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EXECUTIVE SUMMARY

Recorp HicH Prices; REcorp HiGgH PrROFITS

With energy prices making front-page headlines and taking center stage in election
year debates, policymakers are arguing over whom to blame and scrambling for explanations.
This paper analyzes the record gasoline and natural gas pricesin the period from January 2000
to March 2004 by decomposing the increases into three components — shiftsin the domestic
market structure, price increases paid to foreign energy producers when the international price
of crude increases, and price increases paid to domestic energy resource producers when
domestic prices follow international prices upward.

e Total priceincreases for gasoline at the pump and natural gas at the wellhead have been
over $300 billion over the past four years, resulting in record profits for the industry.

Domestic petroleum companies account for about $250 billion. Changesin domestic
market structure accounted for the largest part of thistotal.

e Thegasoline refining and marketing segments of the domestic industry have increased
pump prices by $55 billion, exclusive of crude oil price increases.

e Similar changesin the domestic market structure added another $5 billion to the cost of
other domestic petroleum products that are used by residential consumers, such as heating
oil and propane.

e Natural gaswellhead pricesincreased by almost $100 billion, separate and apart from
anything that OPEC has done, wit $90 billion going to domestic sellers of natural gas.

Another $100 billion went to domestic producers by simply following the global price
of energy up. About $60 billion went to foreign producers of energy resources.

Taken together, in 1999, averaged across all households, expenditures for gasoline,
heating oil and natural gas accounted for about $1400 per year of total household
expenditures.

e Priceincreases over the past four years associated with the price shock for these residential
items added about $350 per household per year (including all factors). Thus, domestic
energy price shocks have increased household energy bills by 25 percent.

e A comparison between 1999 and 2003 is even more dramatic, a $500 increase in average
annual household expenditures for these petroleum products, which represents ajump of
over 35 percent.

Since these price increases were not caused by cost increases, petroleum industry
profits have risen to record highs over the period.



Exhibit ES-1: Domestic Gasoline Spread, Actual and Projected
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e Domestic petroleum companies enjoyed an increase in 2000 to 2003 of $50 to $80 hillion
of after-tax windfall profits compared to the 1995-1999 period. Beforetax profits were up
$70 to $110 billion.

e Domestic petroleum industry profits are headed for another record. First quarter 2004
filings show domestic refining and marketing profits up about 50 percent compared to the
first quarter of 2003, while company-wide profits are up about 17 percent.

CONCENTRATION AND M ARKET PowER AFTER A WAVE OF M ERGERS

The story that does not get coverage behind the headlines reporting record prices and
profitsisthe merger wave that swept through the petroleum industry between 1997 and 2002.



Exhibit ES-2: Natural Gas W ellhead Prices,
Actual and Projected
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It concentrated the petroleum industry into the hands of a small number of giant, vertically
integrated companies that gained market power over prices.

e The Department of Energy identified atotal of major 34 oil and gas companies that
merged into 13 over this period, and an 15 refining companies that had shrunk to seven.

e Of the 31 companies listed in the oil and gas sector by Business Week in 1995, 21 engaged
in mergers with other companies between 1997 and 2002. Of the 21 listed by Business
Week in 2003, 15 had engaged in mergersin the previous five years.

With increasing concentration, long-term strategic decisions by the industry tighten
production capacity interacted with short-term (mis)management of stocksto create atight
supply situation that provides ample opportunities to push prices up quickly.



e Inthe 1990s aone, approximately 50 refineries were closed. Since 1995, over 20 refineries
have been shut down.

e Operating stocks to meet demand and cushion price swings have declined to very low
levels. They generdly arein therange of acouple of days, compared to four or five days
in the early 1990s and over aweek in the 1980s.

The move of the mgjorsinto natural gas production in the 1990s changed the nature of
that sector. Decisions about which wells to produce and which wells to cap, how much to
inject into storage, how to use pipeline capacity and ultimately, how to report prices are
business decisions that affect the price paid at the wellhead.

e Consolidation came hand in hand with the shift to acquisition of resources through merger
(rather than exploration) and a shift of drilling away from exploration.

e Thetrading marketsthat drive wellhead natural gas price are quite new and lack price
transparency. Enron played alargeroll in these markets and when it collapsed, so too did
much private trading. The evidence is mounting that manipulation and abusive practices
have been part of these markets since 2000.

e Thelong-term trend to much lower stocks relative to demand is clear in natural gas as
well. Compared to the decade of 1985-1994, stocks were about 25 percent lower in the
1995-1999 period. During the price spikes of the new millennium, stocks were 40 to 50
percent lower than the 1985-1994 period and 25 percent lower than the 1995-1999 period.

THE FaILURE oF PusLic PoLicy

Excessive industry concentration and anti-consumer pricing behavior isthe result of
lax antitrust law enforcement by both the Clinton and Bush Administrations allowed too many
mergers because they did not take the unique characteristics of the energy industry into
account. The Federal Trade Commission has failed to recognize the inability of supply and
demand to respond to price signals, which alows market power to be abused at much lower
levels of concentration than is the case in most other industries.

Because there are few firmsin the market and because consumers cannot easily cut
back on energy consumption, prices hold above competitive levels for significant periods of
time. The problem is not a conspiracy, but the self-intrested 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, and push prices up when
demand increases because they have no fear that competitors will not raise pricesto sted
customers.



e Every accident or blip in the market triggers a price shock that leads to additional profits.
Moreover, operating complex energy systems at very high levels of capacity places strains
on the physical infrastructure and renders it susceptible to accidents.

The explanation for the high and volatile price of gasoline offered by the industry and
the Bush Administration emphasi zes that “ overdependence on any one source of energy,
especially aforeign source, leaves us vulnerable to price shocks, supply interruptionsand in
the worst case, blackmail.” The explanation is so oversimplified and incomplete that it must
be considered at best misleading and it leads to a policy that incorrectly overemphasizes
domestic production.

The central premise of the energy bill pushed by the administration is that energy
companies need more money to boost production of domestic energy supplies. To that end, a
grab bag of subsidies—totaling over $20 billion —was earmarked for the oil and gas industry,
while other expensive aternatives a'so would receive assistance. On the natural gas side, the
bill promotes costly backstop technologies, like liquefied natural gasimports and an Alaska
natural gas pipeline, that will lock in high gas prices.

Further boosting the profitability of the petroleum industry with subsidies and access
to resources in environmentally sensitive areas would not increase production agreat deal, nor
will it decrease pricesto consumers. Over the past four years, the domestic oil and gas
industry has enjoyed a huge increase in profitability, but the pricing abuse has gotten worse,
not abated.

e Because domestic resources represent avery small share of the global resources base and
are relatively expensive to develop, the increase in the amount of oil and gas produced in
Americawill not be sufficient to put downward pressure on world prices.

e Evenif theU.S. could affect the market price of basic energy resources, whichisvery
unlikely, that would not solve the structural problem in domestic markets.

Tight marketsin the U.S. can best be addressed by relieving pressure on the demand
side, yet the energy bill being considered by Congress does littleto relieve that pressure. The
legidlation fails to take serious measures to reduce demand by boosting the efficiency
requirements for the most important energy consuming equipment — like automobiles and air
conditioners.

CHANGING DirecTION IN PusLic PoLicy

The current uncompetitive and anti-consumer market conditions grew up over decades
and they can only be reversed by along-term policy that seeks to reduce the consumption of
petroleum products and relieve the pressures on domestic markets. Vigorous and broad based
public policies should be pursued to implement permanent institutional changes that lowerthe
chances that markets will be tight and reduce the exposure of consumers to the opportunistic
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exploitation of markets when they becometight. To achieve this reduction of risk, public
policy should be focused on achieving severa interrelated goals.

e Easing tight markets: Increasing fuel efficiency in the decade ahead at the rate achieved in
the 1980s would save about 1.5 million barrels per day. Increasing refinery capacity by 10
percent, either through expansion at existing refineries or redevel opment of less than one
half of the refineries closed in the past decade, would add another 1.5 million barrels per
day.

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

e 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.

e 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
commodity markets should be prevented. The incentives to manipul ate markets can be
reduced by imposing awindfall profits tax that triggers under specific circumstances of
price and profit increases.



|. INTRODUCTION

“THE Gas Morass oF ‘041

The issue of energy prices has moved to the front pages of the nation’s newspapers and
center stage in election year policy debates. For example, on May 4, 2004, The New York
Times ran a front-page business section story under the headline, “Drivers Tend to Shrug Off
High Gas Prices, for Now.”? It reported that consumers had not yet reacted strongly to record
high prices, in part because the tax cut had cushioned the blow. It cited figures that indicated
“the tax cut gave consumers about $70 billion in additional spending power thisyear, while
therisein crude ail prices... has so far cost Americans only about $35 billion.” On the very
same day, The Washington Post saw more pain in high gasoline prices under the headline
“Caught Over aBarrel: Soaring Gas Prices Have Motorists Wallets Running on Empty.”? It
recounted the lengths to which consumers were going to “save anickel agallon.”

Public officials appear to be at |east as confused as the newspaper headlines. At a
recent hearing on gasoline and natural gas prices, for example, the General Counsel of the
Federal Trade Commission (FTC) testified that 85 percent of the increase in gasoline prices
was caused by increasesin crude oil prices.* Lessthan aweek later, however, another branch
of the federal government contradicted the claim by the FTC. A spokesman for the Energy
Information Administration (EIA) observed that 60 percent of recent price increases were
caused by the domestic refining sector.> By the EIA count, the increase attributable to crudeis
less than half as much asthe FTC claimed at the hearing. A couple of weeks later, however,
the EIA spokesperson changed his tune, now claiming that “ OPEC production cuts ranked
higher as a cause for increased gas prices than tightness in the United States refining market.”®

The energy price problem is not confined to gasoline markets. It afflicts natural gas as
well. A December 2003 report from the Industrial Energy Consumers of America concluded
that a“41 month natural gas crisis has cost U.S. consumers over $111 billion.”” The bad news
continued in the winter, summarized in headlines like “ Natural Gas Prices Surge and Fingers
are Pointing”® and “Heating Costs Going Through the Roof.”®

PurPose AND OUTLINE

This paper seeks to fill the gap between the statements by the FTC and the EIA and
chart a course through the morass of energy price headlines. It provides a detailed accounting
of the sources of recent gasoline and natural gas priceincreases.’® It explains the structural
causes of those changes.

Section |1 describes the cost to consumers of the dramatic shift in domestic pricing
behavior. It showsthat shiftsin the domestic market structure have played aslargearolein
the recent price spikes asincreases in the world price of crude. Further, it showsthat price
increases paid to domestic energy resource producers, when domestic prices follow



international prices upward have been far larger than priceincreases paid directly to foreign
energy producers when the international price of crude increases.

Section |11 explains why domestic producers were able to increase their takein
domestic energy markets. It showsthat amerger wave in the late 1990s dramatically changed
the industry structure, concentrating the petroleum industry into the hands of a small number
of giant, vertically integrated companies.! The business decisions of these companies
restricted capacity, undermined independents and rendered many markets uncompetitive and
vulnerable to manipulation.

Section 1V explains why the FTC under both the Clinton and Bush administrations
failed to stop energy industry mergers and failed to recommend or take policy action against
clearly abusive practicesin the energy industries. The FTC hasfailed to recognize that weak
market forces (demand and supply that cannot respond easily to price changes) alow firmsto
exercise market power at lower levels of concentration than in other industries.

Section V explains why the policies embodied in the pending energy bill are misguided
and proposes an aternative set of policies. It arguesthat increased profitability for oil
companies through subsidies and permission to drill in environmentally sensitive areas will
not produce enough new resources to reduce pressures on the world oil market. Because the
same companies that have market power will likely control the additional output, it will do
little to aleviate problemsin domestic markets. Alternative policiesto reduce demand,
increase domestic market flexibility, and prevent market manipulation are suggested.

II. DOMESTIC ENERGY PRICE SHOCKS

A quick glance at the testimony of the FTC General Counsel revealsthe source of his
overestimation of the role of crude oil priceincreases. The FTC witnessrelied on an early
1999 analysis and seems to have looked at along-term trend of prices, rather than looking at
the recent and current situation.*? Exhibits11-1 and I1-2, which focus on the price increases
resulting from shifts in domestic gasoline and natural gas market structures, show that in
doing so heignored a dramatic change in the pricing pattern of domestic energy sources.
energy prices began to destabilize in the spring of 2000 and took off in early 2001.

METHODOLOGY

To gauge the magnitude of the domestic price shifts, we have compared the recent
price increasesto several baseline estimates. Asis evident in the disagreement between the
FTC and the EIA, the choice of baseline and the period over which one makes comparisonsis
extremely important. A series of questions must be answered.



Exhibit Il1-1: Domestic Gasoline Spread
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How far back should the analysisgo? For purposes of this analysis we go back to
January 1995. January 1995 was the implementation date of the Clean Air Act Amendments.*®
The Clean Air Act Amendments affected refinery operations and, in turn, gasoline prices. The
Clean Air Act Amendments and el ectricity restructuring, which began in the mid-1990s,
affected natural gas markets aswell.** Moreover, amerger wave hit the industry in the second
half of the 1990s. As discussed below, there is documentary evidence from the mid-1990s that
oil industry executives contemplated tightening the supply side of the oil market through the
merger wave. L onger-term comparisonswould maketherecent pricing abuse appear
even greater.

At what date doesthe change in behavior take place? The dataitself providesan
easy answer. There appears to have been a sharp break in the pricing behavior of domestic
energy marketsin early 2000. This change in behavior escalated sharply in 2001.



Exhibit I1-2: Natural Gas W ellhead Prices, Actual and Projected
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What factor s should be analyzed? For gasoline, we focus on the domestic spread.
The domestic spread is defined by the Energy Information Administration asthe price at the
gasoline pump minus crude oil costs and taxes.*® This represents the share in the pump price
that domestic refining and marketing operations take. (Refining and marketing are also
known as downstream operations in the industry.) Neither the cost of crude nor taxesiswithin
the control of domestic energy companies. By calculating the domestic spread, we isolate the
impact of changesin the domestic market from changes in the cost of crude, which is an input
to the production of gasoline, heating oil and other petroleum products.

For natural gas, we focus on the wellhead price. Natural gasisoverwhelmingly (90
percent) adomestic resource. Crude oil isnot an input to the production of natural gas, but it
does influence the price somewhat, since there are some uses, particularly industrial, in which
crude oil and natural gas are substitutes.’® In order to isolate the effect of crude, we observe
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that between January 1995 and December 1999, natural gas averaged about 67 percent of the
cost of crude. We use this as the historic average.

After isolating the effect of crude pricesin thisway, we compare crude price
movements to domestic energy price movements. We examine the relationship of crude to the
domestic factorsisolated.

How should baseline prices be calculated? In order to estimate the magnitude of a
shift in pricing behavior, we must have some estimate of what prices would have been absent
the shift. For purposes of this analysis, and given the context of the debate over current prices,
we have chosen two baseline methods.

Above we noted the estimate of the Industrial Energy Consumers of America (IECA)
of a$111 billion increase in natural gas wellhead prices. Thisisbased onasimple
comparison of prices before and after a specific date (in their case June 2000). While such an
estimate presents a baseline, it does not take into account factors such as the cost of crude,
seasonality of demand or the general trend of increasing demand. Therefore, we have
calculated the price increases using two more sophisticated methods. The results are lower
than those calculated by the IECA.

For the domestic gasoline spread, we use the historic average from January 1995 to
January 2000 as one baseline. For amore refined estimate, we use atrend line based on the
seasonality of demand and the increasing trend of demand.Y’

For natural gas, we base the historic average on the relationship between the price of
natural gas and the price of crude oil in the January 1995 to December 1999 period.’® For the
trend line we add in a seasonality factor to the crude-driven price.’®

Exhibits11-3 and 11-4 above include these baseline estimates and indicate that they are
good predictors of pricesin the period prior to January 2000.

DomEsTic PrRICE RATCHETS

Exhibit 11-3 above shows the domestic spread on gasoline. Throughout the second half
of the 1990s, the domestic spread fluctuated seasonally within a narrow range of 32 to 48
cents per gallon. The average domestic spread was about 39 cents per gallon over the period.
The domestic spread jumped in mid-2000 and skyrocketed in early 2001. It then plummeted
back to historic levels during the winter recession of 2001-2002. It began toriseagainin late
2002 and has been above historic levels almost continually ever since. The average spread
from January 2000 to March 2004 has been about 51 cents per gallon.

Compared to the historic average, the increased cost to consumers since January 2001
has been about $63 billion. Compared to the trended base line, the increase has been about
$48 billion. Only 5 percent of gasolineisimported as product.
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Exhibit I1-3: Domestic Gasoline Spread, Actual and Projected
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The pictureis similar for natural gas, which is overwhelmingly produced from
domestic sources (see Exhibit 11-4). There was arun-up in pricesin mid-2000 and apeak in
early 2001, reinforcing the sense of an energy crisis. Prices tumbled during the 2001-2002
recession, but have mounted again and stabilized at over twice the level of the late 1990s. The
total increase in the wellhead price of natural gas above the historic relationship to crude was
about $98 billion ($99 billion compared to historic and $97.6 billion compared to trended).

Of thistotal, about $15 billion goes to foreign suppliers of natural gas, since the U.S. imports
about 15 percent of itstotal supply.

12



Exhibit I1-4: Natural Gas W ellhead Prices, Actual and Projected
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The domestic price shift was much larger after December 2000. Theincrease in the
domestic spread has been much larger since 2001. The increase in 2000 averaged between $.6
billion per month (trended) and $1.0 billion per month (historic average). Since January 2001,
the increase has averaged between $1 billion per month (trended) and $1.3 billion per month
(historic average). Virtually al of the increase took place after wellhead prices skyrocketed in
early 2001.

Exhibit 11-5 shows the domestic spread on heating oil. The pattern parallels gasoline,
with the winter season being the peak for the domestic heating oil spread. In the January 1995
to December 1999 period, the heating oil domestic spread varied in the narrow range of 40
cents to 60 cents per gallon and averaged 48 cents. Since January 2000 it has varied in amuch

13



Exhibit I1-5: Domestic Heating Oil Spread
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Source: Energy Information Administration, Petroleum M arketing Monthly
and Monthly Energy Review, various issues and database.

wider range (40 cents to 80 cents) and averaged 62 cents. Thisincreased costs to consumers
by $2 to $3 billion per year. The other fuel used by residential consumers — propane —
exhibited asimilar pattern. The spread moved up in 2000 and peaked in 2001. It moderated
somewhat in 2002, but rose again and remained well above historic averagesin 2003 and
2004.

THE RoLE oF CRUDE

Exhibit I1-6 plots crude oil costs and the domestic spread on the same axes. Itis
interesting to note that prior to January 2000, there was virtually no relationship between the
domestic spread and the price of crude. Nor isthere any reason to believe that there should
have been. In fact, the regression coefficient for January 1995 to January 2000 was slightly
negative, though not statistically significant. After January 2000, there was a positive and
statistically significant relationship. The domestic spread rose with crude prices.

Thus, therecord priceswe seetoday aretheresult of the combination of historic
highsin both crude oil prices and the domestic spread.
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Exhibit I1-6: High Crude Oil Pricesand High Domestic Gasoline Spreads Combine
to Produce Record Prices at the Pump
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Exhibit 11-7 plots crude oil costs and natural gas wellhead prices. Again, prior to
January 2000 the relationship between natural gas and crude oil prices was weak and
statistically not significant. While natural gas averaged about 67 percent of crude, it did not
follow the price movements of crude very closely. Since January 2000, the relationship has
been larger (the regression coefficient isfour times aslarge) and statistically significant. Since
January 2000, the natural gas wellhead price has been about 90 percent of the price of crude.
Since January 2001, it has been 93 percent.

It would appear that the domestic industry seized the opportunity of rising crude prices
to increase their share of the delivered price of energy. In order to accomplish this, of course,
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Exhibit I1-7: Wellhead Price of Natural Gasand Crude Oil
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the firmsin the industry had to have market power. The next section argues that the
consolidation resulting from the 1997-2002 merger wave created that market power.

With both resource costs and domestic pricing practices leading to price increases, care
must be exercised in estimating the various components of recent price increases. Aswith the
discussion of the domestic causes of the price increases, how much is attributed to foreign
resource prices and how much to domestic factors depends on how far back we look and how
we calculate the baseline. Moreover, it isimportant to separate out domestic price following
behavior from the market structure changes described above.

When international prices go up, Americans pay more to foreign producers of energy
resources. To the extent that the price of domestic raw materials follows the international
price up, consumers also pay more to domestic producers of energy resources. When the
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domestic price of crude followsthe foreign price of crude (“price following”), theincrease
ends up in the pockets of domestic resource owners. In one sense, the complaints of the large
industrial consumers who are losing business to foreign firms or shifting their operations to
overseas locations that have not suffered natural gas price increases, remind us that al prices
do not follow international prices, penny-for-penny. Domestic market conditions affect how
pricesfollow. When the domestic price rises more than the foreign price or change their
relationship to the final price, because of increasesin the domestic spread or ashift in natural
gas pricing behavior, that isa*“domestic price shift.”

If we use January 1995 to December 1999 as the base period, as was done above, the
average price of crude was $17.40 per barrel. Thetotal increasein the cost of crude oil asan
input for gasoline since December 1999 would be approximately $49 billion (see Exhibit 11-
8). Thisshould be compared to the estimate based on the historic average prices sinceit is
based on the same average historic cost approach. The domestic price shift ($63 billion) is
larger than the crude increase. Of the total increase in crude costs of $49 billion, about $20

Exhibit I1-8: Domestic and Foreign Causes of Recent Price Increases
(Base Crude Cost = $17.40)

Billions of Dollars
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Source: See text for calculations.

17



billion went to domestic crude producers. Combining market structure changes and domestic
price following, we find that 75 percent of the total ($83 billion) went to domestic companies.

Applying the same crude oil price assumptions to natural gas, we find an increase of
about $98 hillion, equal to the increase we have estimated for the domestic shift.
Approximately 85 percent went to domestic companies,

Combining these two estimates, we conclude that of the $310 hillion increase,
approximately 45 percent was caused by the domestic price shift and 34 percent by domestic
price following. Thus, of the total, 79 percent went to domestic companies and 21 percent
went to foreign energy suppliers.

Although the above approach is consistent with the overall analysis, it is possible to
construct other scenarios in which the raw material costs play alarger role. For example, one
might take as the base price the lowest price of crude in the post-January 2000 period (less
than $16.50 per barrel), which occurred in December 2001. The domestic spread was at the
historic level. Natural gaswas closeto its historic level. Since then, crude oil prices have
increased dramatically. The domestic spread hasincreased aswell. Natural gas prices have
stayed much closer to crude prices than they did historically. Taking this view, the total dollar
increase is smaller (about $239 billion), but occurred over a shorter period of time. The
domestic share of theincrease is smaller, about 72 percent. The most important part of the
increase in thisview is price following, at 43 percent of the total, rather than the market
structural changes, at 29 percent of thetotal.

The bottom lineis clear. The domestic price shifts are important under any scenario.
The domestic share of the total, combining domestic price shifts and price following, are
dominant. Foreign crude price changes are certainly also important.

HouseHoLD IMPACTS

Part of the increase in energy pricesis paid by businesses. They may seek to recover
these cost increases from consumers in the prices of goods and servicesthey sell. However, a
substantial part of the energy priceincreases are paid directly by consumersfor their
household energy costs — gasoline and heating oil, natural gas, for heating, cooking and hot
water, and electricity, which isincreasingly produced with natural gas.

The average price increase for gasoline was over $.30 per gallon, or over 25 percent.
The average price increase at the wellhead was $2.10 per MCF, or over 30 percent of the
delivered priceto residential consumers.

Taken together, in 1999, household expenditures for gasoline, heating oil and natural
gas accounted for about $1400 per year of total household expenditures as reported by the
Bureau of Labor Statistics Consumer Expenditure Survey (see Exhibit 11-9).2 Thisisthe
average for all households, which includes households that do not own cars and “all electric
residences’ that use none of these fuels, as well as some that only use gas for cooking, but not
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Exhibit 11-9: Household Energy Expenditures
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heating. On average, price increases over the past four years associated with the price shock
for these residential items added about $350 per household per year (including all factors).
Thus, domestic energy price shocks have increased household energy bills by 25 percent. The
comparison between 1999 and 2003 is even more dramatic, a $500 increase which represents
ajump of over 35 percent.

Thus, not only isthe figure large, but also it imposes a substantial direct and indirect
burden on residential consumers. Largeindustrial consumers of natural gas have suffered

severe disruptions, plant shut downs and job losses.
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ProriTING FRoOM PRicE INCREASES IN CONCENTRATED M ARKETS

If priceincreases are not caused by cost increases, they result in profit increases. Thus,
after price, the second important indicator to which economic analysts look for signs of the
exercise of market power and market failure is profits.

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 to see and the alocation of one-time charges to specific lines of business are
frequently not identified.?* Very recent data gathered by the Department of Energy are not
available, but genera filings from the Securities and Exchange Commission are.

The bottom line for the domestic downstream industry, literally and figuratively, was a
sharp run up in oil company profits from refining and marketing in 2000 and 2001 (see
Exhibit 11-10). Net operating income (income before special items and taxes) tripled from

Exhibit I1-9: Refining/M arketing Net Operating Income
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Producers: 1999 (W ashington, D.C.: January 2001); Performance Profiles of Major
energy Producers: 2001 (W ashington, D.C.: January 2003); Performance Profiles of
Major Energy Producers: 2002 (W ashington, D.C.: February 2004).
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1997-1999 to 2001. While profits were down in 2002, dueto very low prices early in the year
asaresult of the severe economic downturn and travel slowdown following September 11,
they were still just above the levels of the late 1990s. They have skyrocketed since.

It should be noted that although 1999 was a dlightly below average year, 2000 was an
extremely good year. Fortune reported return on equity of 25 percent for the petroleum
industry in 2000,% while Business Week reported 22 percent.? Thiswas amost twice the
historic average for the industry and about 50 percent more than other large corporations
achieved.®* The extremely high profits for 2001 were not sustainable in the face of the weak
economy of early 2002. Prices declined and profitsfell early in 2002. By the end of 2002,
profits had increased dramatically. The sharp price increases in 2003 produced another year of
record high profits.®

These profits are continuing. Although 2003 was arecord year for both downstream
operations and total industry profits, the first quarter of 2004 saw large increases in profits,
especially in downstream operations. Including BP, which does not break out domestic U.S.
operations, downstream profits were up 35 percent, while upstream profits were flat and total
industry profits were up 17 percent. If we examine only domestic U.S. operations for
companies that have both upstream and downstream operations, we find that downstream,
domestic U.S. sector profits increased over 50 percent, while domestic upstream U.S. profits
increased just under 10 percent. |If the primary problem were foreign owners of energy
resources pushing up the price, profit margins on domestic downstream operations would not
be soaring.

If we compare the annual after-tax profits of the companies listed by Business Week in
the oil and gasindustry in thefirst four years of the new millennium to the last five years of
the 1990s, we find a huge increase in profits (see Exhibit 11-11). After-tax profitsincreased by
over $50 billion, the equivalent of about $75 billion in pre-tax dollars. Exhibit 11-8 is based
only on the companiesincluded in the Business Week survey, which account for less than half
of al domestic natural gas and crude oil production and about 80 percent of all refinery
capacity. Thus, on an industry-wide basis, the increase in after-tax profits in the 2000-2003
period could be as high as $80 billion. Before taxes, the figure could be as much as $110
billion. In all likelihood, that number will grow dramatically in 2004.

1. THE CAUSES OF DOMESTIC PRICE SHOCKS

To what can we attribute the dramatic shift in domestic pricing behavior? This chapter
argues that concentration in the industry created the conditions for the exercise of market
power over price by the petroleum industry. That concentration was the result of lax antitrust
law enforcement by both the Clinton and Bush Administrations. They allowed too many
mergers because they did not take the unique characteristics of the energy industry into
account. There areindications that the Clinton Administration began to recognize the mistake
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Exhibit 11-10: Return on Equity: Oil and GasCompanies
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in allowing industry structure to become so concentrated and began to criticize the industry
and take steps against it. Thereafter, the Bush Administration was much more friendly to the
industry and showed little inclination to criticize it, not to mention to take stepsto reign in its
market power. A price explosion followed.

THE MERGER WAVE

It was becoming obvious in mid-2000 was that the industry was becoming sufficiently
concentrated in several parts of the country that competitive market forceswere weak. The
problem afflicts both the production of oil and gas and the downstream operations of the oil
industry.

The Department of Energy analyzes major U.S.-based energy producing companiesin
aprogram called the Federal Reporting System (FRS). Tracking the “Recent Mergers
Affecting Oil and Gas Producers,” the FRS report identified atotal of 34 companies that
merged into 13 (see Exhibit I11-1) from 1997 to 2002.2 The previous year, the report
identified 15 refining companies that had shrunk to seven (see Exhibit I11-2).%
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Exhibit 111-1: Recent M ergers Affecting Frs Oil And Gas Producers
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Exhibit 111-2: Genealogy Of The 2001 FRS Refiners
1887

Rk L]

f=TstaTs] S

o Fastrolsunm (hasfs ), LLE Crep

e
il S TS
1
|

AT ™

[ e—— T

-Ht
B T G
|
12
e EPrrenors T mwm s
b Rawry i
miicts IR aTiairg
il e riE A L e
19rmn Pliellin s e e
* Immmoo s | . U
Tl
L =] T = Products LS
L =] "
T i
el =
Cihimrh

Source: Energy Information Administration, Performance Profiles of Major energy
Producers: 2001 (Washington, D.C.: January 2003), p. 78.

24

Tl i 0T by 0

o FEL r Fraadl i



Of the 31 companieslisted in the sector by Business Week in 1995, 21 engaged in
mergers with other companies between 1997 and 2002. Of the 21 listed by Business Week in
2003, 15 had engaged in mergersin the previous five years. Almost al of the mergers
involved large companies that had previously been listed in the sector. The big got bigger and
domestic prices started ratcheting up soon thereafter.

Exercising M ARKET Power OvVER PricE

With increasing concentration, 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 and because consumers cannot easily cut back on energy
consumption, prices hold above competitive levels for significant periods of time.

The problem is not a conspiracy, but the self-interested action of large companies with
market power. With weak competitive market forces and high barriersto entry, individua
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 prices to stea customers.

¢ 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 suppliesto 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.

e Every accident or blip in the market triggers a price shock and leads to increased
profits.

e Moreover, operating the complex system at very high levels of capacity places
strains on the physical infrastructure and renders it susceptible to accidents.

It has become evident that stocks of product are the key variable that determines price
shocks.?® In other words, stocks are not only the key variable; they are also a strategic
variable. Theindustry 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 would hesitate to
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raise pricesfor fear of losing salesto competitors. Oil companies do not behave this way
because they have power over price and can control supply. The capacity and stocks of
product on hand are no longer dictated by market forces, they can be manipulated by the oil
industry oligopoly to maximize profits.

A March 2001 FTC report, authored by Chairman Robert Pitofsky in response to the
first post-2000 price spike, noted that by withholding supply, industry was able to drive prices
up, and thereby maximize profits.* The FTC identified the complex factorsin the spike and
issued awarning:

The spike appears to have been caused by a mixture of structural and operating
decisions made previoudly (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
thelir 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 capabl e of replication. Unless gasoline demand abates or
refining capacity grows, price spikes are likely to occur in the futurein the
Midwest and other areas of the country.!

A 2003 RAND study of the refinery sector reaffirmed the importance of the decisions
to restrict supply. It pointed out achangein attitude in the industry, wherein “[i]ncreasing
capacity and output to gain market share or to offset the cost of regulatory upgradesis 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.”** The central tactic isto allow markets to become tight
by “relying on... existing plant and equipment to the greatest possible extent, even if that
ultimately meant curtailing output of certain refined product.”*

Indeed, many Rand discussants openly questioned 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 al the time, refiners suggested that they
were focusing first on ensuring that their branded retail ers are adequately
supplied by curtailing sales to wholesale markets if needed.®

The RAND study drew adirect link between long-term structural changes and the
behavioral changesin the industry, drawing the connection between business strategies to
increase profitability and pricing volatility. 1t issued the same warning that the FTC had
offered two yearsearlier:
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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.*

The structural conditionsin the domestic gasoline industry have only gotten worse as
demand continues to grow and mergers have been consummated. Theincreasesin prices and
industry profits should come as no surprise. The spikesin the refiner and marketer take at the
pump in 2002, 2003, and early 2004 were larger than the 2000 spike that was studied by the
FTC. Theweeks of elevated prices now stretch into months. The market does not correct
itself. Theroller coaster has become aratchet.

Increasesin natural gas wellhead prices follow asimilar pattern. Theincreasesin mid-
2000 were small compared to the much larger increasesin 2001, 2003 and 2004. The
combination of structural changes and business strategies has cost consumers hundreds of
billions of dollars.

GASOLINE 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. These
trends result from the business decisions of oil companies. Even the National Energy Policy
Development Group recognized that the reduction in capacity was the result of business
decisions of oil companies. Government did not choose to close refineries and carry much
lower stocks, private businesses did.*”

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

The prominent role of business decisionsin 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.
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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, inaMarch 1996 memorandum, said refinery overcapacity was “the
most critical factor” facing the industry and was responsible for “very poor refining financial
results.”

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 111-3 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.

Exhibit I111-3: Refinery Capacity and Product Supplied
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In the early1980s, a public policy providing support for small refineries was
terminated. This accounted for the loss of about 100 refineries between 1980 and 1985 (See
Exhibit 111-4). Since then, scores of other refineries have been shut down. Government did not
closerefineries, private businesses did. 1n 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.*

Once these trends become clear, the complaint that no new refineries have been built in
recent years loses its 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 is a business decision that began long before changesin the Clean Air
Act amendments of 1990 and continued after the adjustment to changesin gasoline
formulation.

Exhibit Ill-4: Refineriesand Refinery Capacity
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Decisions about stockpiling of product is abusiness decision. Exhibit I11-5 shows the
relationship between stocks and demand for gasoline. Stocks are measured as the number of
days of demand for 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, a certain level of stock isneeded 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
availableto respond to shiftsin demand or price. The reserves above the lower operational
inventory level have declined to very low levels. They generally arein the range of acouple
of days, compared to four or five daysin the early 1990s and over aweek in the 1980s.

Every investigation of every product price spike in the past several years pointsto
“unusually low stock” as a primary driver.®® But stock levels are no accident; they are the
result of business decisions.

In analyzing the Midwest price spike of 2000, the Department of Energy again found
stocks to be the cul prit, starting an analysis entitled Supply of Chicago/Milwaukee Gasoline
Sporing 2000 as follows:

Exhibit I11-5: Gasoline Stocks On Hand
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This summer’s run-up in Midwest gasoline prices, like other recent price
spikes, stemmed from anumber of factors. The stage was set for gasoline
volatility asaresult of tight crude oil supplies, which led to low product stocks
and relatively high crude oil prices. With little stock cushion to absorb
unexpected events, Midwest gasoline prices surged when a number of supply
problems devel oped, including pipeline and refinery supply problems, and an
unexpectedly difficult transition to summer-grade Phase Il reformul ated
gasoline.*

In explaining the early spring price run-up in 2001, inventories were the starting point:
“Low petroleum inventories set the stage for our current situation, as they did last year both
for heating oil and for gasoline.”

After the recession of 2001/2002, industry experts and Department of Energy officials
again had to wring their hands in 2003 about tight supplies, refineries that are running at
capacity and difficult transitions to new fuels, but deny 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 fundamental 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-rel ated blending problems.*®

The EIA tried 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 summer did not go asthe EIA expected. The only thing that
seems to be predictableis that we will not have enough stocks on hand to deal with the
inevitable accidents and incidents that seem to drive up prices.

Thetight supply-demand balance that results from industry decisionsto close
refineries may also contribute directly to the occurrence of accidents. The extremely high
capacity utilization that creates high levels of profit also puts additional stress on equipment.*

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 11 percent, from 189 million to 210 million. Asa
consequence, the number of motor vehicles per station has increased by 32 percent. Each
station pumps more gas, but there are fewer competitors.
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NAaTURAL GAS SuPPLY

Behavior patternsin natural gasraise similar concerns. They cast doubt on the recent
claim of the National Petroleum Council that the perception of the natural gas resource base
has suddenly changed.* First, asafactual matter, non-industry analysts disagree.®? Second, to
the extent that there is achange in resource recovery, it reflects business decisions made over a
number of years.

The move of the mgjors into gas changed the nature of the sector.®® Decisions by the
majors to acquire reserves through mergers and acquisitions, rather than exploration, shifted
resources.® Decisions about which types of wellsto drill may change replacement rates.*®
Exhibit 111-6 shows another coincidence that cannot be ignored. The consolidation in the
industry came hand-in-hand with the shift to acquisition of resources through merger (rather
than exploration) and a shift of drilling away from exploration. A couple of years later the
NPC concludes that a change in the resource baseis evident. Decisions about which well to
produce and which well to cap, how much to inject into storage, how to use pipeline capacity
and, ultimately, how to report prices are affected by business decisions.

Standard and Poor’ s has recently noted that this trend has continued and raised
guestions about it:

It isunclear that producers are investing enough to grow production materially
—and thisfollows ayear [2003] in which the domestic gas production
(including acquisitions) of integrated producers appears to have declined...

[M]ajor integrated companies, which appear to be reinvesting only 30 to 40
percent of their domestic cash flow in the United States, have made strategic
decisions to allow their shallow-water and onshore natural gas production to
deplete to redeploy capital to international (mainly oil) projects.>®

It is also important to recognize in the case of natural gas that the trading markets that
drive the wellhead price are quite new. Most were set up in the 1990s, as part of the
restructuring of the natural gasindustry.>” Enron played alarge role in these markets and
when it collapsed, so too did much private trading.® Today, the markets are “very thin” and
that raises concerns about trading,* but the evidence is mounting that manipulation and
abusive practices have long been part of these markets.®

Thus, it should not be surprising to find that capacity has not kept up and stockpiles
are chronically low, causing marketsto be tight; that was the outcome the industry sought to
achieve with its wave of mergers and consolidation.

For natural gaswe find a concern about stocks that is similar to theissue in gasoline
markets. Here the question of stocksis very much influenced by the need to build stockpiles
to meet the inevitable surge in demand during the winter heating season.’! One recent study
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Exhibit I11-6: ShiftsIn Orientation Of FRS CompaniesIn Acquisition And Development
Of Natural Gas Resour ces
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found the volatility of natural gas pricesto be greater than oil prices because of the nature of
the infrastructure required to deliver natural gasto consumers:

The dependence of natural gas on more inflexible sources of supply and the
greater role of transportation opens the window to profiteering. It appears that
volatility in natural gasreturnsis more persistent than volatility in oil returns.
By itsealf, this result suggests that there may be a‘larger window of profit
opportunity’ for investorsin natural gasthaninoil....
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[N]atural gasreturn volatility responds more to unanticipated events (e.g.
supply interruptions, changes in reserves and stocks, etc.), regardless of which
market they originatein... For example, amajor event-causing shock will lead
to an immediate increase in volatility in natural gas returns and culminatein a
(relatively) prolonged period of volatility. If pricesand thusreturnsrisein
response to volatility, there may be immediate profit opportunitiesin natural
gas following shocksin either market.®

The long-term trend to much lower stocks relative to demand is clear in natural gas as
well (see Exhibit I11-7 and [11-8). Compared to the decade of 1985-1994, stocks were about 25
percent lower in the 1995-1999 period. During the price spikes of the new millennium, the
second half of 2000 and thefirst half of 2001 and 2003, stocks were 40 to 50 percent lower

Exhibit I'11-7: Natural Gas Storage Since 1985
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than in the 1985-1994 period and 25 percent lower than in the 1995-1999 period. These
declines came during a period of asmall increase in consumption. Exhibit 111-8 can be used to
make another point. By thefall of 2003, stocks of natural gas had rebounded to typical levels
of previousyears, yet prices did not moderate. This set off another round of complaints about
market manipulation.®® There are now investigations into the misreporting of gasin storage.®

Exhibit 111-8: Working Gas Stocks Since 1995
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V. WEAK MARKET FUNDAMENTALSPUT ENERGY
CONSUMERSAT INCREASED RISK

Aside from Chairman Pitofsky’s analysis of the 2000 gasoline price spike in the upper
Midwest, which came after his agency had approved alarge part of the mergers that made up
the wave, the FTC has generally been uncritical of conditionsin the industry. In part this
stems from the fact that the FTC views the situation through the very narrow lens of antitrust.
In the case of a price spike, it islooking for collusive behavior that drives prices up, but these
markets do not require collusion to be manipul ated.

When Pitofsky finds that unilateral strategic actionsin the long term have tightened the
market and short-term tactics take advantage of this tightness, he identifies a public policy
problem that is not strictly an antitrust problem at onelevel. Things may be bad, but thereis
nothing antitrust authorities can do about it. At another level, however, there is afundamental
flaw in the approach taken by the FTC. Asthe agency responsible for evaluating mergersin
theindustry, it has allowed the concentration to take place. Applying routine antitrust
standardsin itsreview, it could find no individual mergersit felt violated the antitrust laws. A
few minor divestitures were ordered, but the merger wave was allowed to unfold largely
unimpeded.

The problem isthat the FTC has failed to recognize the unique conditions of the
energy industries. Because of the unique conditions of supply and demand in energy markets,
market power can be abused at much lower levels of concentration than is normally the case.
The Merger Guidelinesinvite just such an analysis; the FTC hasfailed to consider the
possibility. Confronted with a market structure in which consumers are being abused, instead
of taking a narrow view, the FTC should consider how to address the problem.

ANTITRUST AND PuBLic PoLicy

Antitrust practice is based on the structure, conduct, performance paradigm (SCP),
which has been the dominant approach for almost three-quarters of a century.® In SCP
analysisthe central concern iswith market performance, since that is the outcome that affects
consumers most directly. The concept of performanceis multidimensional. The measures of
performance to which we traditionally look are pricing, quality and profits. Pricing and profits
address both efficiency and fairness. They are the most direct measure of how society’s
wealth is being allocated and distributed. The performance of industriesis determined by a
number of factors, most directly the conduct of market participants. Do they compete? What
legal tactics do they employ? How do they advertise and price their products?

Conduct is affected and circumscribed by market structure. Market structure includes
an analysis of the number and size of the firmsin the industry, their cost characteristics and
barriersto entry. Basic conditions of supply and demand also deeply affect market structure.

36



Thefocal point of market structure analysisis to assess the ability of marketsto
support competition, which “has long been viewed as aforce that leads to an ideal solution of
the economic performance problem.” % Pure and perfect competition israre, but the
competitive goal isimportant.®” Therefore, agreat deal of attention has been focused on the
relative competitiveness of markets and the conditions that make markets more competitive or
workably competitive.® Further, specific measures of the extent of market power based on
elasticities of supply and demand and market concentration (measured by the market shares of
firms) have been devel oped.®

The multidimensional view of markets offered by the SCP framework fits the
fundamental economic traits of energy production and consumption well. Energy markets are
highly complex. Their volatility poses particular challenges for policy and economic analysis.

Contrasting energy commodities to financial instruments like stocks and bonds, a
recent book entitled Energy Risk identified the uniqueness of energy markets. The key
elements are the supply-side difficulties of production, transportation and storage, and the
demand-side challenges of providing for a continuous flow of energy to meet inflexible
demand, which is subject to seasonal consumption patterns.

[T]he deliverables in money markets consist of a*“ piece of paper” or its
electronic equivalent, which are easily stored and transferred and are
insensitive to weather conditions. Energy markets paint a more complicated
picture. Energiesrespond to the dynamic interplay between producing and
using; transferring and storing; buying and selling — and ultimately “burning”
actual physical products. Issues of storage, transport, weather and
technological advances play amajor role here.

In energy markets, the supply side concerns not only the storage and transfer of
the actual commaodity, but also how to get the actual commodity out of the
ground. The end user truly consumes the asset. Residential users need energy
for heating in the winter and cooling in the summer, and industria users’' own
products continually depend on energy to keep the plants running and to avoid
the high cost of stopping and restarting them. Each of these energy participants
— be they producers or end users — deals with adifferent set of fundamental
drivers, which in turn affect the behavior of energy markets...

What makes energies so different is the excessive number of fundamental price
drivers, which cause extremely complex price behavior.™

Prices run up quickly because of even slight disruptions in 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.”™* The
majority of published studies find support for the “rockets and feathers’ view.”? Pricesrise
like rockets and float down like feathers.”® When energy markets become as concentrated as
they arein America, the feathers do not float al the way down.
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DEMAND IS INELASTIC

The continuous flow of large quantities of product to meet highly seasonal demand is
the central characteristic of the demand side of the market. In order to design proper policies
to deal with energy demand and how it affects the market, we must have an appreciation for
why people use energy asthey do. Examining price and income elasticities |eads to the
conclusion that energy isanecessity of daily life. Recognizing thisfact leadsto policy
choices that can have the greatest impact while imposing the least cost and inconvenience on
CoNsumers.

Energy 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 designed. Stores are far from homes. Homes are far from work.
Social and after-school activities are dispersed. In most communities, mass transit is scarce
and inconvenient. Itisnecessary to drive to 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 tendency for
two-earner households has grown. For the past three decades there has been an almost perfect,
one-to-one correspondence between economic growth and the growth of total miles driven.™

People consume natural gas for heating primarily and, increasingly, indirectly for
electricity. The amount they consume isdictated in large part by the kinds of buildingsin
which they live and work and the energy efficiency of the appliancesthey use. Natural gas has
become the fuel of choicein many residential uses. It has been the favorite of the electricity
industry for about a decade.

The result of the underlying socioeconomic determinants of automobile travel isto
render gasoline demand “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 response in a period of about ayear) is-.2.” In other words, when
pricesincrease by 10 percent, demand declines by only 2 percent. The best estimate of the
long-term elasticity is about -.4.® Both of these are quite low.

While fewer estimates of the elasticity of demand for natural gas have been made, the
results are similar.”” Short-term elasticities are in the range of .3, long-term elasticitiesarein
the range of .6. An occasional estimate of long-term elasticity isin the neighborhood of 1.0,
which is not sufficient to discipline market power.

Demand is generally predictable in a seasonal pattern (as shown in Exhibits V-1 and
IV-2). 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 shifts
in demand. Demand may help to set the stage, but it is supply that provides the action.
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Exhibit IV-1: Gasoline Consumption
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The low elasticity of demand isthe critical factor in rendering the energy 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 commaodity.
When the most important market force in disciplining market power, demand elasticity, isas
low as observed for gasoline and natural gas, there are many opportunities to exercise market
power.

SUPPLY IS INELASTIC

Short-term supply in the energy 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
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Exhibit 1V -2: Seasonality of Natural Gas Consumption
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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, storage facilities and pipelines are not only capital intensive, but they take
long lead timesto build. They have significant environmental impacts. In the short term, their
capacity isrelatively fixed. Refineries must be reconfigured to change the yield of products.
Although pipelines have largely depreciated their historic, sunk costs, expansion would be
capital intensive. Thus, pipeline capacity is generally afixed 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
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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 stocksto 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 critical el ements of the gasoline market.®

Stocks are the key factor in policy responses to market power where supply isinelastic.

Economic frictions (including transportation, storage, and search costs) which
impede the transfer of the underlying commodity among different parties
separated in space or time can create the conditions that the large trader can
exploit in order to cause a supracompetitive price...

Although the formal analysis examines transportation costs as the source of
friction, the consumption distortion results suggest that any friction that makes
it costly to return acommodity to its original owners (such as storage costs or
search costs) may facilitate manipulation.

The extent of market power depends on supply and demand conditions,
seasonal factors, and transport costs. These transport cost related frictions are
likely to be important in many markets, including grains, non-precious metals,
and petroleum products.

Transportation costs are an example of an economic friction that isolates
geographically dispersed consumers. The results therefore suggest that any
form of transaction costs that impedes the transfer of a commodity among
consumers can make manipulation possible...

All else equal, the lower the storage costs for acommodity, the more elastic its
demand.8

THE GAs GuzzLER PROBLEM

The ability of producersto exercise market power on the supply side is magnified
immensely when the supply-demand balanceistight. High levels of demand strain resources
and make it difficult to keep stock up. During the 1990s, America shot itself in the
pocketbook by building two fleets of gas guzzlersthat are helping to keep energy markets tight
—low mileage Sport Utility Vehicles/light trucks and natural gas-fired power plants.

Exhibit 1V-3 shows that improvement in average gas mileage stopped in the 1990s,
primarily because of theincreasing use of light trucks, whose fuel efficiency has declined.
Overall, average mileage has declined because of the increased use of less efficient SUVsand
light trucks.
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Exhibit 1V-3: M otor Vehicle Fuel Efficiency
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If the rate of improvement in the fleet fuel efficiency had been maintained at historical
levels throughout the 1990s, America would be consuming over one million barrels per day
less of gasoline.®? Gasoline savings of that magnitude would have offset the entire decline of
domestic production during the 1990s,2 afigure that would have alleviated the tight gasoline
markets and made them much less vulnerable to price shocks. Determined efforts can achieve
amuch higher level of efficiency in the automobile fleet.

Exhibit 1'V-4 shows the consumption of natural gas. Overall consumption grew
because of the increased consumption in the electricity sector. Thisincreased consumption by
gasfired generating plants shifted the pattern of demand more heavily into the summer
months. Asaresult, it has become more difficult to put gas in storage in preparation for the
winter heating season. Theincrease in natural gas consumption in the electricity sector is
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Exhibit I'V-4: Natural Gas Consumption
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equal to about ten percent of total production and 50 percent of natural gasimports.®* Here
too, vigorous promotion of efficiency could substantially reduce consumption and alleviate
pressure on natural gas markets.®

CONCENTRATION IN THE PETROLEUM INDUSTRY CREATES M ARKET POWER
Antitrust authorities have traditionally used 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.&
The HHI (Hirshman Herfindahl Index), used by the Department of Justice, isthe sum of the
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square of the market shares of all firmsin amarket. Under its Merger Guidelines, the DOJ
considers amarket with an HHI of 1000 or less to be unconcentrated. Such a market 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 abovethislevel is
deemed to be a source of concern. The DOJ considers an HHI of 1800 as the point at which a
market is highly concentrated. Thislevel falls between five and six equal-sized competitors.

Thefallacy of blindly applying the statistical formulafor market structure analysis was
pointed out over two decades ago by two prominent conservative economists. William Landes
and Richard Posner use the Lerner index,®” which measures the amount by which prices can be
set above costs as the result of the exercise of market power, and is directly related to the
HHI

Landes and Posner underscore the importance of the elasticity of demand.®* They
point out that when demand elasticities are low, market power becomes a substantial problem.
In their words, the Lerner Index “comes apart.”

[T]he formula*®comes apart” when the elasticity of demand is1 or less. The
intuitive reason is that a profit-maximizing firm would not sell in the inelastic
region of itsdemand curve, because it could increase its revenues by raising
price and reducing quantity. Suppose, for example, that the elasticity of demand
were .5. Thiswould mean that if the firm raised its price by one percent, the
guantity demanded of its product would fall by only one-half of one percent.
Thus itstotal revenues would be higher, but its total costs would be lower
because it would be making fewer units of its product.

Raising pricein these circumstances necessarily increases the firm’s profits,
and thisistrue aslong asthe firmisin the inelastic region of its demand curve,
where the elasticity of demand islessthan 1.

If the formula comes apart when the elasticity of demand facing the firmis| or
less, it yields surprising results when the elasticity of demand isjust alittle
greater than 1. For example, if the elasticity of demand is 1.01, equation (1a)
impliesthat the firm’s price will be 101 timesits marginal cost. Thereisa
simple explanation: afirm will produce where its demand elasticity is close to
oneonly if itsmarginal cost is closeto zero, and hence arelatively low price
will generate alarge proportional deviation of price from marginal cost.®

L eonard Waverman notes that by comparison to most industries and standard antitrust
practice, the elasticity of demand in energy industriesis quite low:

Arguing that a CED [cross elasticity of demand] of 1is*‘high’ isequivalent to
arguing that an own-price elasticity of 1.0 is high, an argument which would
not generally be made. In anti-trust economics own price elasticities well
above one are considered as connoting alack of market power. In his survey of
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the empirical literature in the field of industrial organization, “afirm with such
an elastic demand curve [elasticity of demand about 12] haslittle market
power.” %

A second problem with the myopic FTC approach stems from the narrow search for
collusion. 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
asubstantial share of the potential monopoly profits.®

Nevertheless, even by traditional standards, the wave of industry mergers 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.

Exhibit 1V-5 shows the two measures of market concentration. Over the past decade
when a host of mergers were approved, antitrust authorities did not take the fundamentals
sufficiently into account in reviewing mergers. They have prevented afew local markets from
becoming highly concentrated, but that was far too lenient a standard. Because supply and
demand are so inelastic and vertical leverage is so 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’sfive regional refining markets
(Petroleum Administrative Defense Districts or PADD) into a danger zone of concentration.
This concentration reflects a business decision in which “ operating refineries have sought to
concentrate their activitiesin markets where they hold aleading market share.”* 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 all fall well above the unconcentrated
zone. The upper Midwest is close to the lower limit of the concentrated 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.

Exhibit 1V-5 includes analyses of California, lllinois, Wisconsin and Connecticut based
on the number of branded gasoline stations in each state. We have selected atime frame
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Exhibit IV-5: Concentration in Domestic Downstream Gasoline Operations

Concentration Of RefineriesIn Regional M arkets

1994 2000
PETROLEUM ADMIN. HHI 4-FIRM HHI 4-FIRM
DEFENSE DISTRICT (PADD) CR CR
I. East Coast 1297 62 2007 77
Il. Upper Midwest 731 40 980 52
IIl. Gulf Coast 453 29 753 42
IV. Mountain W est 1000 49 1061 51
V. West Coast 1037 54 1376 67

Concentration Of Gasoline Distribution In State M arkets

State 1994 1999

HHI  4-Firm HHI  4-Firm
California 1143 60 1432 73
Connecticut 1022 53 1415 65
Illinois 1053 55 1311 63
W isconsin 1175 65 1400 66

Sources: Refinery: 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 followsl = ME,NH,VT,MA,RI,CT,NY, NJ, PA,
WV,DE,MD,VA,NC,SC,GA,FL;II=0OH,MI,IN,KY,TN,IL,WI,MN,IA, MO, OK,
KS,MB,SD,ND, IlI=AL,MI,AK, LA, TX,NM; IV=MT,WY,CO,UT,ID;V=WA, OR,
NV,AZ,CA,HI AK.

Gasoline: National Petroleum News, Annual Survey of Outlets; Lundberg, Connecticut
M arket Report: February, 1999; DOE, U.S. Department of Energy, Energy Information
Administration, Assessment of Summer 1997 Motor Gasoline Price Increase, M ay 1998, p. 64

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 volume of sales.
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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 a vertically®
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...

Moreover, the incentiveto raise priceis 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 owners increased dramatically. The integrated
companies also appear to be more regionalized.’* Each company covers asmaller areamore
densely, resulting in less competition.

We do not have similarly detailed analysis of the natural gas market, but the court
ruling in the lawsuit against Enron can make the point. “Enron was positioned to yank prices
up because its Enron Online [EOL ] trading platform controlled fully 40 percent of average
daily trading on the Henry Hub natural gas spot market. Further, other tradersin that market
“routinely looked to EOL and Enron for current [Henry Hub] spot market pricing
information,” according to the CFTC complaint.”'® The Henry Hub is the most important
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price setting spot market in the nation. That would virtually ensure that the hub was highly
concentrated at that time.

These levels of concentration would cause concern in any industry, but in the energy
industries they are of extreme concern because the underlying market forces are weak.
Because the supply and demand elasticities for gasoline and natural gas 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.

V. PUBLIC POLICY

It may seem a bit odd to spend time arguing that the attitude of the Administration in
Washington toward the energy industry isimportant. It goeswithout sayingthat itis. The
close association of both the President and Vice President with the petroleum industry and the
aggressive pro-industry position it has taken raises thisissue to another level. First, the
coincidence between the el ection of November 2000 and the dramatic increase in prices that
followed raises a question —is there a causal link behind the correlation? Second, the search
for policy in an atmosphere of crisisis deeply affected by the Administration’s attitude.

PoLicy ORIENTATION M ATTERS

There is no doubt that the Bush Administration represented a dramatic shift in policy.
The National Energy Policy Development Group was formed under Vice President Cheney in
the spring of 2001. Aswe have seen, crude oil prices were well off their historic highs at that
moment, while the domestic spread was at the first of several peaks. Nevertheless, when the
NEPDG released its report, the underlying problem was portrayed as one in which
“overdependence on any one source of energy, especially aforeign source, leavesus
vulnerable to price shocks, supply interruptions and in the worst case, blackmail.”*® The
resulting policy recommendations were tilted strongly in favor of theindustry.’® The Vice
President quickly became embroiled in controversy over questions of excessive industry
influence in its deliberations, adispute that is still pending in the Supreme Court.*t

The high level of engagement of energy industry executives, like Enron’s CEO Ken
Lay, in securing the rapid appointment of anew Chairman at the Federal Energy Regulatory
Commission (FERC), which oversees the natural gas industry, and in gaining access to the
policy process was another favorable signal to theindustry.**? The subsequent refusal of the
Administration to recognize that manipulation had played alarge part in the California energy
crisis and the delayed and minuscul e penalties imposed sent another signal to industry.™®* The

48



timid approach the FERC took in response to reports of natural gas price manipulation
reinforced the message.*'*

The Bush Administration also moved quickly to roll back air conditioner efficiency
standards that had been set by the Clinton Administration. These would have curbed the
demand for electricity —reducing the need for as many as 50 power plants. They would have
particularly affected natural gas consumption, since summer peaking demand draws heavily
on natural gas.™> The administration’s luke warm attitude toward to energy efficiency asthe
cornerstone of the policy response was made clear by the Vice President, when he relegated it
to “apersonal choice,” not apolicy option. The Administration recently lost a court battle
over this decision, but the signal could not have been stronger.

Thetilt toward the industry reached its zenith in the energy bill. Asonelong-term
observer of Washington energy policy put it, “ Some blame must rest with the White House
and Vice President Cheney, whose task force, meeting in secret with energy industry leaders,
wrote the libretto for the bill.”*® The central premise of the energy bill pushed by the
administration is that energy companies need more money to boost production of domestic
energy supplies. To that end, agrab bag of subsidies—totaling over $20 billion —was
earmarked for the oil and gas industry, while other expensive aternatives also would receive
assistance.” On the natural gas side, the bill promotes costly backstop technologies, like
liguefied natural gas imports and an Alaska natural gas pipeline, which will lock in high gas
prices.

These signals were in sharp contrast to the reaction of the Clinton Administration to
the early signs of troublein energy marketsin 2000. As discussed above, after approving many
of the mergers that led to the consolidation in the industry, Clinton appointee Robert Pitofsky
had issued a tough FTC report on the gasoline price spikesin the upper Midwest in the
summer of 2000.18 The Department of Energy had begun to express serious concerns about
the abuse of market power in the electricity industry.® Similarly, the Clinton Administration
created a heating oil reserve for the Northeast, another sign that it would take a stronger stance
against the industry.

THE WRONG EXxPLANATIONS LEAD TO THE WRONG PoLicy

The explanation for the high and volatile price of gasoline offered by the industry and
the Bush Administration is so oversimplified and incomplete that it must be considered at best
misleading. At worst, it iswrong because it points to policiesthat do not address important
underlying causes of the problem and therefore will not provide a solution.

This explanation has serious flaws in the gasoline market:

e Blaming high gasoline prices on high crude oil pricesignoresthe fact that
over the past few years the domestic refining and marketing sectors have
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imposed larger increases on consumers at the pump than crude price
increases would warrant.

e Blaming tight refinery markets on Clean Air Act requirements to
reformulate gasoline ignores the fact that in the mid-1990s the industry
adopted a business strategy of mergers and acquisitions to increase profits
that was intended to tighten refinery markets and reduce competition at the

pump.

e Claiming that the antitrust laws have not been violated in recent price
spikesignoresthe fact that forces of supply and demand are weak in energy
markets and that local gasoline markets have become sufficiently
concentrated to allow unilateral actions by oil companies to push prices up
faster and keep them higher longer than they would be in vigorously
competitive markets.

e Eliminating the small gasoline markets that result from effortsto tailor
gasoline to the micro-environments of individual citieswill not increase
refinery capacity or improve stockpile policy to ensure lower and less
volatile pricesif the same handful of companies dominate the regional
markets.

There are similar flaws in the explanation for natural gas markets:

e Blaming natural gas price increases on crude oil pricesignores that fact that
natural gas wellhead prices have increased much faster than the price of oil.

e Itignoresthefact that natural gas marketslack liquidity and transparency
and have been manipulated.

e Themerger wave led by the maor petroleum companies has impacted the
natural gas market.

The obsession with domestic drilling is misguided. Because domestic resources
represent avery small share of the global resources base and arerelatively expensiveto
develop, it isfolly to pursue a supply-side solution to the energy problem:

This policy will not increase significantly the US production of crude oil, will
not reduce significantly OPEC’s influence, and it will distort the US
macroeconomy. These outcomes are caused by apolicy that is not consistent
with the depleted state of the domestic resource base and with the economics of
international oil.
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In any plausible scenario, however, the actual effect will be closeto zero. If
OPEC correctly anticipates production from ANWAR (the Arctic Natural
Wildlife Reserve), which would not be difficult given itslong lead times,
OPEC could slow additions to capacity very modestly such that its utilization
rate (and its effect on price) would be changed relative to a scenario in which
no oil is produced from the ANWR... Regardless of OPEC behavior, the 1-2
mbd [million barrels per day] from ANWR would reduce the OPEC'’s share of
the world oil market by 2-3 percent. Such a change would be virtually
undetectable given the large fluctuation in crude oil prices.'?

The increase in the amount of oil and gas produced in Americawill not be sufficient
to put downward pressure on world prices; it will only increase oil company profits, especially
if large subsidies are provided, as contemplated in recent energy legislation. Moreover, even if
the U.S. could affect the market price of basic energy resources, which isvery unlikely, that
would not solve the structural problem in domestic markets.

Tight marketsin the U.S. can best be addressed by relieving pressure on the demand
side, yet the energy bill being considered by Congress does little to relieve that pressure.
Additionally, the legidlation fails to take serious measures to reduce demand by boosting the
efficiency requirements for the most important energy consuming equipment — like
automobiles and air conditioners. As one recent anaysis concluded:

It is not dependence on imported oil per se that makes the economy vulnerable
to price swings, but the dependence on ail itself... A reduction in our
vulnerability to swingsin the price of oil requires areduction in our use of oil,
regardless of where on the planet it is produced.’?

Further boosting the profitability of the petroleum industry with subsidies and access
to resources in environmentally sensitive areas would not increase production agreat deal, nor
will it decrease pricesto consumers. Over the past three years, the domestic oil and gas
industry has enjoyed a huge increase in profitability, but the pricing abuse has gotten worse,
not abated. With adepleted, costly resource base that represents a very small share of the
global total, domestic production ssimply cannot discipline the world price of ail.

The energy legidation failsto address the factors that have led to the creation of a
concentrated market and the industry’s consequent failure to respond to increased demand in a
responsible manner. The legislation is silent on the market power problem flowing from the
high degree of concentration on the supply-side of the market. In fact, in some ways it will
make matters worse. It contains language that could make it more difficult to punish fraud in
energy commodity markets. In addition, the repeal of the Public Utility Holding Company Act
would allow the large oil and gas producers to buy up electric utilities, thereby integrating
their natural gas production with consumption. The result would be to further diminish
market forces in the industry, exacerbating the problems that are already too painfully evident.
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PoLicy THAT REFLECTS THE DoMESTIC REALITY

If the U.S. isto both reduce the market power of energy producers and stem the flow
of imports, public policy must start immediately and aggressively on an efficiency path to
lower energy consumption.?

It istimefor public policy to seek 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 becometight. To achieve this reduction of risk, public
policy should be focused on achieving four primary goals:

¢ Restore reserve margins by developing both efficiency (demand-side) and
expanding refinery capacity (supply-side).

¢ 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.

A goal of achieving an improvement of vehicle efficiency (increase 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 samerate it did in the 1980s. It would raise average fuel efficiency by five
miles per gallon, or 20 percent. Thisisamid-term target. Thisrate of improvement should be
sustainable for several decades. Thiswould reduce demand by 1.5 million barrels per day
within a decade.*?® This would return consumption to the level of the mid-1980s.

Expanding refinery capacity by 10 percent equals approximately 1.5 million barrels per
day. Thiswould require 15 refineries, if the average size equals the refineries currently in use.
Thisisless than 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 the trick, aslong as no additional refineries were shut down.

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.
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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
marketsinto 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. Companieswill not willingly hold excess
capacity for the express purpose of preventing price increases. They will only do so if they
fear that alack of supply or an increasein 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. Participantsin the distribution of gasoline could be
required to hold stocks at a percentage of retail sales. Public policy could also either directly
support or give incentives for private parties to keep storage. It could lower the cost of storage
through tax incentives by drawing down stocks during seasonal peaks. Finaly, public policy
could directly underwrite stockpiles. We now have asmall Northeast heating oil reserve. It
should be continued and sized to discipline price shocks, not just prevent shortages. Similarly,
aMidwest gasoline stockpile should be considered.

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 governments should be authorized and supported in market monitoring
efforts. Anongoing joint task force of federa and state attorney’s general could be
established. The task force should devel op databases and information to analyze the structure,
conduct and performance of gasoline markets.

Aslong as huge windfall profits can be made, private sector market participants will
have a strong incentive to keep marketstight. Market manipulation could and should be made
illegal. The pattern of repeated price spikes and volatility has now become an enduring
problem. Because the elasticity of demand is so low — because gasoline is so important to
economic and social life—thistype of profiteering should be discouraged. A windfall profits
tax that kicks in under specific circumstances will take the fun and profit out of market
manipul ation.

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 looked on skeptically, since inadequate capacity is a market problem.

Restrictive marketing practices, such as zonal pricing and franchise restrictions on
supply acquisition should be examined and discouraged. These practicesrestrict flows of
product into markets at key moments.
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Mar kets should be expanded by creating more uniform product requirements. These
should not result in a relaxation of clean air requirements.

Decisions by the ail cartel to increase crude prices have cost consumers, but private
business decisions about production capacity, stocks and product supply and the failure of
public policy to slow the growth of demand by promoting efficiency have cost much more.**
Given the importance of energy in the economy, “consumers of petroleum productsin the
United States expect that, as with water and electricity, public officials will ensure the
reliability and affordability of supplies.”!%* Americans have cometo believe that the price
spikes are the result of industry manipulation.*?® This paper shows that there are important
ways that this suspicion iswell-founded. Over the past three years, policymakers have failed
to provide consumers with a stable market and things are getting worse, not better.'?
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