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PRELIMINARY STATEMENT

The proposed acquisition by Western Refining, Inc. (“Western”) of Giant Industries, Inc.
(“Giant”) threatens to create significant competitive harm in northern New Mexico. The
acquisition, if permitted, would significantly increase the size of one of the largest suppliers of
bulk light petroleum products (gasoline, diesel fuel, and jet fuel) to northern New Mexico, and
would likely reduce the total volume of bulk light petroleum products supplied to northern New
Mexico. Basic economics teaches that less supply means higher fuel prices for approximately
one million northern New Mexico consumers. Therefore, the Federal Trade Commission
(“Commission”) seeks a temporary restraining order, and ultimately, a preliminary injunction,
enjoining the proposed transaction pursuant to Section 13(b) of the Federal Trade Commission
Act (“FTC Act”), 15 U.S.C. § 53(b), pending an administrative trial on the merits.'

The Commission seeks to preserve the independent existence of Giant—a uniquely
competitive force in the isolated northern New Mexico market for bulk light petroleum products.
After several years of declining local crude oil production at the oil fields feeding its two New
Mexico refineries, Giant was able to secure a new supply source for crude oil that will enable it
to increase production at both refineries by this summer. Giant will then have substantially more
bulk light petroleum products to sell in its primary marketing areas, which include northern New

Mexico. [Redacted

' Section 13(b) further provides that the Commission must commence its administrative
proceeding within 20 days after the issuance by a federal court of any temporary restraining order
or preliminary injunction.

2 Defendants’ counsel and the Commission have jointly agreed to waive the 50 page limit for
exhibits in accordance with “Page Limit for Exhibits,” D.N.M.LR-Civ. 10.5.
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]

By contrast, Western has both the motive and means—if it is allowed to acquire
Giant—to prevent some or all of Giant’s additional gasoline from ever reaching the northern

New Mexico market. The reason is simple. [Redacted

Western and Giant (together, “the Defendants™) will argue that any post-acquisition effort
by the combined Western/Giant to re-direct or otherwise restrict bulk supply to northern New
Mexico and keep prices elevated there would be defeated by other suppliers who would ship
additional product into the area. However, this is highly unlikely. The only pipeline capable of

delivering product to Albuquerque from El Paso, a key supply center, is already full. [Redacted



Unless enjoined, Western and Giant will be free to consummate the acquisition after
11:59 p.m., Eastern Daylight Time, April 13, 2007. The Commission respectfully requests that
this court provide temporary and then preliminary relief under Section 13(b) of the FTC Act,
which authorizes a preliminary injunction upon the court’s determination, after weighing the
equities and considering the Commission’s likelihood of ultimate success, that such relief would
be in the public interest. 15 U.S.C. § 53(b). The Commission’s burden of proof is satisfied at
the preliminary injunction stage if it raises “questions going to the merits so serious, substantial,
difficult and doubtful as to make them fair ground for thorough investigation, study, deliberation
and determination by the FTC in the first instance and ultimately by the Court of Appeals.” FTC
v. Beatrice Foods Co., 587 F.2d 1225, 1229 (D.C. Cir. 1978). This standard is easily satisfied

here, where even a one or two cent per gallon increase in prices resulting from the transaction
would cause New Mexico consumers to pay millions of dollars more in higher fuel prices.

STATEMENT OF FACTS

L THE DEFENDANTS AND THE TRANSACTION

A. Western Refining, Inc.

Western is a publicly traded company headquartered in El Paso, Texas, with 2006 annual
revenues of $4.2 billion and assets of $908.5 million. PX000002 at 032-034. Western owns and
operates a single major refinery in El Paso with a crude oil capacity of approximately 124,000
barrels per day, producing primarily light petroleum products (i.¢., gasoline, diesel fuel, and jet
fuel). From its refinery, Western supplies light petroleum products to El Paso and west Texas,
Albuquerque, Tucson, Phoenix, and Juarez, Mexico. Id. at 013. Western’s ultimate parent entity
is Paul L. Foster who also serves as Western’s President and CEQO, and as a member of its Board
of Directors. Western supplies the northern New Mexico market through its historic shipping
rights on the Plains pipeline, which extends from Western’s refining terminal in El Paso to

Albuquerque.



B. Giant Industries, Inc.

Giant is a publicly traded company headquartered in Scottsdale, Arizona, with 2006
annual revenues of $4.2 billion and assets of $1.2 billion. PX00600 at 040. Giant is an
independent refiner and marketer of light petroleum products with a refinery in Yorktown,
Virginia, as well as two refineries in northwestern New Mexico. Giant’s two New Mexico
refineries are located in the Four Corners region of New Mexico, at Ciniza (near Gallup) and at
Bloomfield (near Farmington).> The New Mexico refineries have a combined crude oil capacity
of 36,800 barrels per day. However, due to depleting local crude oil production, Giant’s
utilization rates at the New Mexico refineries have declined consistently over the last decade
from 87% in 1999 to 72% by 2002 and then to 60% by 2006. PX00600 at 025; PX00603 at 015.

To remedy the shortage in its crude oil supply, Giant acquired an idle crude pipeline
system, the Texas/New Mexico pipeline, from Shell Oil Company (“‘Shell”) in August 2005. The
pipeline originates near Jal, in southeastern New Mexico, and is connected to a Giant-owned and
operated pipeline network supplying local crude oil to Giant’s two New Mexico refineries.

[Redacted

] Giant expects the increased utilization to begin

before the end of the second quarter of 2007. PX00600 at 012. [Redacted

3 [Redacted ]



]

Giant distributes its light petroleum product by truck from storage terminals adjacent to

its Ciniza and Bloomfield refineries. [Redacted

] Giant cannot supply either its Albuquerque or its Flagstaff terminals by
pipeline from its refineries. However, Giant can and does supply its Albuquerque terminal from
El Paso via the Plains pipeline [Redacted ]

C. The Transaction

On August 26, 2006, Giant, Western, and a wholly-owned subsidiary of Western entered
into an Agreement and Plan of Merger by which Western agreed to acquire all of the voting
securities of Giant in exchange for approximately $83 per share (subsequently reduced to $77 per
share), plus $275 million in assumed liabilities.

ARGUMENT

I SECTION 13(b) OF THE FEDERAL TRADE COMMISSION ACT

ESTABLISHES A PUBLIC INTEREST STANDARD FOR GRANTING

INJUNCTIVE RELIEF

In authorizing these proceedings, the Commission found reason to believe that the effect
of Western’s proposed acquisition of Giant “may be substantially to lessen competition or to tend

to create a monopoly” for the bulk supply of gasoline and light petroleum products to northern

New Mexico in violation of Section 7 of the Clayton Act and Section 5 of the FTC Act,* and that

* Section 7 of the Clayton Act prohibits the acquisition of stock or assets where “the effect of
such acquisition may be substantially to lessen competition, or tend to create a monopoly.” 15
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a preliminary injunction would be in the public interest. When the Commission makes such a
determination, and the parties to the transaction opt to proceed nonetheless, the Commission
“may seek a preliminary injunction to prevent a merger pending the Commission’s administrative

adjudication of the merger’s legality.” FIC v. H.J. Heinz Co., 246 F.3d 708, 714 (D.C. Cir.

2001) (quoting FTC v. Staples, Inc., 970 F. Supp. 1066, 1070 (D.D.C. 1997)). A preliminary

injunction, pending an administrative trial on the merits, ensures that an effective remedy to that
adjudication will be available by preventing the parties from merging their businesses (known as
“scrambling the eggs”) and preserving beneficial competition during the interim, until the
conclusion of a full administrative trial on the merits.

Section 13(b) of the FTC Act, 15 U.S.C. § 53(b), “provides for the grant of a preliminary
injunction where such action would be in the public interest—as determined by a weighing of the
equities and a consideration of the Commission’s likelihood of success on the merits.” Heinz,
246 F.3d at 714. The Commission is not required to establish that the proposed acquisition
would in fact violate Section 7 of the Clayton Act.” Id. (citing Staples, 970 F. Supp. at 1071);
FTC v. Food Town Stores, Inc., 539 F.2d 1339, 1342 (4th Cir. 1976). Instead, the Commission

meets its burden under Section 13(b) if the evidence “raise[s] questions going to the merits so

U.S.C. § 18. For the purposes of this case, Section 5 of the FTC Act may be assumed to
duplicate Section 7 of the Clayton Act. FTC v. PPG Indus., Inc., 798 F.2d 1500, 1501 n.2 (D.C.
Cir. 1986).

> As courts have observed, “[t]he determination of whether the acquisition actually violates
the antitrust laws is reserved for the Commission and is, therefore, not before this Court.” FTC
v. Cardinal Health, Inc., 12 F. Supp. 2d 34, 45 (D.D.C. 1998); Staples, 970 F. Supp. at 1071; see
FTC v. Food Town Stores, Inc., 539 F.2d 1339, 1342 (4th Cir. 1976) (“The district court is not
authorized to determine whether the antitrust laws have been or are about to be violated. That
adjudicatory function 1s vested in F.T.C. in the first instance.”); FTC v. Libbey, Inc., 211
F. Supp. 2d 34, 50 (D.D.C. 2002). Thus, Section 13(b) does not contemplate a hearing in the
District Court equivalent to a full-blown trial on the merits. FTC v. Lancaster Colony Corp., 434
F. Supp. 1088, 1091 (S.D.N.Y. 1977); see FTC v. PPG Indus., Inc., 628 F. Supp. 881, 883 n.3
(D.D.C. 1986), aff’d in part, 798 F.2d 1500 (D.C. Cir. 1986).
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serious, substantial, difficult and doubtful as to make them fair ground for thorough
investigation, study, deliberation and determination by the [Commission] in the first instance and

ultimately by the Court of Appeals.” Beatrice Foods, 587 F.2d at 1229; Heinz, 246 F.3d at 714-

15; FTC v. Warner Communications, Inc., 742 F.2d 1156, 1162 (9th Cir. 1984); FTC v. Cardinal

Health, Inc., 12 F. Supp. 2d 34, 45 (D.D.C. 1998); FTC v. Alliant Techsys. Inc., 808 F. Supp. 9,

19 (D.D.C. 1992).
In making this determination, Congress emphasized that the public interest standard
places a lighter burden on the Commission than the traditional equity standards applicable to

private litigants. See FTC v. Harbour Group Invs., L.P., 1990-2 Trade Cas. (CCH) ¥ 69,247 at

*2 & n.1 (D.D.C. 1990). In balancing the public equities to determine whether a preliminary
injunction should issue, the test under Section 13(b) is whether such relief would be “in the

public interest.” FTC v. PPG Indus., Inc., 798 F.2d 1500, 1501-02 (D.C. Cir. 1986); see H.R.

CONF. REP. NO. 93-624, at 31 (1973), reprinted in 1973 U.S.C.C.A.N. 2523, 2533. The courts
have found that “[w]hen the Commission demonstrates a likelihood of ultimate success, a
countershowing of private equities alone would not suffice to justify denial of a preliminary

injunction barring the merger.” FTC v. Weyerhaeuser Co., 665 F.2d 1072, 1083 (D.C. Cir.

1981).

The paramount equity in cases brought under Section 13(b) is the public’s interest in
effective enforcement of the antitrust laws. Heinz, 246 F.3d at 726; Weverhaeuser, 665 F.2d at
1083. Congress enacted Section 13(b) to preserve the status quo until the Commission can
perform its statutory responsibility: determining whether, in fact, the effect of the transaction at
issue “may be substantially to lessen competition” in violation of the antitrust laws. Food Town,
539 F.2d at 1345. Effective enforcement of the antitrust laws also embodies the protection of
free and open competition while the case proceeds through a full administrative proceeding

before the Commission. Staples, 970 F. Supp. at 1091. Later remedies, including divestiture, are



often ineffective (if not impossible as a practical matter) and do not remedy the interim harm that
anticompetitive acquisitions inflict on consumers. Therefore, where the Commission
demonstrates a likelihood of success on the merits, a strong presumption in favor of preliminary
injunctive relief exists. Weyerhaeuser, 665 F.2d at 1085; PPG Indus., 798 F.2d at 1506-07.

I1. THE PROPOSED ACQUISITION VIOLATES THE ANTITRUST LAWS AND
SHOULD BE ENJOINED

Section 7 of the Clayton Act, 15 U.S.C. § 18, prohibits any merger or acquisition “where
in any line of commerce or in any activity affecting commerce in any section of the country, the
effect of such acquisition may be substantially to lessen competition or to tend to create a
monopoly.” In other words, the focus of Section 7 is on arresting anticompetitive mergers “in
their incipiency” before their effects can occur, and therefore it requires a prediction as to the

merger’s impact on future competition. See United States v. Phila. Nat’l Bank, 374 U.S. 321,

362 (1963); S. REP. NO. 698, at 1 (1914); Brown Shoe Co. v. United States, 370 U.S. 294, 317-
18 (1962). Accordingly, to establish a violation, the government need only show a reasonable
probability, not a certainty, that the proscribed anticompetitive effect may occur. See Hosp.

Corp. of Am. v. FTC, 807 F.2d 1381, 1389 (7th Cir. 1986) (“Section 7 does not require proof

that a merger or other acquisition has caused higher prices in the affected market. All that is
necessary is that the merger create an appreciable danger of such consequences in the future.”)
cert. denied, 481 U.S. 1038 (1987). In fact, where, as here, prices in northern New Mexico are
expected to fall post-merger because of Giant’s imminent supply increase, an acquisition may
nevertheless violate Section 7 if prices would have fallen further without the acquisition. See
Staples, 970 F. Supp. at 1092 (“the fact that prices might be lower than current prices after the
merger does not mean that the merger will not have an anti-competitive effect. Consumers
would still be hurt if prices after the merger did not fall as far as they would have absent the

merger.”).



Here, there are three foundations supporting the conclusion that the transaction will likely
lessen competition. First, Western competes directly with Giant by providing bulk supplies of
light petroleum products, including gasoline, to northern New Mexico [Redacted

], via the Plains pipeline. By acquiring Giant, Western would significantly
increase its share of the bulk supply of light petroleum products to northern New Mexico and
reduce the number of competitors that could respond to an output decrease or price increase in
the market from five to four. In the bulk gasoline market, Western’s acquisition of Giant would
reduce the number of such competitors from six to five.® The antitrust laws instruct that an
acquisition that significantly increases the degree of market concentration in a highly
concentrated market creates a legal presumption that the acquisition will harm competition. To
rebut the presumption the defendants must then produce evidence that shows that the market
share statistics give an inaccurate picture of the acquisition’s likely effects on competition.
Heinz, 246 F.3d at 715.

Second, the acquisition would eliminate, in Giant, a uniquely independent “maverick”

competitor. [Redacted

] Once it is acquired by Western, however, Giant’s individual
incentive to supply additional gasoline to northern New Mexico will be replaced by the combined
firm’s different incentives. Combined, Western/Giant will have the incentive and the ability to

re-direct additional gasoline available from Giant’s refineries to other markets where added

6 There is one additional competitor in the bulk gasoline market that could not increase its
total bulk supply of light petroleum products yet it could shift some of its diesel supply to
gasoline supply.



supply and lower prices would have less effect on the combined firm’s bottom line. As a result,
prices in northern New Mexico will likely be higher with the acquisition than without it.

Third, only a few remaining competitors could expand their supply to the market
sufficiently to counteract the impact of any attempt by Western to re-direct additional gasoline
away from northern New Mexico. However, those firms are unlikely to do so given the various
marketing and supply constraints they face.

A. The Bulk Supply of Light Petroleum Products and Gasoline Are Relevant
Product Markets

In evaluating whether an acquisition is likely to substantially impair competition, courts
perform a three part analysis: (1) defining the “line of commerce” or product market in which to
assess the transaction; (2) defining the “section of the country” or geographic market in which to
assess the transaction; and (3) assessing the transaction’s probable effect on competition in the

product and geographic markets. See United States v. Marine Bancorp., 418 U.S. 602, 618-23

(1974); FIC v. Swedish Match N. Am., Inc., 131 F. Supp. 2d 151, 156 (D.D.C. 2000); Harbour

Group, 1990-2 Trade Cas. (CCH) § 69,247 at *4 n.3.

The first step in evaluating a proposed transaction is defining the relevant market. Here,
the proposed transaction is likely to substantially lessen competition in the market for the bulk
supply of light petroleum products, including the market for the bulk supply of gasoline, to
northern New Mexico. “Light petroleum products” consist primarily of gasoline, diesel fuel, and
jet fuel. “Bulk supply” refers to large volumes of light petroleum products refined locally inside
a market (such as at Giant’s New Mexico refineries) or transported into the market via pipeline
(such as Western’s bulk supply deliveries from its El Paso refinery).

The federal antitrust enforcement agencies and numerous courts have adopted a definition
of the relevant product market as “a product or group of products and a geographic area in which

it is produced or sold such that a hypothetical profit-maximizing firm, not subject to price

10



regulation, that was the only present and future producer or seller of those products in that area
likely would impose at least a ‘small but significant and nontransitory’ increase in price,
assuming the terms of sale of all other products are held constant.” PX04051 at § 1.0;” Swedish

Match, 131 F. Supp. 2d at 160; Cardinal Health, 12 F. Supp. 2d at 46; Staples, 970 F. Supp. at

1076 n.8. The outer boundaries of a product market are delineated by the alternatives available
to consumers if the existing suppliers charge unduly higher prices, i.e., by identifying if there are
any other products that customers are likely to substitute for the one with increased prices.

United States v. Cont’] Can Co., 378 U.S. 441, 447-49 (1964); United States v. E.I. duPont de

Nemours & Co., 351 U.S. 377, 394-95, 400-04 (1956).

This acquisition is likely to substantially lessen competition in the market for the bulk
supply of all light petroleum products and narrower markets contained therein. The bulk light
petroleum product market is supported by current bulk suppliers’ ability to shift the relative
volumes of products shipped on a pipeline in response to individual fuel price changes. Because
customers’ ability to respond to price increases in northern New Mexico bulk gasoline supply are
limited, the Commission also alleges a market for the bulk supply of gasoline. Importantly, if an
acquisition is likely to harm competition in any relevant product market alleged—in this case,
either bulk gasoline or bulk light petroleum products—the acquisition would violate Section 7 of

the Clayton Act. See Staples, 970 F. Supp. at 1075.

7 A copy of the U.S. DEPT. OF JUSTICE & FTC, HORIZONTAL MERGER GUIDELINES (1992)
(Rev. Apr. 8, 1997) [herinafter Merger Guidelines] is provided at PX04051. Courts have
considered the MERGER GUIDELINES useful in determining a proposed acquisition’s impact on
competition. See, e.g., Cmty. Publishers. Inc. v. Donrey Corp., 892 F. Supp. 1146, 1161 (W.D.
Ark. 1995) (“the approaches to market definition endorsed by the MERGER GUIDELINES and the
case law are essentially consistent.”); see also FTC v. Univ. Health, Inc., 938 F.2d 1206, 1211
n.12 (11th Cir. 1991); PPG Indus., 798 F.2d at 1503 n.4; Staples, 970 F. Supp. at 1076 n.8.
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B. The Relevant Geographic Market is Northern New Mexico

The second area of inquiry is to identify the “section of the country,” or geographic
market that may be affected by the proposed transaction. In this case, the geographic market is
“northern New Mexico” which includes the counties of Rio Arriba, Taos, Mora, San Miguel, Los
Alamos, Valencia, Torrence, Bernalillo, Sandoval, Guadalupe, and Santa Fe.

The focus in defining a relevant geographic market is to determine the area that would be

adversely affected by an acquisition. Phila. Nat’] Bank, 374 U.S. at 357. The relevant

geographic market must “correspond with the commercial realities of the industry . . .” Brown
Shoe, 370 U.S. at 336. If enough buyers would shift to sellers outside the area so that the
hypothetical monopolist of bulk supply of light petroleum products would not find it profitable to
impose a small but significant and non-transitory hypothetical price increase, the broader area of
supply is included. Here, the MERGER GUIDELINES hypothetical monopolist could—facing the
price level that will emerge as a result of Giant’s impending refinery utilization
increase—profitably impose a one or two cent price increase uniformly on all bulk supplies of
gasoline and light petroleum products to northern New Mexico.

The Defendants may argue the geographic market is broader than northern New Mexico

[Redacted

] This is due in large part to the ten to twelve cent per gallon cost of trucking the product

in from El Paso and the limited ability to sustain such long hauls given driver shortages and

12



highway safety regulations. If prices in the northern New Mexico area fall, [Redacted

] “[It is] improper [ ] to include in
the market substitutes that may have been attractive . . . only because the market price was far

above the competitive level.” United States v. Eastman Kodak Co., 853 F. Supp. 1454, 1469

(W.D.N.Y. 1994) (certain alterations in original) (quoting William M. Landes & Richard A.
Posner, Market Power in Antitrust Cases, 94 Harv. L. Rev. 937, 970-71 (1981)), aff’d, 63 F.3d

95 (2d Cir. 1995); cf. Santa Cruz Med. Clinic v. Dominican Santa Cruz Hosp., 1995-2 Trade
Cas. (CCH) § 71,254 at *33 & n.10 (N.D. Cal. 1995) (discussing Cellophane fallacy and

geographic market definition).

Independent of the MERGER GUIDELINES’ geographic market test, [Redacted

|
C. There is a Substantial Likelihood the Acquisition May Lessen Competition

Western’s acquisition of Giant is likely to lead to less competition for three reasons.
First, it significantly increases the degree of market concentration in highly concentrated markets,
reducing the limited number of bulk supply firms that could effectively respond to higher prices
to either four (light petroleum products market) or five (gasoline market). Second, the merger
will eliminate a maverick (Giant) [Redacted
], and replaces it with a combined

firm (Western/Giant) with economic incentives and mechanisms to re-direct supply away from

13



the market. Third, the few remaining competitors who could expand output sufficiently to
counter an anticompetitive post-merger supply reduction by the combined Western/Giant are
unlikely to do so in the face of a relatively small, yet anticompetitive, reduction in supply to the
market.

1. The Proposed Transaction Will Increase Concentration Significantly
in Highly Concentrated Product Markets

Mergers or acquisitions that significantly increase market concentration are presumptively
unlawful because the fewer the competitors and the larger the respective market shares, the
greater the likelihood that the combined firm, or a group of firms, could raise prices above

competitive levels. PX0451 at § 2.0; Hospital Corp. of Am., 807 F.2d at 1389. The presumption

that such concentration levels are anticompetitive may nevertheless be overcome by showing that
other factors—such as ease of entry or efficiencies resulting from the transaction—make it
unlikely that the merger would have an anticompetitive effect. Id. at 1385-86. As explained
infra, none of the other factors are present here to counteract the prima facie case.

Courts regularly measure market concentration using the Herfindahl-Hirschman Index
(“HHI”) calculated by summing the squares of the individual market shares of all firms in the
market. Under Section 1.51 of the MERGER GUIDELINES, an HHI over 1,800 indicates a “highly
concentrated” market. If the post-merger HHI exceeds 1,800 and the HHI increase from the
merger or acquisition exceeds 100, a rebuttable presumption is created that the merger would
“create or enhance market power or facilitate its exercise.” PX0451 at §§ 1.5, 1.51.

In the petroleum industry, the Commission has been consistent in challenging mergers
involving bulk light petroleum products at this level of concentration or even lower. For
example, in the merger of Shell and Texaco Inc., the Commission required the divestiture of
Shell’s refinery at Anacortes, Washington, when the merger would have increased the HHI for

the bulk supply of CARB gasoline in California by as little as 154 to a post-merger level as low
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as 1635. FTC, THE PETROLEUM INDUS.: MERGERS, STRUCTURAL CHANGE, & ANTITRUST
ENFORCEMENT (Aug. 2004);® see Shell Oil Co., 125 F.T.C. 769 (1998).°
By any reasonable measure of market concentration, the acquisition of Giant by Western

satisfies the thresholds for presumptive illegality. The acquisition would reduce the number of
relevant suppliers of bulk light petroleum products to northern New Mexico from five to four,
[Redacted

] After
the acquisition (and incorporating Giant’s increased refinery production), [Redacted

] Only three other firms—ConocoPhillips,'® Valero

¢ Available at http://www.ftc.gov/0s/2004/08/0408 1 3mergersinpetrolberpt.pdf.

? Likewise, in the ConocoPhillips merger, the Commission required the divestiture of
Phillips’ Salt Lake City refinery and its northern Utah marketing assets when the merger would
have increased the HHI in the bulk supply market in northern Utah by 300 to a post-merger level
0f 2100. The Commission also required the divestiture of Conoco’s Denver refinery and all of
Phillips’ eastern Colorado marketing assets when the merger would have increased the HHI by
500 to a post-merger level of 2600. Complaint, Phillips Petroleum Co., (2003) (FTC Docket No.
C-4058), at http://www.ftc.gov/0s/2002/08/conocophillipscmp.pdf; Decision and Order (2003)
(FTC Docket No. C-4058), at http://www.ftc.gov/0s/2003/02/conocophillipsdo.htm.

10" ConocoPhillips supplies the market through its 50% undivided interest in the ATA
pipeline, which has a throughput capacity of 37,000 barrels per day (“bpd”), via its Borger,
Texas, refinery. See PX01300, PX01301, PX01303. [Redacted

] The
Borger refinery has a practical crude oil refining capacity of 146,000 bpd. See PX01301,
PX01302.

15


http://www.ftc.gov/os/2004/08/0408
http://~.ftc.gov/os/2002/08/conocophillipsc~
http://~.ftc.gov/os/2003/02/conocophillipsdo.htm

Energy Corp. (“Valero”),!" and Holly Corp. (“Holly”)"*—could respond to a Western output
decrease or price increase by shipping additional bulk light petroleum products to the northern
New Mexico market.” Id.

The relevant competitors and market concentration vary only slightly when one looks at

the bulk supply of gasoline alone as compared to all light petroleum products. [Redacted

" Valero Energy Corp. supplies the market through its 50% undivided interest in the ATA
pipeline via its McKee, Texas, refinery located near ConocoPhillips’ Borger refinery. See
PX01300, PX01301. The McKee refinery has a practical crude oil refining capacity of 170,000
bpd, of which only a small fraction could be shipped to Albuquerque. Id.; PX01351 at 007.

12 Holly supplies the market through its ownership of the Navajo refinery, in southeast New
Mexico. The refinery has a practical crude oil refining capacity of approximately 83,000 bpd,
and is connected to the Four Corners pipeline, with a rated capacity of 45,000 bpd, [Redacted

] Holly is the only refiner that ships on the Four
Corners pipeline. Id.

13 Although seven suppliers—Western, Giant, Holly, Valero, ConocoPhillips, [Redacted
J——currently bring bulk light petroleum
products to the northern New Mexico market, only four of those firms have the ability to increase
the amount of light petroleum products supplied in response to an output decrease or a price
increase across all light petroleum products. [Redacted
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Courts have litigated mergers resulting in equivalent or lower HHI concentration levels or market

shares than those found here."*

2. The Acquisition Will Remove a Maverick, Provide Western/Giant an
Incentive to Reduce Output, and Increase the Risk of Coordinated
Interaction
[Redacted

4 See, e.g., FTC v. Elders Grain. Inc., 868 F.2d 901, 902 (7th Cir. 1989) (acquisition
increased market share of largest firm from 23% to 32%); Warner Communications, 742 F.2d at
1163 (preliminary injunction warranted where merger combined second largest firm with sixth
largest firm resulting in combined 26% market share); FTC v. Bass Bros. Enters., 1984-1 Trade
Cas. (CCH) 66,041 at **18, 20 (N.D. Ohio 1984) (preliminary injunction warranted where
mergers increased the HHI by 518 points to 2320); United States v. UPM-Kymmene OY]J, 2003-
2 Trade Cas. (CCH) 4 74,101 at **24-25, 36-37 (N.D. Ill. 2003) (injunction warranted where
merger resulting in three-firm concentration would account for 80% of production).

' [Redacted
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] A competitor is
considered a “maverick” if it can easily expand its sales because of excess capacity:

[Iln a market where capacity constraints are significant for many competitors, a
firm is more likely to be a maverick the greater is its excess or divertable capacity
in relation to its sales or its total capacity, and the lower are its direct and
opportunity costs of expanding sales in the relevant market.

PX004051 at § 2.12 (emphasis added) (footnotes omitted). Not surprisingly, acquisition of a
maverick may make coordination among the remaining firms “more likely, more successful, or
more complete.” 1d.

Post-acquisition, the combined Western/Giant would have different economic incentives
than Giant alone, and would likely send less total gasoline supply into the northern New Mexico

market than would Giant and Western acting independently. The reason is simple. [Redacted

] By re-directing or
restricting supply away from northern New Mexico, the combined Western/Giant would capture
a substantial portion of the resulting price increase due to its large post-merger share of the
market [Redacted

]

There are at least three simple means by which the combined Western/Giant might

restrict output and raise prices in northern New Mexico:
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» divert Giant’s post-expansion refinery output to destinations outside northern
New Mexico (e.g., Arizona);

e run less new crude through Giant’s refineries, or change the product mix at those
refineries, thereby reducing gasoline supply in favor of diesel; or

» send more off-road railroad diesel to the BNSF Railway Company in Belen via

the Plains pipeline, thereby reducing the amount of gasoline reaching

Albuquerque without foregoing valuable line space on the pipeline.

Through any of these mechanisms, or possibly others, the combined Western/Giant could reduce
the overall supply of light petroleum products and/or gasoline to northern New Mexico, thus
causing market prices to increase or to fall less than they otherwise would have had Giant
remained independent. See Staples, 970 F. Supp. at 1092 (“[c]onsumers would still be hurt if
prices after the merger did not fall as far as they would have absent the merger.”). The
anticompetitive effect would include the difference between how much prices would fall after
Giant’s output expansion if Giant was not acquired by Western, and how much prices would fall
with the combined Western/Giant redirecting or restricting the supply the combined firm sends to
the market.

Eliminating a maverick competitor and reducing the overall number of competitors in a
market both increase the risk of coordinated interaction among the remaining firms. The ability
of firms to coordinate their actions—to pull their competitive punches, with the expectation that
their competitors would do the same—depends in substantial part on the number of significant
participants in the market. “The relative lack of competitors eases coordination of actions,

explicitly or implicitly, among the remaining few to approximate the performance of a

monopolist.” FTC v. PPG Indus., Inc., 628 F. Supp. 881, 885 n.9 (D.D.C.), aff’d 798 F.2d 1500

(D.C. Cir. 19806); see, e.g., Cardinal Health, 12 F. Supp. 2d at 45, n.8. Coordination need not

consist of illegal price-fixing, or agreements to allocate customers or restrict output, but may

include tacit coordination and interdependent behavior. FTC v. Elders Grain, Inc., 868 F.2d 901,

905 (7th Cir. 1989) (“. . . if conditions are ripe sellers may not have to communicate or
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otherwise collude overtly in order to coordinate their price and output decisions”); see also
PX04051 at § 2.1.

Courts have blocked mergers where the number of competitors post-acquisition was
greater than those here.'® By reducing the number of effective bulk suppliers of light petroleum
products in northern New Mexico from five to four, and the number of effective bulk suppliers of
gasoline from six to five, the acquisition increases the likelihood of coordinated interaction. The
post-acquisition bulk light petroleum products market would be dominated by just four relevant
firms: Western, Holly, Valero, and ConocoPhillips—the only suppliers capable of responding to
an output reduction or price increase. In the market for the bulk supply of gasoline alone, the
post-acquisition market would be dominated by the same four firms—[Redacted i
Together those five firms would account for essentially all of the bulk supply of gasoline to the
market.

3. The Remaining Firms With Excess Pipeline Capacity May Not
Respond Effectively to a Small Output Decrease

[Redacted

16 See Elders Grain, 868 F.2d at 902 (reduction from 6 to 5 competitors); Hosp. Corp. of Am.,
807 F.2d at 1387 (reduction from 11 to 7 competitors); Bass Bros. Enters.,1984-1 Trade Cas. q
66,041 at *23 (reduction from 7 to 5 competitors); Warner Communications, 742 F.2d at 1163
(reduction from 6 to 5 competitors).
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]

Finally, in addition to business reasons, physical constraints, such as refinery
interruptions, pipeline problems, and terminal constraints can also prevent these firms from
sending additional product to a market to respond to a small price increase. PX03503 at 023;
PX03505 at 019. In sum, these firms are unlikely to act as a competitive constraint on any small
output reduction or price increase after the merger—when prices will be relatively lower than
they are today as a result of Giant’s additional supply to the market.

4. The Relevant Market is Insulated from New Entry or Expansion

7 Of course, notwithstanding these potential concerns, these firms are all integrated
refiner/marketers, and could easily sell additional volumes into northern New Mexico by simply
lowering their wholesale and/or retail prices.
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Understanding the likelihood of new entry or expansion into a relevant market 1s also
necessary to determine the likely anticompetitive effects of an acquisition. If entry or expansion
is unlikely, the merged entity can raise prices without attracting new competition or offsetting

supply. California v. Am. Stores Co., 697 F. Supp. 1125, 1131 (C.D. Cal. 1988). Under the

MERGER GUIDELINES, entry is considered “easy” if it would be “timely, likely and sufficient in its
magnitude, character and scope to deter or counteract the [anti]jcompetitive effects” of a proposed

transaction. PX04051 at § 3.0, quoted with approval, Rebel Oil Co. v. Atl. Richfield Co.,

51 F.3d 1421, 1440 (9th Cir. 1995), cert. denied, 516 U.S. 987 (1995). Entry is timely if a new
entrant would have a significant market impact within two years. PX04051 at § 3.2. Entry is
sufficient if it would be on a large enough scale to counteract the anticompetitive effects of the
transaction. Id. § 3.4.

Two pipelines, Longhorn and Magellan, bring product from Gulf Coast refineries to El
Paso. However, the Plains pipeline is the only pipeline capable of delivering Gulf Coast product
to the northern New Mexico market. The Plains pipeline has been full for several years and
operates under proration, meaning that current shippers receive a pro rata share of the pipeline
space. PX01200 at 037. New shippers are reserved 5% of the total Plains pipeline space
annually, but each individual new shipper can use only 1.25% of the total line capacity.
PX01200 at 002. Consequently, a new shipper could ship an average of only 350 barrels daily,
the equivalent of less than two truckloads of gasoline or diesel fuel. That volume would not
increase supply to northern New Mexico because it would displace an equivalent volume of

shipments on the same pipeline by the other current shippers. [Redacted
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In addition to the Plains pipeline already being full, the other pipelines that supply the
northern New Mexico market—the ATA pipeline and the Four Corners pipeline—are not
available to new suppliers. Both pipelines are owned by current suppliers to the market and,
more importantly, the only access to the pipelines is through the refineries owned by the
suppliers. As a result, in order to supply the northern New Mexico market, a new supplier would
have to bring product in by truck from El Paso (266 highway miles) or Amarillo (288 highway

miles).'® [Redacted

]
Entry into the market for the bulk supply of light petroleum products to northern New

Mexico is also not likely to be timely or sufficient to defeat competitive problems arising out of
the proposed transaction. A potential entrant would need a source of supply, a way to transport
the product into northern New Mexico, and an available base of customers to purchase the
product once it arrived. New entry within the next two years by building new refineries or
pipelines is extremely unlikely given the enormous cost, permitting, and construction issues
involved. No announced pipeline projects serving Albuquerque are under way. Building or

expanding a new pipeline is expensive and time consuming, would likely not be undertaken

'8 The Plains pipeline tariff to transport a barrel of light petroleum products from El Paso to
Albuquerque is approximately 2.5 cents per gallon. PX1200 at 050. [Redacted

]
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without specific volume commitments by shippers, and requires surmounting onerous permitting
issues. FTC, THE PETROLEUM INDUS.: MERGERS, STRUCTURAL CHANGE, & ANTITRUST

ENFORCEMENT 213 (Aug. 2004). [Redacted

]

In short, because the entry of new bulk suppliers is unlikely and the expansion of supply
to northern New Mexico by others is not likely to completely counteract a supply reduction or
price increase imposed by the combined Western/Giant, there is no effective constraint if the
acquisition goes through. Absent an injunction, the combined firm will have gained the power to
profitably raise prices in northern New Mexico.

5. The Proposed Transaction Will Not Enhance Competition By
Producing Cognizable Efficiencies

[Redacted
] Any claimed efficiencies
they might proffer in this proceeding are both speculative and could be achieved without this
acquisition. As aresult, efficiencies do not rebut, and are not a viable defense to, the
anticompetitive effects likely to result from this acquisition.

For efficiencies to be credited they must be “merger-specific” and “verifiable.” PX04051
at § 4. “Merger-specific” means they must be “likely to be accomplished with the proposed
merger and unlikely to be accomplished in the absence of either the proposed merger or another
means having comparable anticompetitive effects.” Id. The claimed efficiencies cannot be
efficiencies that could “be achieved by either company alone.” Heinz, 246 F.3d at 722. Claimed
efficiencies must also be verifiable. They cannot be vague, speculative, or incapable of
verification through reasonable means. PX04051 at § 4; see also Staples, 970 F. Supp. at 1089

(efficiency claims must be backed by “credible evidence”).
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Defendants’ few, half-hearted claims of efficiencies from the transaction are not merger-

specific. [Redacted

] In short, none of the claimed

efficiencies are merger specific.”

" Even if the claimed efficiencies were assumed to be specific to this acquisition, Western
concedes that they are not verifiable. In a recent 10-Q filed with the Securities Exchange
Commission Western admits that “We can give no assurance that our expectations with regards
to integration and synergies [from the Giant acquisition] will materialize.” PX00004 at 047.
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CONCLUSION

Where, as here, the Commission has demonstrated a likelihood of success on the merits,

Defendants face a difficult task of “justifying anything less than a full stop injunction.” PPG

Indus., 798 F.2d at 1506; see Heinz, 246 F.3d at 726; Staples, 970 F. Supp. at 1091. To preserve

competition pending administrative adjudication the Court should grant the Commission’s

motions for temporary restraining order and preliminary injunction.
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We have contracts in place for aikylate, which is purchased from the Gulf Coast and delivered via the Magellan South System
pipeline that terminates at our refinery. The high octane and Jow volatility of alkylate make it a premium blendstock for Phoenix CBG,
a high-value gasoline produced by our refinery. Qur connection 1o the Magellzn South System pipeline allows us to purchase alkylate
at a discount relative to competitors who receive it via rail from the Gulf Coast.

We purchase ethanol for seasonal blending with gasoline to meet the EPA’s oxygenated fuel mandate levels. We purchase
ethano] from the Midwest region of the U.S. and currently have contracts in place for the majority of our expected ethanol needs. We
receive ethanol via railcar deliveries to El Paso, Albuquerque, Phoenix and Tucson.

Refined Products
Pipelines

1 fi S11 v 3 ] i

i\ Phoenix. Albuguerque and Juarez, Supply to these areas is achieved through pipeline systems that are linked to our refinery.
Product distribution to Arizena is delivered via the Kinder Morgan East Line, which connects our refinery to product terminals in
Tucson and Phoenix. We also utilize two pipelines owned by Plains to ship product: the first originates at our refinery and terminates
in Albuquerque, and the second runs from El Paso to Juarez. A final pipeline owned by Kinder Morgan provides diesel to the Union
Pacific railway in El Paso.

Both Kinder Morgan's East Line and the Plains pipeline to Albuquerque are interstate pipelines regulated by the FERC and
currently operate near 100% capacity year-round, The tariff provisions for these pipelines include prorating policies that grant
historical shippers line space that is consistent with their prior activities as well as o prorated portion of any expansions, with only a
small amount allocated to new shippers. Kinder Morgan announced in 2006 that it had completed its expansion of the East Line
between El Paso and Tucson to approximately 147,000 bpd, and 99,000 bpd between Tucson and Phoenix. Kinder Morgan alse
announced further expansion of the East Line would be completed in 2007. This expansion will initially increase the capacity by
another 8% and provide the platform for further incremental expansions through horsepower additions to the system. We intend to
fully utilize our prorated allotment of the increased capacity to capitalize on the higher margins typically available in the Phoenix and
Tucson areas.

Custpmers and Refined Producis

We sell a variety of refined products to our diverse customer base. Those customers accounting for more than 10% of our
revenues in 2006 were Chevron at 16.7%, Phoenix Fuel at 16.7% and PMI Trading Limiied (an 2ffiliate of PEMEX), or PMI, at
10.3%. We have a five-year offtake agreement with Chevron that expires in August 2008 with certain renewal options. Our sales to
Phoenix Fuel are pursuant to short-term agreements at prices based on various market indices and our sales to PMI are pursuant to
spok sales agreements at prices based on various market indices.

Depending on market conditions and seasona] fluctuations, the yield of specific products may be increased to take advantage of
pricing changes and lo comply with various regulatory requirerments. We also purchuse zdditional refined products from other refiners
to supplerment supply to our customers. These products are the same grade as the products that we currently manufacture.

Gasoline. For 2006, gasoline accounted for approximately 54% of our refinery’s production. Gasoline accounted for 56%, 60%
and 62% of our revenues in 2006, 2005 and 2({4, respectively. We produce in excess of 40 different specifications of gesoline over
the course of a year to address seasonal requirements in each of the areas we serve. We sell gasoline at our product marketing terminal
to the El Paso arca and via pipeline to other aress, including Phoenix, Tucson, Albuquerque and Juarez. The highest value gasoline
produced at our refinery is typically Premium Phoenix CBG, We also currently sell approximately 12,100 bpd of gasoline to a
subsidiary of Pelroleos Mexicanes, or PEMEX, the Mexican state-owned oil company, in Juarez via a pipeline that originates at our

refinery. Qutside of our core service areas, we have exchanpe agreements for limited
9
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Premium Gasoline

Guifl Fhoenix El Paso
Coast
Price(l} Prieef2)(3) Price(2)
2006 , 1987 209.8 212.7
2005 168.1 189.5 182.9
2004 ‘ - 1224 164.1 134.1

Source: O Price Infonmation Service (OP]S)
(1) Average spot price.
(2) Average price for products sold at product marketing termipals in the location indicated.
(3) Average price for Phoenix grade CBG gasoline.

Competition

We operate in the T.S. Southwest region, which includes the arens of West Texas, New Mexico and Arizona. Refined products
are supplied from this region’s seven refineries as well as from refineries located in other regions, including the Gulf Coast and the
‘West Coast (primarily Los Angeles), via interstate pipelines.

‘The Southwest region has a iotal refining capacity of approximately 620,000 bpd. Petroleum refining and marketng is highly
competitive. The principal competitive factors affecting us are costs of crude oil and other feedstocks, refinery efficiency, refinery
product mix and costs of product distribution and transportation. We primarily compete with Valero Energy Corp., ConocoPhillips
Company, Alon USA Energy, Inc., Holly Corporation and Giant Industries, Inc, as well as refineries in other regions of the country
that serve the regions we serve through pipelines. Becanse of their peographic diversity, larger and more complex refineries,
integrated operations and greater resources, some of our competitors may be better able to withstand volatile market conditions, to
compete on the basis of price, to obtain crude oil in times of shortage, and to beay the economic risk inherent in all phases of the
refining industry.

Q ned ts pipeline, which co i imat 00 miles from the Hou are
of the Gulf Coast to El Paso and has an estimated maximurm capacity of 225,000 bpd. This pipelige provides Gulf Cosat refiners and

ather shippers with improved gecess to West Texas and New Mexico. To date, we have not observed any material margin
dateripration from the operation of the Longhormn Pipeline, Any additional supply provided by these pipelines or by the Kinder Morgan

pipeline expsnsion could lower prices and increase price volatility in areas that we serve and could adversely alfect our sales and
profitability. : :

Governmental Regulation

All of our operations and properties are subject to extensive federal, state and local environmental and health and safety

regulations governing, ammong other thingy, the generation, storage, handling, use and transportation of petroleum #nd hazardous
substances; the emission and discharge of materials into the environment; waste management; and characteristics and composition of
pusoline and diesel fuels. Our operations also require numerous permits and antherizations under various environmental and health
and safety lnws and regulations. Failure to comply with these permits or environmental laws generally could result in fines, penalties
ar other sanctions or a revocation of our permits. We have made, and will continue to make, significant capital and other expenditures
related to enyironmental and lealth and safety compliance, including with respect to our air permits and the low sulfur gasoline and
ultra Iow sulfir diesel regulations. Furthermore, we expect to make significant environmental capiial expenditures in connection with
the planned capacity expansion and upgrade of our refinery. For additional details on capital expenditures related to regulatory
requirements and our refinery capacity expansion and upgrade; sec Item 7. “Management’s Discussion and Analysis of Finaneial
Condition and Results of Operations — Liquidity and Capital Resowrces — Capital Spending.”

11
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lem 6. Selected Financial and Operating Daia
The following lables set forth our summury historical financial and operating dats for the periods indicsted below. The summary
Tesults of opertions and financial position data for 2006 and 2005 have been derived from the consolidated financial statements of
Western Refining, Inc. and its subsidiaries including Western Refining LP. The summary statement of operations data for the years

ended December 31, 2003 and 2004, znd the summary balance sheet datn os of December 31, 2004 have been derived fom the

audited financinl sintemenis of cur predecessor, Western Refining LP, The summary stalement of opemtions data for 2007, end the

1P,

The informution presented below should be read in conjunction with ltem 7. “Management’s Discussion and Analysis of

swmnsry balonce sheet data as of December 31, 2002, and 2003 have been derived from the financial stntements of Westemn Refining

Finanein] Condition and Resulls of Operzlions™ and the financial statements and the notes therclo fngluded i Jtem 8. "Financial
Statements and Supplementary Data.” :

Sruprrmm s ‘E_IIF r-]:,"_u—-nu«

nDut

e
&dwﬂz‘ﬁﬁ'ﬂ? _-w:t."“ g-_—
Selling, gcnaml and

. ndmm.!slntxve axpcns:-_s

[

Interest expense
AEROTas At o Ot pan et

‘Write-off of nnsmortized loan

.Tnh:rzstjncnmaf :

Yenr Ended Decergber 31, .
2001 2005 . 2604 ) =Ta )] + 02
{In lhnusnnds, except per shure dofa)

0 & ‘_ »«ﬁﬂﬁ‘fﬁr—
3 3,408 '553 3 3 213 170

R

3 4,199474

(exclusive of depracintion
and amurhznnon)

830,667

3,653,174 399,290

470 {548 ) {172 6,822
317,153 2010t - 41;108
(112,373 ) T —
L : 5 204780 5 201067 ) £ 41,008 528007
Basic eanu.ugs par sharc 5 3.13 — — - —
R o Tt JiET. - ghire 3 .31 e TR — Coee
Dividends declarzd per
. common share 5 0.16 — — g —
jetape bisic shares ST ‘
-+ outstiinding 65,387 — S —_ _
‘Weighted average dilotive ‘
shares outstanding 65,775 L — — —_ . —_
Chéh Flow Dota: .
Net cash providad by (vsed
in): ‘
Operating activities(3) F 245,004 3 260,980 5 . 87,022 5 66452 5 2591
Investing activities (149,555 ) (B7,988) (19,045)  (104,730) (52)
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Financing aclivities{3)

- Other Data:

Adjusted EBITDA(4)
Capital expenditares

inventorigs

- Purthese of refifery sssetsand

3

{13,115) (37.116) (86,722) 84,853
357,601 5 226208 5 04,840 5 47363
120,211 87988 19,045 3,164

_ S 101,566

28

(34,825 )

B 28,838
32
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Yenr Ended December 31,
nng 2005 2084 2083(1) ©2002(1)
{In thousandls, except per share datn)

Balance Shiget Data (end of

period)s” ' .
Cash and cash equivalents 5 263,165 5 180,831 5 44955 5 63,700 5 17,125
Working gapilal 276,708 182,726 88,735 115843 . 19,841
Total gssets 908.523 643,638 359,837. - 305,249 86,515
Totaldeh —_ 149,500 5000  107746: 6;330
Parmcr_s E:Bpml] — 177,944 107,592 68,692 . 37,081

i 521,601 By

coldEEED . 1SEDIE-
124 038 114 A3

Tula[ Teﬁne—r;pruducbon (hpd) .

s _.,\»E“_-._p_.z- =
TOuEhDELE

" Per barrel of'lhruughp
_m-‘RE&?&#‘.}ER—r—r HLICE "’m
Droma profit(]) o
et SR s nsts (e

" On August 29, 2003, we acquired cerain refnery assets fom Chevron. The hﬁurmaliuu presented herein for '
2002 and the Hrst eight months (]tzss twn deys) of 2003 does not include operstions from these nequired assets.

(Z) Other income for 2003 primarily consists of a reparations payment from a pipeline compzmy as ordered by the
FERC.

) Histarically, we were not subject to federal or stale income taxes due to our pariership structure. Prior io oot
initial public offering, our net cash provided by operating activities did not reflect any reducton for income tax
paymenis, while net cash used by finencing activities reflected distributions to aur purlners to pay income
taees. Sinee our initial public offering, we have fncurred income taxes that will reduce oet income and cash
flows from ogperations, and we have censed to mutke any such income tax-related distributions to our eqmty
holders, See Item 8. "Finencial Statements sud Supplementary Dala — Nole 6 Incume Tnxes elsewhere in

- this report.

{4)

- Adjusted EBITDA represents eamings before interest expense, inconie Inx expense, amortizetion of lonfa fees,
wrile-off of unamortized loan fees, depreciation, amortization and maintenance turnaround expense. However,
Adjusted EBITDA i5 niot a recognized measurement under generally accepted accounting principles, or GAAP.
Our monagement believes that the presentation of Adjusted EBITDA is useful to investors because itis
frequently used by securities analysts, investors and other interested parties in the evaluation of companies in
our industry. In sddition, our management believes that Adjusied EBITDA is useful in evaluating our operating

- performance compared to that-of other componies in our indusiry becnuse the colenlation of Adjusted EBITDA

penerally eliminates the effects of financings, income taxes and the sccounting effects of sigpificant turnnround

activities (which many of our competitors capitalize and thereby exclude from their meozures of EBITDA) and
acquisitions, jlems that may vary for different companizs for reasons uarelaied to overall operating
performence.

Adjusted EBTTDA hos limitations Bs an analytical iool, nnd you should not consider it in isnlation, or as & substitute Jor nnnlysis of

our resulis as reported under GAAP. Some of these limitations are:

» Adjusted EBITDA does not reflect our cash expenditures or fature rcquucments for significant tumnmund
activities, copitnl expendifures or conirnctual conumitments;

« Adjusted EBITDA does not reflect the interest expense or the cash reguirements necessary to service mtarest
or principal payments on our debt;

- Adjustod EBITDA does nat reflect changes in, or cash reguirements for, our working capital needs; and -

= Our calculntion of Adjusted EBITDA may difier from the Adjusted EBITDA ealeulntions of other .
cormpanies in our industyy, Jimiting its usefulness as a comparntive measure.

29
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season, as specifications allow, this material is returned to our refinery for gassline blending. Tn addition, we supplement our
produced velumes with purchases of normal butene,

‘We have contracts in place for alkylate, which is purchased fom the Gulf Coast and delivered via the Magelian South System
pipeline that terminates at our refinery. The high octzne and low voltlity of alkylate make it a premium blendstock for Phoenix CBG,
the highest-value fuel produced by our refinery, Our connection to the Megellan South Systern pipeline allows us to purchase alkylate
for a discount relative to competitors whe receive it via rail Tom the Guif Coast.

We purchase ethanol for seasonal biending with gasoline to meet the EPA"5 nxygenated fuel mandate levels. We purchase ethanol
from the Midwest region of the U.S. and currently have contracts in place for approximately 50% of our expected ethanol needs
through Mareh 2006, We receive elhano] via railear deliveries to El Paso, Albuguerque, Phoenix aod Tueson.

Refined Products
Pipelines

Outside of the El Paso murket, which is supplied via cur product terminal, we provide refined products to other mujor repional
markets, wcluding Tucson, Phasnix, Albuguerqus and Juarez. Supply 1o these markets 15 achicved through pipelne systems that are
Tinked to oor refinery. Product distobuibion to Arizona 15 delivered via the Kinder Morgan East Line, which connects our refinery to
produst terminals in Tocson and Phoenix. We also utilize two pipelines owned by Chevron to ship product: the first ariginates at our
1afinery and terminates in Albugquerque, and the second runs from El Poso ko Juirez. A final pipeline provides diesel to the Union
Pacific railway in El Paso. '

Both Kinder Morgan's Esst Line and Chevron’s pipeline to Albugquerque are interstate pipelines regulnted by the Federal Energy
Regulation Commission and cummently operate near 100% capacity year-tound. The tariff provisions for these pipelines Include
proration policies that grant historical shippers line space that is consistent with their prior activities as well a5 a promted portion of
any expansions, with ocly @ small amount allocated to new shippers. Kinder Morgan is correstly warking on a byo-phase expansion of
its Enst Line, which will ultimately increase capacity ffom El Paso to Tucson from approximately 86,000 bpd to appraximately
170,000 bpd, and from Tucson to Phoenix fiom npproxdimately 50,000 bipd to approximately 100,000 bpd. Oace each exponsion is
completed (currently scheduled for 2006 and 2007}, we intend to fully utiize our prorated allotment of the increased crpacity (and
expect fo continue to utilize our customers' allecations, incleding their prorated portion of fisture expansions) {o capitalize on the
higher marging available in the Phoenix and Tucson madcets.

Praducts

We sell a variety of refincd products ta our diverse customer base. Those costomers eccounting for more than 10% of our revenues
in 2005 were Chevron (18.3%) and Phoenix Fuel Company (16.3%). Our sales to Chevron are pursuant to a five-year offtake
sgresment, under which there are byvo suceessive five-year renewal options, for approximately 28,000 bpd of gasoling and
approximately 1,900 bpd of diesel at prices baged on various masket indices. The initinl {exm of the offtnke agreement with Chevron
expires in 2008. Our sales to Phoenix Fuel Company are under short-term agreements nt prices based on vorious market indices.
Depending on soarket conditions snd seasonel flustuations, the yield of specific products may he increased to take ndvantage of
pricing chinges ond to comply with vacious regulatory sequirements. We also purchese additional refined products Fom other refiners
to supplement supply to our custorners. These products are the some prade as the products that we currently manufachire, |

Gaseline. For 2003, pasoline accounted for approximately 58% of our refinery’s producHon. Gusoline accounted for 62.8%, 62.2%
and 59.6% of aur tevenues in 2003, 2004 and 2003, respectively. We produce in excess of 40 different specificativas of gasoline over
the course of a yeor to address seasonal requirements in each of our various markets. We sell gosoline al our product marketiag
terminal io the E! Paso.market and via pipeline fo other markets, including Phoenix, Tucson, Atbuquerque and Judrez.

8
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Part¥
Other Infermation
Item 1. Legal Proceedings

In the ardinary conduct of the Company's businass, if i subject to periedic lawsuits, investipations and claims, including
environmenta} claims and employee-related mattess. Aithough the Company cannot predict with certainty fhe ultimate resolution of
lawsuits, investipations and elaims asserted against it, it does not believe that eny enrrently pending legal proceedings or proceedings
to which it is a party will have a material adverse effect on its business, finaneial condition or results of operations.

Ttem 1A, Rislk Facetors

Other tisk factors are described in grreater detadl in our 2605 Form 10-K under Part I, Hem 1A, “Risk Factors.” The informmaton
preseoted below npdates and should be read in conjunction with those tisk factors and other forward-looking information presented in
our 2005 Form 10-K.

Our pending acquisition of Giant Industries, Tnc. may not be suecessfil and we may nof realize the antivipated beneftis from
this gequisition.

‘We may be unable to obtain the povernmental and regulatory spprovals necessary in order to cossummate the Giant acquisition.
Even if we do obtain these approvals, and even if the other conditions ta the copsummation of the Giant acquisition are satisfied, our
acquisition of Giant may pose certain risks to our business. Giant has suffered three fires at its refineries in the past year, and asa
result, their insurance costs have increased and the terms of their insurance coverage hive besn adversely afftcted. Giant has alsn
suffered increased costs nssocited with severnl major capita] projects. In addition to the rigks ordinadly associnted with a significant
merger ecquisitfon, we will also be exposed to risks arising Fom these events and other opemtional risks that may affect Giant
differently than they currently affect us. Although we expect to tealize stratepic, operational and financiz] henefits #s a result of the
Ginnt roguisition, we connot predict whether and to what extent such benefits will b achieved. In particulnr, the success of the Giant
aequisition will depend, in part, on our ability to realize anticipated refinary efficiencics and cost savings fiom assuming the control of
Gino#'s businesses. Mo assursnces can be given thot we wiil be able {o ochieve these efficiencies and cost sevings.

Tn addition, we will face certain challenges as we work to integrate Giant’s operations into oor business. In particnlar, the Giant
acquisition will significantly sxpand our geogmphit scope, the types of business in which we are engoged, the nomber of our
employees and the oumber of refineries we operate, therchy presenting us with significant challenpes as we work to manage the
substantial increnses in scale resulting from the scguisition. We st integmte a large number of systems, both operational aod
administrative. Delays in this process could have a materdal adverse effect on oor revenues, expenses, operating resulis and financial
condition. In addition, events ouiside of our contrel, including changes in stote and federal regulntion and laws os well ns economic
trends, also could adversely affect our ability to realize the antisipated beneﬁts from the Glant acqmmﬁrm

We can mive no ngsuragee that our aoquisiion of Giant will
efforts, we must necessarily base any assessment of Giant oz inexact and incomplete information and assumpiions with respect to
operations, profitability and other matters ibat may prove to be incomect. We can give na assurance that our expectaiions with rcgnrds
to integration and synergies will matonialize. Our fuilure to successfully Infegrate and operate Giant, and to realize the anbicipated
Benefils of the noguisition, could adversely wffect our operating, performing and finnacial results.

e conld experience husiness interriptions cansed by pipeline shitdewn.

Our refinery is dependent on one pipeling, 2 Kinder Morgan pipeline, for the delivery of ali of our crude ofl. This pipsling’s currest
capacity is 123,000 bpd. Becnuse our crude oil refining capacity is 120,000 bpd, our ability to offset lost produetion due to disuptions
in supply with increased futre production is imited due to this crude oil

41

PX00004-047|



CERTIFICATE OF SERVICE
I HEREBY CERTIFY that on the 19th day of April, 2007, I filed the foregoing
electronically through the CM/ECF system.
I FURTHER CERTIFY that on such date I served the foregoing on the following counsel
via electronic mail:

Marc G. Schildkraut, Counsel for Defendants Paul L. Foster and Western Refining, Inc.
Heller Ehrman, LLP

1717 Rhode Island Avenue, N.W.

Washington, DC 20036

mare.schildkraut@hellerehrman.com

(202) 912-2140

Tom D. Smith, Counsel for Defendant Giant Industries, Inc.
Jones Day

51 Louisiana Avenue, N.W.

Washington, DC 20001

tdsmith{@)jonesday.com

(202) 879-3971

Thomas A. Qutler, Counsel for Defendants
Rodey, Dickason, Sloan, Akin & Robb, P.A.
P.O Box 1888

Albuquerque, NM 87103
toutler@rodey.com

(505) 768-7256

/s/
Thomas J. Lang, Attorney for Movant



mailto:tdsmith@jonesday.com
mailto:toutler@rodey.com

IN UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF NEW MEXICO
FEDERAL TRADE COMMISSION,
Plaintiff,
V. Case No. 1:07-cv-00352-IB-ACT
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The rour Corners MAarKets. 1ne MajorlTy oI gasollle ana olesel ruel
sduced at our Four Corners refineries is distributed in New Mexico and’
.zona. The primary market are=a, which generally has the highest refining
cgin potential, 1s the Four Corners ares.

Terminal Operations. We own a finished products terminal near
igstaff, Arizona, with a daily capacity of 6,000 barrels psr day. This
rminal has approximately 65,000 barrels of finished product tankage and
-ruck loading rack with three loading spots. Product deliveries to thls
-minal are made by truck from our Four Corners reflnarles-

We also own a finished products terminal in Albuquerque, New Mexico,
ch a daily capacity of 10,000 barrels per day. This terminal has
;roximately 170,000 barrels of finished product tankage and a truck
iding rack with two loading spots. Product deliveries to this terminal
» made by truck or by pipeline, including deliveries from our Ciniza and -

somfield refineries.
. PINED PRODUCT BALES

Our refined products, including products our refining group acquires
sm other sources, are sold through independent wholesalers and
zailers, commerclal accounts, our own retail units, and =zales and
shanges with large oil companies. Refined products produced at tha
“ineries were distributed as follows:

ABLE>

2004
g e e e ) . . . - ‘- <> LT
~ect sales to wholesalers, reisilers and commercial customers...... . 54%
-ect sales to our own retail units............. f e e e be e 26%
.es and exchanges with large oil companies..... e ceeeeeeiaaa 16%
1= U 43
[ABLE>
9
AGE>
ANSPORTATION

Crude oil supply for our Four Corners refineries comes primarily from
2 Four Corners area and is delivered by pipelines, including pipelines
own, connected to our refineries, or delivered by our trucks to
’eline injection points or refinery tankage. Our pipeline system reaches
o the San Juan Basin, located in the Four Corners area, and connects
:h local common carrier pipelines, We currently own approximately 250
.25 of pipeline for gathering and delivering crude oil to the
ineries. OQur Ciniza refinery receives natural gas ligunids primarily
cough a 13-mile pipeline we own that lS connectad to a natural gas

juids processing plant.

On Angust 1, 2005, we acguired an idle crude oil pipaline system that

PX00600-011]



11Za rerineriesS. WAEN operatlonal, TNe plperine willl nave SUuIIlClent
1de o0il transportation capacity to allow us to agazin operates both
Iineries at maximum rates. In order to operate the pipelins, we will
re to obtain approximately 750,000 barrels of linefill.

Startup of the pipeline is subject to, among other things, a final
jineering evaluation of the system. The hydrotesting of the pipeline was
apleted in July 2006, and we currently are continuing to do the work
:essary to re-commission the line. As a result of project delays, it
crently is anticipated that the pipeline will become operational in the
ond quarter or 2007 with crude oil arriving at the refineries before
2 pnd of the second quarter. .

The majority of our Four Corners gasoline and diesel fuel production
distribunted in New Mexico and Arizona. Our refining group operates a
:et of Ffinished product t+rucks that we use to deliver finished products
needed by our customers.

FATL GROUOP

On December 31, 2006, our retail group operated 158 total operating
_ts, including 155 service stations, one A&W restaurant, one Party Time
:zd restawrant, and one full service car wash. Thése operating units are
sated in Wew Mexico, Arizona, and Colorado. Service station count
sresents an increase of 32 units since December 31, 2005.

On -December 31, 2006, our retail group had -61 units branded Conocco
csuant to a strategic branding/licensing agreement. In addition, 37
-Ets.were branded Giant, 38 units were branded Mustang, eight units were
inded Phillips 66; seven units ware branded Shell, two units were
inded Mobil, one unit was branded Thriftway, and one unit was branded

1dial.

10

LAGE> . ‘
Many of our service stations are modern, high-~velume self-servics

arations. Our service stations are aungmented with convenience stores at
st locations, which provide items such as general merchandise, tobacco
aducts, alcoholic and nonalecholic beverages, fast food, and automotive
yducts. In addition, most locations offer services such as automated
-ler machines, free air, and pre-paid financial products, including

ne cards, gift cards, and Visa and MasterCard cards. These stores offer
1ix of our -own branded foodservice/delicatassen items and some of the
>res offer nationally f£xranchised products. Service stations with kiosks
er limited merchandise, primarily tobacco products, but also candy and
1er snacks, and some automotive products.

Until June 19, 2003, when it was sold, we also owned and operated a

PX00600-012]



i1ms, 15 limatea TOo 333, UuUu,uuu.

As part of the consent order cleanup plan, the facility's underground
jer system will be cleaned, inspected and repaired as needed. This sewer
ck is scheduled to begin during the construction of the corrective
-ion management unit and related remediation work and is included in our
jociated cost estimate. We anticipate that construction of the
:rective action management uniit and related remediation work, as well as
jer system inspection and repair, will be completed approximately seven
eight years after EPA approves our cleanup plan and authorizes its

ylementation.

" WE CANNOT MAINTAIN AN ADEQUATE SUPPLY OF FEEDSTOCKS AT OUR CINIZA AND
JOMFIELD REFINERIES, OUR OFERATING RESULTS MAY BE ADVERSELY AFFECTED.

The primary feedstock for our Four Corners refineries is Four Corners
set, & locally produced, high quality crude oil. We supplement the crude
- used at our refineries with other feedstocks. These cthér feedstocks
srently include locally produced natural gas liguids and condensate as
_1 as other feedstocks produced outside of the Four Corners area.

These refineries continue to be affected by reduced crude oil
sduction in the Four Corners area. The Four Corners basin is a mature
yduction area and, as a result, is subject to a natural decline in
sduction over time. This naturxal decline is being partially offset by
¢ drilling, field workovers, and secondary recovery projects, which have
sulted in additional productieon from existing reserves.

. _As a_result of the declining. production .of crude ©il in the. Four
cners area in recent years, we have not bheesn able to cost effectively
cain sufficlent amounts of crude oil to operate our Four Corners
ineries at full capacity. Crude il utilization rates for our Four
ners refineries declined from approximately 72% in 2007 to
yroximately 60% in 2006. Our current projections of Iour Corners cruds

. prodiction iadicate that our crnde oil demand will exceed the cruds

. supply that is available from local sources for the foresaeable Ffuture
1 that pur crude oil capacity utilization rates at our Four Corners
fineries will continue to decline unless circumstances change.

On August 1, 2005, we acdquired an idle crude oil pipeline system that
-ginates near Jal, New Mexico and is connected to a company-owned
seline network that directly supplies crude o0il to the Bloomfiesld and
1iza refineriess. When operational, the pipeline will have sufficient
1ide pil transportztion capacity to allow us to again operate hoth
*ineries at maximum rates. We have begun testing the pipeline and taking
ier actions related to placing it in service. Unless currently

23

CAGE>
inticipated obstacles are encountered, we anticipate that the pipeline

.l become operational in the second gquarter of 2007 with crude oil
civing at the refineries before the end of the second guarter.
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CAGE>

ABLE>

APTION>
FINANCIAT AND OPERATING HIGHLIGHTS

Year Ended December 31,

2006 2005 2004 200:

{In thousands, except percentages, per share :
> <C> <C> <C> <C>

1ancial Statement Dats
itinuning Operations:

jet Revenues.......c.eeeemenina... 54,198,203 43,581,246 $2,511,589  $1,80¢
TIPErating AIOCOME. +scesscirnsnnnnn — 150,359 199, 642 78,480 z
tarnings (LoSS).eeeesverenonana. ' 82,751 103,931 16,338 1z
larnings (Loss) Per Common

Share - Basic.........ooiano.n. = 5.67 & 7.71 % 1.47 &
farnings (Loss) Per Common

Share -~ Diluted.. ... g 5.64 S 7.63 5 1.43 s
scontinued Operations: ' :

Jet Revenies, . ....vraarracernnnas g - 5 -~ 5 1,269 5 2"
)perating Barnings (Loss)........ - 74 (190)
“tarnings {T085) ... e iannaai, o - 15 {117)

.Loss) Earnings Per Common ‘

Share - BasiC. ..o, 78 - B ~ 5 (0.01) &
.Loss} Earnings Per Common _

Share ~ Diluted....-.-.- ... .. - . - (0.01)
wlative Effect.of Change in i
‘ceounting Brineciple............. 5 - & (68) - $
s08s Per Common Share — Basic.... - § - ] (0.01) - g
:055 Per Common Share - Diluted.. 5 - 21 (0.01) - 3
-ghted Average Common Shares
Jutstanding - Basic.....coo... .. 14,587 13,484 11,105 £
-ghted Average Commosnl Shares :
Yutstanding - Diluted............ 14, 680 13,629 11,358 3
“king Capital,.......-c-vnennnn.n $ 207,152 $§ 233,847 8§ 103,172 § 9"
2l Assefs5.......i0nnn- e 1,176,177 984,472 702, 406 69!
1wg-Term Debt...veoiac oot — 325,387 274,864 292,759 35¢
sckholders® Bguity...----........ 484,368 385,836 216,438 13¢
1g—-Term Debt as a Percentage
3f Total Capitalization(a)....... 40.2% 40.7% 57.5%
sk Value Per Common Share
Jatstanding(b) o ovaen vl ] 33.08 § 27.36 5 17.55 8§ :
curn on Average Stockholders'

e (R0 R sV (=3 SR 1B.72% - 33.7% 9.1%
arating Data

Iining Group:

1r Corners Operations:

lated Crude Qi1 Capacity

Otilized. .. oo iei it i i i . 60% 625% 1%
Refinery Sourced Sales Barrels .

[(BDLS/DAY) e ueccrranenneannneennn 26,945 28,516 27,355 2t
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Total Capitalization is defined as Long-Term Debt, net of current

portion plus Total Stockholders' Equity.

Book value per common share is defined as Total Stockholders' REguity

divided by number of common shares outstanding, net of treasury

shares. -

Return on Average Stockholders' Equity is defined as Net Earnings

divided by the average of Total Stockholders' Equity at the heginning

of each year and Total Stockholders' REquity at the end of each year.
CABLE>
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stocks currently include locally produced natural gas Hquids and condensate as well as other ferdstocks prodvced outside of the Four Comers an
must sipnificant of these other feedstocks are natural pas liquids, consisting of natural pasoline, normal butane, and lsobutane.

Jur Cinizi refinery is eapable of processing spproximalely 6,000 barrels per day of natural gas liquids. An adequate supply of natural gas liquid:
.ble for delivery to our Ciniza refinery primartly through a p:pelme we own that connects the refinery to a natural gas liquids pmcessmg plant.”
antly acquire the majority of our natural gas liquids feedstocks by a long-ierm ogrecment.

¥e purchase crude oil from a number of sourcas, including major ofl companies and independent producers, under arrangements that contain
ret-responsive pricing provisigns. Many nf these arrengements are subject to cancellation by either party or have terms of one year or Iess. In
tion, these aranpements are subject to periodic renegotiation, which could result in our paying higher or lower relative prices for crude oil. -

Jur Ciniza and Bloomfield refineries continue to be affected by reduced crude oil production in the Four Comers arsn. For n further discussion ¢
matter, neluding our plans to transport crude oil throngh a pipeline ncquired in 2005, see the discussion in gur Risk Factors section inltem 1A
rding feedstocks at our Ciniza and Bloomdield refineries.

' Marketing and Distribution

“he Faur Corpers Morket. We froup the markets for our Four Corpers refinerjes into byo tierm, which represent varying refining margin potentia.
1 has the highast [gﬁmng margin potential end is the Four Cormners gren, Tier 2 includes bath the Albuguergue, Wew Mexico and Flagsinff, Ariz

5, the largest maskets in Mew Mexico and Morthern Arizons, respeetively, The Tier 2 markets nre pomarily supplied froni our Cintza refinery,

erminal Operations. We own p finished products terminal near Flagstalf, Arizona, with a daily capacity of 6,000 barrels per day, Thisterminal
oximately 63,000 barrels of finished product mokage and & truck Tonding rack with three loading spots. Product deliveries to this larmmn] are mi

<uck from our Four Corners refinerfes.

¥e also own a finished products terminal in Albngeergue, New Mexico, with a daily cnpnmty of 10,000 barrels per duy This terminal has
oximately 170,000 barrels of finished product tankepe and o truck loading rack with two loading spots. Product deliveries to this terminal are ny
1uck or by pipﬂline, including deliveries from our Ciniza refinery.

Refined Product Sales.

Jurrefined products, including products our refining group acquires from other sources, sre sold through independent wholesalers and relaTlers,
mertial accounts, our own retail units, and sales and exchanges with lurge oil compandes, Refined products produced at the refineries were

ibuted as fpllows:

. 32005 2001
ct sales to wholesalers, reinilers and commercial customers . 579 .
ct sales to pur own retail units ) 23%
3 and oxchanges with large vil companies 17% -
LI N - . 3y

Transparlation

ruda oil supply for our Four Corners refineries comes pnman]y from the Four Coriers aren and is either connected by pipelines, including
lines we own, or delivered by our trucks to pipsline injection pmnts or refinery tankage. Our pipeline system reaches fnto the San Juan Basin,
ed in the Four Commers area, and connects with local common carrder pipelines. We cusrently own approximately 250 miles of pipeline for

7
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“We purchase crude oil frorm a number of sources, including major 0il companies and independent producers, under
ngements that contain market-responsive pricing provisions. Many of these arrangements are subject to cancellation by
er party or have terms of ope year or less. In eddition, these an'angemeuts are subject o parmrhc renegohatmn, which cc
it in our paymg lnigher or Jower relative prices for crude oil,

Our Ciniza and Bloomﬁe]d refineries continue to be affected by reduced crude oil production in the Four Corners area.

Four Comers basin is a mature production area and as a result is subject {0 a natural decline in production over time, Tt

rral decline is being offset to some exient by new drilling, field work{}vars. and senunda:y TECOVEFY pTD_}EDLS which have
~lted in addmonal produchon I'Iom existing reserves. :

As a result of the declining productlon of crude 01] in the Four Comners area in recent years, we have not been able to cr .
ctively obtain sufficient amounts of crude oil io operate our Four Corners refineres at full capacity. Crude orl utilizatiof
5 for our Four Corners refinenes have declined from 87% in 1559 1o 67% m 2003. (ur current projechons of rour Corn-
ie oil production indicate that our crude oil demand will exceed the crude oil supply that is aveilable from local sources
foreseeable future end that our erude oil capacity utilization rates at our Four Comers refineries will continue to decline.

- {tional ernde oil or other refinery feedstacks become available in the future, we may increase production runs at our Fou
ners refineries depending on the demand for finished products and the refining marpins aftzinable. To that end, we conti.
ssess shori-termn and long-term options to address the continuing declme in Four Curners crude of! production. The optic

1 g considered mclude‘ '

» evaluating potentially economic sources of crude oil produced outside the Four Corners area, including ways 1o reduce
~ 1aw material transportation costs to our refineries,

.. _Evaluéﬁﬂg ways to encourage further production in the Four Corners area,

= chanpes in operahonlcnnﬁuurabon of equipment at one or bnth refmenes to further the mtearatmn uf the two refinerie:
and reduce fixed costs, and

* with sufficient further decline in raw material supply, the temporary, partial or permanent djscontmuance of operations
One or more refineries. .

None of these options, bowever, may prove to be economically viable. We cannot assure you that the Four Corners crm
supply for our Ciniza and Bloomfield refineries will continue to be available at all or on acceptable ierms for the long te
ause Jarge portions of the-refineries’ costs are fixed, any significant interruption or decline in the supply of crude oil or
:r feedstocks would have an adverse effect on our Four Comers refinery pperations and on our overall operations.

- Transportation

Crude oil supply for our Four Comers refineries comes primarily from the Four Comners area and is either connected by
slines, including pipelines we own, or delivered by our trucks to pipeline injection points or refinery tankage. Our pipelis
‘em reaches into the Paradox and San Juan Basins, located in the Four Corners area. and connects-with local common
ier pipelines. We r:urrent]y own approximately 250 miles of pipeline for pathering and delivering crude oil o the refiner

: Ciniza refmery receives natural gas liquids primarily through a 13-mile pipeline we own that is connected 10 a natural g
ids processing plant.

Muarketing and Distribution

The Fowr Corners Market. We group the markets for our Four Corners refineries into two tiers, which represent varying
" aing margin potential. Tier 1 has the highest refining margin potential and is the Four Corners area. Tier 2 includes both
nquerque and FlagstafT areas, the Jargest markets in New Mexico, and Narthern Anzona The Tier 2 markets are primari
3lied from our Ciniza refinery.
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IN UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF NEW MEXICO
FEDERAL TRADE COMMISSION,
Plaintiff,
V. Case No. 1:07-cv-00352-JB-ACT

PAUL L. FOSTER,
WESTERN REFINING, INC.
PUBLIC VERSION

and

GIANT INDUSTRIES, INC.

Defendants.

APPENDIX TO PLAINTIFF’'S MEMORANDUM OF
POINTS AND AUTHORITIES IN SUPPORT OF MOTIONS FOR
TEMPORARY RESTRAINING ORDER AND PRELIMINARY INJUNCTION
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Yes{ JNa[X]

On June 30, 2006 the ngeregate market value of the Commnn Siock, par value 50] per share, held by non-affilimes of the
repisiramt wos epproximmely 52,007,000,080. (This is not (o be deemed an admission the! eny person whose shores were aot
included in the computation of the amoum set fanh in the preceding sentence necessarily is an “offilinie™ of the registrant.}

55,355,584 shares of Common Stock, par valve 5.01 per share, were outstanding on February 16, 2007,

DOCUMENTS INCORPORATED BY REFERENCE
Portions of the regisirani’s proxy statement for its aanon] meeting of sieckholders 1o be held on Moy 24, 2007, which proxy
stntement will be fled with ihe Seendties and Exchenpe Commission within 120 doys afier December 31, 2006, are incorporaied
by reference io Pan 111
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] !nms 1 nnd 2. Business and Prupcrlms
CDMPANY OVERVIEW

References herein 1o Holly Corporation include Holly Corporation and its consolidsled subsidiaries. In secordance
with the Securiies and Exchange Commission’s (“SEC'™) “Plain Enplish” puidelines, this Annual Report on Form
10-% has been written in the firsi person. In this documnent, the words “we”, *our™, “ours” and “us” refer anly to
Holly Corporation and ils consolidaled subsidiaries or 1o Holly Comporation or an individus] subsidiary snd not to
any ather person.

We are principally an independent peiroleum refiner which produces hiph value Hight products such ss gasoline,
diesel fucl and jet fuel. We were incorporated in Delaware in 1947 nnd mpistain our prmmpa] corporaie offices at
100 Crescent Courl, Swile 1600, Dallus, Texas 75201-6915. Our telephone number is 214-871-3555 and our
‘inlemet website nddress is www.hollveorp.com. The information conlained on our website does not constitule parl
of this Annual Reporl on Form 10-K0 A copy of this Annusl Repart on Farm 10-K will be provided withoul charpe
npon writlen sequest o the Vice President, Invesior Relalions al the zbove address. A direct fink o owr filings 51 the
SEC web site is available on our website on the Lovestors page. Also available on our website are copies of our
Comorale Governance Guidelines, Audit Commitiee Charler, Compensation Commiltee Cherier, Nominnting /
Corpursie Governance Commillee Charter and Code of Business Conduet and Elhies, it of which will be provided
williout ¢harge upon writlen reqguest 1o the Vice President, Invesior Relations &t the nbove address. Our Code of
Business Condoct and Ethics applies 10 all of our officers, employees and directars, including owr principal.
executive officer, principal finuncia) officer and principsl accounting officer. On April 26, 2004, our stock began
trading on the New York Stock Exchuge under the trading symbol “HOC”, Our stock formerly troded on (he
American Slock Exchange.

In July 2004, we completed the initinl public offering of limiled parinership interests in Holly Energy Pariners, P,
{“HEPF"), p Delnware Jimited portnership thet slso trades on the New York Stock Exchange under the trading symbol
“HEP®, HEP waos formed 1o scguire, own and operate substenfially oll of the refined product pipefine mnd
terminnlling essels that suppor! gur refining and markeling operations. in west Texas, New Mexico, Utoh and
Arizona and a-70% interest in Rio Grande Pipeline Company (“Rio Gmnde"} We initially consolidated the results
of HEP and showed the interest we did noi own 85 a minority inlerest in ownership and earnings. On July B, 20035, .
we closed on a tronsaction for BHEP lo acquire our Iwo 65-mile parallel inlermedisle feedstqck pipelines which
connect our Lovinglon and Ariesis, New Mexico focilities, which teduced our ownership interest in HEP lo 45.0%.
Under the provision of the Financial Accounting Standards Board (*FASS™) Interpretation No.- {"FIN") 46 {revised),
“Consolidation of Variable Interest Enlities,” we deconsolidoled HEP effective July 1, 2005. The deconsolidation
has been presented from July 3. 2005 forward, and our share of the esmnings of HEP from July 1, 2005 is reported
using the equily method of accounting,

*As of December 31, 2006, we: '

« pwned snd opersted bwo refineries consisting of o petroleum refinery in Artesia, New Mexico fhat 35
operated in conjunclion with crude oil distillotion end vacuwn distilation and ofher Thcililies situated 63
miles away in Lovingion, New Mexico {collecljvely known os the “Novajo Refi nm}-”), ond g 1efinery in
Waoods Cross, Utah (“Woods Cross Relinery™);

s owned approximalely 800 miles ol crude il pipelines Jocated principally o wesl Texas and New Mexico;

« - owped 100% of NK Asphall Pariners, which manufuctures and murkels asphall producls from varfous
termingls in Arizona and New Mexivo and does business under the name of “Hplly Aspholt Compnny;” and

= owned 1 45% interest in BEP (which inclodes our 2% general partnership interesl), which has logislics
sssels including approximately 1.700 miles of peirolenm product pipelines located in Texns, New Mexico
and Oklakoms {including 348 miles of leased pipeline); eleven refined product termingls; two refinery
truck Tack focilities; a refined products tank farm facility; and & 70% inlerest in Rio Grande.

Navajo Refimine Company, 1.P.. one of our wholly-owned swbsidiaries, gwns the Mavajo Refinery. The Navgio
Refinery has ¢ erude copacity of 83,000 BPSD of sour and sweet crude oils, cin process up 1o approximplely 90%

sour crude olls, and 5erves markels m lhe southwestern Uniied Slaies and northemn Mexico. In June 2003, we
ncquired the waoods Crass reliming Tacibiy Trom ConocoPhulbips. The Woods Cross Refinery, Jocated just norih of
Salt Lake City, has o crude capacity of 26,000 BPSD and is aperated by Holly Refining & Marketing Comppny —

7-
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. We have nppmﬁmﬂlEi}' 800 miles of crude gathering pipelines transporling crude oil o the Anesia and Lovinglnn
facilities from various points in southensiers Mew Mesico and west Texas, 66 crude m] trucks and 67 traflers in
addition 1o over 600,000 borrels of re'lnted lnnknge.

We distribute refined produets from the Mavajo Refinery 1o markels in Arizonn, New Mexico and wes! Texos
primsrily through 1wo of HEP's owned pipelines that extend from Arlesia, New Mexico to EF Paso, Texas, In
addition, we use n pipeline leased by HEP Lo transport petroleum products 1o markets in central ond northwest New
‘Mexico, We have refined produet storape through cor pipelines and tesminals agreement with HEP at lenninals in
El Pusu, Texus; Tucson, Arizonn; and A]buquerque. Ariesin, Moriorly ond Bloomfield, New Mexico,

Jn 2000, we formed a joint venture, NK Asphali Pariners, with a subsidiary of Koch Matérials Company (‘I(uch") o
manufncture snd morkel asphelt and asphalt products in Arizona and Mew Mexico under the name “Koch Asphalt
Solutions — SouthwesL”™ We contnbuied our ssphalt tominal snd asphalt blending mnd modification assels in
Arizona 1o MK Asphell Panners ond Koch contdbuled its New Mexico snd Arizone asphalt manufacturing and
murkeling nssets 1o NK Asphalt Partners. On Jonvary 1, 2002, we sold a 1% equily interest in NK. Asphuli Pariners
In Kaoch, thereby reducing our equity interest from 50% 10 49%. 1o Fehmary 2005, we purchased the 51% interest
owned by Kach in NK Asphali Partners for 516.9 million plus working copital of approximately 35.0 million. This
purchase incressed our ownership in NK Asphall Partners from 49% to 100%. Following the purchase of the 51%
interest from Koch, NK Asphalt Pariners does business under the nuine “Hally Asphalt Company.”

Markels and Competition

The Navajo Refinery primarily serves the prowing southwestern Uniled States morkel, including El Pago, Texas;
:Albuguerque, Monarly and Bloomfield, New Mexico; Phoenix and Jucson, Arizons; nnd ibe northern MexIco
markel. Our products are shipped throuph HEP's pipelines from Arlesin, New Mexico 1o El Fuso, Texas snd Irom
“El Paso 1o Albuguerque and 1o Mexico viz products pipeline systems owned. by FPlains All Amerjcan Pipeline, LP.
{(“Plains") tnd frum E] Paso (0 1ucstn and Phoeni vis © produnis pipeline sysiem owned by ¥anoer Morgon's
SFIF, LP. ("8FPP"). In addition, the Navajo Jefinery transporis pelraleum producis 1o markels in northwest New
‘Mexico and 1o Monarty, New Mexico, nedr Albuquerquc, via HEP's leased pmclmc runmng :ﬁ'nm Chnves County 1p
San Juan County, New Mexaco.

—re

 El Paso Market
The El Puso markel for refined pruducts is currently supplied by a number of vefiners and pipelines. Refiners
include Naovajo, ConocoPhillips, Valero, Alon. and Weslern. Pipelines serving this marke! include Longham,
Magellan, and HEF pipelines. We cumrently supply opproximately 11,600 BFD 1o the El Poso markel, which
accounis for approximately 18% of the refined products consumed in tha! markel.

Arizona Marker o

The Asizons markel for reﬁned pmducts 5 cwmrenlly supplied by 8 number of refiners via pipelines and vueks,

Refiners include companies locoted in west Texas, eustern New Mexico, northern New Mexico, the gulf coes! and

wes| const. 'We currently supply spproximately 47,000 BPD of refingd producis inio the Arizons market, comprised
- primarily of Phoenix and Tucsun which accounts for spproximmely 16% of the refined producls cunsurm:d in that

murkel. . .

New Mexico Markels

The Artesi, Albuguerque, Moriarty and Bloomfield muorkels are supplied by a number of refiners vio pipelines and
trucks. Refiners include Navajo, Valero, Western, Gianl, Alon snd ConocoPhillips. We currently supply
approximetely 21,000 BPFD of refined products 10 the New Mexico market, which accounts Tor approximalely 20%
of the refined producls consumed in thal markel.

_The common carrier pipelines we use la serve the Arizona and New Mezivo murkels are currently operuted al or
nenr capscity and are subject lo proration. As a resull, the velumes of refined products that we and olier shippers
have heep ohle 1o deliver 1o these markels have been Hmiled, 1n 2006, SFFP compleled mn expansion of ils pipeline

" f7om E) Paso 1o the Arizona market. Addionally, SFPP hos announced a fusrther planned expansion of the capaciry
of this pipeline frm El Paso to the Arizona market, with an expecied completion date of Jate 2007, We expect {0
maintain our markel share of the 2007 SFPP expansion and ship eddilional volume to Arizons when ndditiona)

-11-
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ollowing table details the average aggregaie daily number of hairels of petroleurn products transporied on our pipelines in each of
agriods set forth below for Holly and for third parties.

Years Ended December 31,

2006 260501 2004 2003 2003
ned products transported for (bpd):
y 126,929 94,473 65,525 51,456 b5,2¢
1 parties 12} 62,655 . 85,053 29,967 23,469 13,5¢
atal 189,584 159,526 05,492 ° 74,925 M
stal annual barrels in thousands ("mbbls") 69,198 58,227 34,950 27,348 251z

Includes volumes transporied on the pipelines acquired from Alon on February 28, 2005, and volumes Iransporled on the
infermediate Pipelines acquired on July 8, 2005,

Includes Rio Grande Pipeline volumes beginning June 30, 2003, when we increased our ownership from 25% to 70% and began
consolidating the results of Rio Grande Pipeline.

following table sets forth certain operating data for each of our petroleumn product pipelines. Except as shown balow, we own 100%

-efined product pipefines. Throughput Is the total average number of bamrels per day transported on a pipeline, but.does not aggreg

els moved between different polnts on the same pipeline. Revenues refiect tariff revenues generated by barrels shipped from an or
delivery point-on a pipeline. Revenues also include payments made by Alon under capacity lease arrangements on our Orla to E}

- -2 pipeline: Under-these-arrangements; we provide:space-on-our-pipeline for the-shipment-of up-to 20,000 barrels of refined product

Alon pays us whether or not it actually ships the full volumes of refined products it is entitled to ship. To the extent Alon does not u

' apdcily, we are entitied to use it We caleulate the tapatity of our pipelines baszd on the throughput eapacity for barrels of gasoline

valent that may be transported in the existing configuratian; in some cases, this includes the use of drag reducing agents.

Approximate )

. Diamater Length Capac
in-and Destination {inches) Imlies) {bpd
ned Product Pipelines;
sia, NM o Ef Paso, TX & 156 24,0C
sia, NMto Orla, TXio El Paso, TX BZig 215 7O.0%
sia, NM to Moriarty, NM@ 12/8 215 450
arty, NM to Bloorjield, NM - 8 191 ]
Spring, TX to Abilene, TX% 6/3 105 20,00
Spring, TX to Wichita Falls, TX® 618 227 23,0C
1ita Falls, TX to Duncan, OKH 6 a7 ©21,0C
and, TX to Orla, TX4 8/10 135 25,0C
rmediate Product Pipelines: -
nglon, NMto Arfesia, NME 8 85 48,0
ngton, NM o Artesia, NS ' 10 65 72,0C
Grande Pipeline Company:

Grande Pipelinet® 8 248 27,0

Includes 20,000 bpd of capacily on the Orla to El Paso segment of this pipeline that is leased fo Alon under capacity lease
agreements.

The Whita Lakes Junction to Morarty segment of our-Artesia to Moriarly pipeline and our Monan‘y to Bloomiield pipeline is leasec
from Mid-America Pipeline Company, LLC under 2 lang-term lease agreement.

Capacily for this pipaline Is reflecled in the Information for the Artesia to Moriarty pipeline.

Acquired from Alon on February 28, 2005.

Acquired fram Holly on July 8, 2005,

We have a 70% joint venture inlerest in the enlily that owns this pipeline. Capacily reflects a 100% Interest. We increased our
ownership interest in Rio Grande Pipeline Company from 25% to 70% on June 30, 2003.

the years ended December 31, 2006 and 2005, Holly shipped an aggregate of 52.6% and 50.4%, respectively, of the petroleum
lucts transperted on our refined product pipelines and 100% of the petroleum products transported on our Intermediate Pipelines. F
same periods, these pipelines transported approximately 95% of the light refined products produced by Holly's Navajo Refinery.

- .
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REFINING

On December 31, 20086, sur refining operations included 18 refineries in the United States, Canada, end Aruba with a combined total
thronghput capacity of approximately 3.3 million barrels per day (BPD). The following table presents the locutions of these refiveries
and their feedstock throughpot capocities. These copacities exclud

2006.

{(n) “Throughput capacity” sepresents processed crude ofl, intermedintes, and ather feedstocks. Totnl crude oil capncity is

YALERO?S OPERATIONS

As ul Begrmber 31, 2006

Throughput Capucily )
Refinory Locuifun {horrels per day)
L EAB E N
e
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_— . mDelnwamg_ -
e e e N

approximately 2.8 millien BPDY

(8) Reprosents the combined capoeities of bvo refinerics — the Corpus Christi Bast and Corpus Christi West Refineries,

‘We process a wide sate of feedstocks, including sour crnde oils, intermediates, and residual fuel ofl (resid) which can typically be
purchased ot differentinls below West Texas Intermiediate, 2 benchmark crude ofl, In 20086, sour crude oils, acidic sweet crude oils,
and resid represenied 53% of our throughput volumes, sweet crude oils represented 3095, and the remaining 15% was composed of
blendstorks and other feedstocks, Our ability to process significant nmounts of spur crude oils enhances our competitive position in

the industry relative to refiners that pracess primarily sweet crude oils becanse sour crude oils typically can be purchascd ot

differzntials below sweet crude oils.

3

e ony throughpat enhancements completed after December 31,
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Mm-CONTINENT

The fallowing toble presents the percentages of principal charges and yields (on a combined basis) for the four refirieses in this
region For the year ended December 31, 2006. Total throughput volumes for the Mid-Continent refining region aversged 552,000
BPD for the nwelve months ended December 31, 2006. ;

Combined Mid-Continent Region Charges ond Yields
Fiseal 2006 Actusl

5
'k:ialds: T _
T A Pt r el PritER T A
HEkpnddiinesndlblendstocks Tl
" distillntes

=g s

; [
other products petroleum coke,
asphait, and other) D%

Memphis Refinery. Our Memphis Refinery is iocated in Tennessee clong the Mississippi River's Lake Mclellar, It processes
primarily light sweet crude oils. Almast all of its production is light products, including regular and premium gosoiine, diesel, jet
foels, snd petrochemicals. Crude oil is supplied to the refinesy vin the Capline Pipeline ond can also be received, along with other
feedstocks, vis barge. The refinery”s products ere dissibuted vie unck reks at our three product terminads, borges, and a pipeline

directly to the Memphis airport .

McKee Refinery. Our McKee Refinery js located in the Texas Panhandle. It processes primarily sweet crude oils and produces
tonvenhonal gasoline, RBOH, low-sulfur diesel, jet fucls, and asphalt. The refinery has access to crude oil from Texns, Okloboma,
TmEaE, find Colorado throogh third-pasty pipelincs, The refinery also hes zecess at Wichiln #lls, Texos o third-party pipclines that
“transpart crate oil from We Texas Guif Coast and West Texas to the Mid-Conlinent region, The refinery distributes its products
prmonly vin Valero L.P. 5 mpelines 1o markets jo Texas, New Mexico, Arizona, Colorads, and Ukiahoma-

. Limu Refinery. Obr Lima Refinery is located in Ohio between Tdledo and Dayton, 1t enrrently processes primarily light sweet crode
oils. The refinery praduces ronventional gasoline, RBOB, diesel, jet fuels, and petrochemicals. Crede oils are delivered (o the refinery
thronsh the Mid-Valley and Muarethon pipelines. The refinery’s produces are distributed through the Buckeye and Inland pipeline

- systems and by mil and truck 10 markets in Ohia, Indiana, 1llineis, Michigan, and western Pennsylvanin, - .

Ardmare Refinery. Our Ardmore Refinery is located in Ardmore, Oldahomn, approximately 80 miles from Oklahoma City. It
processes medinm sour and light sweet crude ofls into conventional zoseling, Tow-sulfur diesel, ond asphalt. Crude oil is deljverad 1o
the refinery through Valern L.P.’s crude il gathering and trunkline systems, other third-party pipelines, and trucking operations.
Refined products are transporied vie pipelines, milcars, ond trucks, .

7
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Valera CEQ sees fire-damaged refinery back by May 1

Zat Mar 17, 2007 808 PW ET '
(Adds detaif, background throughout, byling)

By Rober Gibbons and Erwin Seba

SAN ANTONIO, March 17 (Reuters) - Valero Energy Corp. <VLO.N Chazirman and Chizf Execulive Bill Klesse said oa Saturday initiat
praducts from the company's lire-damaged 170,000 barrel per day Sunsay, Texas, refinery should begin flowing in ihe first week of April.

*We will have this initial stadup in the 85,000-95,000 barre! a day range,” Klesse lold Reulers.

All uniis except a destroyed residual crude oil processing unit, which have been shul since a Feb, 16 fire, showld be batk in operaiion by
May 7, with toial output betwesn 85,000 135,000 bpad.

The distiltate hydroirealer al the Sunray refinery is expeeied o came on line two weeks after inilial slarl-up. Unlil that hydrotreater is back,
the refinery wan't be ahile {o groduce ullra-low suljuy dissel.

Klesse safd the propang deasphalling unil, vshich processes residual crude oil and where the fire originated, was completely destroy=d.
It wifl be "eight manths to a year” befora they restore the capaclly to process resitual crude oil at the McKes refinery,

Klasse estimaled property damage at ihe refinary to be between $30 million and $40 million, He did not have an esiimate of Jost revonue
dus to the refinery shutdown.

Leading U.5. refiner Valero sees per-barrel crude oil prices renning “in this $55-385 range,” Klessa said,

"'s falrly claar OPEG Is defending an OPEC-basket price in the mid-$50s, which puls {benchmark U.S. cash crude West Texas
Intermediaie) in the 560s,” he said.

Valery sges the world “adequately supplied™ wilh crude oil currenily, Klesse said. "We're not sesing any shorage.”

Rich, gasoline-produsing iight, sweet crude Is being bid up in relalion to other caides because of high gasoline demand, according to
Kliessa,

U.S. elhanol production should meet a mandated target for annual gasoling blendsiock supply of 7.5 bifiion galions by ne later than 2009
and parhaps as early as 2008, well In advance of a 2012 target, Klesse sald.

& Raulers 2007. All righls teserved, Aepubiicalion or redisldbution of Rettars content, including by eathing, iraining or simitar maans, 1s exprassly prokibited
without the prier wiitten consent ol Reuters. Raulers 2nd the Reulers sphera logo are registered trademarks and trademarks of the Hewters group of
companies zround the werld.
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IN UNITED STATES DISTRICT COURT
FOR THE DISTRICT OF NEW MEXICO
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and PUBLIC VERSION

GIANT INDUSTRIES, INC.

Nt S Nt S Nt sl St Nt ot Mgt st Mot N Nt Nt

Defendants,

APPENDIX TO PLAINTIFF’S MEMORANDUM OF
POINTS AND AUTHORITIES IN SUPPORT OF MOTIONS FOR
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1992 HORIZONTAL MERGER GUIDELINES
[WITH APRIL 8, 1997, REVISIONS TO SECTION 4 ON

EFFICIENCIES]

The U.S. Departrment of Justice ("Department") and Federal Trade
Commission ("Commission") today jointly issued Horizontal Merger
Guidelines revising the Department's 1984 Merger Guidelines and the
- Conmmission's 1982 Statement Concerning Horizorital Merger Guidelines.
The release marks the first time that the two federal agencies that share
antitrust enforcement jurisdiction have issued joint guidelines.

Central to the 1992 Department of Justice and Federal Trade C’ommssmn
Horlzontal Merger Guidelines is a recognition that sound merger
enforcement is an essential component of our free enterprise system
benefitting the competitiveness of American firms and the welfare of
American consumners. Sound merger enforcement must prevent
anticornpetitive mergers yet avoid deterring the larger universe of
procompetitive or competitively neutral mergers. The 1992 Horizontal
Merger Guidelines implement this objective by describing the analytical -
foundations of merger enforcement and providing guidance enabling the
business community fo avoid antitrust problems when planning mergers.

- The Department first released Merger Guidelines in 1968 in order to inform
the business community of the analysis applied by the Department to
mergers under the federal antitrust laws. The 1968 Merger Guidelines
-eventually fell into disnse, both internally and externally, as they were
eclipsed by developments in legal and economic thinking about mergess.

In 1982, the Department released revised Merger Guidelines which,
reflecting those developments, departed drarnatically from the 1968 version.

~ Relative to the Department;s actual practice, however, the 1982 Merger
(Guidelines represented an evolutionary not revelutionary change. On the
same date, the Commission released its Statement Concerning Horizontal
Mergers highlighting the principal considerations guiding the Commission's -
horzontal merger enforcement and noting the "considerable weight" given
by the Commission to the Department's 1982 Merger Guidelines.

The Department's current Merger Guidelines, released in 1984, refined and
clarified the analytical framework of the 1982 Merger Guidelnes. Although
the agencies' experience with the 1982 Merger Guidelines reaffirmed the
soundness of its underlying principles, the Department concluded that there
remained room for improvement.

The revisions embodied in the 1992 Horizontal Merger Guidelines reflect
the next logical step in the development of the agencies' analysis of mergers.
They reflect the Department's experience in applying the 1982 and 1984
Merger Guidelines as well as the Commission's experience in applying those
guidelines and the Commission's 1982 Statement. Both the Department and
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to create or enhance market power or to facilitate its exercise.

1. MARKET DEFINITION, MEASUREMENT AND
CONCENTRATION

1.0 Overview

- A merger 15 unlikely to create or enhance market power or to facilitate its
exercise unless it significantly increases concentration and resulfs in a

concenirated market; properly defined and measured. Mergers that either do

not significantly increase concentration or do not result in a concentrated
market ordinarily require no further analysis.

The analytic process described in this section ensures that the Agency
evaluates the likely competitive impact of a merger within the context of
economically meaningful markets—i.e., markets that could be subject to the
exercise of market powes. Accordingly, for each product or service
(hereafter "product") of each merging firm, the Agency seeks to definea
market in which firms could effectively exercise market power if they WEre
able to coordinate their acttons

‘Market definition focuses solely on demand substitution factors—i.e.,
possible consumer responses. Supply substitution factors—i.e., possible
production responses--are considered slsewhere in the Guidelines in the
identification of firms that participate in the relevant market and the analysis

of entry. See Sections 1.3 and 3. A_maﬂ(ﬂjﬁ_dﬁﬁnﬂd_ﬂﬁ_a_plnﬂjlﬂw
. of productg and a geggzaphw area i which it is produced or sold such that a
the only present and future produger ar sellgr of those prodyucts in that area

likelv would impaose ! ieni itory"
INCrease in price, assumin

constant. A relevant market is a group of products and a geographic area
that is no bigger than necessary to satisfy this test. The "small but significant
and non-transitory" increase in price is employed solely as a methodological
tool for the analysis of merpers: it is not a tolerance level for price increases.

Absent price discrimination, a relevant market is described by a product or
group of products and a geographic area. In determining whether a
hypothetical monopolist would be in a position to exercise market power, it
is necessary to evaluate the likely demand responses of consumers to a price
increase. A price increase could be made unprofitable by consumers either

“switching to other products or switching to the same product produced by
firms at other locations. The nature and magnitude of these two types of
demand responses respectively determine the scope of the product market
and the geographic markei.

In contrast, where a hypothetical monopolist likely would discriminate in
prices charged to different groups of buyers, distinguished, for example, by
their uses or locations, the Agency may delineate different relevant markets
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- corresponding to each such buyer group. Competition for sales to each such
group may be affected differently by a particular merger and markets are
delineated by evaluating the demaﬁd_ response of each such buyer group. A
relevant market of this kind is described by a collection of products for sale
to a given group of buyers. '

Once defined, a relevant market must be measured in terms of 1ts
participants and concentration. Participants include firms currently
producing or selling the market's products in the market's geographic area.
In addition, participants may include other firms depending on their likely
~ supply responses 'to a "small but significant and nontransitory” price
mcrease. A firm is viewed as a participant if, in response to a "small but .
significant and nontransitory” price increase, it likely would enter rapidly
into production or sale of a market product in the market's area, without
incurring significant sunlk costs of entry and exit. Firms likely to make any
of these supply responses are considered to be "uncommitted” entrants
because their supply response would create new production or sale in the
relevant market and because that production or sale could be quickly
termmnated without significant toss. {2

Uncommitted entrants are capable of making such quick and uncommitted
supply responses that they likely mfluenced the market premerger, would
influence it post-merger, and accordingly are considered as market

- participants at both times. This analysis of market definidon and market -
measurement applies equally to foreign and domestic firms. '

If the process of market definition and market measurement identifies one or
more relevant markets in which-the merging firms are both participants, then
- the merger is considered to be horizontal. Sections 1.1 through 1.5 describe
in greater detail how product and geographic markets will be defined, how
miarket shares will be calculated and how market concentration will be
assessed.

1.1 Product Market Definition

The Agency will first define the relevant product market with respect to
each of the products of each of the merging fFrms. )

1.11 General Standards

Absent price discrimination, the Agency will delineate the product market to
be a product or group of products such that a hypothetical profit-maximizing
firm that was the only present and future seller of those products
("monopolist") likely would impose at least a "small but significant and
nontransitory” mcrease in price. That s, assuming that buyers likely would

. tespond to an increase in price for a tentatively identified product group

anly by shifting to other products, what would happen? If the alternatives
were, in the aggregate, sufficiently atiractive at their existing terms of sale,
an attempt lo raise prices would result in a reduction of sales large enough
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of their relative advantages in serving different buyers or groups of buyers.
Physical capacity or reserves generally will be used if it is these measures

that most effectively distinguish firms. (2 Typically, anmual data are used,
- but where individual sales are large and infrequent so that annual data may
be unrepresentative, the Agency may measure market shares over a longer
period of time.

In measuring a firm's market share, the Agency will not include its sales or

~ capacity to the extent that the firm's capacity is commuited or so profitably
employed outside the relevant market that it wonld not be available to

respond to an increase in price i the market. :

1.42 Price Discrinﬁnaﬁon Markets

When markets are defined on the basis of price discrimination (Sections
1.12 and 1.22), the Agency will include only sales likely to be made into, or
capacity likely to be used to supply, the relevant market in response to a
"small but significant and nontransitory” price increase.

1.43 Special Factors Affecting Foreign Firms

Market shares will be assigned to foreign competitors in the same way in
which they are assigned to domestic competitors. However, if exchange
rates fluctuate significantly, so that comparable dollar calculations on an
annual basis may be unrepresentative, the Agency may measure market
shares over a period longer than one year.

If shipments from a particular conntry to the United States are subject to a
quota, the market shares assigned to firms in that country will not exceed the

amount of shipments by such firms allowed under the quota.ﬂ—ﬁl

In the case of restraints that limit imports to some percentage of the total
amount of the product sold in the United States (i.e., percentage quotas), a
domestic price increase that reduced domestic consnmption also would
reduce the volume of imports into the United States. Accordingly, actual
import sales and capacity data will be reduced for purposes of calculating
market shares. Finally, a single market share may be assigned to a cmmu‘y
or group of countries if firms in that country or group of countries act in
coordinatiomn.

1.5 Concentration and M arket Shares

Market concentration is a function of the mumber of firms in a market and
their respective market shares. As an aid 1o the interpretation of market data,
the Agency will use the Herfindahl-Hirschman Index ("HHI") of martket
conceniration. The HHI is caleulated by summing the squares of the

individual market shares of all the parhc:1pants.f—1 Unlike the four-firm
concentration ratio, the HHI reflects both the distribution of the market
shares of the top fou;‘ firms and the composition of the market outside the
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top four firms. It also gives proportionately greater weight to the market
shares of the larger firms, in accord with their relative importance in
competitive mteractions.

The Agency divides the spectrum of market concentration as measured by
the HHI mio three regons that can be broadly characterized as )

unconcentrated {(HHI below 1000), moderately concentrated (HHI between

1000 and 1800), and Inghly concentrated (HHI above 1800)- Although the?
resultmg regions provide a useful framework for merger analysis, the
.numerical divisions suggest greater precision than 1s possible with the:
‘available economic tools and mnformation. Other things being equal, cases
falling just above and Just below a threshold present comparable competiive

1851168,

1.51 Genera] Standards

In evaluating horizontal mergers, the Agency will consider boththe post-
‘merger market concentration and the increase in concentration resulting’

from the 1'm3r,g,rer.ﬂS’J

Market concentration 15 a usefil indicator of the likely potential competitive
effect of a merger. The general standards for horizontal mergers are as -
follows:

a) Post-Merger HHI Below 1000. The Agency regards markets in
this region to be unconcentrated. Mergers resulting in
unconcentrated markets are unlikely to have adverse competiive
effects and ordinarily require no further analysis.

b) Post-Merger HHI Between 1000 and 1800. The Agency
regards markets i this region to be moderately concentrated.
Mergers producing an increase in the HHI of less than 100 points
in moderately concentrated markets post-merger are unlikely to
have adverse competitive consequences and ordinarily require no
further analysis. Mergers producing an increase in the HH1 of
more than 100 points in moderately concentrated marlets post-
merger potentially taise significant competitive concerns
depending on the factors set forth in Sections 2-5 of the

- Guidelines.

"c) Post-Merger HHI Above 1800. The Apency regards markets in -
1l1is region to be highly concentrated. Mergers producing an
- mcrease in the HHI of less than 50 points, even in highly

concenirated markets post-merger, are unlikely to have adverse
competitive consequences and ordinarily require no further
analysis. Mergers producing an increase in the HHI of more than
50 points in highly concentrated markets post-merger potentially
raise significant competitive concerns, depending on the factors
set forth in Sections 2-5 of the Guidelines. Where the post-mmerger
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HHI exceeds 1800, it will be presumed that mergers producing an
mcrease m the HHI of more than 100 pomts are likely to create or-
enhance market power or facilitate 1ts exercise. The presumption
may be overcome by a showing that factors set forth in Sections
2-5 of the Guidelines malke it unlikely that the merger will create
or enhance market power or facilifate its exercise, in light of
maﬂcat concentration and market shares.

5'7 F actors Affecting the Significance of Market Shares and
Coneentration

The post-merger level of market concentaﬁon and the change in
concentration resulting from a merger affect the degree to which a merger
raises competitive concerns. However, in some situations, market share and
marlet concentration data may either understate or overstate the likely
future competitive significance of a firm or firms in the market or the impact
- .of a merger. The following are examples of such sitnations.

1.521 Changipg Market Conditions

* Market concentration and market share data of necessity are based on
historical evidence. However, recent or ongoing changes in the market may
indicate that the current market share of a particnlar firm either understates.
or overstates the firm's future competitive significance. For example, ifa
new technology that is important to long-term competitive viability is
- available to other firms in the market, but is not available to a particular
 firm, the Agency may conclude that the historical market share of that firm -
" overstates its future competitive significance. The Agency will consider -
. reasonably predictable effects of recent or ongoing.changes in market
. conditions in interpreting market concentration and market share data.

1 522 Degree of Diiference Between the Products and Locations in the
Market and Substitutes Outside the Market .

All else equal, the magnitude of potential competiﬁve harm from a merger is
greater if a hypothetical monopolist would raise price within the relevant
market by substannal]y more than a "small but significant and
noniransitory" amount. This may oceur when the demand substitutes outside
the relevant market, as a group, are not close substifutes for the products and
locations within the relevant market. There thus may be a wide gap in the -
.chain of demand substitutes at the edge of the product and geographic’ '

~ market, Under such circurnstances, more market power is at stake in the
relevant market than in a market in which a hypothetical monopolist would
raJse pnce by exactly five percent.

2 THE POTENTIAL ADVERSE COMPETITIVE EFFECTS OF
M]]RGERS

2.0 Overview
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- Other things being equal, market concentration affects the 1ikelihood that
one firm, or @ small group of firms, could successtully exercise market
POWET. TF smaller the percentage of total supply that a firm controls, the

. more severely 1t must restrict its own output 1n order to produce a given

. price increase, and the less [Tkely 1t is that an outpuf testriction will be

. profitable. If collective action 1s necessary for the exercise of market power,
as the number of firms necessary to control a given percentage of total
supply decreases, the difficulties and costs of reaching and enforcing an
understanding with respect to the control of that supply might be reduced.

. - However, market share and concentration data provide only the starting
point for analyzing the competitive impact of a merger. Before determining
whether to challenge a merger, the Agency also will assess the other market

_factars that pertain to competitive effects, as well as entry, efficiencies and
failure. :

This section considers some of the potential adverse competitive effects of
mergers and the factors in addition to market concentration relevant to each.
Because an mdividual merger may fhreaten to harm competiton through
more than one of these effects, mergers will be analyzed in terms of as many
potential adverse competitive effects as are appropnata Entry, efficiencies,
-and failure are treated in Sections 3-5.

2.1 Lessening of Competition Through Coordinated Interaction

A merger may diminish competition by enabling the firms selling in the
.Televant market more Iikely, more successfully, or more completely to

engage m coordinated mteraction that harms consumers. Coordinated
1nteraction 15 comprised of actions by a group of firms that are profitable for

‘each of them only as a result of the accommodating reactions of the others.
This behavior mclndes tacit or express collusion, and may or miay not be
Jawiul m and of 1tsell.

Successfil coordinated interaction entails reaching terms of coordination

" that are profitable to the firms mvolved and an ability to detect and punish
‘deviations that would undermine the coordinated interaction. Detection and
punishment of deviations ensure that coordinating firms will find it more
profitable to adhere 10 the terms of coordination than to pursue short-term
profits from deviating, given the costs of reprisal. In this phase of the

- analysis, the Agency will examine the extent to which post-merger market
conditions are conducive to reaching terms of coordination, detecting
deviations from those terms, and punishing such deviations. Depending
upon the circumstances, the following market factors, among others, may be
relevant: the availability of key information concerming market conditions,
transactions and individual competitors; the extent of firmm and product
heterogeneity; pricing or marketing practices typically employed by firms in
the market; the charactenstics of buyers and sellers; and the charactenstics
of typical transactions.

- Certain market conditions that are conducive to reaching terms of
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coordination also may be conducive to detecting or punishing deviations
from those terms. For example, the extent of information available to firms
n the market, or the extent of homogeneity, may be relevant to both the
ability to reach terms of coordination and to detect or punish deviations ,
from those ferms. The exient to which any specific market condition will be
~televant to one or more of the conditions necessary to coordinated
interaction will depend on the circumstances of the particular case.

© It is likely that market conditions are conducive to coordinated interaction

- when the firms in the market previously have engaged in express collusion

and when the salient characteristics of the market have not changed

appreciably since the most recent such incident. Previous express collusion

in another geographic market will have the same weight when the salient

characteristics of that other market at the time of the collusion are
commparable to those in the relevant market. '

In analyzing the effect of a particular merger on coordinated interaction, the
Apency 1s mindful of the difficulties of predicting likely future behavior
based on the types of incomplete and sometimes contradictory information
typically generated in merger investigations. Whether a merger is likely to
diminish competition by enabling firms more likely, more successfilly or
more completely to engage in coordinated interaction depends on whether
market conditions, on the whole, are conducive to reaching terms of
coordimation and detecting and punishing deviations from those terms.

~ 211 Conditions Conducive to Reaching Terms of Coordination .

Firms coordinating their interactions need not reach complex terms
concerning the allocation of the market output across firms or the level of
- the market prices but may, instead, follow simple terms such as a common
price, fixed price differentials, stable market shares, or customer or
territorial restrictions. Terms of coordination need not perfectly achieve the
monopoly outcome In order to be harmful to consumers. Instead, the terms
of coordination may be imperfect and incomplete -- inasmuch as they omit
some market participants, omit some dimensions of competition, omit some
customers, yield elevated prices short of monopoly levels, or lapse into
episodic price wars--and still result in significant competitive harm. At some
point, however, imperfections cause the profitability of abiding by the terms
of coordination to decrease and, depending on their extent, may make
coordinated interaction unlikely in the first instance.

Marlket conditions may be conducive to or hinder reaching terms of
coordination. For example, reaching terrns of coordination may be
facilitated by produoct or firm homogeneity and by existing practices among
firms, practices not necessarily themselves antitrust violations, such as
standardization of pricing or product variables on winch firms could
compete. Key information about rival firms and the market may also
facilitate reaching termis of coordination. Conversely, reaching terrns of
coordination may be limited or impeded by product heterogeneity or by
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firms having substantially incomplete information about the conditions and
* prospects of their rival's businesses, perhaps because of important
differences among their current business operations. In addition, reaching
terms of coordination may be limited or-impeded by firm heterogeneity, for
example, differences in vertical integration or the production of another
~product that tends to be used together with the relevant product.

2.12 Conditions Conducive to Detecting and Punishing Deviations

Where market conditions are conducive to timely detection and punishment
of significant deviations, a firm will find it more profitable to abide by the’

- terims of coordination than to deviate from them. Deviation from the terms
of coordination will be deterred where the threat of punishment is credible.
Credible punishment; however, may not need to be any more complex than
temporary abandonment of the terms of coordination by other firms in the
market.

Where detection and punishment likely would be rapid, incentives to deviate
are diminished and coordination is likely to be successful. The detection and
punishment of deviations may be facilifated by existing practices among
firms, themselves not necessarily antitrust violations, and by the
characieristics of typical transactions. For example, if key information about
specific transactions or individual price or output levels is available
routinely to competitors, it may be difficult for a firm to deviate secretly. It
orders for the relevant product are frequent, regular and small relative to the
total output of a firm in a market, it may be difficult for the firm to deviate
in a substantial way withonut the kngwledge of rivals and without the
opportunity for rivals to react. If demand or cost fluctuations are relatively
infrequent and small, deviations may be relatively easy to deter.

By confrast, where detection or punishment 1s likely to be slow, incentives
to deviate are enhanced and coordinated interaction is unlikely to be
snccessful. If demand or cost fluctuations are relatively frequent and large,
deviations may be relatively difficult to distinguish from these other sources-
of market price fluctuaiions, and, in consequence, deviations may be
telatively difficult to deter.

In certain circumstances, buyer characteristics and the nature of the
procurement process may affect the incentives to deviate from terms of
coordination. Buyer size alone is not the determining characteristic. Where
large buyers likely would engage in lonp-term contracting, so that the sales’
covered by such contracts can be large relative to the total output of a firm
m the market, firms may have the incentive to deviate. However, this only
can be accomplished where the duration, volume and profitability of the -
business covered by such contracts are sufficiently large as to make
deviation more profitable in the Jong term than honoring the terms of
coordination, and buyers likely would switch suppliers.

In some circumstances, coordinated interaction can be effectively prevented

PX04051-018



or limited by maverick firms--firms that have a greater economic incentive
to deviate from the terms of coordination than do most of their rivals (e.g.,
firms that are unusually disruptive and competitive influences in the
market). Consequently, acquisition of a maverick firm 35 one way in which a
merger may make coordinated interaction more likely, more successfnl; or
‘more complete. For example, in a market where capacity constraints are
significant for many competitors, a firm is more likely to be a maverick the
greater 1S 715 excess or divertable capacity 1n relation to its sales or its totdl§
capacity, and the Jower are its direct and opportunity costs of expanding ™

sales in the relevant market U2

This 15 50 because a firm's incentive to deviate from price-elevating and
output-limiting terms of coordination is greater the more the firm s able
profitably to expand its output as a proportion of the sales it would obtain if
it adhered to the terms of coordination and the smaller 1s the base of sales on

which 1t enjoys elevated profits prior to the price cutting deviation. 2 A

* firm also may be a2 mavericlk if it has an unusual ability secretly to expand its
sales in relation to the sales it wonld obtain if it adhered to the terms of
coordination. This ability might arise from opportunities to expand captive
production for a2 downstream affiliate.

2.2 Lessening of Competition Through Unilateral Effects

A merger may diminish competition even if it does not lead to increasaed
likelihood of successfil coordinated interaction, because merging firms may
find it profitable to alter their behavior unilaterally following the acquisition
by e]cvating price and suppressing output. Unilateral competitive effects can
arise in a variety of different settings, In each setting, particular other factors
. describing the relevant market affect the likelihood of unilateral competitive
effects. The settings. differ by the primary characteristics that distinguish
firms and shape the nature of their commpetition.

2.21 Firms Distinguished Primarily by Differentiated Products

In some markets the products are differentiated, so that products sold by
different participants in the market are not perfect substitutes for one
another. Moreover, different products in the market may vary in the degree
of their substitutability for one another. In this setting, competition may be
non-uniform (i.e., localized), so that individual sellers compete hore

duecﬂy with those rivals selling closer substitutes. ah

A merger between firms in a market for differentiated products may

- diminish compe’uh on by enabling the merged firim to profit by unil atarally
taising the price of one or both products above the premerger level. Some of
the sales loss due to the price nse merely will be-diverted to the product of
the merger partner and, depending on relative margins, capturing such sales
loss through merger may male the price increase profitable even though it
would not have been profitable premerger. Substantial unilateral price
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repositioning ther product 11'm35,{33—’J

In markets where 1t is costly for buyers to evaluate product quality, buyers
who consider purchasing from both merging parties may limit the total
number of sellers they consider. If either of the merging firms would be

~ replaced 1n such buyers, consideration by an equally competitive seller not
formerly considered, then the merger is not likely to lead to a unilateral
elevation of prices.

2.22 Firms Distinguished Primarily by Their Cap:icities

‘Where products are relatively undifferentiated and capacity primanly
disgnguishes firmms and shapes the nature of their competifion, the merged
firm may find 1t profitable unilaterally to rajse price and suppress output
The merger provides the merged firm a larger base of sales on which to
enjoy the resulting price rise and also eliminates a competitor to which
customers otherwise would have diverted their sales. Where the merging
firms have a combined market share of at least thirty-five percent, merged
firms may find 1t profitable to raise price and reduce joint cntput below the
sum of their premerger outputs because the lost markups on the foregone
sales may be outweighed by the resulting price increase on the merged base
of sales.

This upilateral effect is unlikely unless a sufficiently large number of the
merged firm's customers would not be able to find economical altemative
sources of supply, 1.e., competitors of the merged firm likely would not
respond to the price increase and output reduction by the merged firm with
increases in their own outputs sufficient in the agpgregate to make the
unilateral action of the merged firm unprofitable. Such non-party expansion
is unlikely if those firms face binding capacity constraints that could not be
economically relaxed within two years or if existing excess capacity is -

significantly more costly to operate than capacity currently in nse. 24
- 3. ENTRY ANALYSIS
3.0 Overview

A merger is not likely to create or enhance market power or to facilitate its
exercise, if eniry into the market is so easy that market participants, after the
merger, either collectively or unilaterally could not profitably maintaina
price increase above pfamerger levels. Such entry likely will deter an
anticompetitive merger in its incipiency, or deter or counteract the
competitive effects of concern.

Entry is that easy 1f entry would be timely, likely, and sufficient in its
magnitude, characier and scope to deter or counteract the competiive effects
of concern. In markets where eniry 18 that easy (i.e., where eniry passes
these tests of timeliness, likelihood, and sufﬁcaency) the merger raises no
antitrust concern and ordinarily requires no further analysis.
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- The committed entry treated in this Section is defined as new competition

that requires expenditure of significant sunk cosis of entry and exit. %) The
Agency employs a three step methodology to assess whether committed
. entry would deter or counteract a competitive effect of concern.

The first step assesses whether entry can achieve significant market impact
within a timely period. If significant market impact would require a longer
period, entry will not deter or counteract the competitive effect of concern.

_ - The second step assesses whether committed entry would be a profitable
and, hence, a likely response to a merger having competitive effects of
concern. Firms considering entry that requires significant sunk costs must
evaluate the profitability of the entry on the hasis of long term participation
n the market, because the underlying assets will be commmnitted to the market
until they are economically depreciated. Entry that is sufficient to counteract
the competitive effects of concem will cause prices to fall to their premerger
levels or lower. Thus, the profitability of such committed entry-must be
determmned on the basis of premerger market prices over the long-term.

A merger having anticompetiive effects can attract committed entry,
profitable at premerger prices, that would not have occurred premerger at
these same prices. But following the merger, the reduction in industry output
and increase in prices associated with the competitive effect of concern may
allow the same entry to occur without driving market prices below’
premerger levels. After a merger that results in decreased output and
mcreased prices, the likely sales opportunities available to entrants at
premerger prices will be larger than they were premerger, larger by the
output reduction caused by the merger. If entry could be profitable at
premerger prices without exceeding the likely sales opportunities—
opportunities that include pre-existing pertinent factors as well as the
merger-induced output reduction—then such entry is likely in response to the
INETRET, .

The third step assesses whether timely and likely entry would be sufficient
to return market prices to their premerger levels. This end may be
accomplished either through multiple eniry or individual entry at a sufficient
scale, Entry may not be sufficient, even thongh timely and likely, where the
constraints on availability of essential assets, due to incumbent control,
make it impossible for entry profitably to achieve the necessary level of
sales. Also, the character and scope of entrants' products might not be fully
responsive to the Jocalized sales opportunities created by the removal of
direct competition among sellers of differentiated products. In assessing
whether entry will be timely, likely, and sufficient, the Agency recognizes
that precise and detailed mformation may be difficult or impossible to
obtain. In such instances, the Agency will rely on all available evidence
bearing on whether entry will satisfy the conditions of timeliness,
Iikelihood, and sufficiency. ' :

3.1 Entry Alternatives
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The Agency will exarmne the timeliness, likelihood, and sufficiency of the

- means of entry (entry alternatives) a potential entrant might practically
employ, without attempting to identify who might be potential entrants. An
entry alternative is defined-by the actions the firm must take in order to

_ produce and sell in the market. All phases of the entry effort will be

. considered, including, where relevant, planning, design, and management;
permitting, licensing, and other approvals; construction, debugging, and

" operation of production facilities; and promotion (including necessary

. introductory discounts), marketing, distribution, and satisfaction of customer
testing and qualification quuiraments-g‘@‘

Recent examples of entry, whether successful or unsuccessiul, may provide
a useful starting pomt for 1dentifying the necessary actions, time
requirements, and characteristics of possible entry alternatives.

3.2 Timeliness of Entry

fln order to deter or connteract the competitive effects of concern, entrants
quickly must achieve a significant impact on price in the relevant market.
The Agency generally will consider timely only those committed entry
alternatives that can be achieved within two years from initial planning to

significant market impact;@' Where the relevant product is a durable good,
CODSWINETS, in Tesponse to A significant commitment to entry, may defer
purchases by making additional investments to extend the useful life of
. previously purchased goods and in this way deter or counteract for a time

. the competitive effects of concem. In these circumstances, if entry. only can
oceur outside of the two year period, the Agency will consider entry tobe
timely so long as 1t would deter or counteract the competitive effects of

" concern within the two year period and subsequently.

3.3 Likelihood of Entry

Am entry alternative is likely if it would be profitable at premerger prices,

and if such prices could be secured by the entrant. 28 The committed
entrant will be unable to secure prices at premerger levels if its output is too
large for the market to absorb without depressing prices further. Thus, entry
is unlikely if the minimum viable scale is larger than the likely sales
opportunity avatlable to entrants.

_ Minirmum viable scale is the smallest average annual level of sales that the
committed entrant must persistently achieve for profitability at premerger
prices. (32 Minirmum viable scale is 2 function of expected revenues, based

UPON PrEmEerger prices, (30)

and all categories of costs associated with the entry alternative, including an
appropriate rate of return on invested capital given that entry could fail and

sunk costs, if any, will be ]ost-@l’
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Sources of 5ales opportunities available to entrants inchide;

(a) the output reduciion associated with the competitive effect of

.
concem,@“—)

(b) antfan‘ts’ ability to capture a share of reasonably expected
* growth in market demand,Z3!

(c) entrants' ability securely to divert sales from incumbents, for
example, through vertical imtegration or through forward
contracting, and (d) any additional anticipated contraction in

‘incumbents’ putput in response to en t:ry.-{lﬂj- Factors that reduce
the sales opportunities available to entrants include: (a) the
prospect that an enirant will share in a reasonably expected
decline in market demand, (b) the exclusion of an entrant from a
portion of the market over the long term because of vertical
integration or forward confracting by incumbents, and (c) any
anticipated sales expansion by incumbents in reaction to entry,
either generalized or targeted at customers approached by the
entrant, that utilizes prior irreversible investments in excess
production capacity. Demand growth or decline will be viewed as

* relevant only if total market demand is projected to experience
Jong-lasting change during at least the two year period following
the competitive effect of concern.

3.4 Sufficiency of Entry

Inagmuch as multiple entry genefzﬂ]y 1s possible and individual.entrants may

" flexably choose their seale, commutted entry generally will be sutficient to

deter or counteract the competitive effects of concern whenever entry 15
Iikely under the analysis of Section 3.3. However, entry, although Jikely,

- wiil not be sufficient if; as a result of incumbent control, the tangible and
intangible assets required for entry are not adequately available for entrants
to respond fully to their sales opporfiunities. In addition, where the
competitive effect of concem is not uniform across the relevant market, in
order for eniry to be sufficient, the characler and scope of entrants’ products
must be responsive to the localized sales opportunities that include the

~output reduction associated with the competitive effect of concern. For
example, where the concern is unilateral price elevation as a result of a
merger between producers of differentiated products, entry, in order to be
sufficient, must involve a product so close to the products of the merging
firms that the merged firm will be unable to internalize enough of the sales
loss due to the price tise, rendering the price increase unprofitable.

4. Efficiencies

Competition usually spurs firms to achieve efficiencies internally.
Nevertheless, mergers have the potential to generate significant efficiencies
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by permitting a better utilization of existing assets, enabling the combined
firm to achieve lower costs in producing a given gquanhbty ang qualify than
either firm could have achieved without the proposed ransaction. Indeed,
the primary benefit of mergers to the economy is their poten’nal to generate
such efficiencies. |

" Efficiencies generated through merger can enhance the merged firm's abiﬁty '

- and incentive to compete, which may result in lower prices, m]proved
quality, enhanced service, or new products. For example, merger-generated
- efficiencies may enhance conipetition by permitting two ineffective {e.g.,
high cost) competitors to become one effective (e.g., lower cost) competitor.
In a coordinated interaction context (see Section 2.1), marginal cost
reductions may make coordination less likely or effective by enhancing the
meentive of a maverick to lower price or by creating a new maverick firm.
In a unilateral effects context (see Section 2.2), marginal cost reductions

- may reduce the merged firm's incentive to elevate price. Efficiencies also

. may result in bepefits m the form of new or improved products, and
efficiencies may result in benefits even when price 1s not immediately and
directly affected. Even when efficiencies generated through merger enhance
a firm's ability to compete, however, a merger may have other effects that

- may lessen competition and nitimately may make the mergar :
anticompetitive.

The Agency will consider only those efficiencies likely to be accomplished
with the proposed merger and unlikely to be accomplished in the absence of
elther the proposed merger or another means having comparable

anticompetitive effects. These are tenmed mer ger-specific efficiencies. (35)
Only allernatives that are practical in the business situation faced by the

. merging firms will be considered in making this determination; the Apency
will not insist upon a less resirictive alternative that is merely theoretical,

Efficiencies are difficult to verify and quantify, in part because much of the
mformation relating to efficiencies is uniquely in the possession of the
merging frms. Moareover, efficiencies projected reasonably and in good
faith by the merging firmms may not be realized. Therefore, the merging firms
must substantiate efficiency claims so0 that the Agency can verify by
reasonable means the likelihood and magnitude of each asserted efficiency,
how and when each would be aclueved (and anv costs of doing 50). how

each would enhance the merged irm’s ability and incentive to compete, and

why each would be merger-specific. Efficiency claims will not he _
considered if they are vague or speculative or otherwise cannot be verified
by reasonable means.

Cognizable efficiencies are merger-specific efficiencies that have been
-verified and do not anse from anticompetitive reductions in output or
service. Cognizable efficiencies are assessed net of costs produced by the
merger or incurred in achieving those efficiencies.

The Agency will not challenige a merger if cognizable efficiencies are of a
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