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Consumer Federation of America

SPRING BREAK INTHE U.S. OIL INDUSTRY:
PRICE SPIKES, EXCESS PROFITSAND EXCUSES

EXECUTIVE SUMMARY

DomEesTic GASOLINE PRICE SHoOCKS

While the politicians in Washington furiously debate whether to drill for oil in pristine
and environmentally fragile areas, gasoline consumers across the nation have suffered through
awild price spiral that makes the debate irrelevant. The largest cause of rising gasoline prices
in recent yearsis the domestic refining and marketing sector, not crude oil prices or where it
comes from.

Over half of the average increase of 26 cents per gallon in the price paid at the pump
since the election of George Bush has been caused by domestic refining and marketing
charges. The four price spikes since December 2000 caused by domestic refining and
marketing have resulted in an increase of over $30 billion in gasoline prices (see Exhibit ES-
1).

This paper shows that business decisions are amajor cause of the problem. While the
operation of the domestic oil market is complex and many factors contribute to pricing
problems, one central characteristic of the industry stands out — it has become so concentrated
in several parts of the country that competitive market forces are weak. Long-term strategic
decisions by the industry about production capacity interact with short-term (mis)management
of stocksto create atight supply situation that provides ample opportunities to push prices up
quickly. Because there are few firmsin the market, prices hold above competitive levelsfor
significant periods of time. With an administration in Washington that is very unlikely to
criticize or restrain the oil industry (both the President and the Vice President came out of the
industry), oil companies have the opportunity to flex their pricing power.

The problem is not a conspiracy, but the rational action of large companies with market
power. With weak competitive market forces, individual companies have flexibility for
strategic actions that raise prices and profits:



EXHIBIT ES-1: DOMESTIC REFINER/M ARKETER SPREAD: 1995-2003
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Source: U.S. Department of Energy, Energy Information Administration, Monthly Energy
Review, Petroleum M arketing Monthly, Weekly Petroleum Status Report, various issues.

e Individual companies can let supplies become tight in their area and keep stocks low,
since there are few competitors who might counter this strategy.

e Companies can ssimply push prices up when demand increases because they have no
fear that competitors will not raise prices to steal customers.

e Individual companies do not feel compelled to quickly increase supplies with imports,
because their control of refining and distribution ensures that competitors will not be
ableto deliver supplies to the market in their area.

e Becausethere are so few suppliers and capacity is so tight, it is easy to keep track of
potential threats to this profit maximizing strategy.

Every accident or blip in the market triggers a price shock and profits mount (see
Exhibit ES-2). Moreover, operating the complex system at very high levels of capacity places
strains on the physical infrastructure and renders it susceptible to accidents.



EXHIBIT ES-2: REFINING/M ARKETING OPERATING INCOME
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Source: Energy Information Administration, U.S. D epartment of Energy, Performance
Profiles of Major Energy Producers: 2001 (January 2003), Table B32; National
Petroleum News, “Signs of Life,” M arch 2003, Corporate, Downstream Earnings for
M ajor Oil Continue to Rebound,” October, 2003; oil industry Second Quarter 2003
financial reports. 2003 estimated based on comparison of 1H01 to 1HO03.

Yet, policymakers have done nothing to address these underlying problems, other than
wring their hands and remark about how tight refining capacity is and how low stockpiles
were prior to the spike.

SuPPLY

There are two clearly identifiable trends affecting the supply side of the gasoline
market — areduction in capacity relative to demand and an increase in concentration.

In 1985 refinery capacity equaled daily consumption of petroleum products. By 2000,
daily consumption exceeded refinery capacity by aimost 20 percent. The problemis not
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EXHIBIT ES-3: GASOLINE STOCKSON HAND: DAYSOF SUPPLY ABOVE OPERATIONAL
INVENTORY LEVELS
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Source: U.S. Department of Energy, Energy Information Administration, Petroleum
Supply Monthly, various issues, Table, S4, Figure S6; Weekly Petroleum Status Report.

simply that no new refineries have been built, but that in the past 15 years about 75 refineries
were closed. Reductionsin storage capacity and the number of gasoline stations of over ten
percent have also taken place in just the past half-decade.

These reductions in capacity have been driven in part by a merger wave that has
resulted in asignificant increase in the concentration of ownership of refinery capacity and
gasoline outlets. Four-fifths of regional refinery markets have reached levels of concentration
that trigger competitive concerns, even by the standards adopted by the antitrust division of
the Reagan administration’s Department of Justice. In these markets, the largest four firms
account for at least one-half and as much as three quarters of the refined product output. A
similar trend has been in evidence at the level of gasoline stations.

Even more ominous for short-term price volatility isthe fact that stockpiles have
declined dramatically (see Exhibit ES-3). Storage capacity has been reduced and economic
reserves — reserves above what is needed just to keep the system running — have been slashed.
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The industry now typically has no more than aday or two of gasoline supplies above its
operational minimum, compared to aweek or so in the 1980s. Thus, thereislittle reserve
capacity to dampen priceincreases.

DEMAND

The demand side of the market creates additional pressures and vulnerabilitiesto price
spirals. The demand for gasoline does not respond quickly to price in the short term. When
demand is“inelastic” asit isin the gasoline market, suppliers have a better chance of making
price increases stick when there islittle spare capacity. Increasing demand has reduced spare

capacity.

From the second ail price shock in 1979 through 1991, fuel efficiency improved by
almost 50 percent (see Exhibit ES-4). In the ensuing decade, there wasllittleif any progress
because public policy stopped requiring improvementsin fuel efficiency. Had fuel efficiency

EXHIBIT ES-4: LIGHT VEHICLE FUELSEFFICIENCY
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continued to improve, the U.S. would be consuming well over amillion barrels per day less of
gasoline.

ConsuMER-FRIENDLY PoLicies To BReak THE PRrRicE SpIRAL

In summary, this analysis demonstrates that gasoline markets are volatile and suffer
competitive problems. Market fundamental's (inadequate capacity and inelastic supply and
demand), market structures (ownership concentration and vertical integration), corporate
conduct (capacity and production decisions), and market performance (price and profits) all
point toward the potential for the abuse of market power.

Vigorous and broad based public policies should be pursued to implement permanent
institutional changes that reduce the chances that markets will be tight and reduce the
exposure of consumers to the opportunistic exploitation of markets when they become tight.
To achieve thisreduction of risk, public policy should be focused on achieving several
interrelated goals.

Restorereserve margins by developing both efficiency and production: Increasing
fuel efficiency at the rate achieved in the 1980s in the decade ahead would save about 1.5 to 2
million barrels per day in the decade ahead. Increasing refinery capacity by 10 percent, either
through expansion at existing refineries or redevelopment of less than one half of the
refineries closed in the past decade, would add another 1.5 to 2 million barrels per day.

Increase market flexibility: Expanding stockpiles—with tax incentives to hold and
draw down suppliesin the fact of price increases, and/or mandatory stocks requirements as a
percentage of sales, and/or government owned/privately operated supplies— could alleviate the
chronic problem of inadequate stockpiles.

Promote a mor e competitiveindustry: Further concentration of the petroleum
industry should be resisted by vigorous enforcement of the Department of Justice Merger
Guidelines. Restrictive marketing practices, such as zonal pricing and franchise restrictions on
supply acquisition, should be investigated and discouraged.

Deter private actionsthat make marketstight or exploit market disruptions.
Withholding of supply should draw immediate and intense public and governmental scrutiny
through ajoint federal state task force of attorney’s general. Manipulation of product,
commodityand derivatives markets should be prevented. The incentives to manipulate
markets can be reduced by imposing awindfall profitstax that triggers under specific
circumstances of price and profit increases.



. GASOLINE PRICE SHOCKSARE ADOMESTIC REFINING AND
DISTRIBUTION PROBLEM

BiLLions oF DoLLARs oF DomEsTic OvERCHARGES CAUSE HigH GAsOLINE PRrICES

While the politicians in Washington furiously debate whether to drill for oil in pristine
and environmentally fragile areas, gasoline consumers across the nation have suffered through
awild price spiral that makes the debate irrelevant. The largest cause of rising gasoline prices
in recent yearsis the domestic refining and marketing sector, not crude oil prices or where it
comes from.

Since December 2000, theincrease in the domestic average pump pricethat is
taken by domestic refinersand markets has cost the American public over $30 billion.

Of the 26 cent per gallon increase in the average price paid at the pump since the
election of George Bush as President in December 2000 (see Exhibit 1-1):

EXHIBITI-1: DOMESTIC PRICEINCREASESACCOUNT FORTWO-THIRDSOF THE
GASOLINE PRICEINCREASE SINCE THE ELECTION OF GEORGE BUSH
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BETAXES EHIMPORTED CRUDE
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Source: U.S. Department of Energy, Energy Information Adm inistration, Monthly Energy
Review, Petroleum M arketing Monthly, Petroleum Supply Monthly, various issues,
Tables S1, 36; Weekly Petroleum Status Report, various issues.
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e 13 cents has been caused by an increase in the domestic refiner/marketer charges.
e 7 cents has been caused by an increase in the price of imported ail,
e 6 cents has been caused by an increase in the price of domestic ail.

For the past three years the domestic refining and marketing segment of the ail
industry has taken the American gasoline consumer on awild roller coaster ride (see Exhibit I-
2). A pipeline breaks here, arefinery goes out there, or a blackout shuts down production for a
day someplace else. Because stocks are so tight, prices shoot up, and stay up for an extended
period of time. For one nebulous reason or another, dire predictions about larger increases are
made. Loud claims of price gouging are heard from the public and some policymakers.! The

EXHIBIT |-2: DOMESTIC REFINER/M ARKETER SPREAD: 1995-2003
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ride ends, however, before the worst happens and everyone breathes asigh of relief. A few
months later, the episode is repeated.

Little attention is paid to the fact that prices never seem to get back down to where
they started and even less attention is given to the underlying dynamics of why this keeps
happening or what might be done about it. It is more convenient for politicians to blame
accidents or crude oil production and the OPEC cartel and to act as if tight markets and alack
of stocks are acts of nature, than to confront the problem caused by the domestic oil
companies.?

While the operation of the domestic oil market is complex and many factors contribute
to pricing problems, one central characteristic of the industry stands out — it has become so
concentrated in several parts of the country that competitive market forces are weak. Long-
term strategic decisions by the industry about production capacity interact with short-term
(mis)management of stocks to create atight supply situation that provides ample opportunities
to push prices up quickly. Becausethere are few firmsin the market, prices hold above
competitive levels for significant periods of time. With an administration in Washington that
isvery unlikely to criticize or restrain the oil industry (both the President and the Vice
President came out of the industry) oil companies have the opportunity to flex their pricing
power.

The problem is not a conspiracy, but the rational action of large companies with market
power. With weak competitive market forces, individual companies have flexibility for
strategic actions that raise prices and profits:

e Individual companies can let supplies become tight in their area and keep stocks low,
since there are few competitors who might counter this strategy.

e Companies can ssimply push prices up when demand increases because they have no
fear that competitors will not raise pricesto steal customers.

e Individual companies do not feel compelled to quickly increase supplies with imports,
because their control of refining and distribution ensures that competitors will not be
able to deliver supplies to the market in their area.

e Becausethere are so few suppliers and capacity is so tight, it is easy to keep track of
potential threats to this profit maximizing strategy.

Every accident or blip in the market triggers a price shock and profits mount.
Moreover, operating the complex system at very high levels of capacity places strains on the
physical infrastructure and rendersit susceptible to accidents.

Given the importance of gasoline in the economy, “consumers of petroleum products
in the United States expect that, as with water and electricity, public officials will ensure the
reliability and affordability of supplies.”2 Americans have come to believe that the price spikes

9



are the result of industry manipulation.* This paper shows that there are important waysin
which this suspicion iswell-founded. Over the past three years policymakers have failed to do
provide consumers with a stable market and things are getting worse, not better.> While
policymakers cannot stop accidents from happening, they can adopt policiesthat decrease
their likelihood and, more importantly, diminish the impact that accidents have on American
consumers.

THe DomEsTIc REFINER/M ARKETER SPREAD

Thisanalysis focuses on what the U.S. Energy Information Administration calls the
spread — the total pump price minus crude oil costs and gasoline taxes. It isreferred to asthe
“domestic refiner/marketer spread” throughout the report because this cost is overwhelmingly
paid to domestic refiners and marketers.®

The analysisfocuses on gasoline. Although gasoline represents only half of the
petroleum products supplied to the domestic market, and the prices for these other products
have been affected by similar upward price pressures, the mgority of these price increases are
paid indirectly by the public. Gasoline costs are paid directly.

As shown in Exhibit I-2 above, the pattern of increase in the domestic spread on
gasoline began in 2000, at the end of the Clinton Administration, but gained much greater
intensity during the Bush Administration. When one looks at the pattern of price behavior and
the movement of the domestic refiner/marketer spread in recent years, one cannot help but be
struck by the dramatic change in behavior that took place after 2000.

From January 1995, when the Clean Air Act Amendments changed the behavior of the
domestic refining industry, until January 2000, domestic refiner/marketer spread remained in a
narrow range and followed a clear seasonal trend with moderate increases during the summer
driving season. In the spring of 2000 margins jumped up, in conjunction with amuch larger
increase in world crude prices. In January 2001, the spread skyrocketed and remained far
above historic levels.

There are two fundamental differences between price increases in 2000 and those
since. First, the margin increase in 2001-2003 has been about twice as large as the 2000
increase in the spread. Second, crude oil price increases in 2001-2003 were about half as
large. In other words, the domestic spread has played a much larger rolein the rising price of
gasoline at the pump since December 2000.

A glance at the domestic refiner/marketer spread on a seasonal basis puts this shift in
industry behavior in sharp relief (see Exhibit I-3). The highest recorded monthly domestic
spread since 1995 for every month of the year has occurred since December 2000 —
December 2000; January, February, May, June July, October, 2001; November 2002; March,
April, August and September 2003.
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EXHIBIT|-3: DOMESTIC REFINER/M ARKETER SPREAD: SEASONAL BAsIs
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Source: U.S. Department of Energy, Energy Information Adm inistration, Monthly Energy
Review, Weekly Petroleum Status Report, various issues.

Another way to appreciate the dramatic change in domestic pricing patternsisto
compare actual prices to expected prices based on historic trends. Exhibit I-4 presents a
model that predicts domestic spreads on the basis of aggregate demand and season using data
from January 1995 to December 2000. The fit for the model in Exhibit I-4 is quite good,
except for the summer of 2000. Since December 2000, prices have been much higher than
would have been expected. The total $30 billion increase noted above is derived from this
anaysis.

Exhibit I-5 presents another view of the change in domestic pricing. 1t comparesthe
average monthly spread for 1995-2000 to the monthly spread for 2001 — 2003. Thisview
shows the change in sharper terms and produces a higher estimate of the increase in consumer
pump prices caused by the domestic refiner/marketer spread.

Industry experts and Department of Energy officials wring their hands about tight
supplies, refineries that are running at capacity and difficult transitions to new fuels, but deny
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EXHIBIT I-4: ACTUAL VS. HISTORIC DOMESTIC SPREAD: 1995-2003
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Source: U.S. Department of Energy, Energy Information Administration, Monthly Energy
Review, Petroleum Marketing Monthly, Petroleum Supply Monthly, various issues;
Weekly Petroleum Status Report, various issues.

any wrongdoing.” The explanations they offer are more like excuses than analysis. For
example, the following excerpt from the Energy Information Administration Summer 2003
Motor Gasoline Outlook gives aflavor of the effort to gloss over fundamenta problems:

This summer, motor gasoline markets are expected to be tighter than last
summer. Total spreads (retail price, excluding taxes, minus crude oil prices)
are expected to average 55 cents per gallon compared to 41 cents per gallonin
2002. Thisresults primarily from higher refinery utilization brought about by
the increase in demand combined with low beginning-of-season inventory
levels. But the projected spread isless than the 58 cents observed in the
summer of 2001, when stocks were at record low levels and the Midwest
suffered from ethanol-related blending problems.®
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EXHIBITI-5: DOMESTIC REFINER/M ARKETER SPREAD: SEASONAL BAsIs
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Source: U.S. Department of Energy, Energy Information Administration, Monthly Energy
Review, Weekly Petroleum Status Report, various issues.

The EIA tries to soften the blow of avery high spread by comparing it to the
astronomical level of 2001, rather than the level of 2002, which was itself significantly higher
than the 1995-1999 average. The past summer did not go asthe EIA expected. The only thing
that seems to be predictable isthat we will not have enough stocks on hand to deal with the
inevitable accidents and incidents that seem to drive up prices.

Exhibit -6 shows an EIA graph for residential heating oil. Thisisanother product for
which the public pays directly. The high price season is the winter, not the summer, but the
pattern of increases in the domestic spread since December 2000 is similar.
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EXHIBIT I-6: RESIDENTIAL HEATING OIL SPREAD
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ProriTING FRoM PRricE INCREASES IN CONCENTRATED M ARKETS

If price increases are not caused by cost increases, crude oil or otherwise, they result in

? g

4 3

:

-

:

Jdarm=01 A

increasesin profits. Thus, after price, the second important indicator to which economic
analystslook for signs of the exercise of market power and market failureis profits.

The bottom line, literaly and figuratively, was a sharp run up in oil company profitsin

2000 and 2001 (see Exhibit 1-7). Net operating income (income before special items and

taxes) tripled from 1997-1999 to 2001. More recent data on the comprehensive basis gathered

by the Department of Energy is not available, but general filings from the Securities and

Exchange Commission are available.
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EXHIBITI-7: REFINING/M ARKETING OPERATING INCOME
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Source: Energy Information Administration, U.S. Department of Energy, Performance
Profiles of Major Energy Producers: 2001 (January 2003), Table B32; National
Petroleum News, “Signs of Life,” M arch 2003, Corporate, Downstream Earnings for
M ajor Oil Continue to Rebound,” October, 2003; oil industry Second Quarter 2003
financial reports. 2003 estimated based on comparison of 1HO1 to 1H03.

Tracking profits from publicly available sourcesis difficult because some of the
companies do not break out domestic operations, while mergers make long term trends
difficult and the allocation of one-time charges to specific lines of business are frequently not
identified.® While profits were down in 2002, due to very low prices early in the year asa
result of the severe economic downturn and travel slow-down following September 11, they
were still just above the levels of the late 1990s.

It should be noted that although 1999 was a dlightly below average year, 2000 was an
extremely good year. Fortune reports return on equity of 25 percent in 2000,%° while Business
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Week reports 22 percent.™* Thisisamost twice the historic average for the industry and about
50 percent more than other large corporations achieved.’? These extremely high profits for
2001 were at such astronomical rates of profit that they were not sustainable. The weak
economy lowered prices and profits early in 2002, but by the end of 2002, profits had
increased dramatically. The sharp price increasesin 2003 are producing another very high
level of profits. By thefirst half of 2003 the industry was seeing record profits once again.

A recent Rand study drew the connection between the business strategies to increase
profitability and the pricing volatility.

For operating companies, the elimination of excess capacity represents a
significant business accomplishment: low profitsin the 1980s and 1990s were
blamed in part on overcapacity in the sector. Since the mid-1990s, economic
performance industry-wide has recovered and reached record levelsin 2001.
On the other hand, for consumers, the elimination of spare capacity generates
upward pressure on prices at the pump and produces short-term market
vulnerabilities. Disruptionsin refinery operations resulting from scheduled
maintenance and overhauls or unscheduled breakdowns are more likely to lead
to acute (i.e., measured in weeks) supply shortfalls and price spikes.*®

[I. ECONOMIC FUNDAMENTALS OF GASOLINE MARKETS

I NADEQUATE COMPETITION IN THE OIL INDUSTRY 1SA M AJOR CAuUSE OF PRICE SPIKES

World events simply cannot explain adomestic refiner/marketer spread that is well
aboveits historic levels or repeated price spikes, even when international markets are quiet.
We must look to domestic factors to understand the cause of the domestic price increases.

This paper shows that the fundamental problem liesin the supply-side of the domestic
market, not the demand-side. The conduct of the oil industry clearly contributes to the
problem. Oil companies do not have an interest in preventing the price spikes because they
profit handsomely from them. Consequently, they have done avery poor job of preparing
themselves for these shocks.

e Over the 1990s, the industry dramatically reduced capacity to tighten markets.

e [tisnot about to expand refinery and storage capacity to alleviate a structurally tight
supply demand balance.

e Theindustry does not manage stocksto prevent price spikes.

e Theindustry does not respond quickly to higher prices by increasing product supplies.
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It has become evident to all observers of the domestic oil market that stocks of crude
and especialy product are the key variables that determine price shocks. In other words,
stocks are not only the key variable, they are also astrategic variable. The oil industry does a
miserable job of managing stocks and supplying product from the consumer point of view.
Policymakers have done nothing to force them to do a better job.

If the industry were vigorously competitive, each firm would have to worry a great
deal more about being caught with short supplies or inadequate capacity and they would
hesitate to raise prices, for fear of losing sales to competitors. Oil companies do not behave
this way because they have power over price and can control supply. Mergers and acquisitions
have created a concentrated industry in several sections of the country and segments of the
industry. The amount of refinery capacity, stocks and product on hand are no longer dictated
by market forces, they can be manipulated by the oil industry oligopoly to maximize profits.

DeMAND IS INELASTIC AND GENERALLY PREDICTABLE

To be sure, the oil industry only controls the supply-side of the market. Markets might
not become so tight if consumers stopped buying so much gasoline. Unfortunately, the ability
of consumersto cut back on gasoline is severely limited and the industry knowsiit.

Demand is generally predictable in a seasonal pattern (see Exhibit 11-1). With demand
quite predictable and inelastic, price is determined by the supply side. The flow of product
and stockpiles are critical. Supplies must be adequate to deal with shiftsin demand. Demand
may help to set the stage, but it is supply that provides the action.

The demand side of the market creates pressures and vulnerabilities to price spirals.
The demand for gasoline does not respond quickly to price in the short term —it is quite
inelastic. By thisterm, economists mean that as prices increase (or decrease) demand does not
decrease (or increase) very much. Elasticity is measured in terms of percentage changes. For
example, if aten percent increase in price resultsin a 20 percent decrease in demand, the price
elasticity of demand issaid to equal -2 (20%/10%). When the elasticity isgreater than 1in
absolute value, demand issaid to be elastic. Alternatively, if a 10 percent increasein price
resultsin a2 percent decrease in demand, the elasticity issaid to be -.2, and thisis considered
inelastic.

The demand elasticity for gasoline has been studied hundreds of timesin the U.S. and
abroad. The best estimate of short-term elasticity (usually measured by demand responsein a
period of about ayear) is-.2.%* The best estimate of the long-term elasticity is about -.4.%°
Both of these are quite low.

The low elasticity of demand is grounded in the daily life of Americans. Many
discussions of the gasoline market start from the premise that people drive alot, perhaps too
much. But we must have an appreciation for why people drive as much as they do.
Examining price and income elasticities leads to the conclusion that gasoline is a necessity of
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EXHIBIT II-1: GASOLINE PRODUCT SUPPLIED
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Source: U. S. Department of Energy, Energy Information Administration, Petroleum
Supply Monthly, Table S.4, Weekly Petroleum Status Report, various issues.

daily life. Recognizing thisfact leadsto policy choices that can have the greatest impact,
while imposing the least cost and inconvenience on consumers.

Gasoline consumption is determined by the physical and economic structure of daily
life. People need to drive on adaily basis because of the way our communities are built and
our transportation systems are designed. Stores are far from homes. Homes are far from
work. Social and after-school activities are dispersed. In most communities, masstransit is
scarce and inconvenient. Itisnecessary to driveto get from here to there. We own more cars
and drive more miles on a household basis over time. These trends and patterns have become
stronger and more deeply entrenched as our society has become wealthier and the number of
two-earner households has grown. For the past three decades there has been an almost perfect,
one-to-one correspondence between economic growth and total miles driven.1®

Because automobiles and driving are necessities, not luxury goods, people buy a
certain amount to meet their daily needs, but they do not consume much more beyond meeting
those needs.’” Households that have vehiclesin rural and suburban areas use considerably
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more gasoline than those in central cities. They haveto. They live farther from work, friends
and local businesses. Because gasoline consumption is so deeply embedded into the routine
of daily life, we would not expect it to fluctuate wildly.

Theinability of consumersto reduce demand is the critical factor in rendering the
gasoline market volatile and vulnerable to abuse. ¥ When demand isinelastic, consumers are
vulnerable to price increases, since they cannot cut back on or find substitutes for their use of
the commodity. When the most important market force in disciplining market power, demand
elasticity, isaslow as observed for gasoline, there are many opportunities to exercise market
power.

Because demand is deeply embedded in the patterns of daily lifein our society, a
central public policy in the 1980s focused on increasing the fuel efficiency of the vehicle fleet
(see Exhibit 11-2). From the second oil price shock in 1979 through 1991, fuel efficiency

EXHIBITII-2: LIGHT VEHICLE FUELSEFFICIENCY
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improved by aimost 50 percent. In the ensuing decade, there wasllittle if any progress. Public
policy allowed the demand side to put pressure on the market.

SUPPLY IS INELASTIC

Short-term supply in the oil industry is also extremely inelastic. That is, it cannot be
quickly increased. The key elements are the supply-side difficulties of production,
transportation and storage for providing for a continuous flow of energy.®

Because of the nature of the underlying molecules, the production, transportation and
distribution networks are extremely demanding, real time systems. Energy is handled at high
pressure, high temperature and under other physical conditionsthat are, literally, explosive.
These systems require perfect integrity and real time balancing much more than other
commodities.

Transportation and distribution infrastructure is extremely capital intensive and
inflexible. Many sources of energy are located far from consumers, requiring transportation
over long distances. The commodities are expensive to transport and store. They are
delivered over a network that is sunk in place with limited ability to expand in the short and
medium term.

Refineries and pipelines, two key parts of the gasoline distribution chain, are not only
capital intensive, but they take long lead timesto build. They have significant environmental
impacts. Inthe short term, their capacity isrelatively fixed. Refineries must be reconfigured
to change theyield of products. Although oil pipelines have largely depreciated their historic,
sunk costs, expansion would be capital intensive. Thus, pipeline capacity is generaly fixed
capacity aswell.

Accidents have a special role in networks such asthese. Because of the demanding
physical nature of the network, accidents are prone to happen. Because of the volatile nature
of the commodity, accidents tend to be severe. Because of the integrated nature of the network
and demanding real time performance, accidents are highly disruptive and difficult to fix.

These physical and economic characteristics render the supply-side of the market
inelastic.? Given the basic infrastructure of supply in the industry, the availability of excess
capacity and stocks to meet changes in demand is the critical factor in determining the
flexibility of supply. Since output is slow to respond to price, stockpiles, storage and
importation of product become acritical element of the gasoline market.?

Stocks are the key factor in policy responses to market power where supply isinelastic.
2 Every investigation of every product price spike in the past several years pointsto
‘unusually low stock’ asaprimary driver.2 But stock levels are no accident; they are the
result of business decisions.
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1. BUSINESS STRATEGIES CREATE AND EXPLOIT MARKET
POWER

SuPPLY ISTIGHT AS A REsuULT oF BusiNEss Decisions To NoT Apb CAPACITY

There are two clearly identifiable trends affecting the supply side of the gasoline
market — areduction in capacity relative to demand and an increase in concentration. These
trends result from the business decisions of oil companies.

The National Energy Task Force of 2001 recognized that reduction in capacity was a
business decision. Government did not choose to carry much lower stocks, private businesses
did.»

Ongoing industry consolidation, in an effort to improve profitability, inevitably
leads to the sale or closure of redundant facilities by the new combined
ownership. This has been particularly true of terminal facilities, which can lead
to reductionsin inventory and system flexibility. While excess capacity may
have deterred some new capacity investmentsin the past, more recently other
factors, such asregulations, have deterred investment.?

The prominent role of business decisions in reducing capacity raises the concern that
these decisions are intended to reduce competitive market forces and secure market power for
major industry players. While mergers and acquisitions or facility closings are nominally
justified by claims of efficiency gains, % they have areal economic effect of reducing
competition.

Asarecent Rand study put it, the 1990s witnessed a change in attitude in the industry,
wherein “[i]ncreasing capacity and output to gain market share or to offset the cost of
regulatory upgrades is now frowned upon.”?’ In its place we find a*“more discriminating
approach to investment and supplying the market that emphasized maximizing margins and
returns on investment rather than product output or market share.”?

Documents from the mid-1990s indicate that industry officials and corporate officers
were concerned about how to reduce capacity, with observations such as“if the U.S.
petroleum industry doesn’t reduce its refining capacity, it will never see any substantial
increase in refinery profits,” from a Chevron Corporation document written in November
1995. A Texaco official, in aMarch 1996 memorandum, said refinery overcapacity was “the
most critical factor” facing the industry and was responsible for “very poor refining financial
results.”?

Soon after these observations were made by senior oil industry management a string of
mergers hit the industry (see Exhibit 111-1). In the past half-decade there has been a merger
wave of vertically integrated firmsincluding Exxon-Mobile, BP-Amoco-Arco, Chevron-
Texaco, and Phillips-Tosco-Conoco.®* The dominant firms have spent an immense amount of
their capital on mergers and acquisitions.®
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EXHIBITIII-1: OIL INDUSTRY M ERGERSAFFECTING REFINING CAPACITY SINCE 1995

1996 Tosco/Circle K
Ultramar/Diamond Shamrock (UDS)

1997 Tosco/Unocal

1998 BP/Amoco
Shell/Texaco
Citgo/Chalmett/Hess

1999 BP/ARCO
Exxon/M obil
M arathon/A shland
UD S/total

2001 Phillips/Tosco
Valero/UDS
V alero/Huntaw ay

2002 Phillips/Connoco
Shell/M otiva/Equilon/D ear Park
Chevron/Texaco

Source: Energy Information Administration, U.S. Department of Energy, Performance
Profiles of Major Energy Producers: 2001 (January 2003), Figure 33; Energy
Information Administration, U.S. Department of Energy, Restructuring: The Changing
Face of Motor Gasoline Marketing, xxx, Table 1.

With oil companies merging and eliminating “redundant” capacity, it should not be
surprising to find that capacity has not kept up. Refinery capacity has not expanded to keep up
with the growth in demand. Exhibit 11-2 shows the relationship between refinery output and
demand. In 1985 refinery capacity equaled daily consumption of petroleum products. By
2002, daily consumption exceeded refinery capacity by almost 20 percent.

In the early1980s, a public policy providing support for small refinerieswas
terminated. This accounted for the loss of about 100 refineries between 1980 and 1985 (See
Exhibit 111-3). Since then, scores of other refineries have been shut down. Government did not
closerefineries, private businesses did. In the 1990s alone, approximately 50 refineries were
closed. Since 1995, over 20 refineries have been shut down. The number of operating
refineries has been reduced by 13 percent since 1995. The refineries get larger, but smaller in
number and are owned by fewer and fewer entities. Over the last two decades of the twentieth
century the number of firms engaged in refining in the United States declined by two-thirds.*
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ExHIBIT III-2: REFINERY CAPACITY AND PRODUCT SUPPLIED
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Source: U.S. Department of Energy, Energy Inform ation Adm inistration, Petroleum
Supply Annual, various issues, Tables S1, 36; Weekly Petroleum Status Report, various
issues.

Once these trends become clear, the complaint by policymakers that no new refineries
have been built in recent years loses it compelling public policy impact.* Similarly, blaming
the decline of capacity relative to demand on the Clean Air Act does not stand close scrutiny.
Consolidation of the refinery industry was a conscoius business decision that began long
before amendmentsto the Clean Air Act in 1990 and continued after changesin gasoline
formulation.

In fact, at the time of the 1995 changesin Clean Air Act requirements the Department
of Energy conducted a study of the impact of environmental requirements on the refining
industry. It concluded that “ pollution abatement operating costs have been and continue to be a
small part of overall operating costs.”* Similarly, general reviews of the industry at the time
concluded that “a close examination reveal s that the change in refining costs attributable to
RFG had no major impact on margin behavior between 1993 and 1995.”% |n fact, overall
operating costs have been declining.*
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EXHIBIT III-3: REFINERIESAND REFINERY CAPACITY
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Reductions of over 10 percent in storage capacity and more than 10 percent in the

number of gasoline stations have also taken place in just the past half-decade. Just aswith

refineries, the declinein storage is attributable in part to areduction in capacity.®” The

reduction in capacity equals over ten days supply, and ten days of working storage capacity.
The decline in gasoline stocks is acritically important factor in keeping markets tight. %

Exhibit 111-4 shows the relationship between stocks and demand for gasoline. Stocks
are measured as the number of days of demand of gasoline held in storage. The Exhibit shows

that the amount of stock above what is considered the lower operational inventory has

declined. Because of the nature of operations of gasoline delivery systems, acertain level of
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EXHIBIT Il1-4: GASOLINE STOCKSON HAND: DAYSOF SUPPLY ABOVE OPERATIONAL
INVENTORY LEVELS
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Source: U.S. Department of Energy, Energy Information Administration, Petroleum
Supply Monthly, various issues, Table, S4, Figure S6; Weekly Petroleum Status Report.

stock is needed to keep the system running in real time (the lower operational level).*
Operations are subject to disruption should stocks fall below thislevel.® It isthe stocks above
thislevel that are available to respond to shiftsin demand or price. The reserves above the
lower operational inventory level have declined to very low levels. They generaly areinthe
range of a couple of days, compared to four or five daysin the early 1990s and over aweek in
the 1980s.

Thetight supply demand balance that results from industry decisions to close refineries

may also contribute directly to occurrence of accidents. The extremely high capacity
utilization that creates high levels of profit aso puts additional stress on equipment.*
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Over the course of the last decade, the number of gasoline stations has declined as
well, while the number of vehicles that need to be supported has grown. The number of
gasoline stations has declined by 16 percent, from 210 thousand to 176 thousand. The number
of motor vehicles has increased by 16 percent, from 189 million to 210 million. Asa
consequence, the number of motor vehicles per station has increased by 39 percent, from 900
to 1250. Each station pumps more gas, but there are fewer competitors.

THE DomEsTIic OIL INDUSTRY HAS BECOME DANGEROUSLY CONCENTRATED

The wave of mergersin the industry noted above has resulted in alevel of
concentration that creates the basis for business behaviors and strategies that can exploit
market power. Several major mergers between vertically integrated companiesin the top tier
of the oil industry have pushed petroleum product marketsto levels of concentration that are a
serious concern.

Because the supply and demand elasticities for gasoline are so low* and the
expenditures on energy are so large,”® we believe these industries should be held to close
scrutiny because the exercise of market power resultsin higher prices.* Antitrust authorities
have failed to exercise proper caution to protect the public interest and consumers are
suffering as aresult.

Antitrust authorities use two measures of market concentration. The four firm
concentration ratio is equal to the market share of the four largest firms. If the four largest
firms control 60 percent or more of the market, the market is atight oligopoly.*® William
Shepherd describes these thresholds in terms of four firm concentration ratios as follows:*

Tight Oligopoly: The leading four firms combined have 60-100 percent of the
market; collusion among themisrelatively easy.

Loose Oligopoly: The leading four firms combined have 40 percent or less of
the market; collusion among them to fix pricesis virtually impossible.

The HHI (Hirshman Herfindahl Index), ameasure used by the Department of Justice,
isthe sum of the square of the market shares of all firmsin amarket. Under its Merger
Guidelines, the DOJ considers a market with an HHI of 1000 or less to be unconcentrated.
Such amarket would have the equivalent of ten equal-sized competitors. In such amarket, the
four firm concentration ratio would be 40 percent. Any market with a concentration above
thislevel is deemed to be a source of concern. The DOJ considers an HHI of 1800 as the
point at which amarket is highly concentrated. Thislevel falls between five and six equal-
Sized competitors.

Shepherd refersto collusion in his discussion, but it isimportant to note that it is not
the only concern of market power analysis or the Merger Guidelines. The DOJ Guidelines are
oriented toward conditions under which a broad range of anticompetitive behaviors are
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sufficiently likely to occur asto require regulatory action. The Merger Guidelines recognize
that market power can be exercised with coordinated, or parallel, activities and even unilateral
actionsin situations where there are small numbers of market players.*” The area of
noncollusive, oligopoly behavior has received agreat deal of attention. A variety of models
have been developed in which it is demonstrated that small numbers of market participants
interacting in the market, especially on arepeated basis, can learn to signal, anticipate, and
parallel one another to achieve outcomes that capture a substantial share of the potential
monopoly profits.®

Exhibit 111-5 shows two measures of market concentration. Oil companies, like all
capitalist enterprises, will seek to gain market power. Antitrust authorities are charged with
ensuring they do not succeed. Unfortunately, over the past decade when, ahost of mergers
were approved, antitrust authorities did not take the fundamental s sufficiently into account.
They have prevented afew local markets from becoming highly concentrated, but that was far
too lenient astandard. Because supply and demand are so inelastic and vertical leverageis so

ExHIBIT I11-5: CONCENTRATION OF REFINERIESIN REGIONAL MARKETS

1994 2000

PETROLEUM ADMINISTRTIVE HHI  4-FIRM HHI  4-FIRM
DEFENSE DISTRICT (PADD) CR CR

l. East Coast 1297 62 2007 77

. Upper Midwest 731 40 980 52

"I, Gulf Coast 453 29 753 42

V. Mountain West 1000 49 1061 51

V. West Coast 1037 54 1376 67

Source: U.S. Department of Energy, Energy Information Administration, Petroleum Supply Annual 1999,
Volume 1 (June 2000); Table 38 for market shares, p. 122 for PADDs. The statesin each PADD are as
follows| = ME, NH, VT, MA, RI, CT, NY, NJ, PA, WV, DE, MD, VA, NC, SC, GA, FL; II= OH, MlI, IN,
KY, TN, IL, WI, MN, IA, MO, OK, KS, MB, SD, ND, Il1= AL, MI, AK, LA, TX, NM; IV=MT, WY, CO,
UT, ID; V=WA, OR, NV, AZ, CA, HI AK.

important, antitrust authorities should have insisted that markets remain unconcentrated (i.e.
below the moderately concentrated threshold).

The recent mergers have pushed three of the country’s five regional refining markets
(Petroleum Administrative Defense Districts or PADD) into a danger zone of concentration.
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This concentration reflects a business decision in which “ operating refineries have sought to
concentrate their activities in markets where they hold aleading market share.” 4

There has clearly been asharp increase in the level of concentration in all markets
except the Mountain West. The East Coast, Mountain West and West Coast al fall well above
the unconcentrated zone. The upper Midwest is close to the upper limit of the unconcentrated
zone based on HHI with the four firm concentration ratio moving well above the

unconcentrated level.

Product markets are much smaller than refinery markets. That is, while refineries may
serve abroad area, most consumers buy virtually al of their gasoline in the metropolitan area
in which they live. Most studies of gasoline prices use the metropolitan area as the unit of
anaysis. While we lack data on acity-by-city basis, some dataisreadily available on a state-
by-state basis. It confirmsthat the trend of increasing concentration has brought the industry
to alevel that is asource of concern.

EXHIBITIII-6: CONCENTRATION OF GASOLINE DISTRIBUTION IN STATE M ARKETS
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Exhibit 111-6 presents several analyses of the concentration of gasoline distribution at
the state level. We have prepared analyses of California, Illinois, Wisconsin and Connecticut
based on the number of branded gasoline stations in each state. We have selected atime frame
similar to that of the prior refinery analysis. Californiawas selected because the West is
frequently mentioned in discussions of high gasoline prices. TherewasasoaU.S.
Department of Energy study available for comparison. lllinoisand Wisconsin were selected
because they have been focal points of concern in recent price spikes. Connecticut isincluded
because it represents another PADD and there was a separate analysis available for
comparison.

We observe sharp increases in concentration in each of these states. Each is now well
into arange of concentration that is a source of concern for competitiveness. The level of
concentration we estimate on the basis of outlets is consistent with the other analyses that are
based on volumes of sales. The trend of increasing concentration is observablein all cases.

These analyses do not take mergersin the past two yearsinto account. Asdescribedin
Exhibit 111-1, they certainly made mattersworse. Moreover, the previous discussion focuses
on horizontal concentration. Vertical integration between segments of the industry may have
an impact aswell. Vertical integration by dominant firms may create a barrier to entry
requiring entry at two stages of production,® or foreclosing critical inputs for competitorsin
downstream markets.>* Vertical arrangements may restrict the ability of downstream operators
to respond to local market conditions.®?

Vertical integration not only removes important potential competitors across stages of
production,® but also may trigger awave of integrative mergers,> rendering small
independents at any stage extremely vulnerable to avariety of attacks.®®

Gasoline markets are vulnerabl e to the negative effects of vertical integration. Product
must move downstream from the refinery or the tanker to the pump. Vertically integrated
operations are closed to independent sources of supply. They may impose zonal pricing
formulas or restrictions on sources of supply on their distribution outlets.® With vertical
integration, the market may be less responsive than it could be both in the short term, since
competing product has difficulty getting into individual markets at the end of avertically %
integrated chain, and in the long term because new competitorsin any market may haveto
enter at several stages of the business.

Aninteresting study of cities across the country as well as the first merger in the wave
of late 1990s mergers (the Tosco/Unocal merger of 1997) finds support for this concern. The
study finds that both horizontal concentration and vertical integration are associated with high
prices:

Upstream concentration is positively correlated with price, the market share of
independentsis negatively correlated with price and the average market share
of the vertically integrated suppliers covaries positively with wholesale price...
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Moreover, theincentive to raise price is also positively correlated with the
geographic proximity of integrated stations to rival independents, indicating
that the greater the degree of competition, or cross-price elasticity, between
integrated retailers and rival independent retailers, the greater the integrated
firm’sincentive to raise rivals wholesale costs.®

In light of these findings, the integration of refining and distribution isimportant. The
percentage of stations owned by companies that aso own refineries did not change much over
the decade, but the size of the largest integrated ownersincreased dramatically (see Exhibit 111-

EXHIBITIII-7: OUTLETSAND REFINERY INTEGRATION
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7). Theintegrated companies also appear to be more regionalized.® Each company coversa
smaller area more densely, resulting in less competition.

ConbucT: ExpLOITING TIGHT MARKETS

Concentrated markets like these facilitate the exercise of market power. If asmall
number of companies dominate a market, collusion may become easier, but several decades of
economic analysis has shown that non-collusive behaviors that reduce competition and
increase price are an equal concern.® With small numbers of companies it becomes easier to
monitor the behavior of other market participants, signal intentions, dominate product or
geographic markets, or to take unilateral actions that influence price.

The Federa Trade Commission analysis of the Midwest price spikes of 2000
provides an important base of understanding. It describesthe first price spike
after the merger wave of the late 1990s. It demonstrates the complex
interaction of factors in the gasoline market, but also introduces the element of
decisions that caused supplies to be tight and kept them that way:

Prices rose both because of factors beyond the industry’simmediate control
and because of conscious (but independent) choices by industry participants...

In sum, the evidence does not indicate that the price spike in Midwest gasoline
in the spring and early summer 2000 was caused by aviolation of the antitrust
laws. The spike appears to have been caused by a mixture of structural and
operating decisions made previously (high capacity utilization, low inventory
levels, the choice of ethanol as an oxygenate), unexpected occurrences
(pipeline breaks, production difficulties), errors by refinersin forecasting
industry supply (misestimating supply, slow reactions), and decisions by firms
to maximize their profits (curtailing production, keeping available supply off
the market). The damage was ultimately limited by the ability of the industry to
respond to the price spike within three or four weeks with increased supply of
products. However, if the problem was short-term, so too was the resolution,
and similar price spikes are capable of replication. Unless gasoline demand
abates or refining capacity grows, price spikes are likely to occur in the future
in the Midwest and other areas of the country. &

Approximately $26 billion of the $30 billion increase in the domestic spread occurred
in the price spikes in the ensuing 30 months. It is not only short-term decisions about refinery
runs and stocks that affect the market greatly asit becomes concentrated. With few players,
longer-term decisions also have amajor impact. The FTC found these decisions to have had a
substantial impact on the market in its study of the midwestern gasoline market.

A significant part of the reduction in the supply of RFG was caused by the
investment decisions of three firms. When determining how they would
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comply with the stricter EPA regulations for summer-grade RFG that took
effect in the spring 2000, three Midwest refiners each independently concluded
it was most profitable to limit capital expenditures to upgrade their refineries
only to the extent necessary to supply their branded gas stations and contractual
obligations. As aresult of these decisions, these three firms produced, in the
aggregate, 23 percent less summer — grade RFG during the second quarter of
2000 than in 1999. Consequently, these three firms were able to satisfy only the
needs of their branded gas stations and their contractual obligations, and could
not produce summer — grade RFG to sell on the spot market as they had done
in prior years. 62

A Rand study found this to be a widespread phenomenon.

Relying on... existing plant and equipment to the greatest possible extent, even
if that ultimately meant curtailing output of certain refined product... openly
guestioned the once-universal imperative of arefinery not “going short” — that
is not having enough product to meet market demand. Rather than investing in
and operating refineries to ensure that markets are fully supplied all the time,
refiners suggested that they were focusing first on ensuring that their branded
retailers are adequately supply by curtailing sales to wholesale market if
needed.®

Moreover, theindustry has become so concentrated that the ability to implement
strategic policies to affect the supply demand balance has been shifted to the producers. As
one study noted:

Of note, afew refiners are contemplating the potential for asignificant easing
of demand, perhaps as soon as 2010, prompted by the introduction of highly
efficient motor vehicles. Such thinking may create pressure to minimize
increases in capacity and other investmentsin plant and equipment in the mid-
term, thus contributing to higher and more volatile prices and better profit
margins.®

As suggested by the Federal Trade Commission report, individual companies now may
have pricing power, not through collusion but through individual action.®® That is, with supply
and demand tight and a small number of suppliersin each market, individual suppliers
recognize that they can influence the price, at least for short periods of time, by withholding
supplies. They are no longer the price takers we find in competitive markets; they become
price makers:

In addition, at least one firm increased its summer-grade RFG production
substantially and, as aresult, had excess supplies of RFG available and had
additional capacity to produce even more RFG at the time of the price spike. It
thus found itself with considerable market power in the short term. Thisfirm
did sell off some inventoried RFG, but acknowledged that it limited the
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magnitude of its response because it recognized that increasing supply to the
market would push down prices and thereby reduce the profitability of its
overall RFG sales.5

In recent years, imports have begun to fill the gap as pricesincrease. However, the
price gap that develops before importsincrease far exceeds the cost of transportation. Asthe
Department of Energy put it:

The gasoline price difference between the United States East coast (New York
Harbor) and Rotterdam was in the 0-4 cents per-gallon range from 1991 to
1994, but it has been in the 3-8 cents per gallon range since. Since
transportation costs are in the 3-5 cents-per-gallon range, Europe to United
States movements are economically attractive. Gasoline from the Middle East
(particularly Saudi Arabia) has been finding its way to U.S. markets because
Asian refining growth has impacted the need and economics for gasoline
imports. Finally, any strength in U.S. gasoline markets attracts some increases
in imports from traditional Western hemisphere sources, such as Venezuela,
Virgin Islands, and Canada.®’

In fact, the “strength” in the U.S. market represents a sustained run up of over 20 cents
at the pump and over 10 centsin the refiner/marketer share. Thisisamuch larger “price
difference” than historically has been the case and raises the question of why didn’t gasoline
from foreign sources “find their way” to the U.S. sooner to restrain price increases. The
domestic industry is hostile to imports, with “many refining industry representatives in the
RAND discussion spoke about “unfair foreign competition” and the need for duties and other
measures to restrain imports.”

Prices run up quickly because of even dlight disruptionsin the supply demand balance
and producers are slow to react because they do not fear that others can bring product to
market and steal their business. Consequently, prices are said to be sticky downward.®® There
is adebate about whether gasoline prices change asymmetrically with respect to crude oil
prices. The majority of published studies find support for the “rockets and feathers’ view.™
Pricesrise like rockets and float down like feathers.”™ The debate centers around whether the
price changesin crude oil (up and down) are fully and finally reflected in the pump price. In
separate analyses Severin Borenstein and the U.S. General Accounting Office find the
difference to be a penny or two per gallon.”

One fundamental difference between the price spikes of recent years and the “rockets
and feathers’ debate should be underscored. 1n the recent circumstances, we are not dealing
with crude oil price changes alone, so the question is not whether refiner/marketer margins
“catch up,” or whether some of the change in crude oil price ends up in the refiner/marketer
pockets (bottom line). The recent price spikes have been significantly driven by refiner/
marketer margins. Even if margins return to historic levels after the spike, there is no doubt
that a net increase in marketer margins has occurred.
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IV. POLICIESTO COMBAT SHORT TERM VOLATILITY AND
CREATE LONG TERM STABILITY

Two years ago, in response to the first evidence of a price ratchet, we recommended a
broad and comprehensive set of responses to this complex problem.” Those policies made
sense then; they make even more sensetoday. The Federal government has done little to move
policy inthat direction.

It istimefor public policy makersto seek to institute permanent institutional changes
that both reduce the chances that markets will be tight and reduce the exposure of consumers
to the opportunistic exploitation of markets when they become tight. To achieve this
reduction of risk public policy should be focused on achieving five primary goals:

e Restore reserve margins by increasing both vehicle fuel efficiency (demand-
side) and production capacity (supply-side).

e Increase market flexibility through stock and storage policy.

e Discourage private actions that make markets tight and/or exploit market
disruptions by countering the tendency to profiteer by withholding of supply.

e Promote a more competitive industry.

ExpranD RESERVE M ARGINS By StRIKING A BALANCE BETWEEN DEMAND REDUCTION AND
SUPPLY | NCREASES

Improving vehicle efficiency (reduction in fleet average miles per gallon) equal to
economy wide productivity over the past decade (when the fleet failed to progress) would
have a major impact on demand. It would require the fleet average to improve at the same rate
it did in the 1980s. It would raise average fuel efficiency by five miles per gallon, or 20
percent over adecade. Thisisamid-term target. Thisrate of improvement should be
sustainable for several decades. Thiswould reduce demand by 1.5 to 2 million barrels per
day and return consumption to the level of the mid-1980s.7

Expanding refinery capacity by 10 percent equals approximately 1.5 million barrels per
day. Thiswould require 15 new refineries, if the average size equals the refineries currently in
use. Thisislessthan one-third the number shut down in the past ten years and less than one-
quarter of the number shut down in the past fifteen years. Alternatively, aten percent increase
in the size of existing refineries, which isthe rate at which they increased over the 1990s,
would do thetrick, aslong as no additional refineries were shut down.
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Placed in the context of redevelopment of recently abandoned facilities or expansion of
existing facilities, the task of adding refinery capacity does not appear daunting. Such an
expansion of capacity has not been in the interest of the businesses making the capacity
decisions. Therefore, public policiesto identify sites, study why so many facilities have been
shut down, and establish programs to expand capacity should be pursued.

This combination of demand-side and supply-side policies to improve the long run
market balance would restore the supply/demand balance to levels that typified the mid-1980s.

ExPANDING STORAGE AND STOCKS

It has become more and more evident that private decisions on the holding of stocks
will maximize short-term private profits to the detriment of the public. Increasing
concentration and inadequate competition allows stocks to be drawn down to levels that send
markets into price spirals. While the Strategic Petroleum Reserve has been developed asa
strategic stockpile and companies generally take care of operating stocks, the marketplaceis
clearly not attending to economic stockpiles. Moreover, the SPR should be filled in a manner
that does not harm consumers.

Companies will not willingly hold excess capacity for the express purpose of
preventing priceincreases. They will only do so if they fear that alack of supply or an
increase in brand price would cause them to lose business to competitors who have available
stocks. Regional gasoline markets appear to lack sufficient competition to discipline anti-
consumer private stock policies.

Public policy must expand stocks. Gasoline distributors (wholesale and/retail) can be
required to hold stocks as a percentage of retail sales. Public policy could aso either directly
support or give incentives for private parties to keep storage. It could lower cost of storage
through tax incentives when drawing down stocks during seasonal peaks. Finally, public
policy could directly underwrite stockpiles. We now have a small Northeast heating oil
reserve. It should be continued and sized to discipline price shocks, not just prevent
shortages. Similarly, a Midwest gasoline stockpile should be considered.

TakinGg THE Fun aND PrRoFIT OuT oF MARKET M ANIPULATION

In the short term, government must turn the spotlight on business decisions that make
markets tight or exploit them. Withholding of supply should draw immediate and intense
public scrutiny, backed up with investigations. Since the federal government islikely to be
subject to political pressures not to take action, state government should be authorized and
supported in market monitoring efforts. A joint task force of federal and state attorney’s
general could be established on a continuing basis. The task force should devel op databases
and information to analyze the structure, conduct and performance of gasoline markets.
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Aslong as huge windfall profits can be made, private sector market participants will
have a strong incentive to keep marketstight. The pattern of repeated price spikes and
volatility has now become an enduring problem. Because the elasticity of demand isso low —
because gasoline is so important to economic and social life —this type of profiteering should
be discouraged. A windfall profitstax that kicks in under specific circumstances will take the
fun and profit out of market manipulation.

Ultimately, market manipulation should be madeillegal. Thisis particularly important
for commodity and derivative markets.

PromoTiNG A WORKABLY COMPETITIVE M ARKET

Further concentration of these industriesis quite problematic. The Department of
Justice Merger Guidelines should be rigorously enforced. Moreover, the efficiency defense of
consolidation should be viewed skeptically, since inadequate capacity is amarket problem.

Restrictive marketing practices, such as zonal pricing and franchise restrictions on
supply acquisition should be examined and discouraged. These practices restrict flows of
product into markets at key moments.

Markets should be expanded by creating more uniform product requirements. These
should not result in arelaxation of clean air requirements.
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