtue of the quantity he shipped.” The economies of scale thereby captured by the carrier were

impressive:

Consider what Mr. Rockefeller could offer the road — sixty car-loads of oil a day, over 4,000
barrels.... It permitted them to make up a solid oil train and run it out every day. By running
nothing else they reduced the average time of a freight car from Cleveland to New York and

return from thirty days to ten days. The investment for cars to handle their freight was reduced
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by this arrangement to about one-third what it would have been if several different persons

were shipping the same amount every day. (Ibid., p. 130)

And, Tarbell goes on to say, “If the Central did not concede to Mr. Rockefeller’s terms it
undoubtedly would lose the freight. There was the lake and the canal and there was the Erie

[Railroad]!”

Taken together with the other investments Standard undertook on the railroads’ behalf,

the steady flow of oil shipments Rockefeller provided — which meant that he had to “run his

refineries at full capacity even when kerosene demand slackened” — leads to the conclusion

that “the roads probably derived more profit from his shipments than from those of rivals who

paid higher rates” (Chernow 1998, p. 116).%

John D. Rockefeller, Sr. built Standard Oil by exploiting to the fullest economies of scale

in oil gathering and refining, eventually raising up an empire that dominated all aspects of the
business, from wellhead to final consumer. In the process, he also helped the railroads take
advantage of the cost savings associated with moving large volumes of freight on regular

schedules, some of which savings they passed on to him in the form of discounted

9 Winston (1908, p. 31) writes:
If the average charges on the other roads referred to were reasonable, it requires a very careful
and precise moralist to see that the Standard rate was atrocious. The Chicago, Burlington and
Quincy has a circuitous route to East Saint Louis; so that the rate of 6 cents gives only 2.9 mills
per ton-mile. As to the profitableness of this rate to that railway, the longer haul (340 miles
instead of about 270 by the other two roads) probably did not cause a great additional expense.
Condemning the Standard for accepting such a rate from the C. B. & Q. implies that the Oil
Company ought either to have refused to give the C. B. & Q. the oil for which it begged but which

was not really good for it, or have paid a higher total rate than that paid to the shorter roads.

A calculation of the reasonableness of the 6-cent rate according to a rational method would
quite possibly show that shipments ... involved in the Chicago prosecution were as advantageous
to the railway as most of its business. It is absurd to take the ton-mile as a criterion of
profitableness to a railway, without any account of other factors affecting profit; one might as
well estimate the size of a farm from its length only, with no account of its other dimensions or its

shape. (emphasis added)
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transportation charges. Given assured revenue streams, albeit “off” published tariffs, rival
railroads had less incentive to engage in cutthroat rate-cutting for short-term advantage at the
expense of long-term ruin.

Rockefeller probably did not disclose the rebates and drawbacks he negotiated with the
railroads for the same reason he refused to list Standard Qil’s shares on an organized stock
exchange — he never wanted any information about his business operations to fall into the
hands of a competitor who could take advantage of it. But trade secrecy is no more illegal than
was the granting of cost-justified discounts on published railroad tariffs at the time when
Standard Oil began its rise to prominence.

With respect to rebates and drawbacks, we believe that the literature on Standard Oil
has misconstrued the facts about the company’s supposedly anticompetitive business practices.
Railway rate discrimination among shippers was neither an uncommon practice before or after
Standard Oil’s founding in 1870, nor was it necessarily illegal, at least until 1887. Preferential
treatment by the railroads could not have played a part in Standard Oil’s explosive growth
because the company already was the nation’s largest refiner before it accepted its first rebate.
What is more important is that Standard Oil provided the railroads with significant value in
return for the discounts it received. That value flowed from a number of sources: By
guaranteeing regularly scheduled shipments of large quantities of crude oil or refined
petroleum products, Rockefeller offered the railroads opportunities to shorten the average
round-trip times of their trains and, hence, to deploy their rolling stock in much smaller
numbers. He agreed to assume legal liability for fires or other accidents while shipments were
in transit and built warehouses, terminals, loading platforms, and other facilities for Standard’s
and the railroads’ mutual benefit. When oil tanker cars eventually displaced barrels as the
shipping container of choice, Rockefeller manufactured his own fleet and leased it back to the
railroads when they balked at investing in equipment that had no alternative use. If Rockefeller
exercised any leverage in negotiating favorable rates, that leverage followed from decisions
early on to locate Standard Oil refineries in places where shipping via water was a viable
alternative to rail; comprehensive pipeline networks were built later on to supply yet another

transportation option.

20



Despite the manifold benefits Standard Oil provided to the railroads, for which the
railroads paid in the form of rebates and drawbacks, railway rate discrimination has been used
by Ida Tarbell and other detractors to tar Rockefeller’s whole career (Chernow 1998, p 116). We
think that a more dispassionate analysis shows that, rather than being evidence of
anticompetitive behavior, Standard Qil’s dealings with the railroads may simply be testament to

its innovative business practices and superior organization.

IV. Concluding remarks

By the time the U.S. Supreme Court got around to issuing its order dissolving the Standard Qil
trust on May 15, 1911, the combination of Royal Dutch and Shell — reinforced by congressional
repeal in 1909 of the import duty that had protected Standard from foreign competition —and
the discovery and development of new oil fields in Texas, Oklahoma, California, Kansas and
Illinois by Gulf Oil and the Texas Company (Texaco) had spawned worthy new competitors.
“Where the trust had pumped 32 percent of American crude oil in 1899, its share had slumped
to 14 percent by 1911. Even Standard’s historic strength in refining dipped from an 86 percent
market share to 70 percent in the five years before the breakup” (Chernow 1998, p. 555). But,
Mr. Rockefeller hardly was chastened by the Court’s dissolution order: his wealth tripled in the
following year (Reksulak et al. 2004).

Standard Oil did, indeed, take over many of its competitors in the decade after its
incorporation in 1870. And it was accused of engaging in predatory pricing and numerous other
unlawful acts and practices to eventually achieve market dominance. However, no matter what
else may be said about John D. Rockefeller, Sr. and the oil empire he built — and much already
has been said — it is a mistake in our view to continue to indict him for using rebates and
drawbacks to drive his rivals either into the Standard Oil fold or out of the petroleum business
altogether.

Our revisionist interpretation of the history of Standard Oil and the railroads rests on
two main points. One is that Rockefeller’s innovativeness and business acumen, which drove

the company to prominence through high-volume, low-cost production methods, placed him in
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a strong bargaining position with the railroads. He exploited that bargaining power to negotiate
favorable rates from an industry where discounts were widely (and legally) on offer as a result
of a unique cost structure and chronic excess capacity. Standard Oil, in short, benefitted —
because it was positioned to benefit — from the competitive realities of late nineteenth century
railroading. Second, because the railroads themselves also profited from their contracts with
Standard, rebates and drawbacks were simply a way of sharing the gains. That is how markets

are supposed to work.
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