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I. INTRODUCTION AND SUMMARY

By letter dated January 15, 1982, addressed to Chairman Miller, the Chairmen and
Ranking Minority Members of the Senate and House Judiciary and Commerce“
Committees reqiiested that the Federal Trade Commission conduct an. investigation of
mergers and acquisitions involving large oil companies. The Senators and Congressmen
noted a percepti;n that merger activity by petroleum companies had increased and that

several members of Congress had sponsored legislation to impose a moratorium on oil
comb&ny mergers.
| The letter requesting the study suggested that the inquiry focus on the following
issues;

" . (1) the numbers and size and a description of the terms of such
mergers in each of the last ten years; (2) factors influencing
such mergers, including the role of oil price decontrol, and the
causes for their recent acceleration in number; (3) the impact
on competition and on the-availability and prices of petroleum
products to consumers; (4) the effect of acquisitions in
diverting investment capital for the exploration for and
development of energy sources; (5) the extent of concentration
in each major sector of the petroleum industry, the impact of
such concentration on competition, and the impact of mergers
on concentration levels; (6) the transactional costs of such
mergers, including fees to lawyers, investment bankers, and
accountants, and the time expended by company officials in
connection with the transaction; and (7) the extent of any
asserted efficiency justifications for such mergers.

In preparmg this report, the Commission has relied on data from a variety of
internal and external sources. One important source is the information subpoenaed in a
}num.bver of past investigations and litigations concerning the oil industry. These materlals
w»ere supplemented by data obtained from the Department of Energy, responses to
questlonnalres sent out to 21 oil companies, interviews w1th members of the mdustry,
pubhshed sources of petroleum qustry data, and statistical studies relating to

PR

acqu1s1tlons and competitive activities in the oil mdustry.

Section I of this study is a brief overvxew that provides background information

on the petroleum industry. As_ discussed in that section, the industry includes the



" exploration for and the produétion of crude oil, the refining of crude oil into various
products, transportation of crude oil aﬁd refined products, and the distribution and sale
of refined prdducts, |

Section I of the study provides the results of two studies undertaken by the
Commission in response to the first component of the Congressional inquiry. The first
study examines acquisitions by large petroleum companies from 1971 through 1981. This
study indicates that there has been an increase in the acquisition acti\}ity of large
petroleum companies since 1978. An important part of this increase can be‘ accounted
for by three particularly large acquisitions, suggesting thaf an exarpination of the reasons
undeflyirig particuiar transactions may be as informative as a search for general reasons
for increased "merger activity in this area. Acquisitions of fossil fuel deposits also
figured promiriantly in this incfeased acquisition activity. The second study reported in
Section III corﬁpares the level of acquisitions by large Qi-i companies from 1979 to 1981
with the i;ével of {acqufsitiqns by a sample of other 1'arge firms over the same time
period. This study also shows that the large petroleum_ companies engaged in greater
acquisition activity after 1978, particularly when comparedv with ‘a sample of
nonpetroleum 'comp.anies. When compared with other types of _companies, large
petr'oleum companies' increased acquisi'tion activity was’ markédly directed towards
acquisitions of fossil fuel. deposité. In terms of ownership of domestic crude oil reserves,
these acquisitions had only minor effects on concentration.

Section IV of this study discusses .and'evaluates factofs’ that underlie a firm's
decision to make an acquisition, with special attention devbted to the potential
incentives for oil industry mergebs and acquisitions. This section responds to the second,
_ fourth, sixth, and seventh Congressional inquiries. Mergers and acquisitions are
presumably effected. to maximize profits (in a general sense), and can accomplish this
goal in a number of ways. Among the goals commonly cited are .increased .efficienéy,

increased market power, regulatory and tax considerations, the capture of "undervalued



assets", subjective management objectives, and a response to special financial factors.

Although some met'gers may be stimulated primarily by anticompetitive motivations,
such mergeré have almost certainly been greatly reduced by antitrust enforecement.
‘Nonetheless, mergers stimulated primarily by other factors may have important
"eompetition implications, justifying scrutiny by antitrust authorities. |
Price regulation and allocation of petroleum dqring the 1970's may have affected
incentives for merger and acquisition activity. The recent "windfall profits tax" also had
some effects upon incentives to merge. While it reduced the profitability of some types
of efficiencies captured by merger activity, the tax also increased the rewards to certain
forms of enhanced recovery that might result from mergers. Other tax inc_entives may
stimulate mergers and acquisitions, including tax loss carry-forwards and tax-free
. exchanges. ‘
One prominent motivation for mergers is the acquiring firm's belief that the stoek -
-.of a target company is undervalued. Acquisitions of fossil fuellreserves have figured
prominantly in the increased acquisition activity of major oil companies, indicatihg,
evidently, that large oil companies have expectations about the future trend of oil prices
whieh differ frpm those of the "market" in general. Only time will tell whether these
different expectations were justified. | |
While profits and cash flows to the oil industry have increased significa_nﬂy in the
1970's, the: connection between cash flows and -m_ergers is less than clear. Oil industry
investments and acquisitions Both increased during the past decade. = However,
acquisitions were not a major. factor in oil industry growth.
| Section V of the study discusses transaction costs associated with oil company
acquisitions, as requested by the sixth Congressional inquiry. A review of the publicly
available data and the results of a Com mission survey indicate that the costs of planning,
str_qcturing, and carrying -out most acquisitions — exelusive of the compensation paid to

obtain the acquired company — constitute from one-half to one percent of the total



purchase price. These data also suggest that, for a number of mergers, the transaction

costs may have exceeded the onev percent level. However, the available information does '
not include the full public costs of reviewing and enforcing laws pertaining to mergers.
For any single merger, the actuél transaction costs principally depend on five major
variables: (1) whether the takeovér is "friendly" or "hostile"; (2) whether the government
interveﬁes once ;.the transaction is announced, and the form such intervention takes; (3)
the. size and complexity of the transaction; (4) whether firms other than the initial
offeror submit bids for the target company; and (5) whether shareholders of the target
firm contest the transactlon.

'Sectlon VI of the stud§ responds to the Congressional inquiries regarding
concentration and competition in the petroleum industry. Competitive relationships at
the various hori'zoht’ai lévels of the ihdustry afe e:?amined, including the likely geOgraphbic
areas within which this competition occurs. These functional levels are crude oil
acquisitioh_and production, refining, transportation and the' marketing of petroleum
products. The competitive effects of past-acquisitions, particularly at the crude and
refinery levels, are separatély discussed.

In asSessing the competitive effects of a particular merger, the Commission and
the courts ‘have typically examined market share statisties to determine the extent to
which a merger increases market concentration. A merger between two companies may
be more suspect when market concentration is high or if the merging firms have
significant shares within l'a‘ given market. However, share statistics alone are not
sufficient to 'determine the corﬁpetitive effects of a particular acquisition. Maﬁy other
factors are r}elevantv, including barriers to entry, tﬁe price elasticity of demand, product
homogeneity, and other factors influencing the likely success of collusive behavior.

- Both domestically and interhationally, there are thousands of crude oil producers,
and eoncentration in erude oil production and reserves is quite low. Nonetheless, there

are two potential sources of concern about the effects of petroleum mergers on the



m;ik t”f,o,- erude oil. First the OPEC cartel commands about 60 percent of free world

crude ;éﬁproduction and over 75 percent of its proven reserves. Therefore, one reason
forconcern ahout such oil mergers 1s that they might inhibit one of the parties' ability
under ce;tain circumstances to undercut the cartel's ability to raise or maintain price.
The second source of concern about mergers involving crude oil is that such mergers
could have antlcompetltlve effects where there is reason to believe that relatively
1ocah;ed crude oil markets exist in the United States. The West Coast of the United
Stetes, for example, might be an appropriate geographic market for certain types of
crude 011

011 refmerles produce a variety of products from the light products (gasoline,
kerosene), through the "middle distillates" (fuel oil and jet fuel, diesel fuels), to the
heayy products from the "bottom of the barrel™ (bunker fuel and residual fuels for
mdustrlal purposes) Although for some purposes one might treat all refined products as
a relevantproduct market, limitations on supply and demand substitutability mean that
at some t‘i'mes particular refined products may constitute relevant product markets.
Flrm conelusions could not be drawn concerning the geographic market for gasoline and
middle diStillates, the two most prevalent refined products. It appears that certain
reflmng areas, where there may be bottlenecks in the flow of products from refineries to
dlstrlbutlon termmals, may constitute individual competitive regions, at least in the
short run. However, in most regions, concentratlon levels are relatively low. In other .
Pegtons, where concentration is higher, partxcular mergers may raise antitrust concerns.
- This is especially true if entry may be retarded because of environmental regulations and
crude access problems. | |

Over the last 30 years, the existing firms have significantly expanded capacity. If
current trends in gasohne demand contlnue, major increases in market capacity may be a

thing of the past, so that major refiner mergers should perhaps be given greater scrutiny

in the future.




As in any acquisition, combinations among petroleum pipelines may be analyzed
using hor-izontal merger analysis: idehtifying relevant product and geographic markets
and determiﬁing concentration levels and assessing entry conditions to determine
whether the acquisition or merger may create or enhance market power. Because of the
potential .eeonomi:es of scale of certain pipelines, the possibility of market power exists.
The dégrée of such market power will often depend on the size of the pipeline, which
may confér unique competitive advantages upon it in comparison with other, smaller
pipelines or alternative modes of transportation in ‘a given sefvice area. - The
effectiveness of pipeline regulation also influences the exercise of market power, even in
concentrated pipeline markets. ‘All these factors must be weighed and considered in the
evaluation bof mergers or acduisi.tions whieh involve the transfer of pipeline ownership by
competing oil companies. |

Wholesale gasoline markets may be more localized than refining markets, because
of the importance of diStrib‘utioﬁ and storagé facilities in or near. metropolitan centers.
Although the precise borders for these markets have not been determined, potential
markets are often distinguished by a cluster of terminals from which products are‘
dispensed into trucks for diétribution to retail outlets for gasoline and other products.
The intensity of competition in these local markets seems to depend upon a number of
factors including the level of concentration and the presence of independent, non-
branded gasoline marketers. Many of the largest oil companies apparently do not
directly supply the independents,'as a matter of corporate policy. While this policy may
have limited the independents' effectiveness in many areas, in other markets produets
Seem more generally available, particu'lafly when second-tier refiners are able to supply
independent marketers. Therefore, a merger between a large refiner and a second-tier
refiner may threaten the supply to independent marketers and should receive careful
examinatiqn. For example, Mobil's attempted acquisition of Marathon presented two

potential c_ompetitive problems in gasoline marketing. The combination of the two firms'
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gasoline marketing organizations would have been quite high, exceeding 30 percent in
various metropolitan areas. Moreover, Mobil's policy of refusing to supply independents
conflicted 'wi‘th Marathon's policy of freely supplying these independents. Thus, the
acquisition eould have th:featened the independents' supply and reduced their competitive
impact on the market.

In Section VII, the Conclusion, it is noted that significant mergers can be‘readily
discer'néd in Hart-Scott-Rodino filings, serutinized for anticompetitive potential, and
>prevented under Section 7 of the Clayton Act and Section 13(b) of the FTC Act if they
are likely to have anticompetitive effects.

In complex acqixisitions, such as Mobil-Marathon and Gulf-Cities Service, post-
aéquisition divestiture remedies or other remedies may be especially problematic. If
eﬂ‘ective relief can not be fashioned within the Haft—Scott—Rodino time periods, the
Commission may be required to seek a pr.eliminary injunetion under Section 13(b) of the
FTC Act, pending the issuance and resolution of an administrative complaint. Dufing
this time, difficult remedy questions can be addressed in a deliberate manner. For this
reason, the Commission determined .to seek a preliminary injunction against both the
Mobil-Marathon and Gulf-Cities Service acquisitions.

By and large, recent acquisitions have not had an anticompetitive effect and many
have presented opportunities for enhanced efficienc,y in the 'industry. Because the
Commission believes that the antitrust laws are sufficient to remedy those acquisitions
likely to have anticompetitive effects, a statutory moratorium on oil company mergers is
not necessary. Such a merger ban could have an adverse effect on efficiency in the
petroleum industry, discouraging the industry from exploiting opportunities for
developing‘ additional supplies bf petroleum, or using existing supplies in the most

efficient manner.




II. OVERVIEW OF THE PETROLEUM INDUSTRY

. The petroleum industry consists of the exploration for and production of crude oil
and related h.ydrocarbons, the refining of these materials, the transportation of both
erude-oil and refined products, and the sale of refined products. Alfhough many smaller
firms participate in only one sector of operations, all of the largest firms in the industry
(the "majors"), and almost all of the firms just below the "major" category are fully
integrated and participate in all four levels of operation. The eleven largest companies
all fanked within the top 20 "Fortune 500" companies for 1981.1 |

=@ " In the past, crude prices were relatively stable for lohg periods of time. During
the decade of the 1960's, for example, crude prices declined, reaching loWs of $1.20 per
barrel in the Persian Gulf by the end of 1969. During this time, bargaining between
iriiét‘national oil companies and the Organization of Petroleum Exporting Countries
(OPEC) was over pennies per barre‘l.2 Crude oil prices had increased somewhat (in
nofninal, but generally not in real terms) throughout this period, but a sharp increase in
oil’ prices occurred as a result of OPEC action in the fall of 1973, when Saudi Arabia
reduced output by 25 percent and instituted a total embargo against the United States.
Just before the embargo, crude oil sold for about $3.00 per barrel; within three months,
refiners purchasing on the open markets were paying up to $22 per barrel.’ Crude oil
prices subsequently declined but then resumed their upward climb. For example,
between 1950 and 1970 the price of fuel oil, expressed in constant 1972 dollars, fell by

6.7 percent.4 Since 1973, crude oil prices have risen in constant dollar terms from about

1 Fortune 259 (May 3, 1982). In addition, E.I. Du Pont de Nemours (parent of Conoco)
ranked twelfth and U.S. Steel (parent of Marathon) ranked nineteenth. See
Appendix E for a listing of 21 petroleum companies and the short form references
used throughout this study.

2 R.Stobaugh & D. Yergin, Energy Future 25 (1979).

3 Id. at 28, |

4

Resources for the Future, Inc., Energy in America's Future 93 (S. Schurr ed. 1979).
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$3.00 per barrel to over $15.00 per barrel in 1981 (in 1973 dollars).

Another sharp increase in crude prices occurred in late 1978 when the petroleum
output of Iran, OPEC's second largest exporter, fell from a normal level of 5.5 million
barrels a day to 500,000 barrels a day by the end of the year.5 The effect on open or
spot market prices was immediate and extreme. For example, from the third quarter of
1978 to the second quarter of 1979, the average spot market price of heavy fuel oil
increased by 79 percent.6 Product shortages ensued and long gasoline lines became
commonplace. In addition, on December 13, 1979, Saudi Arabia attempted to raise its
crude oil price to $24 per barrel, a 33 percent increase over the price established over
the previous six months. The attempt was successful and the average price paid by
United States refiners for imported crude oil continued to rise in 1980. Simultaneously,
the government in Iran announced its aim of restricting future exports to the United
States.7

These price increases have led to a dramatic decline iri Américan consumption of
foreign oil. Imports of foreign oil have declined sharply — by 29 percent (in barrels) from
1979 to 1981.8 During the same period, imports of OPEC oil have decreased by an even
greater amount — 41 percent.9 Nonetheless, imports of foreign crude are still
significant, recently amounting to about 41 percent of total consumption (imports plus
domestice production). 10

Against this background of rapid price increases, government regulation of the

Brookings Inst., Energy Poliey in Perspective 603 (C. Goodwin ed. 1981) [hereinafter
cited as Goodwin]. '

6 1d. at 606.
" 1d.ate32.

Department of Energy, Monthly Energy Review, 14 (April 1982).
9
10 14, at 30-31.




betroleum industry has been reduced, including the elimination of federal controls over
price and allocation of product. For example, the Mandatory Oil Import Program, a
program that restricted the amount of foreign oil that could be imported and allocated
import "tickets" to refiners, was in place between 1959 and 1973. This program was
modified in the early 1970's into pricing and output controls using licenses and fees,11
which have been lifted on a piecemeal basis.12 The phase out of price controls was
completed' by President Reagan's .January' 1981 order deregulating the petroleum
indu""stry.13 In this changed regulatory climate, companies now have a greater incentive
to re'spond‘to market conditions, ra{her than to regulatory dictates. Lastly, the advent
of Alaskan North Slope (ANS) production in 1977 brought to market a new source of
crude oil that quickly became a significant component of domestic crude oil production,
ééébhn’ting for 18 peréent'of total United States crude oil production by the end of
1981.14
A." Crude Oil Exploration and Production

The crude oil segment of the petroleum industry is comprised of two principal
functions: exploration and production. Exploration begins with the search for erude oil
reservoirs through geological surveys and the drilling of exploratory wells, both on land
and in water. Once oil is discovered, developmental wells are drilled to determine the
size and shape of the reservoir and prepare it for production. The area containing many
wells producing from one or more related reservoirs is called a field. Deposits of crude

oil'in the ground are called reserves. Most of the nation's crude oil reserves are located

A1 *‘See Goodwin, supra note 5, at 421-34.
12 ’”’S’ﬁ_e.g.,_lo C.F.R. § 212.57 (1980) (exemption of No. 2 heating oil from price
...,controls in 1976); 10 C.F.R. § 212.58 (1980) (exemption of jet fuel from price
“"‘controls in 1979).

130 e _ . ' o
Exec. Order No. 12,287 (Jan. 28, 1981), implemented in 46 Fed. Reg. 20,508
(1981). See 2 Fed. Energy Guide (CCH) 14,500-15,602.

14

Dep't of Energy, Petroleum Supply Monthly 51 (Apr. 1982).
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in (or iﬁ coastal areas adjacent to) Texas, Louisiana, New Mexico, Oklahoma, Californi_a,
and Alaska. |

Production is simply the process of removing the oil from its underground
reservoirs. Oil may flow naturally from the well, or it may be removed through various
chemical and mechanical methods. From the wellhead, crude oil is transported to a
refinery for processing, usually via pipelines.

Exploration and production takes place both onshore and offshore. Onshore lands
are acquired either from private parties, through purchase or lease, or by leases from the
state and federal governments. Offshore activities take place primarily on tracts leased
from the federal government.

Exploration for oil is a very fragmented part of the industry. Wildcatters provide |
much of this activity. These independent explorers search for new oil reserves but often
leave the actual production to others. Numerous parties often have a financial interest
in a producing property, but the production effort is generally undertaken by a single
firm acting on behalf of all lease interest holders. This lease operator produces the
erude oil, disposes of it, and distributes royalties and revenues. Additionally, a group of
producing tracts may be "unitized" under state laws to coordinate production and
maximize the yield of the reservior.

B. Refining

Thé.purpose of a refinery is to transform crude oil into one or more of a wide
range of products, from the "top of the barrel" light produets (gasoline, propane, butane,
and petrochemical feedstocks such as benzene, xylene, and " propylene), through the
"middle distillates" (home heating oil, diesel and jet fuel, and kerosene), down to the
heavier products at the "bottom of the barrel" (residual fuel oil, petroleum coke, and
asphalt). While most refineries produce a variety of products, they all are limited in
their ability to adjust the relative proportion of products ("product slate") manufactured

in response to changes in relative prices from a given supply of erude oil.
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The extent to which refiners can alter the product slate in response to relative
pi‘iéé’differences depends importantly on three factors: the types of erude oil the refiner
,;nr‘ﬁﬁgﬁ?througﬁ its plant; the sophistication of the plant's processing equipment; and the
rate at which the refiner feeds crude oil into the facility. Recent market demand trends
'h&é’é"’i’éd most refiners to adjust their facilities to increase yields of gasoline, diesel fuel,
~-“jét'jfii‘é1’s and petroleum feed stocks. Gasoline accounts for about one-half of the refinery
output in the United States ahd an even greater amount of the dollar sales of refined
pr’oducts

E While most refineries can produce high proportions of gasoline from eertain higher
'1"*c"]ui;.“‘\1i'ty’crude oils, there is a fairly specific fit between each refinery design and the
ci'ude oils that can be refined most efficiently.15 If a refinery designed to operate on
‘ligﬁf : érude were to run on heavy crude instead, the proportion of heavy, low-value
products in its output mix would increase substantially, and this revenue loss would
‘?‘ééﬁérany_ more than offset the lower price of the heavy crude. Conversely, if a refinery
ﬁdééi@ed to process an inferior type of crude were to run a better crude instead, the
'val'ué -of the product slate would probably rise, but again, generally not enough to
compensate for the higher crude price. These faciors increase the importance to
refineries of having continuing access to a reliable source of similar grade crudé oil.

In general, more sophisticated equipment can be added to a refinery to alter the
types of products manufactured, improve the yield of preferred products or

accommodate 'lower quality erude oils_.16 Sophisticated refining equipment is expensive,

15 "If . refinery processes a type of crude oil for which it was not designed, the

effective throughput capacity of the refinery will in many cases be reduced

substantially." The Basic Factors Underlying The Present Shortage of Refining

Capacity In the United States: Hearings Before the Senate Comm. on Interior and

" Insular Affairs, 93d Cong., Ist Sess. 49 (1973) (statement of Orin E. Atkins,
Chairman, Ashland Oil Inc. and Chairman Nat'l Petroleum Council's Comm. on
Factors Affecting U.S. Petroleum Refining).

16

Nat'l Petroleum Council, Refinery Flexibility 174 (1980) [hereinafter cited as
. Refinery Flexibility]. : i
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however; both the capital outlay and total operating expenses are sub'stantial.17 As a
result, only the larger refineries typically employ this equipment.18 Nonetheless, there
are small refineries with sophisticated equipment giving high yields of gasoline,
lubrieating oils, and other "top of the line" products.19

Refiners with less efficient technology can survive if they enjoy other advantages
such as location. Historically, refineries were located to take advantage of local crude
oil availability, existing supply routes, and proximity to population centers. While the
growth‘ of pipelines has reduced the importance of these factors, location can still be
quite important. Particularly in regions such as the Rocky Mountain states, where
pipeline linkages are not common, a regional refiner may enjoy substantial locational
advantages that offset production disadvantages arising from its small scale.20

Changes in market conditions can have obvious effects on the viability of
particular refiners. A reduction of transportation costs can undermine loeational
advantages. Changes in the relative prices of different crude oils can alter the value of
sophisticated refinihg apparatus. Changes in the regulatory environment also can affect
the advantages aceruing to certain refiners, and changes in market demands for various
refined products can contribute to a refiner's viability.

The last three factors have contributed greatly to recent trends ih the refining

industry. The declining availability of low sulfur crude, for example, has induced many

17 Marathon's project to add a processing reformer to its Robinson, Nlinois refinery to
improve yield of no-lead gasoline cost $100 million. - :

18 A recent National Petroleum Council study concluded that larger, more
sophisticated refineries may enjoy a competitive advantage over smaller, less
complex plants because the larger ones can produce from lower priced crude oil a
greater yield of more profitable light products and a lower amount of less

~ profitable bottom of the barrel products. Refinery Flexibility, supra note 16, at
174-91. ,

19 14, at 22.
20 14, at 22-23.
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" pefiners to add the additional equipment necessary to process high sulphur crudes. Much
of the refining capacity that has been closed in the past year was eliminated, at least in
part, because it could not process such crudes.?1
A fundamental change which primarily affects small refiners is the withdrawal of
" subsidies that héve favored these small opérations since 1959. First, thé mandatory oil
" import program and then the small refinery bias to the crude oil entitlements program
‘provided small refiners a disproportionately large amount of crude oil below market
price. The demise of such special treatment has already had a substantial impact upon
‘the viability of many small refiners.
Another factor affecting refiners generally is the 15 percent decrease in oil
consumption since 1978. It has been reported that forecasts of stagnant demand over the
-'1980's, the move to world pricing for domestic crude, and the increase in the demand for
lightb products "all combined to destroy. the economic viability of the majority of
refineries which are either inflexible; unsophisticated or have relatively high operating
costs," and will force "many more refiners . . . to close permzament:ly."22
C. Transportation
Transportation of crude oil or petroleum products may be ‘accomplished by
pipelines, tankers, barges, railroad tank cars, and tank trucks. Pipelines are the
predominant form of petroleum transportation because, except for localized, low volume
or irregular movements, they are generally more economical and efficient than other
modes of transportation. In 1974, some 87 percent of refinery inflows of domestic erude

oil were delivered by pipeline, compared-to 11 percent by tanker or barge and only 2

21 One recent study concludes that while crude oil distillation and catalytic cracking
capacities appear adequate for the 1980's, capacities for downstream conversion
will require substantial expansion to meet future U.S. product needs. The industry
may face a shortage of necessary conversion capacity by the mid 1980%s. See
Refinery Flexibility, supra note 16, at 5-6. - T

22

Oil Daily, Mar. 22, 1982, at B 20-21.

-14-




pereent by rail or truck. Approximately 50 percent of all petroleum produets movements
are by pipeline, including most long distance movements. The network of interstate
petrbleum pipeline is extensive, consisting of about 227,000 miles of line.23
There are three types of pipelines: gathering lines, crude trunk lines, and product
lines. Gathering lines are small diameter lines in an oil field used to collect crude oil
from individual lease tanks for delivery to field storage tanks. Crude trunk lines are
large diameter pipelines linking interior and offshore crude oil p}oduction areas with
crude oil tanker loading and unloading terminals and with petroleum refineries. They
play an important role in supplying both domestic and imported crude oil to refineries,
moving imported crude oil from coastal pon.'ts to inland refineries, and moving crude oil
from remote production areas, such as the Alaskan North Slope, to port terminals. The
- largest capacity crude oil pipeline is Capline, a 40-inch line carrying crude oil from St.
James, Louisiana to Patoka, Nlinois, with & throughput capacity of 1209 mb/d.24
| Product pipelines are large diameter pipelines which carry refined petroleum
products from refineries to product terminals serving regional markets; A terminai is a
central storage and distribution facility, usually located adjacent to a pipeline, which
handles a variety of petroleum products. The terminals are ordinarily owned and
operated by one or more owners of the product pipeline serving the terminal. The largest
capacity petroleum pipeline is the Colonial Pipeline, extending from the Houston, Texas
refinery region through the eastern states to Linden, New Jersey. Colonial Pipeline
accounted for about 40 percent of all product m_ovements by pipeline in 1978.29

Most larger volume pipeline systems are "joint venture pipelines" owned by several

oil compeanies. There are two types of joint venture pipelines — nstock companies" and

23 Dep't' of Energy, Petroleum Pipeline Deregulation, A Competitive Analysis 2 (May
1982) [hereinafter cited as DOE Pipeline eregulationl.

24 1d. at 58.

25 ol & Gas J. 69 (Aug. 13, 1979).
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H*‘ﬁﬁﬁijivided interest" pipelines. A joint venture stoek company is a distinct corporate
enfify organized to construct and operate a pipeline. Participants in the venture
_ typlcany hold stock in the company in proportion to their anticipated shipments through
the pipeline. The pipeline company issues one common set of tariff rules applicable to
all shlppel‘s In an undivided interest pipeline, although each participating pipeline
company has an owneréhip share proportionate to its 'projected shipments, no separate
pxpelme company is formed. Rather, one of the participating pipeline companies
typlcally serves as operator. Each participant publishes its own tariff rules for use of its
‘respective share of space on the line. An undivided interest pipeiine thus is one pipeline
' phys1ca]1y, but for many purposes, it may be viewed as a bundle of competing pipelines.
““In the 1970's, the 85 joint venture pipeline systems transported one-third of all erude oil
" "and two-thirds of all product shipped by pipeline in the U.S.
To increase the throughput capacity, a pipeline ean be expanded in a number of
““Wdys. The throughput can be increased either by the addition of pumping stations or the
““upgrading of existing stations or by adding pipe alongside the original pipe (called
"lobping"), either for small portions of the line or its entire length.
'D.  Marketing
The marketing of petroieum products begins at the terminals connected to the
product pipeline. Terminals tend to be clustered in population centers adjacent to
product pipelines. At the terminal, various grades of gasoline and other refined products
are ‘stored in large tanks. The terminal includes equipment (known as a "rack") to

dispehse product into delivery tank trucks. In 1980, domestic gasoline sales totalled
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about 96.3 billion gallons, which were distributed from 1,058 terminals to about 158,540
retail stations.26

Major brand gasolme generally refers to the sale of gasoline bearmg the brand
name of one of the 15 or so largest integrated refiners (_g.g;, Amoco, Texaco, Sunoco).
Branded majors distribute gasoline directly to branded retail outlets, branded jobbers,
and to other customers. Jobbers usually own some storage capaclty and delivery
‘equipment. A jobber will supply retail service stations whlch it either leases to
independent dealers or operates itself. The vast majority of gasoline refined by majors is
ultimately retailed through branded outlets.

Smaller independent refiners sell gasoline directly to their owr_lretail dealers, to
employee operated outlets, and, at the terminal rack, to unbranded jobbers. These
refiners are called independents because they are not as fully integrated as the major oil
| companies and because much of the gasoline they sell is unbranded. Many smaller,
nomntegrated firms are engaged exclusively in the private brand marketing of gasoline.
The private brand marketing strategy usually relies upon low price and high volume,
These marketers rarely have permanent, exclusive supply arrangements with any
particular supplying refiner. The independent refiners and the independent private brand

marketers together sell about 35 percent of all gasoline sold in the United States today.

26 Nat'l Petroleum News, NPN Factbook 11, 34-42 (Mid-June 1981). The approximate
160,000 retail station ﬂéure does not mclude stores, such as 7-11's, which derive
more than 50 percent of their sales from non~-gasoline products.
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oL MERGERS AND THE PETROLEUM INDUSTRY SINCE 1971: THE EMPIRICAL
' DATA :

This section presents the results of two studies — undertaken by the Commission

) ‘in response to the first component of the Congressional inquiry — which measure the

| absolute size and relative magnitude of merger activity involving large petroleum firms

since 1971. The first study examines acquisitions by large pvetroleum companies from

1971 through 1981. The second study compares the level of acquisitions by large oil

; ccompanies from 1979 through 1981 with the level of acquisitions byv'a sample of other

large firms over the same time period.

A major difficulty in measuring the acquisition aectivity of large petroleum

: companies over time is the distortions caused by inflation and the even more rapid
increases in the value of oil industry assets since 1971. These distortions are partially

" responsible for the perception that merger activity involving petroleum companies has

increased. After adjusting for the effects of inflation, the study of acquisitions by major
oil compahies indi_cates an increase in the acquisition activify of large petroleum
companies in the period after 1978. Prominent in this increase in acquisition aétivity isa
marked iricrease in fossil fuel reserves acquisitions. Discerning the impetﬁs for such
acquisitions is probably important in understanding the reasons for the increase in
acquisition activity. In addition, three large }a_cqu.isi‘tions' fn thé 1979-1981 period
accounted for a substantial proportion of the increase in total acquisition activity:,
suggesting that the particular reasons underlying ‘these transéctibns may also provide an
important component of the .exblanation, of the increased merger activity in the oil
industry. | |

' rI“hé results of the second study also indicate that the large petroleum companies
engaged in greater acquisition activit_y in the 1979-1981 period compared with a control
group of | other large compéﬁies 'having" nd inﬁolvelﬁeht in the ,petréleUm' invdustry.
HOwéver, when compared with the acquisititgn activity of a second control group

(composed of companies having some prior [pre-1978] involvement in the petroleum
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industry), the large petroleum' companies do not appear to have engaged in significantly
greater acquisition activity in recent years. = The results of this study are also
significantly influenced by the impact of a few large transactions. These studies are
discussed in detail below.
A. Acquisitions Involving Large Petroleum Companies Since 1971

In requesting a review of petroleum conipany mergers, Congress asked the
Commission to "deus on mergers and acquisitions of assets or stock in which the
acquiring or acquired firm is a large domestie or international petroleum company or an
affiliate." The study reported in this section was designed to provide a profile of merger
activity by this set of firms from 1971 through 1981. Limited exclusively to mergers and
acquisitions. by large petroleum firms, the study provides information on the level of
petroleum company aéquisition activity in the past decade and on the changes in the
frequency and size of these transactions throughout the pefiod. |

1. Methodblogy

Although the termsr"large petroleum company" and "mergers and acquisitions"
‘have colloquial meanings, these terms are not sufficiently precise to permit the
construction of meaningful merger series. The definitions of a "large petroleum
company" and "an acq_uisition" as well as the procedures used in the analysis are discussed
below. The data sources used in this study are discussed in Appendix A.

a Identifying "large petroleum companies”
The study eafegorized companies as large if they ranked among the top 100 firms

of the Fortune 500 as of January 1, 1971.1 Firms were treated as "large petroleum

Fortune, "The 500 Directory," May 1971. 'This procedure provides a manageable
universe of large firms from which to define a group of large oil companies and
permits the inclusion or exclusion of firms based on a review of their operations.
Selection from the list of the Fortune 500 excludes two categories of firms: those
not classified as "industrial" by Forfune and privately held firms. We do not believe
that the first exclusion is unreasonable. Although there are nonindustrial firms
(such as Union Pacific) that have significant oil interests, their oil-related
activities are not sufficiently important relative to their other activities to warrant
(continued)
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"‘éompanies" based on the sizé of their dofnestic crude oil production and domestic
’refining activities relative to total firm operations as of January 1, 1971.2 Tabie m-1
presents .the raw data and éeveral ratios involving crude production, refining capacity,
' assets and sales for two groups: (a) the sixteen large petroleum companies in the Fortune
:'100', and (b) the seven Fortune 100 which possessed significant crude production or
.1refining operations but were excluded from the group of large petroleum companies
because their petroleum related activities were small relative to their other activities.
The companies included in the group of large petroleum companies are listed as numbers
1-16 in Table IM-1 and those which were excluded from this group are listed as numbetfs
17-25. While the selection of firms to be included as large petroleum companies required

some subjective evaluation, the figures presented in Table II-1 indicate that the

classification as an industrial firm. The execlusion of privately held firms is
unavoidable. If a firm is privately held, not only is it very difficult to determine if
_the firm belongs in the top 100 of the Fortune 500, but data on its erude production,
acquisitions and dispositions are generally unavailable.

Classifying firms with a 1971 benchmark avoids the possibility that a firm's merger
activity over the period studied would influence whether or not it is included in the
sample. Failure to adopt this procedure could overstate merger activity before the
selection date relative to merger activity after the selection date. This is because
active acquirers in the period prior to the selection date would be more likely to be
included in the sample than firms which were not active acquirers or which were
divesting operations in the period prior to the selection date. '

- Similar considerations underlie the process for classifying a firm as a "large
. betroleum company." The aim was to select a sample on an objective basis
unrelated to the firms' merger activity in the period studied and therefore to avoid
selecting only those companies that have attracted public attention through their
recent acquisition activity, For example, suppose the group of firms whose merger
activity is to be studied was selected by choosing only those oil companies that
made major acquisitions in the period 1979 through 1981. This procedure could
- easily lead to a conclusion that there had recently been a dramatic increase in
merger activity by large petroleum companies when in fact this was not the case.
Thus, suppose that the process generating large oil company mergers is
-approximated by a 25 percent chance of a large acquisition by a given firm in any
three-year period. The odds of a firm in the sample making a large acquisition in-
any preceding three-year period would then be 1 in 4. If the sample included only
those_ firms making large acquisitions, then each included firm would have made an
acquisition in the current period. The selection procedure would then be expected
to find a four-fold increase in merger activity while in fact the process generating
mergers was stable. While this example is extreme, any subjective selection

procedure risks being influenced by a firm's merger activity subsequent to 1970.
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i excluded firms were generally less involved in erude production ‘and refining than "the

petroleum firms included in the study group.
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b. Defining an acquisition

" This study employs two definitions of an acquisition. The first, and narrower,
definition embraces only the acquisition of entire companies; that is, acquisitions of
stock or assets which result in the disappearance of a businessv operating in the U.S.
whose s'tdck was not held exclusively by another corporation. This type of acquisition is
referred to as a "whole company acquisition. The second definition of acquisition
includes whole company acquisitions, plus all other acquisitions of stock of companies
operating in the U.S. or of assets located in the U.S., with the following exceptions:

corporate reorganizations;

the acquisition of undeveloped real estate, undeveloped oil and
gas leases, or of similar inputs into a production process;

the acquisition of oil or coal production payments;

the acquisition of an interest in a joint venture through
contributions of assets rather than through cash purchase; and

the closing out of a joint 3venture through a division of assets
rather than a cash buyout. ‘

Acquisitions covered by this second definition are referred to as "total
acquisitions." All total acquisitions which are not whole company acquisitions are
referred to as "asset acquisitions."

Mergérs which eliminate independent business entities and those which do not
have been treaté‘d separately because the two types of transactions may be sufficiently
different in their motivations and effects to warrant distinet consideration. If an entire
company is acquired, an independent actor neéessarily disappears, and the survivor is

larger than -»either of the predecessor entities. On the other hand, if companies sell

comprehend purchases of assets or the stock of another company. The second
category would embrace a large number of transactions by companies in the

ordinary course of business. Sales of production payments are not treated as
acquisitions because these transactions are simply a form of debt financing. The

treatment of joint ventures distinguishes between those transactions which alter a

firm's operations and those which primarily change only its organization.

Corporate reorganizations involve changes in corporate organization and do not
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portions of their assets to other firms, no independent actors disappear. In addition, the
larger firm involved in such a transaction is not necessarily the one to grow. Moreover,
cash acquisitions and sales of assets, when viewed in conjunction with each other or
together.with capital expenditures, ”may simply be a means of shifting a firm's resources
between different areas (e.g., refining and retailing) without affecting overall firm size. )

The main difficulties in applying these definitions arise in the context of multiple~-
step transactions. Several instances of acquisitions accomplished through two or more
steps were encountered. Indeed, it appears inereasingly common for an acquirer to buy
an interest in another firm—usually a controlling interest—in one period and acquire the
remainder later for stock or debt. Such transactions were treated as whole company
acquisitions if (a) the acquirer owned less than 51 percent of the stock of the acquired

company on January 1, 1971, and (b) the acquirer eventually purchased 100 percent of the

- stock of the acquired entity. If these criteria were not met, the transaction was treated

as an asset acquisition. If a transaction met these criteria and was completed within a
single calendar year it was consolidated and considered as a single aéquisition in the
data. If a transaction meeting the criteria began and concluded in different calendar
years,4 it was treated as two transactions. That is, the compensétion paid in each year

was ineluded in the data for whole company acquisitions in that year, and the assets and

Mobil's acquisition of Marcor is an example,
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salw of the acquired firm were entered in proportion to the ownership interest acquired
in ;th:at y_ear.5 | | _
A final category of transaction deserving explan_ation is one in. which several
business entities with common ownership are acquired. This study treated such
"t?r.m.‘sactions as one acquisition. Although some such links at the stockholder level may
have ‘been overlooked, the acquiring company's form 10-K usually indicated such
relationships. | |
c. 0il company acquisition activity: 197 1-1981

Tables IMI-2 and -3 provide summary information regarding the number and size
of oil company acquisitions in each year from 1971 through 1981. The data in Table -2
refer only to whole company acquisitions. Column 1 of Table IM-2 lists the total number
_ of whole company -acquisitions by year which were valued at $10 million or more, while
column 2 provides the total value of these acquisi_tions. Columns 3 'and 4 present the

assets and sales, respectively, of the acquired companies.

S Thus, in the Mobil-Marcor example, Mobil is recorded as acquiring $832 million in
1974 and $859 million in 1976 measured in terms of purchase price. Mobil will also
be recorded as acquiring 55 percent of Marcor's assets and sales in 1974 and 45
percent in 1976. The data for each year are considered whole company
acquisitions. _ : -

" The procedures described for multi-step acquisitions have two noteworthy
limitations, one potential and one actual. The potential problem is the possibility
- that whole company acquisitions could be understated if the observation period
ended before the second step of an acquisition is completed. By the same token,
the technique could understate whole company transactions in the early 1970's if

>

the January 1, 1971 origin falls between the first and second steps of significant
acquisitions. Because both steps of a transaction ocecurring in the middle of the
observation period are more likely to fall within the period's boundaries than are
both steps of transactions occurring at the period's beginning or end, the data on
whole firm acquisitions could show an artificial bulge in the mid-1970's. The actual
merger data, however, did not indicate that any significant acquisitions spilled over

either the start or finish of the period.

The second limitation is that the available data for some ‘multi-step acquisitions do
not show whether the two criteria described above were satisfied. In such cases,
the .trapsacti'ons' are treated as asset acquisitions, which may not be correct. Such
ambiguities appear to be restricted to relatively small transactions.
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Table MM-3 presents figures on total acquisitions. Column 1 lists the total number

of acquisitions by year which were valued at $10 million or more, while column 2 lists the
;i1  total value of these acquisitions. Columns 3 and 4 reflect the fact that many of the
large pétroleum companies both sold and purchased assets during the period studied.

Thus, ecolumn 3 of Table II-3 gives the number of divestitures by these companies which

were valued at $10 million or more, while column 4 gives the total value of acquisitions

- =27-
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TABLE II-2

Whole Company Acquisitions by tlle 16
Largest Petroleum Companies-

Assets ' Sales of
Number of Value of of Acquired Acquired

Acquisitions Acquisitions Companies Companies
‘ — (in millions of dollars)

) @ 3) @
1 26.0 ' 92.0 72.0
1 470 28.0 9.0
1 10.0 13.0 -~ 13.0
5 956.0 1,823.8 2,295.4
2 36.0 o T 89.8
3 1,640 ©2,300.6 2,629.8
 '9*‘-""51‘977" 7 C1,351.1 2,0346  1,485.1
Tor8 | 3 48.0 N 42.0 ‘8-5.0» \
71979 9 5,989.0 2,025.0 . 1,828.0
" 1980° 12 1,451.0 2,303.0 2,889.0

1981 8 3,145.0 5,195 ' 5,490.0

Whole company acquisition of at least $10M.
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- Table III-3

Total Acquisitions and Divestitures by ti\e Sixteen Largest
Petroleum Companies

Year

1971

1972
1973

1974
1975
1976
1977
1978
1979
1980

1981

Number of Value of
Acquisitions Ac. qisitions
] ‘ {millions $5
n - (2)
2 113.0
4 132.0
3 55.0
13 1,358.0
7 678.0
7. 1,256.0
13 1,598.0
7 399.0
14 7,140.0
23 5,528.0
19 4,553.0

Acquisition of at least $10M.

-2 9f

Number of

Divestitures

(3)
0

Value of

Acquisitions
Net of

Divestitures

(millions $)
(4)

113.0
-289.0
-184.0
1,333.0
678.0
859.0
1,542.0
288.0
4,907.0
5,052.0

3,549.0



t of divestitures.6

Table II-4 provides information on the value and terms of each acquisition of $100
illion or more in the study perlod

The data presented in Tables II-2, MI-3 and I-4 support the view that merger
ivity involving large petroleum companies has increased, particularly during 1979-
..198_1 when compared with "earlier years. This is so whether acquisition activity is
' easured by the value of total _acquisitions, total acquisitions net of divestitures, or
,whole_ company acquisitions. For example, total acquisitons net of dlvestltures averaged
$4 502 million per year over the period 1979-1981 compared with an average of $542

mﬂlion per year over the period 197 1—1978. Comparable averages for the value of whole

company acquisitions are $3,528 million (1979-1981) and $455 million (1971- -1978).

An interesting change in the pattern of acqu131tlons by the large oil compames
occurred in the post-1978 period. The total value of acquisitlons net of divestitures for
the period 1971-1981 was $4.34 billion, and for the period 1979- -1981, this total was
$13.308 billion. For the period 19711978, the total value of energy (oil, gas, coal, shale)
related acqu181t1ons net of divestitures was $1,273 billion, while this figure for the 1979-
1981 period was $8.788 billion. Therefore, energy-related net acquisitions as a
proportion of total net acqulsmons were 29 3 percent for the period 1971-1978, but

, mcreased dramatically to 63.1 percent for the perlod 1979-1981. Comparable figures for
net large (greater than $100 million) energy related acqm81tlons as a percentage of total
large acquisitions are 14.7 percent (197 1-1978) and 62.3 percent (1979-1981). Clearly, a
majcr feature of the increased acquisition activity of the large oil companies during the
period 1979-1981 was the acquisiti_on of fossil fuel reserves. The reasons for this change

are uncertain. It seems clear that the large oil companies placed a greater value on

Asset and sales-based measures of acquisition activity could not be used to measure

total acquisitions because the necessary information is rarely available for
acquisitions of less than an entire flrm.
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fossil fuel reserves than did the "market" in general, and as a consequence their
acquisitions were part of the mechanism by which these resources were revalued
subsequent to the 1979 oil shortage. ‘Whether in fact these acquisitions will be justified
by future oil prices is presently unknown.

The data presented in Tables IlI-2-4 must be used cautiously. All of the measures
presented are biased towards finding an increase in merger activity. The most important
sources -of this bias,ére the generél inflation between 1971 and 1981 (greater than 100
percent) and the even more dramatic increase in the value of most oil industry assets
over the same period. The same physical assets would have a higher market and
accounting asset value, and would generate a larger dollar sales volume in 1981 than in
1971 even after discounting for inflation. The reported values of aequisitions should be

_ interpreted keeping inflation in mind.
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= Inflation also causes a distortion in the number of acquisitions in each year
eported in Tables IlI-2, IlI-3, and IlI-4 because the tables do not report acqulsmons
”ued at less than $10 million and $100 million, respectively. Since the same physical
assets will have a higher market value over time, the same acquisition is more likely to
ceed the $10 million (and $100 million) threshold, the later in the period the
»al;section takes place. While the actual impact of this distortion is difficult to
"f::measure, the numerical predominance of small transactions in general merger statisties

(see Tables MI-5 and I1I-6) suggests that the impact could be substantial.

The basic effect of inflation on market value, assets and sales-based measures of

] lerger activity is more obvious. For instance, if the large oil companies acqulred
xactly the same physical assets in each year, a measure. of merger act1v1ty based on

: vacqulsltlon price would show virtually contlnuous increases. A similar effect would also
,oceur 1f sales or assets were used to measure merger activity, although the increase in
accountmg assets would be less extreme.9 A meaningful measure of an increase in

merger activity should reflect more than simply an increase in the prlce level.

Book assets will not immediately rise to reflect the price changes. Over a period of

years, however, old low-valued assets will be replaced by assets valued at current
prices.
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Table ITI-5. Number of Mergers and Acquisitions Completed by
Asset Size of Acquired Companies, 1979

Asset Size Class of Average number
Acquired Company per million
($ Millions) A. Number interval

~Total : 1,214

$100.0 and over 75 —-—-
$50.0 to $99.9 57 1.1
$10.0 to $49.9 - ' 213 5.3
$1.0 to $9.9 123 13.7

Under $1.0 and unknown - 746 746.0

Average percent
_ - per $1 million
B. Percent interval

Total 100.0

$100.0 and over 6.2 -
$50.0 to $99.9 4.7 .1
$10.0 to $49.9 17.5 . .4
$1.0 to $9.9 10.1 1.1
Under $1.0 and unknown 61.4 6l.4

*  Sums may not always add due to rounding.
NOTE: Partial acquisitions are not included in above table.
Source: Bureau of Economics, Federal Trade Commi ssion.
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TABLE HII-6

Frequency Distribution of
Value of Mergers

Price Paid Value

$1 million or less

$101 - 200

. $2¢l - 300

$3.1 - 4.0

$4.1 - 5.0

$5.1 - 10.0

$10.1 - 15.0
15.1 - 25.0
$15.1 - 50.0
$50.1 - 99.9

$100 million or more

Approximate Percent

of Each

Percent of Transactions - $1 Million Interval

6 5 6 5

8 | 7 9 7

8 8 8 8

7 7 7 7

7 7 7 7

19 18 3.8 3.6 |
9 9 1.8 1.8 Z
10 9 1.0 .8 ?
11 12 49 .48 *
7 7 - .14 .14

8 - 11 _' -- -

Source: W.T. Grimm & Co., 1980 Mérger Summary 7.




The indices presented in Table -7 allow a comparison of how the sixteen large

étroleum companies have fared relative to inflation. The first index is simply the GNP

déflator imd is shown in column 1 of Table MI-7. The second index, shown in column 2, is

an index of oil company market value and is computed as the ratio of the total market

alue of the 16 oil companies in each year to their total market value on Januéry 1,

-;--1571. “Column 3 is an index of oil company assets, caleulated in the same manner as the

market value index. The fourth index, listed in colump 4, is the ratio of the large

‘petroleum companies' sales in each year to their sales in 1970.10 The fifth index is the

i-r;tio of total funds from operations in each year to total funds from operations in 1972
and is listed in column 5 of Table IO-7.

‘To correet for the general effects of inflation, the data in Tables II-2 and mI-3

~has been deflated by the GNp deflator.

The deflated data is presented in Tables M-8 and
m-g . » »

———

1o The sales index ends in 1980 since 1981 sales data were not available.
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-~ The potential bias created by the use of a constant $10 million reporting threshold

ddressed by using the GNP deflator to adjust the threshold from year to year. Thus, g

ie series of the number of mergers using the GNP deflator counts the number of

uisitions of $10 million or more in 1971, of $10.4 million or more in 1972, of $11
*’illion or more in 1973, and up to acquisitions of $20.2 million or more in 1981. The
for the numbers of whole company .acquisitions, tota] acquisitions, and
véstitures are presented in Table -8 and mr~9. A similar procedure is useqd to adjust

é‘" valuation, assets and sales measures of Mmerger activity by the large petroleum
mpanies. The results are also shown in Tables -8 (for whole company acquisitions)

'in Table IT-9 (for total acquisitions and total acquisitions net of divestitures).

-39~




Table ITI-8. Deflatedl Whole Compary Acquisitions by the 16 Largest
Petroleun Conpanies, 1971-19812

- in millions of dollars————————

Assets of Sales of
Nun.lbgr .of . Valge .of_ ac;uirgd acquirgd

Year agjuisitions agjuisitions corpanies conpanies
1971 R 26.0 | 92.0 72.0
1972 1 | 45.2 26.9 8.7
1973 0 0o 11.8 . 1l.m
1974 5 7967 '1,519.8 1,912.8
1975 2 27.5 36.4 68.5
1976 3 843.5 1,659.1 1,869.4
1977 7 925.3 1,393.5 1,017.2
1978 1 o135 19.9 28.2
1979 8 - 3,516.5 1,174.7 1,005.9
1980 5 731.4 1,228.6 521.1

1981 ‘ 8 1,556.9 2,571.8 _ 2,712.9

1 peflated by GNP deflator (1971 = 100) (Econamic Report of the President,
1982). ' |

2 whole conpary aojuisitions of at least $10 M in constant dollars.
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Ta'ble. III-9. Deflated! Total Acquisitions and Divestitures by the Sixteen
C Largest Petroleum Companies, 1971-19812

‘in millions of dollars

Value of
_ , __ aoquisition
e Number of Value of Number of - net of
. Year . aaquisitions aoquisitions divestitures divestures
A | ($ millions) ‘ ($ millions)
2 | 113.0 0 ' 113.0
4 | 126.9 6 - =277.9
2 | 40.9 5 -176.4
12 1,123.3 1 . 1,102.5
6 507.6. 0 507.6
7 910.1 ' 4 631.2
9 ~ 1,06L0 2 1,022.6
4 230.1 3 166.0
1979 13 4,193.5 (3,045.5)3 11 . 2,880.0 (1,732.0)3
1980 16 2,935.1 (1,643.8)4 3 2,683.2 (1,391.9)4
1981. 17 2,231 (1,347.8)5 8 1,742.1  (850.8)5

e

Deflated by GNP deflator (19_71 = 100) (Economic Report of the President, 1982).
2 Acquisitions of at least $10 M in constant dollars. |

3 Excludes Shell/Belridee | |

4 Excludes Sun/_’Ié*xas Pacific

5

Excludes Sohio/Kennecott
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Several features of this data deserve comment. First, while whole corhpany
acquisition aectivity is higher in 1979 (as measured by the market value of the
acquisitions) and in 1981 (by all the measures) than in prior years, the difference is much
smaller than ‘in ‘the undeflated data. Second, two transactions, the acquisition of
Belridge by Shell in 1979 and of Kennecott by Sohio in 1981, account for most of the
apparent ’incr'ease- in 1979 and essentially all of the increase in 1981. For example,
subtracting the deflated purchase price for Belridge of $2.15 billion from the deflated
market value total for 1979 in Table INI-8 yields $1.37 billion, which while higher than in
any preceding year, is much more in lme with several of the values reported for prior
years. Slmxlarly, subtracting the deflated data for Kennecott from the 1981 total in
Table MI-8 yields a new market value total for the year of $680.7 mllllon, a new asset
_ total of $972.3 million, and a new salés total of $1.5 billion. These totals for 1981 are

11 Third, the deflated data also shdws a

lower than the levels in several prior years.
‘much less dramatic increase in the valﬁe of total acquisitions and in the value of total
acquisitions net of div;,stitures in the 1979-1981 period. (See Table IlI-4). Nevertheless,
the figures still indicate a substantial increase in net acquisition activity for 1979-1981
compared with earlier years: when deflated, total acquisition net of divestitures
averaged $2.48 billion per year from 1979-1981 and $386.1 million per year from 1971-
1978. Again, an important part of fhe increase is accounted for by the Shell/Belridge and
Sohi_o/Kennecott acquisitions, and by Sun's acquisition of the assets of Texas Pacific.
The numbers in parentheses in Table III-9 exclude these large transactions. The deflated
total value of acquisitions net of divestitures‘excluding these three large acquisitions

averaged $1.32 billion per year from 1979-1981 compared with $386.1 million per year

from 1971-1978. Roughly 46 percent of total acquisitions net of divestitures from 1979-

11 It should be noted that since the sales by Mobil and Texaco of their interests in

Belridge to Shell are accounted for as divestitures, the net effect of the Belridge
acquisition on the acquisitions net of divestitures column of Table III-9 is only $1.4
billion.
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1981 is accounted for by the three large acquisitions noted above.
The impact of inflation provides the major cause of distortion in the data, but it is
: not the ‘only one. Although every effort has been made to identify oil company
acqulsmons in the 1971-1981 period, it is virtually certain that the data is to some
é;;;ént incomplete. If the omissions were unsystematie, the reliability of the results
would diminish but the results would not be biased toward any particular conclusion.
However, the advent of the Hart-Scott-Rodino (HSR) premerger notification reporting
requirefnents in late 1978 provides reason to suspect that the merger data will be more
complete for the period of 1979-1981 than in the earlier period, leading to a bias in the
.study‘ towérds finding more mergers in the recent period.12 The transactions most likely
to be missed in the pre—HSR period but identified in the later period are those involving
- assets vélued between $15 and perhaps $50 million. Since transactions in this range
appear numerous relative to transactions of larger size, the distortion in measures of
merger activity based on the number of transactions could be significant.

While there is no perfect solution to this problem, the possibility that differential
success in identifying acquiéitions is responsible for the apparent increase in acquisition
activity after 1978 can be partially tested by restricting the analysis to transactions of a
size certain to be identified throughout the period studied. Since in vall likelihood
transactions valued at $100 million or more have all been identified, $100 million is used
8 an additional threshold value, adjusted for inflation in the manner previously
described. Table TI-10 lists .the number of deflated large whole company acquisitions,

large total ’acquisitions, and divestitures by year from 1971-1981.

12 A transaction for which an HSR report was filed is included in the study only if

~other information sources confirmed that the transaction was consummated. Thus,
all such transactions were listed in a publicly available source in addition to the
HSR filing. Many of these transactions were confirmed, however, by referring to
annual reports, 10-K's, or Moodys entries for the other party to the transaction

identified by the HSR filing. In the absence of the filing, they may not have been
identified, »
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Table III-10.

Number of Deflatedl Large Acquisitions and

Divestitures Per Year (deflated valuation

$100 million or more)

Deflated number
of whole company

-

Deflated tota)

Deflated number of number of

President,

1982).
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Year acquisitions total acquisitions divestitures
1971 0 0 0
1972 0 0 2
1973 0 0 0
1974 1 1 0
1975 0 2 0
1976 2 2 1
1977 3 4 0
1978 0 1 0
1979 4 6 4
1980 2 6 1
1981 5 6 2

1 Dpeflated by GNP deflator (1971 = 100) (Economic Report of thé



While it is less plausible that differential success in identifying acquisitions would

mat_erially affect the market value, asset, and sales measures of merger activity, this
possibility can also be partially tested using the same procedure. The results of
restricting the analysis to transactions with a deflated value of $100 million .or more are
presented in Tables I-11 (for large whole company acquisitions) and in Table II-12 (for
large total acquisitions). With these corrections, the apparent increase in acquisition .
activity after 1979 remains for total acqufsitions and total acquisitions net of
div:esti‘turres.' For whole company acquisitions, an increase over earlier years is much less

: appareht.
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II1-11. Deflated Largel Whole Company Acquisition Measures

Table
(in millions §)

Deflated market Deflated total Deflated

value of acquired assets of ac- sales of ac-
Year companies quired companies quired companies
1971 0 | 0 0
1972 0 | }0 0
1973 0 0 0
1974 693.3 1,441.5 1,898.6
1975 0 0 0
1976 815.9 1,647.5 1,840.4
1977 826.0 1,286.0 | 841.8
1978 0 : 0 : 0
1979 3,324.1 922.9 775.9
1980 642.7 1,075.7 - 1,162.2
1981 1,492.1 ' 2,501.5 2,576.7

1 peflated by GNP deflator (1971 = 100) (Economic Report of the
President, 1982).
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1

Table III-12. Deflatedl Large Total Acquisition Measures (in millions §)

Deflated market value

Deflated Market value of total acquisitions

Year of total acquisitions net of divestitures
) 1971 0 0

1972 0 -251.9

1973 0 0

1974 ‘ 693.3 693.3

1975 ‘ 44lf2 441.2

1976 ' 815.9 649.3
[ 1977 | 928.8 928.8

11978 o - 187.8 : 187.8

1979 |  3,946.5 2,844.7
i 1980 2,628.6 2,466.5

1981 _ 1,792.6 ' 1,536.6

1 peflated by GNP deflator (1971 = 100) (Economic Report of the
President, 1982,
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Correcting only for general inflation still leaves a somewhat misleading picture
since the price of oil, and in particular, the oil company assets, sales, and market value
all increased at a much faster rate-than the general index of inflation. To place oil
company acquisition activity in the perspective of what has happened to the oil industry
in the past ten years, the market value, assets, and sales of whole company acquisitions
are expressed in Table IM-13 as percentages of oil company market value, assets, and
sales, respectively. In addition, the market value of whole company acquisitions is
expressed as a percentage of total flow of funds of the oil companies. In Table II-14, |
total acquisitions and total acquisitions net of divestitures are expressed as percentages
of the market value and of total funds from operations of tﬁe large petroleum companies.

One of the major activities of oil companies is acquiring oil reserves, either
" through exploration and development or through acquisition of reserves already held by
others. Because of the increase in the price of oil and associated increased valuation of
reserves, it would be expected that the value of acquisitions of oil reserves (and other
fossil reserves) would have increased markedly in the last ten years and faster than the
general rate of inflation.13 The data presented in Tables IlI-13 and IlI-14 provide a
partial control for this effect. For example, oil company market value, assets, sales and
flow of funds all increased because of inereases in the price of oil, so that expressing
acquisitions as percentages of these financial indicators is a erude method of controlling
for oil price effects. This method also controls for oil company size, which may be
important in that larger companies might be expected to engage in a greater value of
acquisition activity. Fin@ﬂy as the companies' total flow of funds increased, it would not
be surprising if acquisitions also increased. It would be expected that the companies

would use the increased funds for payouts to stoekholders (dividends or stock purchase) or

13 it the future trends in oil prices and technology result in more substitution among

different types of fossil fuels, the acquisition of fossil fuel reserves other than oil
will become inereasingly important.
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for investments (which could include exploration and development, purchase of capital or
other assets, or acquisitions). Notice that net acquisitions have never been more than
20% of total f_un’ds from operations. In general, the figures in Table lII-l4b reflect

relativeiy greater acquisition activity for 1979-1981 compared with the earlier period.
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Table IIT-13. Whole Company Acquisitions: Percentage of 0il Compary Financial Indicatorsl

e~
' Market value of

Market value of agyuired conpa- : ?

aayuired companies nies as percen- Assets of acjuired Sales of acjuiry; -

as percentage of tage of funds conpanies as percen- conpanies as a pey

market values of from operations tages of assets of centage of sales |

Year oil companies of oil companies? oil companies of oil companies |
L
}
1972 .07 , .4 .03 .0l g
1973 0 | .06 .01 .01 |
. : \
: ‘ !
1975 .06 o2 .04 .06 )
1976 1.64 . 1.15 . Ls7 1.39 |
: . . , )
1977 1.45 6.80 1.23 .71 {
. | . !
1978 .04 S22 .02 .02 '
1979 6.54 : 23.31 101 .58 |
1980 1.04 3.82 .93 1.05 |
1981 1.50 6.35 1.86 — |

-- Not available.

1 Market values, assets and sales of the large petroleum conpanies are as of January 1 .
of each year as reported in Compustant II, Data Tape, Industrial Files, Standard and Poor's .
Corp. anmual. The value of acjuisitions and divestitures are totals through the end of &

calendar year.

2 FPunds from operations are as defined in note 3, Table III-7.
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B. Comparison of Merger Activity Between Large Petroleum Companies and Other
Large Companies

In this section, the acquisition activity of large petroleum companies is compared
with the acquisition activity of other large firms over the period 1979-1981. The
principal purpose of this study is to determine whether the recent acquisition activity of
large petroleum companies differs éubstantially from the aquisition activity of other
large firms. | |

1. Methodology

The definitions 1:lsed in the previous study for classifying a given transaction as an

asset acquisition or a whole company acquisition also apply in thls comparison. The large

petroleum companies were selected from the top 100 of the Fortune 500 (as of 1978

instead of 1970). Again, the selection was based on the involvement of these companies

- in the domestie oil ‘-indu"stry as measured by their domestic crude production and refining

capacity. 14

The acquisition activity of these companies is compared with that of two other

groups of firms. The first group consists of 16 Fortune-100 companies that have limited
interests in the oil industry. Companies in this group are called petroleum-related
cbmpanies. Their involvemenf in the petfoleum industry is sufficiently small in relation
to their other activities to preclude their classification as large petr‘oleuin companies.
Table II-15 lists the sample of large petroleum companies and the group of petroleum-
related companies and presents data (for 1978) on their involvement in the domestic oil
industry.

The second comparison group, referred to as non-petroleum companies, is a
sample of 18 firms randomly sélected from the remaining companies in the Fortune 100.
These firms had no crude production or refining capacity in 1978 and are listed in Table

m_16.

14 There are 18 such companies based on 1978 data.
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Table III-16. Non-Petroleum companies

. 1978 Fortune 1979 1978
Conpany ‘ Rank Assets Sales

~ ==<million dollars)-——

Republic Steel 82 $2585 $3479

Boeing a0 3573 5463
American Home Prodicts 94 1862 3063
Dresser Industries 95 2355 3054
Aluminum Co. of America 65 4167 . 4052
McDonnell Douglas , 63 : 3098 ’ 4130
Proctor & Gamble 20 4984 ' 8100
Textron | 89 1988 3231
Ralston Purina 64 -1898 4058
Coca Cola 56 2583 4338
Goodyear Tire & Rubber 22 5231 7489
Raytheon 88 2061 3239
Westindhouse Electric 29 6318 ' 6663
L'V 42 3720 5261
Bethlehem Steel 34 4933 6185
American Can - 66 2478 3981
United Technologies 32 | 4074 6265

Rockwell International 37 3535 5833
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The analysis was restricted to transactions oecurring during 1979, 1980 and 1981
for which a filing was made under the Hart-Scott-Rodino Act énd for which either the
consideration paid exceeded $15 million or the assets acquired exceeded $15 million.
Defining' a specific universe of identifiable transactions reduced data distortions due to
differences in the availability of information regarding the acquisition within the three
groups. Because the HSR filing requirements took effect in the fall of 1978, data
obtained through the HSR system was necessarily limited to recent years.

2. The Study

The measures of acquisition activity used here are the same as those used in the
previous study. Table M-17 shows for each year the number of whole company
acquisitions,' the total number of acquisitions, and the total number of divestitures for
each group of companies. Since there are only 16 companies in the oil-related group
(opposed to 18 in each of the other two groups), the data for the oil-related group have
been multiplied by 9/8. According to this measure, it does not appear that tﬁere has
been consistently greater acquisition activity by large petroleum cg}npanies than by the

. other large firms during the study period. During the 1979-1981 period the large

petroleum companies made 48 acquisitions compared to 21 by the nonpetroleum group
and 63 by the petroleum-related group. Thus, while the large petroleum compa_nies made
a substantiélly larger number of acquisitions than did the nonpetroleum companies, it was
the petroleum-related group which made the largest number of acquisitions.

Measures of acquisition activity based on transaction size are presented in Tables ‘
II-18 and I-19. These data also present a mixed picture of acquisition activity. While
the acquisitidn activity of the petroleum and petroleum-related groups appears to have
been much greater than that of the nonpetroleum group, the petroleum-related |
companies apparently were more active acquirers than the petroleum companies. For
example, the market value of whole compahy acquisitions averaged $5.6 billion per year

for the petroleum-related companies and $3.5 billion per year for the petroleum !
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c;;i.;’)anies‘(over 1979-1981). 15 Similarly, total acquisitions net of divestitures by the
”[;éﬁ-oleum-related companies averaged $4.9 billion per year compared with $4.8 billion by
the ‘petroleum comp‘ariies’. While an important part of the acquisition activity of the

; é,é&éleum-related group was accounted for by DuPont's $7.8 billion acquisition of Conoco

“in 1981, exclusion of this transaction would still leave -total acquisitions net of

divestitures by the petroleum-related companies above that of the petroleum companies

~ for that year. 16

Corresponding figures for assets are $7.2 billion and $2.4 billion and for sales, $11.3
billion and $4 billion. : '

15

16 When averaged over the 3 years, the exclusion of DuPont-Conoco results in greater

acquisition activity by the petroleum group. The market value of whole company
acquisitions by the petroleum-related group averages $2.9 billion compared with
$3.5 billion for the petroleum group. Corresponding averages for total acquisitions
net of divestitures equal $4.9 billion and $2.2 billion.
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Table III-17. Number of Acquisitions by Petroleum,; Petroleum-
Related, and Nonpetroleum Companies 1979-198]1

Acquisition Petroleum- Non-
type/ Petroleum related petroleupn
year companies . _ companies companies

Whole Company

Acquisitions
1979 8 15 6
1980 ) 10 ' 10 5
1981 ' 8 12 2

Total Acquisitions

- 1979 13 18 7

1980 19 : 18 7

1981 | 16 27 7

Total Divestitures

1979 - 9 10 3
1980 | 2 11 4

1981 9 19 6
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Table III-18.

Whole Company Acquisitions by Petroleum, Petroleum-
Related, and Nonpetroleum Companies 1979-1981

Measure of Petroleum-1 Non-
acquisition Petroleum related petroleum
activity/year companies companies companies
Market Value
($ millions)
1979 5,978 3,189 1,548
1980 1,469 1,481 937
1981 3,145 12,167 751
Assets
($ millions)
1979 2,013 2,998 1,673
1980 - 2,290 3,185 427
1981 2,798 15,368 624
Sales
($ millions)
1979 1,755 4,064 2,509
1980 5,195 1,170 709
1981 5,117 28,699 637

1 pata for this group has been multiplied by 9/8 to compensate for
differing sample size.




Table III-19. Market Value of total Acquisitions by Petroleum,
Petroleum-Related, and Nonpetroleum Companies 1979-1981

Measure of : Petroleum-1 Non-
acquisition Petroleum related petroleum
activity/year companies companies companies

Total acquisitions
($ millions)

1979 7,129 3,665 1,618
1980 ' 5,263 2,142 986
1981 4,412 13,399 929

Total acquisitions
net of Divestitures
($ millions)

1979 6,172 2,208 1,500
1980 4,823 446 786
1981 3,348 11,943 | 709

1 pata for this group has been multiplied by 9/8 to compensate for
differing sample size,




"Ihtet"pr'etating these data 1s necessarily difficult because of the short period

covered and the diversity of the firms included in the analysis. However, there is one
-difference among the thvree‘ groups which could havé an important influence on the
‘»"acq;_»li,éi:tion activity reported in Tables IlI-18 and IlI-19. Firms in the petroleum group are
far larger on average than the firms in the two other groups. This fact is reflected by
" the figures in Table II-20.

" While the difference in firm size might not be expected to alter the humber of
::aéquisitions by the firms in each group, it seems likely to affect the absolute size of
their acquisitions. To cor{;crol for this possibility, the different measures of acquisition
a‘c:i:ivity by the firms in each group are expressed as percentages of the corfesponding‘
size - measure of the firms within that group. That is, the value of total acquisitions (or

. the value of total acquisitions net of divestitures) for a given year is expressed as a
' §p%é:1:°"centage of the total market value (at the beginning of the year) of the companies
;Within the same g'roup.17 Assets and sales based measures of acquisition activity are

similarly restated. The results are presented in Tables HI-21 and lII-22.18_ '

17 Although the effect of using the same threshold value of $15 million for the firms
in each group would probably be negligible, this potential influence on the results is
taken into account in Tables MI-21 and MM-22. In each year, the threshold for
acquisitions by companies in the nonpetroleum group is taken as $15 million. The
threshold for the petroleum group (or petroleum-related group) is adjusted each
year by multiplying $15 million by the ratio of the market value (or assets) of the
petroleum group (or petroleum-related group) to the market value (or assets) of the
‘non-petroleum group.

18 An alternative way to adjust for differences in firm-size would be to select a non-
random sample of control companies from the Fortune 100 so that the firms in the
control groups are comparable in size to the petroleum companies. This procedure
was not adopted because of the difficulties created by the overwhelming
gge.porlldert;mce of petroleum companies at the top of the Fortune 100 (10 of the top

in 1978).
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it Table III-20. Average Firm Size for Petroleum, Petroleum-Related,
ik and Nonpetroleum Companies 1979-1981
I _ Year
i 1979 1980 1981
I ————————————— (million dollars)-~----=—-———--
il
;”5 Average assets
Petroleum $11,408 $13,673 $16,084
Petroleum-~-related 5,915 ' 6,793 7,473
Non-petroleum - 3,414 3,886 4,257
Average sales | _
Petroleum o $19,149 $17,181 $ n.a.
Petroleum-related 8,461 9,281 n.a.
Non-petroleum 5,861 :6,551 n.a.
Average market value |
Petroleum $5,218 $7,516 $11,924
Petroleum-related 2,623 3,048 3,704
Non-petroleum 1,974 1,988 2,556

n.a.-=-not available.

Source: COMPUSTAT II, Data Tape, Industrial Files, Standard & Poor's
Corp. Annual. ’
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Tables III-21 and M-22 reflect the greater acquisition activity of the petroleum
and petroleum-related companies compared with the nonpetroleum companies. As a
group, th'e market value of whole company acquisitions by the nonpetroleum companies
averaged .84 percent of total market value per year (1979-1981), whereas the
corresponding average for the petroleum companies is 2.91 percent, and for the
petroleum-related companies, 9.16 percent (4.77 percent if DuPont-Conoco is
excluded). Similarly, total acquisitions and total acquisitions net of divestitures
expressed as percentages of market value are substantially higher for the petroleum and
petrdleum—related companies compared with the nonpetroleum companies.

The figures in Tables INI-22 also reveal virtually no difference in the relative
importance of total acquisitions between the petroleum and petroleum-related companies
in 1979 and 1980. However, in 1981, total acquisitions by the petroleum-related group
increased substantially compared with the petroleum group: 20.03 percent of market
value as against 2.30 percent. (Excluding DuPont-Conoco, the percentage for the
petroleum-related group falls to 6.87 percent). However, the petroleum-related group
had also divested relatively more than the petroleum group. On balance, total
acquisitions net of divestitures averaged 3.83 -percent of market value per year (1979-
1981) for the petroleum group, and 7.79 percent for the petroleum-related group (3.40
percent excluding DuPont-Conoco). Although the greater divestiture activity of the
petfoleum-related group reduces the difference in net acquisition activity between these
two groups, the petroleum-related companies 'nonetheless appear to have had a higher
rate of acquisition activity than the petroleum companies.

It was shown earlier that a substantial portion of the increased acquisition activity
of the large petroleum companies during the period 1979-1981 was made up of
acquisitions of energy related assets. (Large net energy related acquisitions made up
64.8 percent of total net large acquisitions for this period). The non-petroleum group

was a net divestor of energy related assets. (Large net energy related acquisitions as a




percentage of total large net acquisitions were - 4 percent for this group). The data for
the petroleum related group were significantly influenced by the DuPont-Conoco

acquisition. Large net energy related acquisitions as a percent of total large net

~ acquisitions were 56.7 percent for the petroleum related group. However, the exclusion

of the DuPont-Conoco acquisition changes this percentage to - 10.8 percent. Thus it is
clear-,‘ thét, except for DuPont-Conoco, the energy related emphasis of the large
petroleuﬁ companies' increased acquisition activity over the period 1979-1981 was not a
feature of other large companies' acquisition activity during the period. Apparently the
large betroleum companies generally placed a higher value on fossil fuel reserves than
did other potential acquirers or did the market in general.

To sﬁm up, the._ large petroleum companies appear to have increased their

acquisition activity subséquent to 1978 compared with earlier years. An important part

- of the increase can be accounted for by three particularly large acquisitions occurring in

1979-1981, although these a__gquisitions do not account for the whole of the increase. In

1979-1981, the iE;etroleur‘l;i companies as well as the petroleum-related companies engaged
in relatively greater acquisition activity than did a comparison group of nonpetroleum

companies. Differences in the acquisition activity of the petroleum and petroleum-
related companies are less pronounced than the difference between these two groups and

the nonpetroleum group.
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rable III-21. Market Value, Assets and Sales of Whole Company
Acquisitions as a Percentage of Market Value, Assets and Sales:

petroleum, Petroleum-Related and Nonpetroleum Companies 1979-1981

Non-

1l
Conoco.

Source: Market Value, Assets and Sales from Compustat II, Data Tape,

Industrial Files, Standard and Poor's Corp. Annual.
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: Petroleum-
Measure of Acquisition Petroleum related petroleum
Activity/Year Companies Companies companies
Market value as a per-
centage of market
value
1979 6.36 6.64 1.59
- 1980 .93 2.62 .59
1981 1.44 18.21 (5.05)1 .35
Assets as a per-
centage of- assets
1979 .92 2.73 .81
1980 .89 2.58 .15
1981 1.77 11.39 (2.16)1 .22
Sales as a per-
centage of sales
1979 .48 2.58 .72
1980 .82 .66 .22

Figures in parentheses reflect percentages excluding Du Pont-




A{? Table III-22. Total Acquisitions and Total Acquisitions Net of

Divestitures as a Percentage of Market Value: Petroleum,
Petroleum-Related and Nonpetroleum Companies, 1979-1981

Measure of ’ _ Petroleum- . Non-
acquisition Petroleum related petroleum
activity/year companies . companies companies

Total acquisitions
as a percentage of
market values

1979 L 7.54 7.65 . 1.66

1980 © 3.69 3.83 .59
1981 L 2.01 20.03 (6.87)1 .35

Total acquisitions
net of divestitures
as a percentage of
market value

1979 , 6.58 4.60 1.60
1980 3.36 .86 .50
1981 1.58 17.91 (4.75)1 .31

1 Figures in parentheses reflect percentages excluding DuPont-
Conoco. '
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IV. INCENTIVES FOR MERGERS

Introduction

Although the explanations of mergers are varied, abrupt changes in market
conditions in the late 1970's provide likely reasons for several recent oil-company
mergers. This section discusses those changes in market conditions and also other

actors that may provide incentives for mergers.

b )

B. Motives for Mergers

Maximization of profits (in a broad, general sense) is presumably the primary
force behind merger activity. A merger can increase profits in a number of ways; among
ose commonly cited are increased efficiency, enhanced market power, regulation,
taxes, capture of "undervalued" assets, and financial considerations. Each of these
factors is discussed below.

1 Economic efficiencies or synergies as a merger motive

One of the most important reasons for mergers, both for the parties involved and

the economy at large, is the greater efficiency that can be derived from the potential

: realignment of assets toward their highest and best use. Such efficiencies lower the

.eosts of production or distribution and increase profits. The realization of such

" efficiencies is of obvious social benefit. To the extent that such efficiencies exist,
. mergers can be an important means to advance productivity.

a. Managerial synergies

If supepior managers gain control of poorly managed firms, they may transform

he managerial staff and organization, revitalizing the company and enhancing its

- profitability. H.G. Manne has argued that the possible replacement of management by

Mmeans of a takeover afforded noncontrolling stockholders with some protection against

.,.ncompetent corporate managers. "The lower the stock price, relative to what it could

“be with more efficient management, the more attractive the takeover becomes to those

Who believe that they can manage the company more efficiently. ... Only the takeover
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scheme provides some assurance of competitive efficiency among corporate
mana,gers.f'l Manne also contended that potential managerial efficiencies are most likely
‘ when the meré'ing firms produce closely related goods or services.? (
[ b.  Productive efficiencies

Mergers may also offer potential gains in productive efficiency. These

manufacturing synergies are categorized as either plant-specific or product-specifie.

A plant-specific gain requires construction or expansion of a plant in order to
attain scale economies not‘available- prior to merger. Since most firms have settled
locations or have attained most available economies, the merger gains from plant
specific scale economies are likely to be small. However, an increase in the number of
plants operated by a given firm may permit cost reduction not otherwise aftained by a

firm operating fewer plants.

Product—specific economies may offer more impressive gains. These efficiencies
are attainable by reorganizing existing production or marketing methods without
implementing major changes in plants. For example, by rearranging prod'uction
assignments, the runs of a single product may be lengthened, reducing set-up costs.
Product-specific economies may also include consolidation or rearrangement _of sales
forces, research an_d development, and other "'support" functions necessary to the

‘successful maintenance of produet quality and distribution.

Aithough efficiencies can be an important motivation for mergers, their existence

Manne, "Mergers and the Market for Corporate Control," J. cf Pol. Econ. 110-20
(Apr. 1965) ' _

This may be too strong a conclusmn, if the coneern solely is with management
effects. Basically, the merger provides an opportunity to replace current
managers, hopefully leading to a reorganization of production. It is not clear that
those most capable of providing this managerial boost are horizontal competitors,
in that managerial skills may not be market-specific. O. Williamson, Markets and
Hierarchies: Analysis and Antitrust Implications, 132-75 (1975) discusses more
generally the importance of managerial and organizational form, particularly with
respect to conglomerate firms where managerial benefits may. be independent of
any horizontal market relationships with acquired firms.
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does not appear to be universal. One recent study of horizontal mergers in Greaf Britain
concluded that efficiency gains were minimal, as against some quite substantial
anticdmpetiti\fe _effects.3 The general consonance of efficiencies with mei‘gers is well
documented. For example, Scherer. concluded from a review .of four other‘ studies of
horizontal mergers that "[tlhe general implication . . . is that production economies do
arise in conjunction with many mergers, and especially horizontal mergers, but that t_‘c}r
the most part the benefits are not large."4
2. Market power as an incentive to merge

Although efficiencies can be an important motivation for mergers, market power

can also be an important motive. For. example, the previously cited recent study of

horizontal mergers in Great Britain concluded that efficiency gains were minimal, as
against some quite substantial anticompetitive effects.’ This form of profit
enhancement through increased market power is most likely in a horizontal merger that
significantly increases the relative size of the merged entity or strengthens the ability of
~firms to .acf collusively. The passage of the Sherman Act and the Clayton Act, as
amended, has almost certainly reduced the number of mergers undertaken primarily for
anticompetitive reasons.

Although few of today's mergers may be spurred brimarily by clear

anticompetitive intent,6 such mergers can still produce an anticompetitive effect. For

K. Cowling, P. Stoneman, J. Cubbin, J. Cable, G. Hall, S. Domberger & P. Dutton,
Mergers and Economic Performance 370-71 (1980). The methodology used is case
studies of major mergers in 1968-69. One major merger in the ball-bearing industry
does seem to have produced significant manufacturing efficiencies. See id. at 95—
104 (case study of Ransome, Hoffman and Pollard). ST o

F. Scherer, Industriai Market Structure and Economic Performance 137 (1980).

supra, note 3, at 370-71.

There are exceptions. See e.g., United States v. Md. & Va. Milk Producers Assoc.,
167 F. Supp. 799, 804-06 (D.D.C.1958) (evidence Indicated defendant’s clear intent
to eliminate by acquisition 6f a "disturbing influence" on price).
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example, the Commission sought to enjoin Mobil's attempted acquisition of Marathon and
Gulf's attempted acquisition of Cities Service, after finding reason to believe that these
acquisitions would be likely to have-anticompefitive effects in particular geographic and
product markets, not because the basie intent of these firms was to lessen competition.7
C. Efficiency Considerations in Some Recent Oil Company Mergers

An important potential efficiency in a merger between crude oil producers is the
applieation of specia]ized techniques to raise the productivity of erude oil reserves.
Methods of raising production include the exploitation of deeper zones or reservoirs from
resei'ves already in production. Firms with the necessary expertise can also extract
higher proportions of crude oil from producing reservoirs. These enhanced recovery
t‘echniques include the use of water flooding-br gas injection ("secondary recovery") or
the use of heat microemulsion or miseible-fluid displacement ("tertiary recovery").

The feasibility of employing enhanced recovery techniques depends upon the price
of oil. Given the recent and rapid escalation in the world price of oil, firms with the
necessary technical ability are likely to find ‘that certain recovery methods are now
profitable. It would not be surprising to find the most technically proficient firms
acquiring reserves from those less adept in these techniques.

Some of the recent crude oil acquisitions may be primarily for this reason. Of the
three we have examined more closely — Shell‘s acquisition of Belridge, Mobil's aborted

acquisition of Marathon, and Du Pont's acquisition of Conoco — only the Shell acquisition

In point of fact, Mobil's position in the Marathon v. Mobil private action indicated
its willingness to resolve horizontal overlaps by partial divestitures. Published news
reports following Gulf's aborted takeover of Cities Service likewise recount
anticipated discussions by Gulf with antitrust officials to resolve potential overlap
problems in future acquisition attempts, prior to making a tender offer. See
Marathon Oil Co. v. Mobil Corp., 530 F. Supp. 315 (N.D. Ohio 1981), aff'd 669 F.2d
378 (6th Cir. 1981) [hereinafter cited as Marathon v. Mobill. ‘Mobil's willingness to
spin off’the assets whose aecquisition potentially had an anticompetitive effect
while continuing its efforts to acquire Marathon's remaining assets implies that the
acquisition was not primarily motivated by market power considerations. See 669
F.2d at 383. See also, Morton, Gulf Oil Comes out Smiling, N.Y. Times, Aug. 10,
1982 (Business Section), at 1. R '
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displays clear effects along these lines.
1. Shell's acquisition of Belridge
Prior to it's acquisition by Shell in late 1979, Belridge was a relatively obscure,

closely-held, California crude oil producer, whose principal owners were heirs of three of
the five founding families? After soliciting acqbuisition proposals, on September 28,
1979, the Directors of Belridge selected Shell as the successful bidder.? Shell's interest
- in Belridge was predicated on its assessment that:

with substantial capital expenditures (estimated to

approximate $1 billion over the next ten years) and Shell's

expertise in production technology, the production ultimately

recoverable from these properties [Belridge reserves] might

substantially exceed l'Hle estimates of the reserves presently

attributable to them. ‘
After the announcement of Shell's bid of $3.65 billion and the revelation that Shell's bid
substantially exceeded the price offered by the next highest bidder, Shell was subjected

to considerable criticism for having bid too much.1!

But two years after the
consummation of the merger, it appears that even Shell underestiméted the extent to

which Shell's superior production technology would enhance the value of the Belridge
operation. As of last November, She]i had increased Belridge's production from 40,000

barrels per day to 68,000 barrels per day, and plans called for production to exceed

8 Wall St. J., Oct. 18, 1979, at 1. Mobil and Texaco were shareholders also, together
holding approximately 35 percent of Belridge.
9

Form S-14, "Registration Statement" 12-13 (Nov. 23, 1979) (submitted by Kernridge
0il Co. & Shell Oil Co. to the Securities and Exchange Comm.) (amend. 1).

10 14, at 16.
11 "'m glad I didn't have John's [Bookout, Chief Executive of
Shelll job of explaining that to their shareholders,” George
Keller, Chairman of Standard Oil of California told a gathering
of New York securities analysts. "The oil's there. The
i;ues'tion is whether  they could have gotten it for $1.5 billion
ess." : '

Getschow & Thurow, "Working Marriage: Shell-Belridge Merger Thrives oﬁ
Technology, Avoids Most Pitfalls,” Wall St. J .y Nov. 5, 1981, at 1.
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100,000 barrels daily by the mid-1980's. It is generally agreed that such improvements

could not have been achieved if Belridge had not combined with a major petroleum firm.
2. Iﬁobil's proposed acquisition of Marathon

In the case of Mobil Corporation's attempted acquisition of Marathon, efficiency
considerations of the type discussed here seem to have been of minimal importance. A
number of other possible efficiencies can be hypothesized: lower costs of its operations
resulting from greater crude holdings; improved management; cheaper manufacturing;*or
efficiencies expected from fitting together the companies' refining, transportation, and
marketing facilities. However, exammatlon of the available evidence, including internal
documents obtained by the Commlsswn, does not-indicate that considerations such as
these weighed heavily as a major objectwe of the acquisition.

The most commonly cited attraction of Marathon to Mobil was Marathon‘s crude
oil reserve holdings, principally its interest in the Yates Field, the second-largest
quantity of reserves in the United States. Acquisition of the Yates Field would have
improved Mobil's crude position much faster than could be achieved via increased
exp‘loration.12 But unlike the Shell/B-elri,dge case, there was no indication that Mobil
would have been able to produce oil from the Yates field more cheaply, or that Mobil
could reduce its other costs of operetion sigﬁificantly through ownership of this seurce of
crude oil. The view that Mobil's desire to acquire Marathon's crude resources stemmed
from Mobil's belief that the assets were undervalued in the stock market is discussed
below. |

3. The Du Pont acquisition of Conoco
Du Pont, a large and diversified chemical manufacturing firm, merged with

Conoco in the summer of 1981._13 First Seagram's, then Du Pont, and finally Mobil, made

12 Stuart, "What Makes Mobil Run: A Chromc Shortage of. 011 Helps Keep Big Oil's
Biggest Maverick Combative," Fortune 93 (Dec. 14, 1981). :

13 This summarizes events reported in R. Phalon, The Takeover Barons of Wall Street,
(Continued)
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successive offers for parts or all of Cohoco's outstanding shares, eventually forcing Du
Pont to pay $98 per share in cash for 45 percent of Conoco's shares and to exchange 1.7
Du Pont shares for each remaining Conoco share — a total of $7.54 billion.

Ruback, who closely analyzed the transaction, found it difficult to explain

14 While Du Pont uses petroleum feedstocks in chemical

Du Pont's interest in Conoco.
production, it relied on Conoco for only a small volume (4 percent of purchases) and
should have been indifferent between Conoco and other suppliers. Even if Du Pont fglt
that its crude.supplies might be threatened, Conocd could not be a guarantor of future
feedstocks because its supplies did not even satisfy its own needs.

Du Pont itself consideréd the acquisition to be a good business opportunity for a
number of reasons. Du Pont believed that Conoco was substantially undervalued by the
stock market, so that the acquisition was felt to be worthwhile investment. Another
reason advanced by Du Pont for the acquisition was its value as a natural-resource
diversification. Du Pont also considered Conoco's hydrocarbon position to be an
effective hedge against future surges in the prices of raw materials to Conoco. Finaily,
Du Pont beiieved that its superior management could be effectively used within the

acquired company.15

Whatever Du Pont's underlying motives may have been, the stock market did not
‘. seem to concur in its decision. Ruback concluded that Du Pont's acquisition of Conoco
-~ s-resulted in a 10 percent ($790 million) fall in Du Pont's equity value between June 17,

= 1981, when Conoco rejected the initial Seagram's offer, and August 5, 1981, when Du

14

A full history and analysis of this particular merger is available in Ruback, "The
Conoco Takover and Stockholder Returns" (forthcoming in 23 Sloan Mgmt. Rev. 13
(Winter 1982)). The Seagrams, Du Pont, and Mobil offers may have been initiated
by an earlier bid for 20% of Conoco's stock by Dome Petroleum, Ltd. Dome's
ability to gain well over 20% for a $15 per share premium may have indicated an
undervaluation of Conoco Shares. '

Memoranda from E. G. Jefferson to Du Pont Board of Directors and from D. K.
Barnes to Du Pont Executive Committee (July 1, 1981).
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Pont's success was announced.16 Conoco's shareholders realized a 71 percent return.
Seagram's suffered no net impact from its failure to aequire Conoco and in the process
obtained aﬁproximately 20 percént of Du Po'nt's.equity at a premium of only 15 percent
over Du Pont's August 5 closing px‘ice.17 Mobil, another unsuccessful bidder, experienced

an estimated loss of $400 million in the value of its stock during the attempt.18

" D. Petroleum Price and Allocation Regulations

1. Historical description.
Federal regulation ‘of oil prices began in August 1971, when petroleum product

prices were frozen along with the prices of other commodities by Phase I of the Nixon

administration's wage and price controls. When controls on other commodities were

* substantially eliminated, oil price controls were maintained or expanded. These controls

placed rigid price ceilings on crude oil and generally limited price increases to cost pass-

throughs. In May 1973, after shortages began appearing,lg- the administration established

20

a voluntary petroleum allocation program which later evolved into mandatory

regulations embodied in the Emergency Petroleum Allocation Act (EPAA).Z1

16 Ruback, supra note 14.

17 This is a small premium for so large a block of stock, which made Seagram's the
largest shareholder of Du Pont. '

18 Rruback is somewhat at a loss to explain this. He believes it may be related to the
Justice Department's announcement of antitrust concerns, signaling to investors
that Mobil would have difficulty making acquisitions in the oil industry. :

19 The rigid retail price ceilings originally imposed were particularly prone to cause

shortages. Subsequent price regulations attempted to remedy this problem -but

were never completely successful. See C. Roush, Effects of Federal Price and

Allocation Regulations on the Petroleum Industry 10-14 (stalf report prepared for

Reculations: Output, Efficienc and Competitive Effects 169-80 (1981) (staft
report prepared for the Fed. Trade Comm.).

This was accomplished under authority of fhe Economic Stabilization Act of 1970,
Pub. L. No. 91-151, 83 Stat. 371.

21 pub. L. No. 93-159, 87 Stat. 619.

the Fed. Trade Comm.); S. Harvey & C. Roush, Petroleum Product Price -




Under the controls established by the EPAA, most crude oil from domestice
properties in production in 1972 ("'old oil") was subject to an absolute price ceiling equal
to the crude's May 15, 1973 market price, plus $1.35 per barrel. "New oil" (from
pfoperties put into production subsequent to 1972), imported oil, and certain other
specified crude oils were exempt from price control. Refiners of petroleum products
were required to place their customers into "classes of purchasers," and to compute the
average price charged to each class on May 15, 1973—the base-period price. Prices in
excess of the base-period price were permitted only td allow the refiner to pass through
increases in "alloWable" cost according to specified formulas for allocating costs amoﬁg
products.22 Resellers and retailers of petroleum products were subject fo similar cost
pass-through price ;'egulations.

The allocation regulations for crude oil and products required suppliers at each
level of the industry to offer crude oil or product to their customers as of December 1,
1973 based on the volumes sold to them on that date.23 However,' the»regu'lations did
little to .prevent.: integrated crude oil sellers from diseriminating between their own
refineries and others' by using their low priced, controﬂed crude in their own refineries,
while selling their’\ higher priced, uncontrolled crude to meet their allocation
obligations. This tended to put bthe ihtegrated firms' non-integrated customers at a

disadvantage in the refined products market.24 In November 1974, the Federal Energy

For example, most common costs were allocated on the basis of the relative
number of barrels sold. :

Some new entrants were assigned suppiiers by the Federal Energy Administration,
while others were unable to get allocations and had to rely on unallocated volumes
of product. Such unallocated product was frequently but not always reliably
available. ' :

24 5 refiner could increase its profits by rolling in price controlled crude with

uncontrolled (e.g., foreign) crude oil to achieve a higher volume of produet input at
any given ceiling price. The way in which refiners' profits were linked to volume is

gc;lmplicated and is explained in detail in S. Harvey & C. Roush, supra note 19, at
‘.2. . . : ’ .
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Administration responded to this problem by establishing the nerude-oil price

equalization program." Under this program, an ngntitlement" was needed to refine each
barrel of price controlled crude oil. The entitlements were distributed among refiners,
and refiners that processed more old oil than they had entitlements for had to purchase

entitlements from refiners who had a surplué. The price of entitlements was set by FEA
to equal the difference between the weighted average prices of controlled oil and of oil
not subject to price control.25 |

These types of price and allocation regulation of petroleum were continued under
the Energy Policy and Conservation Act (EPCA) of 197 5,26 but this Act also allowed the
FEA to decontrol petroleum products subject to é one-house Congressional veto. Over

the next five years, beginning with the heaviest products, all major petroleum products

~except gasoline became exempt from regulations. In August ‘1976, the Energy

Conservation and Production Act exempted from price controls crude production from
wells producing fewer than 10 barrels per day ("stripper wells'_').27 On June 1, 1979, the
Carter Administration initiated a gradual crude-oil decontrol program, and in January
1981, all remaining price and allocétion controls were removed by an Executive Order
issued by President Reagan.

2. Effects of the price and allocation regulations

The EPCA's regulatory scheme provided various advantages to firms with the

ability to undertake new tertiary recovery projects. For instance, in September 1978,

25 Had entitlements been distributed among refiners in proportion to their crude oil -
input, the entitlements program would have made crude oil acquisition price
approximately equal for each refiner. However, there was an explicit bias in
program toward small non-integrated refiners. Non-integrated refiners whos
crude runs were less than 175,000 barrels per day received a disproportionate shar
of eptitlements. In addition, certain small refiners—particularly those in finanei
difficulty — were relieved entirely of the obligation to buy entitlements.

26 pub. L. No. 94-163, 89 Stat. 950 (1975).
27 pub. L. No. 94-385, 90 Stat. 1132 (1976).
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the Department of Energy promulgated regulations that lifted price control ceilings on
incremental crude oil produced by tertiary recovery technique‘s.28 One year later, in
October 1979, DOE increased the rewards to terti'ary production by allowing producers to
recoup 75 percent of the cost of tertiary-recovery projects. Producers were
compensated for the investment through a program that "released" additional oil from
the grip of price controls.?? of course, rising crude oil prices increased the profits that
could be derived from such programs and commensurately increased the incentives for
reserve acquisitions.

Decontrol rendered these programs nugatory and provided an impdrtant production
~ incentive. Because all crude oil could now be priced at the world level, all programs that
" éould enhance recovery increased in value. Thus, domestic decontrol may have served to
* widen the divergeﬁce in (stock market) valuation among firms based on their ability to

produce oil.

The regulatory scheme also gave oil companies an incentive to alter théir

- structure through vertical integration. Because the price regulations were based on cost

ass-throughs, and because vertieally integrated firms "purchase" from themselves, such
* firms have an enhanced ability to manipulate the costs they report for inputs. This may
“frequently benefit the integrated firms because of loopholes in the regulations or because
- of different market coﬁditions at different vertical levels of the industry.

‘ vrS__ome regulatory incentiyes to restructure were moré specific. For example,
urlng the regulatory period prior to implementation of the entitlements program, there
"své-strohg ineenti;e for crude oil producers to owri refinery capacity at least sufficient
pi'f)e_e'ss fheir production of old oil. As noted abbve, a producer could sell that portion

 erude oil which was not under price control and channel its price controlled oil to

43 Fed. Reg. 33,679 (1978), 10 C.F.R. § 212.78 (1979).
44 Fed. Reg. 51,148 (1979), 10 C.F.R. § 212.78 (1979).
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its own refinery. By doing so, a producer/refiner could gain increased market share and

profits through its refining operations.30 Even after the entitlements system was

introduced, some crude oil remained more valuable than other oil, and it could be to a

producer's benefit to channel that crude through its own refinery.31

o

There were also specific regulatory incentives for integration between refining
and marketing'.32 First, integrated refiners generally profited more from sales they
made through their own outlets than from sales made through indepeﬁdent outlets. This
arose because retail operations did not tend to be constrained by the regulations, even
when refining operations were. Based on the way increased marketing costs entered the
ceiling price formulae, bintegrated refiner-marketers could more than recover increased
marketing costs if they altered their historic pattern of gasoline distribution by
circumventing nonaffiliated wholesalers and marketers and performing the downstream
.funétions themsél\_/es.33

E. Federal Tax Incentives to Merge
| L. The windfall profits tax incentive

34

Merger inducements flowing from the windfall profits tax"~ are a function of the \

30 geecC. Roush, supra note 19, at 34-38, 48; S. Harvey & C. Roush, supra note 19, at

10, 11, 45, 46.

31 See Bur. of Competition, Fed. Trade Comm., Concerning the Competitive Impact of
Wellhead Price Ceilings, Entitlements, The Reseller Rule, The Supplier/Purchase =
Rule (May 23, 1978) (comments to Economic Regulatory Admin., Dep't of Energy). :

32 These effects are too complicated to be fully explained here. The effects

mentioned in the text are treated at length in S. Harvey & C Roush, supra note 19,
at 22-24, 57-73, 116-31.

33 Not all regulatory incentives stimulated increased integration. For example,
nonintegrated marketers were in some cases allowed to increase prices with a
presumption that their costs had inereased, while integrated marketers had to.
document the cost increases before they were allowed to raise their prices.
Horizontal integration between small refiners was discouraged to a certain extent
by the entitlements bias that tended to discourage the growth of small refiners
either through internal expansion or acquisition.

34 Crude 0il Windfall Profit Tax of 1980, § lOl(a)(l), 26 U.S. C. § 4986, as amended
(Continued) ‘
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tax rate, the price of oil, and the special treatment given to certain categories of oil.
The tax is essentially an excise tax levied as a percentage of selling price above a given
base price. There are three important categories of oil under the tax. Although
independent producers are subject to lower rates, most oil is in Tiep I and is taxed at a
rate of 70 percent of the sales price above a base price (which is on average
$12.81/barrel plus an adjustment for inflation since May 1979). Tier I oil is produced
frpm stripper wells and is taxed at a §0 percent rate on all sales revenue above an
ihflatibn-adjusted base price averaging $15.20/barrel. Tier III oil is taxed at lower rates
and includes newly dlscovered oil, heavy crude oil (below 16° gravxty), and ineremental
production from tertiary recovery. The oil is taxed at a 30 percent rate above an
inflation-adjusted base price of about $16.55/barrel. To encourage tertiary productlon,
_the 30 percent rate applies not only to production above the base production of a field,
- but to much pre-existing production from the field as well. Once the tertiary project is
initiated, producers ean transfer to the Tier II category about 2.5 percent of the base
production from the field per month. Thus, within ‘about 40 months most of the
production from a field will qualify for the lower tax rate.3°

While the windall profits tax creates a number of stimuli pertinent to mergers,
some of them may be offsetting. To some extent the tax may attenuate the merger
mcentlve that arises from high erude oil prlces. By reducing the profits attributable to
speclal expertise in development and production, the tax narrows the dlfferences in
reserve valuation based on differing capabilities among producmg firms. Theoretlcally,
the tax mitigates the drive of the more efficient extractmg‘ firms to acquire reserves

from other companies.

(1981). - _
\ 35 The wmdfall profit tax will be decreased for all tiers during a 33-month phaseout
period beginning between December 1987 and December 1990. 26 U.S.C. § 4990.
The decline rate for newly discovered Tier I oil, however, begins in 1982, at a tax
rate of 27 1/2%. Id. at § 4987.
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On the other hand, the segregation of crudes for tax pprpoées may have increased
the rewards from certain mergers. The most extreme example is the tertiary recovery
provision. “Tertiary recovery methdds are expensive and the technologies are untried, but
the tax compensation for using them may be substantial. A firm that acquires reserves ;
and obtains a significant increase in prbducfion through enhancement techniques will find
that the entire reserve is subject to the léwer tax rate within 40 months. Therefore, the
tax increases the amount by which a firm with expertise in specialized recovery
techniques will value reserves more highly than a firm without such expertise.

According to one commentator, an enhanced recovery project >that increases
tertiary production only 10 percent may incre‘asé the pfoducer's net revenue by as much ?
as 65 percent. If the prevailing érudé oil price were about $35/barrel, the incremental

"production would be worth mofe than $100/ban'r.el.36 This powerful incentive mﬁy have
been one of the motivations for Sun Company's $2.3 billibn aequisition of the U.S. oil and
gas properties of Texas Pacifié (a subsidiary of Seagram). Texas Pacific had many old

fields that had been depleted by years of production. These older properties were still
37 »

valuable as candidates for tertiary production techniques.
2. Taxable acquisitions and stepped—up basis
The ability to stép'up the basis of an acquired firm can providé a substantial
incentive for merger by allowing the combined firm to redepreciate assets and reduce
tax liabilities. For a merger that does not qualify as tax-free, the implications are as
~ follows: |
(1) the seller of the acquired stock has a taxable gain on the

difference between his adjusted basis in the stock and the price
received; S

36 verleger, "A Windfall Tax Incentive," Wall St. J. May 23, 1980, at 20.
37 Ia. |
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(2) the acquired assets are stepped-up from their original basis to
a new basis equivalent to the price paid by the acquiring
company;

(3)  the acquired company is required to recapture certain
previously claimed depreciation and other deductions and tax
_ credits, and to recognize certain previously deferred items,
which results in additional federal income taxes to the
acquiring firm.

The implications of these provisions can be significant for merger activity. For

example, assume that the shareholders of Company T value T at $8 million, that their

total basis in T is $6 million, that each shareholder is subject to the maximum capital '
gains tax of twenty percent, and that the tax basis of T's assets is $2 million. If, without ‘
regard to stepped—up basis, Compan_y A also values T at $8 million, a tax-free exchange
of Company A's stock for Company T's stock or assets (as allowed by Internal Revenue
Code Section 368) would not be particularly attractive to either p&u'ty.38 A taxable
transaction for $9 million, however, would be desirable for both parties. After paying
capital gains tax, T's shareholders would net $8,4' million, an amount exceéding their
valuation of T. Company A would step up the basis of T's assets from $2 million to $9
million, yielding $7 million more in depreciation or depletion. If A's tax rate were forty-
six percent, A would realize $3.2 million in-tax savings from the stepped-up basis. These
tax savings would occur over several years, making the discounted present Qalue of the
'-savings somewhat less than $3.2 million. Assumjng the present value is only $1.6 million,
‘the net effect 6f the trarisaction to A is that 1t has paid $9 million and received assets
worth $8 million plus $1.6 million of_ tax savings, for a total of $9.6 million.3? Thus, a

:merg'er that the two parties would have been indifferent to on a tax-free basis, becomes

:.38 The ability of one company to acquire another in a tax-free transaction does not in

itself create the valuation difference between buyers and sellers which is necessary
to trigger a merger. The tax-free provisions do, however, eliminate a potential
disineentive to merge — the need for the buyer to ‘compensate the seller for the
latter's capital gains tax incurred in a taxable transaction.

39

This example assumes no recapt\ure taxes were payable by the’acquiring company. ' :
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attractive to them solely because of a tax incentive created by the stepped-up basis of

the acquired assets. 20

P. Steiner has noted that if the depreciation deduction accruing to the buyer is
more valuable than the avoidance of capital gains to the seller, there will be a net L
inceﬁtive to merge by meéns of a taxable, rather than a tax—free; transaction.41 More
precisely, the tax benefit of the extra depreciation to the buyer must be greater than

both the capital gains tax to the seller and any recapture taxes which the buyer must

p-ay.42

In order to minimize the effect of the recapture provision in an acquisition that
0 ~ allows stepped-up basis, both Mobil and U.S. Steel considered maintaining Marathon Oil )
as a separate subsidiary of the parent. Thrbugh a partial liquidation, some Marathon

i

5 -assets could then be transferred to the parent company. The partially liquidated assets

40 por a more detailed example of how-stepped—up basis can induce a merger, see
Ferguson & Popkin, "Pulling Rabbits Out of Hats in the Oil Business and Elsewhere,”
Fin. Analysts' J. 24-27 (Mar.-Apr. 1982). :

Net operating losses (NOL) which would expire unused absent a combination of the
NOL company with a profitable company can also act as direct tax incentives for
mergers. In five recent large oil industry mergers examined infra, however, neither
the acquired nor acquiring company had NOL's at the time the merger took place.

41 p, Steiner, Mergers: Motives, Effects, Policies, 83 (1974). In an examination of
five large oll industry acquisitions we found that four were taxable. The mergers |
examined were: Sun's purchase of some Texas Pacific assets, Du Pont's acquisiton
of Conoco, Sohio's purchase of Kennecott, Mobil's proposed takeover of Marathon,
and U.S. Steel's acquisition of Marathon.

42 Two aspects of the Economic Recovery Tax Act of 1981 increase the likelihood that
a taxable merger will be preferable to a tax-free merger and also increase the
likelihood that, due only to tax reasons, mergers will occur because a particular
company is valued more by another corporation than by its own shareholders. These
two provisions are the reduction in the capital gains tax (which reduces the taxes
payable by a seller in a taxable merger) and the speeding up of depreciation under
the ACRS system (which increases the value to the buyer of the stepped-up basis).

The dramatie rise in oil prices over the past few years has almost certainly caused
a significant difference between the current market value and the historical tax
basis of oil properties. This divergence increases the tax advantage from stepped-
up basis in a taxable merger. .
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would receive a step-up in basis. At the same time, the partial liquidation would be treated as
an intercorporate transaction between the parent and Marathon. Under such circumstances, the
reéaptufed taxes could be deferred. By treating the partial liquidation as a transaction between
members ef a controlled group of corporations that file a consolidated tax return, Mobil or U.S.
Steel could thus obtain the benefits of stepped-up basis without the drawback of paying
immediate recapture taxes. |

Besed on ,thve Marathon - U.S. Steel Proxy/Prospectus and on internal Mobil Corporation
documents, it is pbssib_le to estimate the component of the Mobil and U.S. Steel offering prices
for Marathon stock thét would be recouped due solely to tax savings from the stepping-up of
basis thi'ough a partial ;liquidation of Marathon's assets. Mobil's average offering price for the
Marathon stock was $108 per.share, a premium of $44 over the Marathon closing price of $63.75
per share on the day prior to the Mobil offer. Approximately $11 per share, or 25 percent of the
.premiu_m offered, would have been offset from the potential tax savings to Mobil. U.S. Steel's
average offering_ price for Marathon was $103 per share, or a premium of $39 over the pre-
tender offer price. U.S. Steel's tax ISavings equaled about $10 per share, 26 percent of the
purchase premium. The tax savings from stepped-up basis did not account for the entire |

premium offered by Mobil or U.S. Steel for Marathon. But because substantial premiums are

' required in a hostile ‘takeover, the size of the offering price, as permitted by the potential tax 3 :

savings, may have been pivotal in persuading enough Marathon shareholders to tender their

stock,43 -

f;.43 U.S. Steel needed to attract 51% or thirty million of Marathon's shares in its tender TR
offer. While $63.75 was the price at which Marathon stoek sold just prior to the takeover '
attempts, the price was based on sales of only a small portion of all outstanding Marathon R
'shares. Perhaps the marginal shareholder necessary to obtain the last percent would not [ |
have sold for anything less than, the $125 cash tender price offered by U.S. Steel. If that o
were true, and if $125 were the highest price U.S. Steel had been willing to offer, o
including the- gains it could obtain through the tax benefit of stepped-up basis, then IR
without such benefit U.S. Steel's maximum offer would have been lower and the tender R
offer would not have been successful. The Tax Equity and Fiscal Responsibility Act of SRR
1982 eliminates partial liquidations as a means of deferring recapture taxes on stepped-up —
- assets. An-acquiring corporation may still elect to step-up the basis of acquired assets,
but will then be subject to immediate repayment of any recapture taxes.
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i : F. Diverse Expectations and the Evaluation of Acquisition Targets

One motivation given prominence in discussions of recent oil industry acquisitions
is that the.target companies, particulaply those holding significant fossil fuel deposits,
are undervalued in the stock market. This motive has been discussed widely in the press
and by Mobil Corporation representatives. For example, consultants for Mobil argued

that Mobil's bid for Marathon

I . « « could correct the valuation of Marathon's assets in the
market. Mobil believes that other investors have been unduly
! pessimistic about the value of Marathon's assets and prospects,
n and the acquisition would result in more accurate price signals
about asset valuation. . .. ‘

We emphasize, . . . the benefits from correcting asset
valuations. Arbitrageurs perform the socially valuable
function of moving prices toward market-clearing levels, which

‘ then induce optimal investment and consumption decisions. A

E : change in the relative attractiveness of equity investments in
oil companies will call forth new investments in these firms.
Mobil could be wrong in assessing profit opportunities, but it -
would not be appropriate for the Department to oppose the -
merger because it may disagree with Mobil's judgment that
“Marathon's assets are undervalued. The Department has no
comparative advantage in making oil investment decisions. If
Mobil is wrong, it will bear the full costs of its error. Business
errors are4 4self-penalizing; they hurt the blunderer, not the

| consumer.

The same valuation argument has been made in the popular press"‘5 and by the

* President of Mobil Oil who is reported to have said, in discussing the Marathon purchase,
n46

"Don't tell me there's a cheaper way of buying oil reserves. There is no cheaper way.

|

‘* 44 F. H. Easterbrook, R. S. Stillman, and N. H. Lewis, Economic Analysis of the
;I Proposed Acquisition of Marathon Oil Company by Mobil Corporation, p. 203
(Lexecon Inc., November 2, 1981). '

i! 45 Hamilton, "If Mobil Conquers Marathon, Oil War Will Escalate to Mid-Tier, Critics
!! Cry," Wash. Post,- Dec. 6, 1981, at Fl. Even after the eventual purchase of
’[“ - Marathon by U.S. Steel there was substantial discussion that Marathon shares

remained undervalued. See Metz, "Marathon Says Price Paid by U.S. Steel Fell Far
Below Estimates of Firm's Value," Wall St. J., Feb. 3, 1982, at 2.

Martin, "Mobil's Bold Strategy: Continuirig-a Tradition,” N. Y. Times, Dec. 11,
1981, at D1. Also see the testimony of W.P. Tavoulareas, President of Mobil
] ]1 ) Corporation, at 430-49, Mobil/Marathon (transeript).

N
i 46
i

|
i -84~




There are two plausible explanations for this disparity in valuation. First, firms
like Mobil may have better information than the market. ~ Second, even though
comparable information is readily available, it is evaluateqd differently by differeﬁt
parties. .

1. Valuing a target firm*’ . |

A firm's value will .depend on the expected value of the profits obtained by the_
firm in future years.4_8 Calculation of expected profits requires numerous assumptions,
including estimates of the future price and quantities for various products sold, future
costs of producing, storing and marketing those products, and future non-operating
revenues (such as any gains from the sale of assets). Expected profits must also be
discounted to account for the lower value of future as opposed to current income. Given
the uncertain nature of future events in markets for oil and oil-based products, the
valuations placed on a firm by potential bidders could easily differ.49

2. - Oil company valuations of target firms
It is not surprising that different analysts and corporations hold diverse views

about the current value of oil companies, simply because they have different

47 The current price reflects the current value of a marginal share of the firm as a

going concern. This price may not fully reflect the value of the firm to superior

managers or to acquiring firms who envision certain cost savings from operating the

combined firm after the merger. In addition, because various current owners of the

stock will value the shares more highly than the marginal owner, a premium above

the market price must usually be paid to obtain more than a small portion of the

outstanding shares. The premium required to obtain 51 percent of a firm's shares

may be Substantial, and a tender offer will reflect the acquiring firm's estimation

of the premium. In any event, the issue is why one group of investors might have

evaluations that differ substantially from those of the market and assuming that v :

the market value is "correet" will simply beg the question. We proceed on the .

premise that the undervaluation reflects a short-run stoek market disequilibrium. '
#  See J. Weston & E. Prigham, Managerial Finance 283-340 (6th ed. 1973) ("Capital N
Budgeting Techniques). _ oo

4 phe list of complications given here is not exhaustive.  The point is simply that any

caleulation of the value of a profit stream (pre- or post-tax) is complicated, and the
conclusions reached even by sophisticated and relatively well informed bidders
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expectations concerning future oil prices. These expectations no doubt are strongly
influenced by different estimates about the behavior or continued success of OPEC or
concerning the political situation in major producing nations. In faet, the spectrum of
opinion may have widened in the past few years.

For most of the decade of the 1970's, domestic reserves were insulated from
international oil-price uncertainty by the more predictable domestic regulations on
price. But the combination of decontrol and the sharp increase in oil prices in 1973-74
(through the activities of OPEC) and between January 1979 and January 1980 (resulting,
in part, from the turmoil in Iran and later the Iran-Iraq conflict) could easily have led to

greater disparity of opinion over the current value of domestic oil companies.50 A

recent report indicates that 10 well known energy models prediet crude oil prices for
1995 as high as $83 and as low at $40 per barrel (in constant 1981 dollars) even when all
10 models use standardized assumptions regarding OPEC production capacity, economic
growth rates and demand elasticitie‘s.,s1 The greater the divergence in investors'
expectations, the more likely will be exchanges of ownership. One way for exchanges in
ownership to be effected is through mergers. |

Oil companies which beli\eved. the stock market undervalued the assets
(particularly. fossil_ fuel deposits) held by other companies may have been active in this

process, particularly if they were able to obtain relevant information more cheaply and

more  quickly (given that they were already in the oil business) than other market
participants. However, the evidence suggests that oil companies did not have any
significant informational advantages over many other potential acquiring firms. For

example, an independent evaluation of Marathon conducted by a respected industry

50 "Out;ook for Stable Prices Clouded by Iranian Dispute," Oil & Gas J. 43 (Apr. 28,
1980).

51 See Energy Modeling Forum, World Oil 26-50 (Stanford University, February 1982)

{report 6). o SR . . ,
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expert, dJohn 8. Herold, Ine., valued Marathon's equity in October 1980 at $12.1 billion, or
about $200 per share. Since the Herold estimate was publicly available at relatively low
c,dst, it is difficult to argue that }Mobil had a substantial information advantage.
Moreover, thhe fact that non-oil companies were active bidders in the Conoco and
Marathon takeovers suggests that information concerning the value of these targets was
dispersed among both oil-producing and other firms. It could be ”argued that the ultimate
winner in the Marathon takeover was initially unaware of Marathon's valye and that
Mobil's bid was an important "signal" of the true value of the target firm?'s .ﬁsset:s.52
This argument, however, does not hold in the case of Conoco, where Mobil entered the
bidding later than others. While there was undoubtedly some information value to other
~ firms in knowing that Mobﬂ had bid for a target company, the purported undervaluation
of Marathan and Conoco was common knowledge in investment cireles prior to Mobil's
announcement.
3. Stock market "undervaluation” as an explanation for mergers
. In the Marathon acquisition "battle," despite an apparent. lack of important
differences in information, Mobil and others valued Marathon at two to three times its
stock market price. While uncertainty may be the most likely reason for this wide gap in
opinion, another possibility is that Mobil and others simply possess greater: evaluative
bowers than the market. For instance, some observers have noted that the market
implicitly values a barrel of reserves at $3 while oil ¢ompanies must spend approximately

= $6 per barrel to find additiongl rese_r_ves.53 If these caleulations are correct, oil

52

of undervalued assets Mmay discourage such efforts. For a discussion of the "public

good" aspects of tender offers and the effects of regulations, such as the Williams

Act, on private efforts that generate this information, See Jarrell & Bradley, "The -

Economic Effects of Federal and State Regulations of Cash Tender Offers," 23 J. L.
53

is $3 to $4. See Blustein, "Mobil's Bjq for Marathon Reflects Lessons from Conoco
(Continueq) T



companies can obtain reserves at a bargain through acquisition.

Howew;er, such an observation may be simplistic. It is important tq recognize that
newly discovered oil and preexisting reserves are taxed at very different rates, because
of the windfall profits tax. "Old oil" is taxed at the higher Tier I rates; new discovgries,
at the Tier III rates.”? This difference in tax treatment can make a rather substahtial
difference in the after-tax profit to be obtained from the "old" oil owned by Marathon.
Under plausible assumptions about discount rates and decline rates, it is quite likely that
the after-tax profit from a barrel of crude oil purchased on the floor of the New York

Stock Exchange is not very different from that obtained from a barrel of newly

discovered crude.55

This view is further supported by the behavior of both major and smaller oil

~ producers. If oil company managements really valued reserves at only $3 per barrel and

those reserves cost $6 to find, they would cease all exploration activity. The fact that
huge expenditures are continually being made to find new oil implies that these activities
are not viewed as unprofitable, and that oil companies do not view oil purchased on the
stock exchange as being significantly cheaper.

A second» problem with the undervaluation argument is that on the basis of the

Herold estimates the major oil companies that have attempted to acquire smaller oil

Offer, Urge to Gain Reserves," Wall St. J., Nov. 4, 1981, at 29. Union Oil has noted
- that the market value of its stock implies a per barrel price of $3 to $4, whereas
the cost of finding new reserves in 1980 was approximately $7.50 per barrel. See
letter from R. P. Bermington to R. B. Rowe (May 5, 1982). Even if this analysis is
correct, one would not necessarily expect the phenomenon to lead to the wholesale
disappearance of small oil companies, since stock prices should rise to reflect the
undervaluation and pessimistic owners would be bought out. This process of
revaluation does not require takeovers by larger oil companies. »

%4 98 US.C: § 4986. These rates will converge somewhat between now and the
expiration of the tax in the the 1990's. Id. § 4990.

55 Using a 15 percent discount rate, both 5 and 10 percent decline rates, and a
constant crude price of $35 per barrel, one finds that the after corporate income
tax difference between the present value of the windfall profits tax on Tier I oil
and on Tier HI oil is approximately $2.50 per barrel. This difference would increase
if higher future prices were expected. o '
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companies are generally more undervalued than the acquisition targets. Using the ratio
of Herold's August 14, 1981 estimates of oil company value to market value, the
hnwéighted average ratio for the top 9 oil companies is 2.96 (Hérold value to market
value), and the next 6 companies have an average ratio of 2.33, while the remaining 18
companies have an ‘estimate-to-market ratio of 1.36. Thus, the 15 largest companies
(ranked by market value) are more highly undervalued than the smaller oil companies. If
this were actually the case, a major would be better off purchasing its own stock_ than
purchasing the stock of the second-tier company.56

The process of valuing a firm is compléx and sensitive to a large number of
estimated parameters. This complexity will inherently lead to differences among
potential acquirers in their valuations of varioﬁs firms. Since the potential acquirer with
‘the highest valuation of the target will tend to bid the most for it, the target firm's
resources will flow to their most highly (estimated) valued use.’’ The bidding process
“will lead to a revaluation of assets that may give more appropriate market signals. This
appears to be the case in recent oil industry mergers. A diverse set of firms have bid up
the value of some oil company assets. The purchasing firms presumably ai‘e those having
~ the most optimistic expectations about the income stream to be derived from the
acquired assets. It does not appear that the buyers have information that ié particularly
different from the rest of the market.
G. Financial Considerations as a Motive for Acquisition Activity

As in any industry, an increase in net funds could be used for payouts to

shareholders (dividends or share repurchases), debt retirement, or investment.

% - oOne can be a bit skeptical of the Herold estimates because they are so sensitive to
the chosen discount rate and expected future price of oil. A recent Herold
reevaluation of the equity value of oil companies-that used a higher discount rate
and a less optimistic view of future oil prices led to substantial reductions (on the
corder of 20 to 30 percent) in appraised values. '

57

The buyer may in fact overvalue the assets and thereby bid téo much. In this event
it will absorb any attendant losses. T :
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Investment could take a variety of forms: purchase of short or long term instruments,
capital expenditures, research and development, exploration, or acquisitions. Thei‘efore,
it would not be surprising if a marked increase in the net funds aceruing to the oil
companies was accompanied by an increase in their acquisition activity. The next
section demonstrates the substantial increase in net funds aceruing to oil companies
during the 1970's. This increase was probably a factor in the increase in oil company
acquisition activity during this period. However, as was shown in Section III, the increase
in net funds is probably-not a satibsfactory primary explanation of the increase in
acquisition activity in the period 1979-1951, because total acquisitions net of divestitures
by the large petroleum companies. in 1979-1981 increased relative to the firms' total
funds from operations; Conversely, capital expenditurés by these firms as a percentage
of funds from operations averaged 78.9 percent per year from 1979-1981, combared with
an average of 104.7 percent per year from 1972-1978. Comparable percentages for the
petroleum-related companies are 86.9 and 82.9 percent, and for the non-petroleum
companies, 84.4 and 68.7 percent. Why the relative decline occurred for the petroleum
companies over 1979—1981 compax_'ed with the earlier period is not certain. However,
there has been a marked decline in the demand for gasoline since 1978 which may have
reduced the demand for new refining capacity (as well as new wholesaling a'nd refailing

capacity).58

58 The capital expenditures data cited here are frotil Compustat 1I Data Tapes,

Industrial Files, Standard & Poor Corp., Annual. These data represent the funds

used for additions to a company's property, plant, and equipment, excluding funds

used for acquisitions, as reported in the Statement of Changes in Financial
Position. A cursory review of many oil-company 10-K annual reports indicates that
not all of the oil companies have an acquisitions category on their Statements of
Change in Financial Position. These companies (and Compustat) may thus list some
apqulsxtlons as capital expenditures rather than acquisitions, so that Compustat
figures may overstate capital expenditures. .
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l.b Oil company cash flows in the 1970'
The increase in oil company cash flow during the 1970's is illustrated in Table IV-
1, which. lists the fotal funds from operations59 obtained by 16 large petroleum
companies (the same compahies as those used in Section Il of this study). The table
demonstrates a substantial rise in funds since 1971, with the largest increases occurring
in 1973-7.4 and 1979-80. These cash accumulations reflect the dréniatic advances in the

price of oil during those years.

Total funds from operations is defined as the sum of income before extraordinary
items, deferred taxes, and depreciation, less unremitted earnings of unconsolidated
subsidiaries. Standard & Poor's Compustat Services Inc.,, COMPUSTAT I Sec. 9, p.
75 (Dec. 21, 1981) [hereinafter cited as COMPUSTAT III. Notice that this measure

tc‘i'o_es not include changes in debt position, which can also generate cash for the
irm. .
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TABLE IV-1

Total Funds from Operations for
16 Fortune 100 Oil Companies

Percent Increase

(Decrease)
‘ . from Previous
Year Total Funds - Year
(million §) (percent)
1972 $11;0d0.96 | n.a.
1973 11,756.00 6.86
1974 .15,427.20 31.22
1975 20,784.40 34.71
19f6 16,275.36 _ -21.68
1977 19,862.40 ' 22.03
1978 21,796.64 = 9.73
1979 25,688.80 | 17.85
1980 38,014.72 | 47.98
1981 49,545.12 v : 30.33
n.a. -- not applicable.
Source: OOMPUSTAT II, Data Tape, Industrial Files; Standard &

Poor's Corp. Annual
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Internally generated oil company funds have increased not just in absolute size,

but also in relation to the value of the firmS' assets, particularly during the period 1979-
1981. This increase is reflected in Table IV-2 which lists total funds from operations as a
percentage of total assetsﬁo These percentages are also compared with similar
percentages for the group of petroleum related companies and the group of non-
- petroleum companies. These groups are the same as those previously discussed in Section
II of this study. Funds from operétions in the large petroleum companies as a

percentage of'assets were generally higher than the percentages for the comparison

groups throughout the period and particularly for 1979-1981.

60 Total assets represents the sum of current assets, net plant, and other non-current

assets such as intangible assets, deferred items, and investments and advances.
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TABLE IV-2

Total Funds from Operations
as a Percentage of Total
Assets for Three Groups of Firms
1971-1980

Large Petroleum

Petroleum Related

——

Non-Petroleyy
Companies

COMPUSTAT 1, Data Tape, Standard & Poor's Corp. Annual

Year Companies Companies
{percent)
1972 12.10 10.59
1973 12,22 10.55
1974' 13.42 12.8
1975 15.47 12.01
1976 12.59 12.07
1977 13.09 12.08
1978 13.21 12.31
1979 14.04 ) 12.32
1980 17.27 _12.52 '
1981 17.67 ' 14.43
Source:
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2. The use of internal funds in oil industry mergers: five case studies

- Although it might be expected that the increase in net cash flows accruing to the

oil companies would have stimulated somewhat greater acquisition activity, ceteris

paribus, acquisitions are generally much more complicated financially than simple cash
transactions. This section examines five major proposed or completed acquisitions
involving oil companies to reveal the manner in which the acquisitions were financed. Of
the five consummated or proposed mergers involving large oil companies examined as
part of this sfudy, only Sohio's acquisition of Kennecott was financed entirely from
internally available funds. Sun Company paid $2.3 billion for Texas Pacific Oil
Combany's United States assets. Of this amount, $.5 billion came from internal funds
and..$l;8 billion from the issuance of fldating rate notes to Texas Pacific. Du Pont's
-purchase price for Conoco,- Inc. was $7.8 billion. Du Pont financed that sum by taking on
$3.9 billion in new debf and by issuing shares of Du Pont stock to Conoco's stockholders
for the remainder. Sohio acquired Kennecott Corporation for $1.8 billion. Sohio
provided these funds from ité available working capital.

Thg) price paid by U.S. Steel Corporation for Marathon Oil Company was $6.2
Hlbillion. To finance the acq_uisition, U.S. Steel used $.8 billion of internal funds, borrowed
$3.0 billion in new bank debt, and issued $2.4 billion in notes to the shareholders of
Mara’thon Oil. Mobil Oil Company proposéd to pay $6.4 billion for Marathon Oil. Mobil
: bplanned to finance $3.9 billion of this amount primarily through new bank debt and to
issue debentures to Marathon's shareholders for the rerﬁajnder. | |

The immediate source of funds to cérry out a merg’er‘ can be misleading,
'however. For example, the Kennecott/Sohio merger proxy statément indicates that
Sohio would use internal funds to acquu'e Kennecott. Sohio's 1981° annual report notes,
however, that "the 51gmf1cant 1981 growth in capital expendltures, mcludlng ‘the major
: aeqmsxtlon of Kennecott for $L77 billion . . . caused a decrease in ‘the cash and short-
'term investments during the year and prompted the Company to supplement its cash flow

~

-95-

sdid il eil




e

from operations with short-term borrowings."

H. Conclusions

Mergers are one mechanism through which a free market econofny reallocates its
resources. Within a market economy, market actors generally invest resources in
socially beneficial activities in response to private profit opportunities. While mergers
represent fairly dramatic realignments of control over assets, there is no reason to
believe that they are guided any different'ly than other business decisions.

A number of motivations have been identified for mergers. Some of these involve
incentives specific to the oil industry, such as escalating crude oil prices and changes in
regulations. ‘Others involve incentives that apply to industry more generally, such as

realizing efficiencies, attaining market power engaging in speculation, and responding to

the tax treatment of mergers. It is important to recognize that each merger is an

individual transactioh with individual motivations and that no general theory will explain
it entirely. | |
Whatever the motivations for mergers and acquisitions, the policy questions that
pertain to them aré the same, in kind, »as are the questions relating to other
investments. In a market economy investors are usually free to succeed or fail unless the
investment decision might have pernicious economic or social effects. 0né_su'ch impact
that may be of concern is a lessening of competition. To the extent that mergers have
these effects they should be prohibited, especially where they yield no offsetting benefits
to coinpétition. However, where such anticompetitive effects are absent the appropriate

policy will usually be to avoid interference with the merger process.
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The one immediate conséquence of an acquisitibn is the real cosvt of transacting
the deal. This includes attorney's fees, fees to investment bankers, and all other related
costs of completing the acquisition in addition to the actual payment for assets. In
comparison to the value of the acquisition, thése transactions costs are small relative to

the size of the acquisition, but not insignificant, as the next section will show.




V. MERGER TRANSACTION COSTS

The preparation and execution of a merger involves a variety of costs to private
perties and government law enforcement bodies that extend beyond the compensation an
ac’quirihg firm pays to obtain the target company. This section discusses these

‘ntpansaction costs" and estimates their magnitude for several petroleum company
mergers. A review of the publicly available data and the results of an FTC ‘surveyl
indicate that the transaction costs typically amount to at least .5 - 1.0 percent of the
purchase price. The data also suggest that, in some cases, the amount may exceed one
percent.

A. The Types of Transaction Costs and the Factors Affecting Their Magnitude
Presented below are the principal categories of transaction costs and a deseription

2 These costs consist of expenses incurred by private entities

of their main components.
and public law enforcement instrumentalities. Although the classification scheme used

here is somewhat arbitrary,3 its individual elements constitute a fairly comprehensive

The Commission asked a sample of nine petroleum companies to review a tentative
list of transaction costs and comment upon its accuracy and completeness. The

Commission also requested that the sample firms attempt to estimate these costs,
based upon the firms' acquisition experiences over the past decade.

Academic studies which- have analyzed the types and significance of merger
transaction costs include J. Bradley & D. Korn, Acquisition and Corporate
Development 50-53 (1981); P. Steiner, Mergers — Motives, Effects, Policies 173-77
(1975); Smiley, "Tender Offers, Transactions Costs and the Theory of the Firm," 58

Rev. Econ. & Stat. 22 (1976).  Informative popular treatments dealing with one or.

more mergers include R. Phalon, The Takeover Barons of Wall Street (1981)
.{focusing upon the Sun Company's acquisition of & 34% interest in Becton, the
Dickinson Company in 1978); "Deals of the Year," Fortune 36 (Jan. 25, 1982)
[hereinafter cited as "Deals of the Year"l; Brill, "Conoco: Great Plays and Errors. in
.. the Bar's World Series,"” Am. Law. 39 (Nov. 1981). Congressional hearings and
. .Studies have also examined elements of merger transaction costs from time to

. time. See, e.g., Staff of the Antitrust Subcomm. of the House Comm. on the

.- dudiciary, 92d Cong., Ist Sess., Report on -Investigation of Conglomerate
Corgorations (Comm. Print 1971) (discussing, among other subjects, the role of
-financial intermediaries such as investment banks in the merger process and the
~compensation they receive for their services). - o
For example, our classification system treats printing as a separate cost, although

printing fees could theoretically be allocated to other categories (such as legal
(Continued)

%
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roster of merger transaction costs.?

, Legal costs. This category embraces the expense to the companies and to

the government of legal counseling and formal judicial proceedings associated with a

merger. For the private companies, these include:
* fees paid to outside legal counsel;

* time .and resources spent by the firms' own attorneys,
executives, and other employees in preparing for and
participating in legal proceedings (e.s., appearing as
witnesses, complying with disecovery, or. assembling

I information to be filed pursuant to requests by state and

‘ federal law enforcement agencies).

The direct public costs include:

i

’[ ? * time and resources spent by state and federal
i government law enforcement bodies in reviewing and, in
1 : some instances, challenging proposed or completed
’ il mergers;

* time and resources spent by the federal and state
judicial systems in adjudicating disputes arising from
proposed or completed mergers.
Financial and search costs. The private parties to a merger typically

encounter a variety of costs associated with identifying and financing a transaction.

These include:

* fees to investment bankers and other financial
consultants for finding and evaluating possible
acquisition gandidates and for structuring the proposed
transaction;

4  The discussion in the text incorporates the comments of firms which responded to
the Commission's request.

5 Although the literature on the subject is limited and less than definitive, it appears
that investment bankers and other financial consultants often play a pivotal role in
identifying attractive takeover candidates for potential acquirers. See R. Phalon,
supra note 2, at 99-124; Bebchuk, "The Case for Facilitating Competing Tender
Oil%ers," 95 Harv. L. Rev. 1028, 1037 (1982); W. Boucher, The Process of
Conglomerate Mergers 116-19 (1980) (study prepared for the Federal Trade
Commission); Brill, supra note 2, at 42 (noting that before its tender offer for
Conoco, Seagrams had hired financial consultants "to study the long-range potential
of various . . . industries in which Seagram might invest"). '

)
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* fees to brokers for contacting shareholders and
soliciting the tender of securities;

* expenses associated with establishing and maintaining
lines of credit.

Accounting and auditing fees. These consist mainly 6f fees paid to
accounting firms to evaluate the financial condition of the merged entity.

Registration and listing costs. For some transactions, the purchaser issues
new notes or other securities to finance the acquisition. The Securities and Exchar\gé
Commission charges a fee for registering such securities. Stock exchanges also impose
fees for listing the securities. Under the SEC and stock exchange fee schedules, the size
of the registration and listing fees rises as the total value of the new securities
increases. | o o

Printing costs. These include the expense 6f pfinting registration
statements, court papers, proxy statements, vand new securities. ’ |

Postage costs. This category covers the cost of mailing many of the
materials mentioned above to shareholders and other individuals and institutions.

Solicitation costs. rIl‘he‘se consist of fees paid to proxy solicitors and for
advertising to encoubage shareholders to tender their shares. _ '

Depository costs. For a tender offer, the potentiél purchése‘r ‘establishes a
depository (usually with a bank) to collect and hold the tendered shares.

Asset evaluation, apprmsal, .and title search fees. Potentia.l purchasers
- sometimes employ the services of consulting specialists to evaluate ab takeover
candidate's assets or various aspects of its ‘op‘era-tions'.s Acquisitions of real pfoper‘ty

also may involve the hiring of firms to conduct title searches.

For acquisitions of firms engaged in the oil industry, a potential buyer might
consult outside petroleum engineering firms for estimates of crude oil and natural
gas reserves. More generally, the acquiring firm may hire special consultants to
examine the target firm's computer, financial, or other support systems.
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Stay bonuses. The acquiring firm sometimes pays bonuses to key employees

of the acquired firm to encourage them to remain with the company.
| Other personnel costs. To the extent not covered in the categories above,

this éléssificatio_n encompasses the cost to the firm of having itsrpersonnel — particularly
corporate officers — devote their attention to. supporting, executing,' or defeating
pending merger proposals rather than carrying out their regular duties.‘7

Uncertainty costs. This category covers two types of costs arising from the
uncertainty created by the announcement or pendency of a merger. These are:

* costs associated with deferring company decisions

‘pending resolution of an existing transaction or in
anticipation of an imminent proposal;

* losses in employee productivity due to concerft. or
speculation about the ultimate effects of a merger.

Many of the costs outlined above are generated to some degree by all mergers and
acquisitions. Their, absolute size, however, varies significantly depending upon the size

and complexity of the merger and the reaction to a merger proposal by the target firm

7 To the extent that a firm and its officers regard acquisitions as being an important
company priority, one might regard time used to prepare and execute mergers as
- being an ordinary, not an extraordinary, use of resources. For example, one firm
responding to the FTC's survey noted that its "Corporate Strategic Planning group
is continually engaged in the evaluation of acquisitions and divestitures as a part of
its operation function, so that costs associated with the [sample] acquisition would

not in any sense be regarded as added costs."

This deseription contemplates the inclusion of uncertainty effects traceable to an
actual merger proposal (whether or not public) or to the strong likelihood that a
concrete proposal will soon emerge. This limitation is designed to exclude the
effects upon firm or management behavior that stem from a corporate officer's
general awareness that every company is, to some extent, a potential takeover
target. Without a temporal dimension, much — if not all — firm behavior could
theoretically be described in terms of management's desire to avoid takeovers.

The prospect of an acquisition can sometimes be a morale stimulant to one or both
of the parties to a merger and perhaps a spur to greater productivity. In discussing
one of its acquisitions, a firm responding-to the FTC's survey stated that the

- ntpransaction was generally viewed favorably by . . . management and we know of no
loss attributable to 'apprehension about the effects' of the transaction." '
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and its shareholders, government law enforcement bodies, and other potential bidders for
the target company. Stated mbre fully, the magnitude of merger transaction costs

hinges principally on the following factors:

Does the target firm resist the takeover effort? Perhaps the single most
important factor governing the total amount of transaction costs is whether the inerger
is "friendly" or "hostile." The hostile takeover typically costs considerably more to

transact than a friendly merger.10

What action do government law enforcement bodies take? As the level of
intervention increases, the transaction costs to the firm and to government bodies
_ grbws.vll

How large and complex is the transaction? Many investment bank fiﬁancial

“counseling agreements link the bank's compensation to the size of the transaction. Thus,
larger deals produce greater counseling expenses.12 In additiori,’ a relatively simple, |
one-step acquisit‘ion will normally cost less to implement than an intricate, multi-stag'e

deal which demands greater legal and financial resources to structure and execute.

10 See P. Steiner, supra note 2, at 175 (summarizing the results of one study of hostile
mergers occuring in the 1960's that estimated "the direct outlays in contested
mergers to have been at least twice as high as the cost of a routine uncontested
merger, and in major contests, the costs may double again™). ‘ o

11

For example, for federal antitrust agencies, enforcement options range from
routine approval to the issuance of requests for additional information and, in some
‘instances, to the commencement of formal proceedings to stop. ‘the transaction.
For a review of the gradations of government intervention, short of a formal
complaint, in reviewing a merger; see S. Thompson, Evaluation of Premerger
Notification Program (1981) (study prepared for the Federal Trade Commission).

12 Seema Corporaté Sell-Off Spree," Newsweek 62 (Mar. 29, 1982).
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Are multiple bids submitted for the target company? Aggregate transaction

costs and the costs to each offeror will tend to rise if more than one firm bids for the

target firm.13

Do _shareholders of the target firm contest the transaction? Particularly

where the management of a target firm has placed its weight behind one of several
competing tender offers, some shareholders of the target firm may sue the firm's
officers if they believe these executives effectively denied shareholders the benefit of a
more lucrative bid.14 Lawsuits to settle the claims of disgruntled shareholders can
extend well beyond the consummation of the transaction.

Although one could single out other general factors,15 the five variables presented
above generally determine the size of transaction costs for a particular merger.
Transaction costs will likely be relatively modest for a friendly merger involving minbimal
government review, no rival bidders and a paucity of subsequent shareholders' challenges
to the acquisition. Transaction costs will be comparatively high for a hostile takeover
thét involves several bidders, attracts careful government review and possibly a formal
suit to block the merger, and ultimately provokes shareholders' suits attacking various

features of the acquisition.

13 Legal fees increase substantially as the participants in a multi-firm bidding contest
mount wide-ranging litigation campaigns to exploit possible antitrust and securities
law infirmities in their rivals' bids. See Brill, supra note 2 (describing the three-
way leg)al struggle among Du Pont, Mobil, and Seagrams in their efforts to purchase
Conoco). v :

14 For a listing of such suits arising from U.S. Steel's purchase of Marathon, see

United States Steel Corporation, Form 10-K For the Fiscal Year Ended December
31, 1981, at 17-21.

15 one additional factor, for example, would be the extent to which companies rely,
respectively, upon outside and in-house counsel to perform legal work related to the _
merger, There is evidence that firms with strong legal departments may be able to

‘reduce their total legal expenses considerably by contracting for fewer services
with private law firms. See Bernstein, "Profit Pressures on the Big Law Firms,"
Fortune 84-85 (Apr. .19, 1982) (noting that an increasing number of corporations

"have grown choosey about giving business to outside counsel" and have assigned
more tasks to their own attorneys).
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B. Empirical Data Concerning Merger Transaction Costs
Presented below are costs by category for several individual_trénsaction_s based
upon i’nforfnation derived from the Commission's survey and contemporary"accounts. The
available data are fragmentary, but they reasonably suggest the order of magnitude of
the transaction costs incurred in these mergers. |
1. Costs by category
Legal costs

The data permit observations about the costs borne by private parties and public.

bodies, respectively. As mentioned above, the private costs have two components — fees
paid to outside counsel and the companies' own internal 1ega1 expenseé; |

| Fm paid to outside counsel. Many major law firms charge corporate clients

-an average of $80~100 per hour per lawyer. Takeover work, éspecially in -hosfiie tender

offers, often commands a substantial premium above the base rates. 16 -Mariy companies

which perceive themselves to be possible takeover candidateé also pay fixed retaineré to

law. firrﬁs specializing in takeover work to have immediate aevcés.s to _their:s'erv'iée’s‘ should

a hostile tender offer take plaee.17

16 One major business periodical recently offered the following ealculation:

Once a takeover fight begins all [law] firms charge higher-

than-usual rates. According to its formal billing poliey, one -

- - firm specializing in takeovers bases its charges in part on "the
R ‘responsibility assumed and the result achieved." .That means
"not less than 200% and sometimes more than 300% of base

time charges." Rough translation: $400 to $600-plus per hour -
per lawyer. ' ' o :

Bernstein, supra note 15, at 84, 94,

17 Fortune recently reported that "for about $75,000 a year clients can retain Skadden
‘Arps. The down payment ensures the client a crack-at Skadden “Arps' services
- should;, it become involved in a takeover brawl. .. . More than 200 companies have
anted up for 'the Joe Flom ‘protection policy,' as one lawyer dubs it." Bernstein,
supra note 15, at 94. Conoco apparently invoked just such a policy ‘with Skadden,

Arps, Slate, Meagher & Flom upon learning that Dome Petroleum had ‘made a
tender for its shares, launching the series of bids that produced the DuPont-Conoco _

merger. See Brill, supra note 2, at 40.
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The total fee paid to outside counsel for its work on a merger case varies
depending on the type of case. One recent study estimates the fee charged by outside
counsel for.litigating an average antitrust merger case to run from an absolute minimum
of $700,000 to a moderate level of $1.4 million.ls- The Commissioﬁ's survey and recent
public accounts reveal a diversity of fees paid to outside legal counsel in fecent cases,
ranging from several hundred thousand dollars for relatively simple, uncontested
transactions to a reported $13.5 million for lawyers advising the parties in the Du Pont-
Conoco merger.19

Internal legal costs. In addition to payments to outside counsel, mariy
companies devote substantial internal resources to _legal matters. Company officials, for

example, may sometimes be deposed or called as witnesses in lawsuits challenging the

validity of a transaction.2? More common tasks include the assembling of documents to

18 pisher & Lande, Efficiency Considerations in Merger Enforcement 74 & n.267

(draft, Apr. 1982) (forthcoming in 92 Yale L. J. (1982)). This estimate assumes an

~ effort by the government to obtain a preliminary injunction; discovery consisting of
25 depositions and production of 10,000 documents; a trial of 6 to 10 weeks; and an
appeal. Fisher and Lande caution that the average litigated merger case may well
exceed $1.4 million in legal fees, as the $1.4 million amount assumes a fairly
simple, expeditious proceeding. '

At the lower end of the range, one company reported outside legal fees of about
$100,000 and $256,000 for two uncontested transactions in the late 1970's.
Similarly, another firm reported total legal costs of $286,500 and $298,000 for two
recent unidentified transactions, the first a tender offer followed by an exchange
offer and the second a straight tender offer. A third company calculated outside
fees of $500,000 for its purchase of a natural resources concern.

In the middle range, two firms provided estimates of, respectively, about $1.295
million and $1.6 million in outside fees for two separate transactions, each valued at
over $1 billion. '

At the high end of the scale were the Mobil-U.S. Steel-Marathon and Du Pont-
Conoco-Seagrams tender offer contests which apparently accounted for,
‘respectively, a total of about $10 million and $13.5 million in outside legal fees.
See Brill, supra note 2, at 40; "Takeover Battle Legal Bill: $7M," Nat'l L. J., Feb.
T5, 1982, at 2; Lowenstein, "Mobil Corp Says It Isn't Seeking Major Oil Firms," Wall
St. J., May 7, 1982; at 4. : - : _

20 por example, leading corporate officers of Mobil and Marathon testified during the

trial of Marathon's suit to block Mobil's takeover bid. One firm's response to the
(Continued) : .
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comply with formal discovery or government information requests.21

Responses to the
Commission's survey indicate that, for each firm, quantifiable internal legal costs may
amount to 20-30 percent of fees paid to outside counsel.22

The data on legal costs borne by public bodies is also limited. The FTC's
éxperience indic‘afes that an average, fully-litigated mefger case consumes
‘approximately 14,000 professional hours, élthough some merger matters have taken as
much as 40,000 hours.23 Using a fully allocated cost of $40 per hour,24 an average,
fully—litigatéd case would cost the Commission about $560,000, exclusive of amounts paid
for witnesses and certain other litigation-related costs. A contested tender offer,
however, can.require-a larger proportionate outlay, even if the matter ends well short of
a final, non-appealable decision on the merits. For example, tentative estimates indicate

that the FTC billed 13,700 professional hours (or approximately $550,000) to the U.S.

Steel-Mobil-Marathon takeover contest over a 2 1/2 month period.25

FTC survey indicated that, for a large transaction accomplished within the past 18

months, the time of its chief executive officer "expended in the acquisition effort
was substantial" for the perlods 1mmed1ately before and during the acqulsmon.

21 One firm's response to the Commission's survey stated that 25 of its attorneys spent
approximately three weeks "directing, collecting, and reviewing documents" which
antitrust authorities requested to evaluate a proposed merger. :

22 For two transactions one firm reported internal legal costs of $30,700 (versus
$100,000 for outside fees) and $50,000 (versus $256,000 for outside fees). A second
company indicated that it spent about $315,000 for inside counsel on one acquisition

compared to $1.295 million for outside counsel.

Flsher & Lande, supra note 18, at nn. 268, 270. Fisher and Lande based their
estimates upon an analysis of FTC professional staff time billed to merger cases
over the past decade. The calculation of 14,000 hours represents a weighted
average of cases concluded by consent ag'reements and decisions on the merits, as
well as cases litigated but closed for various reasons.. -

_ "
" The Com mission's actions consisted mainly of conducting a premerger review of the

U.S. Steel and Mobil tender offers and filing a request for a preliminary m]unctlon
to halt apparently antlcompetltlve aspects of Mobil's bid.
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Financial and Search Costs

The reported data indicate that this is the largest category of transaction costs,

with investment banking fees constituting the largest single type of transaction expense.

- Investment banking and financial consultant fees. Investment banks which

act as counsellors to the parties in a consummated merger generally received q fee
ranging from .2 percent to 1 percent of the purchase price.2® In Shell's $3.6 billion
~acquisition of Belridge, for example, Belridge paid its bankers about $14.6 millio'n.‘27 For:
US. Steel's $6.7 billion takeover of Marathon, U.S. Steel and Marathoh paid their
| investment bankers approximately #10 million and $17.4 million, respe:ctively.28 One
| public acecount of Du Pont's $7.2 billion takeover of Conoco stated that thé trénsactioﬁ
earned First Boston $15 million and Morgan Stanley $14 million-for representing' Du Pont
and Conoco, respectively.29 | '

Establishing and maintaining lines of credit. The sole piece of empirical

data available on this point is the response of one firm which participated in the FTC
survey. This firm estimated that its cost of establishing and maintaining lines of credit

for use in multi-billion dollar acquisition to be about $3.22 million.

26 See Newsweek, supra note 12, at 63; "Deals of the Year," supra note 2, at 36 (Jan.
25, 1982) The percentage tends to increase for smaller transactions and drop for ,
larger deals. The financial intermediary for an unsuccessful bidder or an aborted -
merger effort normally receives a flat fee that ranges between less than $100,000
for a smaller transaction up to several hundred thousand dollars for a major deal.

217 Belridge's estimate appears in the Form S-14 filed by Kernridge Oil Company with
the Securities and Exchange Commission on November 23, 1979.

28 See Nat'l L. J., supra note 19, at 7. '

29 Fortune, supra note 2, at 37. Although it did not indicate the size 6f the two

transactions, one firm reported payment of investment banking and financial
counseling fees of $1.4 million and $3.7 million for two recent acquisitions. For one -
multi-billion dollar transaction, another company paid an estimated $4.7 million for
financial counseling services; for one other takeover costing several hundred million
dollars, the same company spent about $' 7 million for these services.
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Accounting and Auditing Fees v

The Commission's survey produced three estimates of these costs. One company
reported accounting and auditing costs of $45,000 for a multi-billion dollar ecquisition.
Another finﬁ reported two unnamed transactions, giving an estimate of $10,000 outside
fees/$50,000 inside costs for the first and $100,000> outside fees/$90,000 inside» costs for
the second. The third company listed fees of $56,800 and $2,580 for two unidentified
acquisitions. A fourth firm reported that total accounting fees incurred by the aequlrlng
and acquired companies in a multi-billion dollar transaction were $600,000.

Reg‘lstmtlon and Listing Ccsts _

The Commissxon's survey provided registration and listing cost estlmates of $1. 2
million, $1.043 million, and $819,000, respectively, for three multl-bllhon_ dollar
achISltlons. The FTC also received estimates fer several acquisitions under $1 billion.
bne concern listed fees of $4,250 and $44,000 for two unnamed transactions, and a
second firm reported costs of about $77,000 for one of its- tatequxsltlons.30 )

* Printing and Postage |

The Commission received prlntlng cost" estlmates of, respectlvely, $3.9 million,
$536,000 and $400,000 for three multl-bllhon dollar transactlons. It also obtained‘ .
estlmates of $50,000 and $134,000 in two unnamed acquls;tlons by one' cOmpany and : A
$765,000 and $157,000 in two unidentified acquisitions by }anot'her firm. One company |
indicated that its postage costs had been "mSIgmflcant." On the other hand, a second
eoncern noted postage costs of $127,500 for one transactlon.

Sohcltatlon and Depository Costs

" One f1rm responding to the FTC survey stated that it had 1ncurred a total of

$1 189,000 in depository costs and $124,000 in solicitation expenses for a multl-bllllon 3

~ dollar acquisition. Another company reported sollcltatlon fees of $21,675 for one il

_30 On average, registration fees paid to the SEC appeared to account for 80% of the
: - total amount, with stock exchange llstmg fees constltutmg the balance.
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transaction and depository costs of $54,000 and $15,000 for its two sample acquisitions.
Asset Evaluation, Appralsal, and Title Search Costs
One. firm noted an expenditure of $560,000 attributable to "time costs for
preparation and technical evaluation" of the assets it acquired from a natural resources
company. Another firm reported fees of $3.2 million for title search and deed
abstraction services for one acquisition and $400,000 for a second merger.
Stay Bonuses |
One firm paid an estimated $7.9 million in such bonuses to key employees of a
natural resources firm it acquired.31
| Other Personnel Costs and Uncertainty Costs
To some observers, these transaction costs are particularly important,32 but
barely amenable to either quantitative or qualitative analysis.33 Anecdotal accounts of

the Du Pont—Conoco,34 U.S. Steel-Marathon®? and Sun-Becton DickinsonS® transactions,

For one public account of a merger that suggests the importance of retaining key
employees of the acquired firm, see Getschow, "Loss of Expert Talent Impedes 0il
Finding by New Tenneco Unit," Wall St. J., Feb. 9, 1982, at 1.

32 One experienced member of the antitrust bar — a specialist in takeovers —
informally indicated his belief that this category of costs was "of a magnitude
greater" than the "hard cost" categories for which quantitative data are available.
On the other hand, one firm's response to the FTC survey stated: "We question
whether 'uncertainty costs' should be included in a listing of merger and acquisition
costs since it is not certain that they exist and, if they do, it is impossible to
quantify these costs.” '

Companies which responded to our request generally agreed that they were
important. Only one firm felt it possible to attempt a ballpark estimate for time
spent by its executives and other employees; for its two transactions it listed
$100,000 and $150,000 for "Executive Time; Planning; Treasury." One other firm
questioned the treatment of these expenses: "[the firm'd employees performed
substantial work on [two] transactions in such areas as financial analysis and
accounting, business planning and analysis, crude oil reserve management and
technology, human resources, legal and operations groups. However, .« « « employee
costs are largely fixed and would have been incurred regardless of acquisitions"). It
would nonetheless appear that the foregone output which would have been obtained
if these employees had been devoted to other tasks represents a cost to the firm of
merger activity. T ~

3 §_e£ Brill, supra note 2; "Du Pont's Great Leap," Newsweek 52 (July 20, 1981).
(Continued) . - . —rt
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for example, depict top corporate officials of all participants, bidders and targets alike,
as devoting substantial if not exelusive attention to the preparatioh and execution of the
fra_nsaction at hand;37 Other contemporary accounts suggest that concern with
developments in the takeover process can come to dominate the routine employees of the
target firm.38 The empirical data probably support a concluéion that this collection of
intangible costs ean be significant and is worthy of study. Nonetheless, rigorous, feasible
methods for testing this proposition are decidedly elusive.
2. Two case examples
This segment attempts to assemble the individual costs listed above into a

composite picture for two transactions — U.S. Steel-Marathon and Du Pont-Conoco. .The

publicly available data are listed, along with a brief explanation showing categories for

_which no estimation was obtained.
U.S. Steel-Marathon. Presented below is a summary of the publicly available

transactionzeost data for this contested $6 N billion tender offer acquisition:

Item . Cost
' (dolTars)
Legal Costs ‘ , .
Outside Counsel (all firms) $10,000,000
Government (FTC) : .. -550,000
Financial Costs ' -
Investment Banks ‘ 27,400,000
- Total o $37,950,000

ThiS"calculation omits estimates for many categories, including certain legal costs

35 See "Mobil's Marathon Loss, Its Second in 6 Months, Is Tied to Its Blunders," Wall St.

36 ge‘g R. Phalon, supra note 2, at 21-27, 31-32, 77-78 (analyzing role of Sun President

Richard Sharbaugh in planning the Becton takeover effort).

3T See also Chakravarty, "Is the Hunter Being Stalked," Forbes 38 (Mar. 29, 1982)
(discussing Gulf management's concern about a possiblé tender for its own shares
and management's own acquisition i_nter_ests).

33 See Nag & Rotbart, "U.S. Steel Bids to Rescue Marathon From Mobil in 2-Part
Merger Plan," Wall St. J., Nov. 20, 1981, at 3. '
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(notably costs to the judicial system and to government agehcies other than the FTC),

some financial costs (e.g., the fee Mobil paid to its financial advisors), all accounting and
auditing fees, registration and listing costs, printing, postage, publicity, solicitation fees,
depository costs, and intangible costs associated with uncertainty and the diversion of
employee time from routine business. It also omits costs ineurred by Amerada Hess as
part of its efforts to reach an agreement with Mobil to remove possible antitrust
problems arising from Mobil's tender for Marathon.

Du Pont-Conoco. For this $7.2 billion transaction, only outside legal fees

and financial counselling fees are publicly available:

Item ' Costs
: (dollars)
Legal Costs (private counsel for
all firms only) $13,500,000
Financial Costs (investment banks
representing Du Pont and Conoco only) 29,000,000
Total : $42,500,000

As in the previous example, the data here are largely incomplete.

A fuller analysis of transaction costs would require filling the gaps for these
comparatively large transactions as well as obtaining detailed data on smaﬂ and medium
size acquisitions. The estirﬁated costs for the two transactions examined above equal
roughly six-tenths of a_ percgnt of the total purchase price, with slight variations. This
calculation likely underétates the actual transaction costs, owing to incomplete data on
both _hard and iess tangible expenses. It is not unreasonable to' estimate that the

transaction costs for most acquisitions range from between at least .5 and 1 percent of
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the purchase price;39 The data also suggest that, for a number- of mergers, the amount

may well exceed 1 percent.““0

39

40

- Data submitted by one company on a major unidentified transaction indicate a

transaction cost expenditure by the acquiring firm alone amounting to .4 percent of
the purchase price. Another company estimated that its transaction expenses for a
multi-billion dollar acquisition eame to about .79 percent of the purchase price.
Neither of these transaction: cost estimates included resource expenditures by
public bodies or the acquired firms. :

For example, one acquiring company alone ineurred transaction costs amounting to

1.67 percent of the purchase price in a small, unidentified acquisition, Similarly,
another acquiring firm estimated its own transaction costs for a several hundred
million dollar acquisition to be .9 percent of the purchase price, As above, these
cost figures do not include estimates for several categories of transaction costs

- which private and public bodies likely encountered.
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VI. COMPETITIVE FACTORS IN EXAMINING PETROLEUM MERGERS

Several of the questiohs raised in the January 15, 1982 letter to Chairman Miller
relate to the state of competition in the petroleum industry. Specifically, the letter
requested that the study evaluate the impaet of oil industry mergers on competition (and
therefore, on the availability and prices of petroleum products to consumers) antl the
.adequacy of current law as it relates to mergers involving major 011 compames. To
discuss these issues, the general analysis typically applied in evaluatlng mergers under
Section 7 of the Clayton Act is briefly described. The analysis is then applied to each of
the major functional levels of the petroleum industry — crude oil ekploration .and
p‘foduction, refining, tr_ansportation,»and marketing. |
A. Overview of Competition Policy

1. Introduction

- Petroleum mdustry mergers can have competitive lmpllcatlons at any vertical
level of the industry. While each level has lts own particular characteristies which may
affect merger analysis (e.g., government regulation of petroleum plpelmes), v1rtually ali
. mergers of competing firms — within and without the petroleum industry -~ require an
examination of certain fundamental threshold issues. The Commission and the
Department of Justice have recently issued statements of merger enforcement standards
and policy‘.1 This brief overview is rtot intended to substitute for theée' more detailed

- statements.

1 Statement of Federal Trade Commlssmn Concernmg' Horlzontal Mergers, June 14,
: 1982 U.S. Department of Justlce Merger Guidelines, June 14 1982.

.
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2. The economic rationale for preventing certain horizontal merget-s2
Merger analysis rests on the hypothesis of economic theory and on empriéial
evidence . that changes in market structure resulting from a merger may cause
noncompetitive pricing and output behavior. This is more likely to occur. in mdre
concentrated markets where a small number of firms compete. Where a market is highly

concentrated, ceteris paribus, it is easier for each firm to monitor the behavior of

others, deter price competition, and coordinate price and output decisions.

Horizontal mergers reduce the number of competitofs and may increase
concentration.> This may have adverse effects on competition. Section 7 of the Clayton
Act provides a basis for preventing mergers that may have anticompetitive effectsf of
course, most mergers have no significant effect on compétition; many may even
. facilitate competition or efficiency, where resources move to their most valued use.

3. Application of Section 7 of the Clayton Aect to horizontal mergers

Section 7 of the Clayton Act prohibits bpersons from acquiring stock or assets from

any other person "where in any line of commerce in any section of the country, the

effect of such acquisition may be substantially to lessen competition, or tend to create a

In addition to mergers between competitors (horizontal mergers), the Clayton Act
has been applied to mergers involving firms operating at two different levels of an
industry (vertical mergers) and mergers between firms operating in different
industries (conglomerate mergers). Because virtually all the significant petroleum .
firms operate at every level of the petroleum industry, mergers involving these
companies will tend to be viewed as horizontal. Accordingly, this study is confined
to the effects of horizontal mergers. '

A firm could sell a portion of its business to a competitor so that the number of
firms would remain the same. If a big firm sold to a small one, concentration might
actually decrease under some measures. '
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mODOPOIY-"5 Section. 7 provides no defi,rﬁtive tests for determining whether a particular
mérger lessens competition. It leaves this analysis for the courts and for the
COmm'issiofl, to permit the law to develop in accordance with the evolving*understanding‘
of the competitive effécts of mergers. |
The Commission and the courts typically begin the analysis of a particular
acquisition by determining the relevant prdduct anq geographic ‘markets. The
competitive impact of the merger is then assessed in these markets by énalyzing‘market
share statisties and other relevant information. |
* Relevant markets
A relevant product market should include all items that are réasonable sﬁbstitutes
for each other, such that an increase m price for one item would significantly increase
- the demand for the other. Such substitution inhibits a .gro'up of firms from raising prices
on their products because the price increases would cause a substantial number of
cusfdmers to puréhase substitute products.’ ' ' - _ ,
A reievant product market should also account for manufaétuférs'— ability to shift
production among various items. If manufacturers can readily supply more of one.
product and less of another product in reaction to price changes, then both may be
included in the p‘rbduct market.: , | | _
The major difficulty in judging demand and supply substitutability is that there is

no easy way to determine how customers and éuppliers might behave in response to price

15 US.C. § 18. Section 7 does not bar all mergers, but only those which lessen
- competition. However, because the statute requires a prediction of future effects,
no absolute showing of anticompetitive effect is required. The statute focuses on
the probability, not certainty, that anticompetitive effects will result from the
merger. FTC v. Proctor & Gamble Co., 386 U.S. 568, 577 (1967). But "[plroof of a
mere possibility of a prohibited restraint or tendency to monopoly will not establish ;
(t{le s)tatuto y requirement." United States v. du. Pont & Co., 353 U.S. 586, 598 ‘ i
957). . T ' .
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6 practical indicia of the degree of substitutability have instead been

changes.
employed. The major indicia are: (1) industry recognition of markets; (2) peculiar
characteristics and uses of products; (3) the uniqueness of production facilities; (4)
distinet prices; (5) sensitivity to price.char‘\ges; (6) unique customers; and (7) specialized
vendors.7 Some of these factors closely resemble the test of demand substitutability
(peculiar characteristics and uses, distinct prices, sensitivity to price changes). Others
resemble the supply substitutability test (uniqueness of production facilities). In drawing
conclusions, it is not necessary that éll\se.\yen of thg factors support the market, but one
or only a few factors may not be sufficient\‘f'to define a market.®

Relevant geographic markets must also be delineated. - A geographic market
should be drawn to define the area within whlch the major supply and demand forces
determine the price of the relevant product. ““vlh a properly drawn market, firms' output
decisions in one geographic market would be largély unaffected by the actions of firms
taken outside that market.?

It should be emphasized that trading areas and gebgraphic markets need not be
synonymous. Two firms with very local and noncontiguous trading areas may be in the
same geogrdphic market if broader forces are at work affecting fhé price of each firm's

output. On the other hand, firms trading on a national scale and distributing supplies

from several localized plants may well be involved in discrete geogréphic markets,

" The problem is particularly acute in merger cases, where determinations must often
be made quickly. '

7 E.g., United States v. Continental Can, 378 U.S. 441 (1964). This listing is not
intended to be all inclusive of factors considered in defining product markets.
Moreover, individual factors must be interpreted in the context of other factors.
See also, FTC Statement and DOJ Guidelines, supra note 1.

8 General Foods Corp. v. FTC, 386 F.2d 936, 941 (3d Cir. 1967), cert. denied, 391 U.S.
919 (1968); Reynolds Metals Co. v. FTC, 309 F.2d 223, 227 (D.C. Cir."1962); United
States v. Black & Decker Mfg. Co., 430 F. Supp. 729 (D. Md. 1976); United States v.
Consolidated Foods Corp., 455 F. Supp. 108 (E.D. Pa. 1978). '

See FTC Statement, supra note 1, at 13.
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depending upon the scope of the supply and demand forces at work.

~ The key question to ask when defining a geographic market is whether if prices
were increased in the purported geographic market, sources of supply from outside would
flow in, feducing prices back to approximately their initial levels. If outside sources of
supply could not have such anl effect, they should not be included in the market.

' One test for the presence of distinet markets is the existence of persistent
differences in prices between areas, after making adjuStments “for 'reg'ienal cost
differences. A related form of i’nquiry'evaluat‘es the changes in priees over time,-“to
determirie whether common price movements occur in different geograph'ic areas.10
Common price movements would suggest that the same competitive forces are operatlng
in the geographlc ‘areas, lndlcatmg that the market may include all such: areas. “An
examination of common price movements, however, may also incorrectly identify as one
" broad market tn.'o areas which are di_stinetv-mai'kets.. For instance, pefrolenm product
| prices generaﬁy rise in a fairly unifoim fashien in widely separated areas in the country,
but this is not necessarlly because suppliers in those areas compete with one another, but
may be because all areas are subject to the same crude oil price increases.

In heu of price information, shipment data has been used to determine geographic
markets.!! An area is often assumed to be a geographie market if it has few'imports and
exports. In other instanees, attempts have been made 'to -assess the s'ubstantiality of
barriers that impede movement of products between areas. For example, such factors as

transportatlon costs or distance have been studled.12

10 Horowitz, "Market Defmitlon in Antltrust Analysis. A RegressiOn—Based
Approach," 48 S. Econ. J. 1 (1981)

11" A more formalized test has been proposed by Elzinga and Hogarty. Elzinga &
Hogarty, "The Problem of Geographlc Market Delmeatlon in Antlmerger Suits," 18
Antitrust Bull. 45 (1973). ‘ _

Wenss, "The Geographic Size of Markets in Manufacturing," 54 Rev. of Econ. &

12

Statistics 245 (1972). F. Scherer, A. Beckenstem, E. Kaufer, & R. Murphy, The

Economlcs of Multiplant Operatlon (197 5)
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The courts have relied upoh all of these different types of data in defining the

"area in which the seller operates, and to which the purchaser can practicably turn for

nl3 For example, various cases have considered transportation costs,14

15 industry recognition of the areas of competition,16 pricing data, and

supplies.

localized demand,

shipment patterns.17
Significance of market share and market concentration

Once the relevant markets have been défined, the Commission or a court will

examine the merging firms' market shares and other indicia of market concentration.18

Generally, the first step is to determine the effect of the acquisition on market

concentration. 19

The Commission or a court will also generally consider the level of
concentration in the market. A merger may deserve a higher level of serutiny if it
occurs in a highly concentrated market.20 The significance of market concentration also
- may vary according to the distribution_of market shares of firms in a market.2!

The most commonly used measures of concentration are the combined market

13 Tampa Elee. Co. v. Nashville Coal Co., 365 U.S. 320, 327 (1961).

4 FTC v. Procter & Gamble Co, 386 U.S. 568 (1967).

15 Tampa Elec. v. Nashville Cosl, 365 U.S. 320 (1961).
16 United States v. Phillipsburg Natl Bank, 399 U.S. 350 (1970).

17 Jim Walter Corp. v. FTC, 625 F.2d 676, 682 (5th Cir. 1980); T mpa Elec. Co. v.
- Nashville Coal Co., 365 U.S. 320 (1961).

18 Market shares are typically the starting point in the analysis of mergers. United
States v. Continental Can, 378 U.S. 441, 458 (1964). They are not, however,
conclusive indicators of anticompetitive effects; other factors must be examined.
United States v. General Dynamics, 415 U.S. 486, 498 (1974). Other factors are
considered below. =~ ' ' '

19 United States v. Phillipsburg Nat'l Bank, 399 U.S. 350 (1970).
20 United States v. Aluminum Co. of America, 377 U.S. 271 (1964); United States v.
Continental Can Co, 378 U.S. 441, (1964). '

21 See Kwoka, "The Effect of Market Share Distribution on Industry Performance," 61
Rev. of Econ. & Statistics 101 (1979). : o
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shares (i.e., concentration ratios) of the top two, four, and eight firms, and the
Herfindahl index, considered by many to be a more uset_‘ul measurement of concentration,
because it captures some properties of the full distribution of shares rather than just the
shares of the top firms.22 | |
Additional relevant factors |
Various aSpects of firm behavior or particular product characteristics within an
indust_ry in which a merger is to be examihed have been asspciated with the likelihood of
interdependent or _coilusive behavior. These are discussed more fully in the recent FTC
statement on Horizontal Mergers and the Department of Justice Merger Guidelines,
dated June 14, 1982,mnete 1. |
Barriers to Entry. The ability of new firms to enfer the market acts as a
~ constraint on the ability of existing firms to raise the price above co_mpetiﬁve levels. If
| - entry barriers are low it is unlikely that the exerciSe of market power, wheth'er
individually or eollectively exercised, will go unchecke:d. ConVersely, if a few large
firms (relative to a given market) can produce .mor'e cheaply fhan ’srnal_ler'firms (because .
of technical aépects ef production), or if ohly_a few firms haye access to important
‘factors'ot)‘ production that are not alternatively available except at higher_ cost, then
prices may be increased to some extent over the costs of existing produeers without
attracting entry.I - Similarly, éov_ernment regulations may prevent or deter entry, as may
large capitel costs if capital markets do not funetion.well._ Mergers must be carefully
evaluated when these or other condltxons may restrlct entry. 7.

Price Elnstlclty of Demand. The prlce elastlclty of demand for a good or

service reflects the responsiveness of the quantlty demanded res_ultmg_ from a change in

22 The Herfindahl index is equal to the sum of the squares of the market shares of
each firm in the market. Thus, a market con31stmg gf four {n-ms, Each with a 25
percent share, would have a Herfindahl index of .25% # .25“ + .25° + .25% = .25
(sometimes expressed without a decimal as 2500). The measure ranges between 0
and 1 when market shares are expressed in decimals. See DOJ Gu1dehnes, supra
note 1, at 16-21. -




over anothep, Collusive arrangements Mmay break down not only gs g result of instances ,

of price competitibn, but also throu_gh nonprice competition.

of Successfyl collusion,

Kamersehen, "An Economie Approach to the Detection and Proof of Collusion," 17

Am. Bus. L. J. 193 (1979).
=1 3Bus, L, J.

24 (R P(;sner,' Antitrust Law 59 (1956); p. Areeda & D. Turner, 1v Antitrust I, y 91
1978). X '

25 Posher, Supra note 24, at 60; Kamerschen, Supra note 23, at 200.
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Maverick Firms. Individual firms which have rejected oligopolistie priecing
and output policies and have been particularly vigorous competitors obviously increase
the degree of competition. A merger which eliminates sueh a firm from the market may
result in more competitive harm than is indicated by the market share _statistics.26 v

History of Antitrust Violations. Some industries may have displayed a higher
degree of cooperative, behavior in the past than others. Past behavior reflecting as the
existence of price fixing agreements or other collustve activity may indicate that a
merger could be particularly injurious to competition.27 - |

Anticompetitive Intent. Although a finding of antieompetitive intent is not
necessary to finding that a merger will substantially. lessen ecompetition, the exi’stehce_ of

~ such a motive may be indicative that anticompetitive e_ffects are ljkely to occur.28 '
4.  Petroleum merger cases B |
Mergers in the petroleum mdustry have resulted in litigation under Sectjon 7 of

the Clayton Act on several occasions. These cases illustrate how petroleum mergers

have been treated in the past.

In"1968, the Department of Justice sought a preliminary injunction to prevent

Atlantic Richfield's acquisition of Siri_clair Oil Company, alleging that the acquisition
would substantially lessen competition in gasoline marketing in four geog'raphic

markets: (1) in the Northeasterh States, where the firtns were active competitiors; and

/m the Rocky Mountain States, the Central States, and the Southeastern States, where the ' f,h

Lflrms were alleged to be potential compet1tors.29_ The product and: geographlc markets

26 United States v. Aluminum Co. of Amerlca, 377 U.S. 271, 279-80 (1964), United s
States v. Maryland & Va. Milk Producers Ass'n, 167 F. Supp. 799, 804—06 (D D.C. - G
1958). : , . S

27 Posner, supra note 24, at 61; F. Scherer, Industrial Market Structure and Economlc
Performance 225-27 (1980); Kamerschen, supra note 23, at 201.

28 United States V. Aluminum Co. of Amerlca, 233 F. Supp. 718, 729 (E D. Mo. 1964), Gop
_ aff‘d per curiam, 382 U.S. 12 (1965) . _ _ NN

(contmued)
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were uncontested. The argument instead focused on whether the merger would lessen
competition. The court held that the acquisition would not lessen marketing competition
in the Northeastern States because Sinclair had entered into an agreement to sell the
marketing assets in these states to a new entrant, BP Exploration USA, Inc. The court
also rejected the government's potential competition allegations involving the Roecky
Mountain and Central States. However, the government did prevail on its claims
regarding the Southeastern States. Finding a history of acquisitions by Atlantic
Richfield, significant entry barriers, and little chance for future entry, the court
enjoined the acquisition.30

A more thorough analysis was set out in United States v. Pennzoil Co., 3L in which

the court enjoined Pennzoil's acquisition of Kendall Refining Company. The court found
the relevant markets to be the sale of Pennsylvania grade crude oil in the Appalachian
Basin. The court noted that Pennsylvania grade crude oil yields a very high quality
lubricant and that refineries using such crude primarily produce lubricants. The court
was not swayed by the fact that other crude oils also yield lubricants, but rather saw the
price premium commanded by Pennsylvania grade crude oil as a sign of its low demand
substitutability. In defining the geographic market for Pennsylvania grade crude oil, the
court examined oil shipments. Because all Pennsylvania grade crude oil was delivered to’
local refineries, all of which obtained all their crude locally, the Appalachian Basin was
found to be the relevant geographic market. The court issued a preliminary injunetion
because it was coﬁvinced by the high and increasing shares of the producers in light of

existing concentration and it appeared that the government would ultimately succeed at

29 297 F. Supp. 1061 (S.D.N.Y. 1969), aff'd sub nom, Bartlett v. United States, 401 U.S.
986 (1971). N - . -

30 Wh‘en S_ih‘cIair and Atlantic Riehfield subsequently arranged to sell Sineclair's
Southeastern marketing assets to BP, the court lifted the injunction and allowed the
merger. United States v. Atlantic Richfield Co., 297 F. Supp. 1075 (S.D.N.Y. 1969).

31 252 F. Supp. 962 (W.D. Pa. 1965).
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trial.

In United States v. Continental Oil Co.,32 the district court refused to enjoin

Continental Oil's purchase, following ifs earlier_ lease, of the Malco refinery in New
Mexico, because the combined market share of 9.6 percent was too low to indicate a
likely substantial harm to competition.33 Tﬁe parfies stipulated a gasoline product
market, but disagreed about the geographicv market. In rejecting the government's
assertion that the state of New Mexico was the relevant geographic market, the court
- found that significant gasoline shipments to Arizona and El Paso, Texas‘ required the
inclusion of these areas. The court aiso coneidered shipmenté frbm_ other refineries inte
these areas and found thet the geograpﬁic market was an area consisting of eaetern
Arizona, New Mexico and West-Texas. The court aiso meﬁt’ioned fhat refineries in

southern California and elsewhere in Texas were cepable of ‘supplying the geogr‘aphic' j

" market.

The most recent private litigation involving a merger in the,petroleum industry

was Marathon Oil v. Mobil Corp.2? The district court in that case issued & preliminary

injunction after finding that Marathon was likely to succeed in establishing a violation.

W'hile both Marathon and Mobil ég’reed that gasoline was the most important product to
exainine, the geographic market was hbtly contested. Mobil eéserfed that the market

was nationwide, While Marathon urged a market eonsisting of the upper Midwest states.
In finding a regional geographic market, Judge ,M‘anosv noted both transportation cost and -

long-term pr:ice differentials among regions:

%2 1965 Trade Cas. (CCH) 1 71,557 (D.N.M. 1965).

3B finding that competition had "not been affected at all" (1965.Trade Cas. at
81,544) following the initial lease, the court pointed to several factors: (1) !
Continental's market share dropped below the shares of the two firms combined; (2) T
Continental sold off the distribution assets; and (3) Continental acquired the
refinery to supplement its own local refinery, which had a remaining useful life of .
only two years. ' N ‘ o ' S

3% 530 F. Supp. 315 (N.D. Ohio 1981), aff'd, 669 F.2d 378 (6th Cir. 1981). =
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[Als a general rule, due to increased transportation costs,
retailers of motor gasoline do not acquire their refined product
in geographic areas of the nation which are remote to their
places of business. Similarly, at the gasoline pump, consumers
do not customarily journey out of a locality to purchase motor -
gasoline.

* * *

There is little doubt that price differentials do exist over time
and that their magnitude is significant when compared to a
petroleum company's profits. = The persistence of price
differentials in various areas of the nation demonstrates that
motor gasoline does not move from area to area in response to
price changes easily or as readily as Mobil asserts. Rather,

~ they indicate that the relevant geographif,5 market for motor
gasoline is something less than nationwide.

il The court focused on the marketing of gasoline by the two companies in each of six

Midwestern states and concluded that Marathon was likely to show at trial that the

1‘ acquisition would lessen competition because of high concentration, high market shares,

| and substantial entry barriers.36

The Commission also filed suit in federal court to enjoin alleged anticompetitive

beh'eve’ that petroleum product distribution systems and terminals were the proper focus

i for analysis of the competitive effects of this attempted acquisition. There was also

reason to believe that terminal clusters in various subsections of the upper Midwest were

relevant markets.38

35 530 F. Supp. 315, 322.

36 Id. at 323-26. The fact that most petroleum merger cases have been resolved in
actions for preliminary injunctions means that the scope of analysis has been
limited. A court or the Commission might examine a greater number of factors in
a full trial on the merits. : : :

37 PTC v. Mobil Corp., No. C81-2473 (N.D. Ohio 1981). After Marathon prevailed in
' its litigation, the Commission's lawsuit became moot.

38

_Other petroleum cases are less significant as market definition exercises, because
i | “the markets were not contested, but address the issues of concentration and market
il § shares. In United States v. Phillips Petroleum Co., 367 F. Supp. 1226 (C.D. Cal.
~ 1973), the parties conceded that the market was the sale of gasoline in California.

(continued) : '

effects from the takeover of Marathon by Mobil.3? The Commission found reason to
i
l
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More recently, the Commission determined that Guif's attempted takeover of
Cities Serv1ce would violate Section 7 of the Clayton Act in three important markets:
jet fuel productlon and dlstrlbutlon, wholesale gasoline distribution; and product pipeline
transportatlon. The Commlssmn filed an application for a temporary restraining order
and preliminary injunction on July 29, 1982, to halt the merger in the United States
District Court for the District of C‘Olumbia.39 After the Commission obtained a
temborary restraining order ("TRO") but before the hearing on its request for a

prehmmary injunction, Gulf withdrew its tender offer.

The acqulsmon of Tldewater Oil Company by Phillips was enJomed because the
acquisition would remove Phillips as a potential entrant into the market. Id. at
1226.  Similarly in United States v. Standard Oil Co. (Indiana), 1964 Trade Cas.
(CCH) 1 71,215 (N.D. Cal. 1964), an injunction was denied because the erude oil
acquisition was too small to be s1gmflcant, regardless of the geographic market.

'FTC v. Gulf Oil Corp., Civ. No. 82-2131 (D.D.C. 1982).
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B. Crude Oil

| Overview

The free world's production of erude oil arises primarily from liftings arranged by
contract between oil companies and the countries possessing oil | reserves. Both
domesfically and internationally, there are literally thousands of erude oil producers.
Concentration ratios for the oil companies' production of crude oil are low. Few firms
possess market shares (domestic or international) of as much as 5 percent of total

production. Despite this low concentration, there are two potential sources of concern

about the competitive implications of mergers between oil-producing companies: (1)

" holdings of reserves are fairly concentrated on a country basis and the countries can

control production levels within their borders; and (2) there may be certain local markets
for crude oil in the United States that could be adversely impacted by some merg‘ers.l

Perhaps the single most important factor in the world market for crude oil is the
posture of the OPEC cartel, which accounfed for about 60 percent of free world crude
production in 1980 and about 77 percent of free world crude reserves as of January 1,
1'981.27 Because of the cartel's impoftance, the central issue in some crude oil mergers
may be their effect on OPEC.

The member countries of OPEC differ markedly in the type, quality, and quantity
of their crude-oil reserves, in costs of exploitation and exploration, and in national
objec'tivés. ‘It> is well .established in the economics literature that such important

asymmetries among members of a cartel are likely to make it difficult to insure

members' adherence to joint agreements.  This is because asymme;ries lead to

’In addition to merger analysis, many of the issues descrlbed in this section are
relevant to the analysis performed by the Commission in fulfilling its statutory role
of commenting on proposed Outer Continental Shelf lease sales. See Section 205 of
ge Otist)esl;) )Contmental Shelf Lands Act Amendments of 1978, 43 US.C. § 1337
- \Supp. ,

See Tables VI B-2 and VI B—3, infra. In 1980 OPEC had 45.2 percent of world crude
ofl produetion and 66.9 percent of world reserves. Id.
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differences in "preferred" prices and market shares for the individual members of the
cartel. Under these circumstances, aggressive buyers may be able to exploit the
mcentlves' to charge different prices by extracting ‘seeret concessions from some
members of the cartel. ThlS ‘behavior could undermine the ablhty of the cartel to raise

prices. In terms of the OPEC. cartel and U.S. oil-company merger policy, it is important

that oil-company mergers not significantly reduce the aggressiveness with which the

American oil mdustry negotiates and contracts with members of OPEC. American oil
companies may be less inclined to bargain aggresswely and seek secret concessions from
OPEC members if their long run reserve positions are under the control of particular
members of OPEC. But the issue is compllcated, because OPEC members dissatisfied

with assigned productlon quotas may wish to increase output, and they may be able to

B} accompllsh this through the firms with which they currently have longer term

contracts. It should also be noted that the market power attributed to OPEC is a direct

functlon of the vast reserves of erude oil OPEC's members presently possess. It may be

that present and future oil finds _wﬂl srgmflcantly dlr_mmsh this advantage. Mexican and
North Sea finds provide an example of new oil fields with as yet unknown total resource
volumes. | | v

The effects on competition of a domestic merger of producmg companies also may

deserve some scrutmy where there is reason to beheve that there are relatively localized

crude oil markets in the Umted States. The followmg analysis will attempt to describe
'one such market, on the basis of a past FTC mvestlgatlon, as an example of How separate

n"markets may be defmed, and the conditions under which certam domestlc crude oil

mergers'could adversely affect competition.
2. Product market

Crude oil mcludes a w1de range of natural, liquid substances composed principally




of hydrocarbons and traces of sulphur, nitrogen, and oxygen compounds.3 With minor
exceptions, fhe sole use of crude oil is as a raw material for the refining of various
petroleum products. Conversely, under the current state of technology, crude oil is the
only substance from which refined petroleum products can be manufactured.

The sharp surge in crude oil prices during the 1970's prompted a search for
feasible crude oil substitutes, and some progress has been achieved to date. For
example, a primary alternative under study has been the conversion of oil shale mto
synthetic crude oil. However, despite an enormous resource base, the existing
technologies for commercial production of synthetic crude 011 from oil shale are
apparently not economically viable at this time. Within the past year, a number of oil

. ,

shale 'projects have been canceled by major oil companies.

Of course, the demand for crude oil ultimately stems from the demand for various

refined products such as gasoline, heatmg oil, and fuel oil. As a resul*t, substltutlon for

S~

oil production may occur further downstream, i.e., through the use of an alternatlve

energy source to accomplish an objective previously met through the use of a product

“manufactured from erude oil. If such substitution were substantial in the short run, other

energy sources would have to be included in the same product market with crude oil. For

“example, increases in refiner's raw material costs normally result in increased prices for

refined products, such as gasoline and home heating oil. This in turn may lead to the use
of alternative energy sources, such as solar energy, or to su_bstitution of more energy-

efficient mass transit for less energy-efficient auto travel. The reduction in demand for

“these refined products would produce a correspondiné drop in demand. for _crude oil. The

3 As used herein "crude oil" also includes natural gas liquids. Natural gas liquids are
hydrocarbons that sometimes exist in the gaseous phase in natural underground
reservoirs, but are liquid at atmospheric pressure after being recovered from the
well. Natural gas liquids are commingled and refined with the crude stream.

4

Most recently, on May 2, 1982, Exxon Corporation announced it was withdrawing
from the Colony oil shale joint venture with Tosco Corporation due to construction
cost overruns. Wash. Post, May 3, 1982, at 1.~
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available evidence, however, indicates that consumers have relatively limited
substitution possibilities for petroleum products, even in the face of increases in the
price of crude oil from about $2.50 per barrel in 1973 to over $15.00 (constant dollars)

and over $30.00 (nominal dollars) per barrel in 1981. In the long run, substltutlon will

llkely be more pronounced as the price of erude oil rises to the point where alternative

energy sources become more profitable to exploit.

The conclusion that crude oil is a relevant product market can be confirmed by

application of a somewhat different theoretical test, the "cartel standard." Thie test
posits the existence of a market if colluding sellers can be sucecessful in restricting
output and raising prlce.5 As more fully explamed below, it is generally believed that
OPEC functioned succesSfully as a cartel over the last ten years by raising the world
price of crude oil above the marginal cost of production. This could not have oceurred if
good quahty substitutes for crude oil products were abundantly available. OPEC's
success demonstrates that crude oil is a relevant product market. _

There is also evidence to support the view that there may be product submarkets
in crude oil, since for practical reasons, crude oil streams may not all be close

substitutes for each other in the short run. leferent crude oil streams are distinguished

. on the basis of two important propertles. the refining yleld of the various refmed
products and the level of dissolved impurities. Grav1ty, measured in API degrees, is a
proxy measurement of the refmmg yleld of crude 011. Low grav1ty (e.g., 20° and below)
| refers to dense crude oil whlle the lightest types of crude oil have a gravity of 35°

‘more. Higher gravity crude streams generally yleld hlgher proportions of the more
valuable light produets such as gasoline and jet fuel._ Conversely, as gravity decreases,
more low value products such as residual fuel ‘oil are derived. Because the lighter

products are more valuable, hghter crudes command a hlgher price in the marketplace.

P. Areeda & D. Turner I Antitrust Law 347-48 (1978).
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Crude oils are also distinguished by dissolved mineral content, which affects the
ability to process the crude and the value of the produects broduced. For instance, crude
oil with relatively low-sulfur content is known as "sweet" crude. High-sulfur ("sour")
crude is less desirable for two reasons. First, it makes refining more difficult and costly
since the sulfur inhibits processing and causes corrosion of metal in refining facilities.
Second, because sulfur is an air pollutant; refined products which are high in sulfur are
less valuable on the market. Desulfurizatioﬁ requires additional costly facilities.

Since different t&pes of crude oil produce different arrays and proportions of
petroleum products, significant price differentials exist for different types 0}, crude oil.
Therefore, a refiner may invest in éxpensive equipment in order to transform heavier,

less expensive crude oil into more desirable products. Similarly, unless an investment is

made in special processing facilities, high-sulfur erude oils would produce high-sulfur

products, unsuitable for many utilities because of environmental regulations.6 Instead,
such products command a lowef price, and are used, for example, as fuel for ocean going
tankers.

However, the fact that such investments are necessary does not itself
demonstraté the existence of separate product submarkets. The issue remains whether
producers of a particular type of erude oil can alter the price differential among crude
oils that wo_uld exist in a competitive market. The answer depends upon a variety of
fairly complicated market rv_relationships.‘ An analysis of one geégraphic market in which
crude oil substitution may be sqmewhatﬂlim,ited is presented below in a case study.

3. The international market for erude oil | |
a.  The free world as a geggraplﬁc market

A geographic market should define the entire geographic area over which the

West: Co.a.st refiners responding to a National Petroleum Council survey attribute
the inability to substitute sour for.sweet crude to environmental regulation. See
Tgtzges 191& 2()), Nat'l Petroleum Council, Refining Flexibility, An Interim Report 52-
5 ec. 1979). ' ‘
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forces of supply and demand significantly interact to determine closely interrelated
prices. Because crude oil is widely bought; sold, and transported on an intemational
basis, in most cases the relevant geographic markét for crude oil is the entire free
world. ;I‘he U.S. continues to rely substantially bn imported crude to meet refining
demand, even though imports as a percentage of the oil_ consumed by U.S. refineries
declined from 32.2 percent in 1979 to 27.6 percent in 198 1, a substantial fe.duction.7
Further, prices for crude oil from all -parts- of the world have exhibited _conSider_able
uniformity over the period 1976--19.81.8 These similarities in price movements, together
with the level of imports into the U.S., indicate that for the most part there is a free-
world market for crude oil, though there may be significant [produet or] geographic
submarkets. | | v ‘
b,  Concentration in the intematiorial market

As ié the case for other natural resources industries, concentration in crude oil

markets can be measured by examining actual pfoductibn_ figures or the amount of

reserves9 held by competing firms. Production data provide an accurate indieator of

market shares and concentration in extractive industries for the short term. However, as
noted by the U.S. Supreme Court,m the amount of production by a firm in a given year

does not necessarily correlate with the ability of that firm to maintain such a share of

. Cent. Intelligence Agency, Economic and Energy Indicators 9 (Mar. 19, 1982).
Dep't of Energy, Int'l Energy Annual 47 (1981). '

"Reserves" can be defined in a variety of ways. In general, reserves are volumes
estimated to exist in known deposits, and which are believed to be recoverable in
the future through the application of present op anticipated technology. As defined
by the Department of Energy, "proved reserves" are those volumes of crude oil
which geological and engineering data demonstrate with reasonable certainty to be
recoverable in the future, under existing economic and operating conditions. This
classification of reserves is used in this report. Other categories of reserves,
including "probable reserves" and "speculative reserves" generally include deposits
for which there is less certainty of recoverability.

United States v. General Dynamics, 415 U.S. 486, 501 (1974).
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the market in the future, so that while reserves are somewhat more difficult to measure
than production, reserves generally provide a better long term indicator- of market
structure.‘ Therefore, both production and reserves data have value as measurement
tools in the analysis of concentration in crude oil.

In general, if one relies strictly on concentration and market share figures (in
either production or reserves), mergers betweén crude oil producing companies would
appear uhlikely to raise any competitive concerns. Table VI B-1 shows 1980 worldwide
crude production for the leading U.S. producers.  (Major foreign producers, such as
British Petroleum, are not listed.) Based on the relatively low market shares attributable
to U.S. firms, it seems clear that they play a limited role as suppliers in the international
oil market. The combined share of the top 4 U.S. firms is 27.0 percent, and the top eight
account for 34.5 percent. No domestic company had a share as high as 10 percent of
total free world erude oil production in 1980, and only 3 firms (Exxon, Texaco, and Socal)
had shares-' exceeding 5 percent. All but 5 firms ﬁad less than a 2 percent market share.
Moreover, Tablé VI B-1 includes production arising from contracts with certain producing
nations. While the firms have some discretion over the amount of oil they take under
these contracts, the ultimate control over output rests in many instances with the
producing nations' governments. Thus, Table VI B-1 may actually overstate the

importance of these firms in the world crude oil market.




Table VI B-1

World Crude Oil Productionl
by Leading Domestic Companies

1980
Free
World World
: ‘ » o Market Market
=ompany ' ' (OOOLES:S:§;Iggr day) §2§E?§erceﬁggff-
Exxon 4008 6.7% 8.9%
Texaco 3179 5.3 7.0
Socal 3009 5.1 6.7
Mobil | | 1991 | 3.3 4.4
Guif , 1169 2.0 2.6
Amoco | 836 S 1.8
Sohio 116 1.2 1.6
Occidential 706 | _‘: 1.2 1.6
Arco | | 590 | 1.0 1.3
. Shell - 532 0.9 1.2
Conoco . 458 0.8 . l.O
Phillips = 452 . 0.8 1.0
World Total o 59,445 . 100.0 -
Free World Total 45,206 76.0 100.0
“Top 4 v o _" 12,187 N 20.5 27.0
Top 8 | 15,614 { 26.3 34.5

Source: Oil Daily, Apr. 5, 1982, at 12; Cent. Intelligence :
» Agency, Economic & Energy Indicators 8 (Mar. 19, 1982). -

Includes amounts purchased under long-term or special arrangements. In some
countries, (e.g. Saudi Arabia), ownership of reserves by individual companies is
not available. Instead, companies have long-term contracts providing access
to production. In addition, the companies sometimes act as producers in such
countries. - N
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Because the actual control of reserves resides preddminantly with the countries
possessing reserves, it is more appropriate to examine shares of worldwide production
and reserves byb couqtry. Table VI B-;2 shows 1980 world crude oil production attributable
to each of the major producing countries. Four countries — the U.S.S.R., Saudi Arabia,

the United States, and Iraq — aceounted for 55 percent of the world's 1980 supplies. Of

greater significance in the long run may be the fact that the OPEC countries accounted .

for 45.2 percent of total world production and 59.5 percent of free world production.
Table VI B-3, giving data on world crude reserves by country, suggests even greater
OPEC dominance for the future. OPEC members own 66.9 percent of total (known)

world oil reserves and 77.2 percent of the reserves of the free world.
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‘Table VI B-2

World Crude Oil Production

1980
Share of Share of Free
Production World Total Worid Total
(000 barrels per day) -----==C (percent)--—————=-—-
U.S.S.R. 11,700 19.7 . n.a.
Saudi Arabial 9,900 16.7  21.9
United States 8,595 14.5 19.0
Iraql 2,514 4.2 5.6
Venezuelal | 2,167 3.6 . 4.8
China - | 2,114 3.6 4.7
Nigerial 2,055 » 3.5 a.s
Mexico 1,937 3.3 4.3
Libyal 1,787 3.0 4.0
United Arab Emirates! 1,709 2.9 3.8
iran! 1,662 2.8 3.7
Kuwait! - 1,656 - 2.8 3.7
United Kingdom , 1,622 2.7 3.6
Indonesial o 1,577 | 2.7 . 3.5
~ Canada o 1,424 2.4 3.2
ri‘,Algerial S 1,012 . 1 . 2.2
World Total 59,445 ; 100.0 p.a. ﬁ
Free World Total 45,206 750 100.0
OPEC Total . 26,890 5.2 59.5
Top 4 OPEC members - 16,636 28.0 . 36.8
Note: n.a. means not applicable ;

1 OPEC member .

Source: Cent. Intelligence Agenecy, Economic and Energy Indicators 8
(Mar. 19, 1982). ’ ‘
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Table VI B-3

I . World Crude Oil Reserves
11— . By Country
i . January 1, 1981

3 Share of Share of Free
;% Rgserves World Total Wbrld‘Total
i (billion barrels) --------- (percent)--------
E Saudi Arabial 168.0 25.9 29.9
? Kuwait! 67.9 10.5 12.1
il U.S.S.R. 63.0 9.7 -
Iran! 57.5 8.9 10.2
Mexico 44.0 6.8 7.8
United Arab Emirates! 30.4 4.7 5.4
'iraq1 30.0 4.6 5.3
United States 26 .4 4.1 4.7
Libyal 23.0 3.5 4.1
China 20.5 3.2 --
* Venezuela! 18.0 2.8 3.2
Nigerial | 16.7 2.6 3.0
United Kingdom - 14.8 2.3 2.6
Indonesial 9.5 1.5 1.7
Algeria! 8.2 1.3 1.5
World Total 648.5 “100.0 n.a.
Free World Total 562.2 © 86.7 100.0
OPEC Total | 434.1 66.9 77.2
Top 4 OPEC members 323.8 49.9 57 .6
Note: - n.a. means hotbapplicable
1 OPEC member | | .
Source: Dep't of Energy, 1980 Int?liEnergy Annual 82 (Sept. 1981).




c. Special considerations in the international market
Overview. OPEC is the most important factor inv the world market
todeaty.ll - As described previously, the combination of any two U.S. oil companies' crude
oil holdings is insignificant in comparison with the size of the OPEC ecountries' crude
reserves. In this contexi:, a merger of crude oil producers is more likely to have
important economic effects through its effect on OPEC's activities than through the
degree to which it increases crude oil reserve concentration. US oil companiés are not
only producers of erude oil but ai'e major clients of the OPEC cartel. Therefore, in their
capacity as purchasers, they may be able to inﬂuence OPEC. Some kinds of acquisitions
may create sorhe antitrust econcern by limiting such procompet‘itive influences on OPEC.
OPEC is a cartel which attempts to raise._ the profits of its membérs by
coordiriati'ng oil prices and pro_duction.12 Its success depends' on the willingness of its
individual members to cooperate and 'maximize joint profits rather than cutting price in
attempts to increase market éhare and thereby increase individual profits. This

willingness to cooperate is tempered by the incentives of indiVidual’members to deviate

11 The members include Saudi Arabia, Iran, Iraq, Bahrain, Kuwait, Qafar, the United

Arab Emirates, Libya, Algeria, Nigeria, Venezuela, Ecuador, and Indonesia.
12 OPEC was founded in September 1960 by Iragq, Kuwait, Saudi Arabia, Iran, and
. Venezuela to defend their common interests against the international oil
‘companies. See Mikdashi, "Cooperation Among Oil Exporting Countries," Int'l Org.
~(Winter 1974). However, since 1971, OPEC's history reveals a concerted attempt to
set .prices and, at times, production levels. Moran, "Modelin OPEC Behavior:
Economic and Political Alternatives," Intl Org. 241-72 (Spring 1981). There is
ample evidence to support the view that GPEé has been pricing monopolistically.
For example, the price of Saudi Arabia’'s light ecrude, OPEC's market crude for price
setting, has risen dramatically over the past eight years, even when expressed in
constant dollars. Dep't of Energy, Intl Energy Annual 47 (1981). This price
increase has led prices to levels substantit y above average production costs.
Saudi Arabia's current production cost-per barrel is less than $.50, and in no OPEC
member nation does this cost represent a significant fraction of the current price.
- Affadavit of M.A. Adelman, FTC v. Mobil Corp., No. C81-2473 (N.D. Ohio 1981).
Indeed, there is little doubt that the price of OPEC members! oil has been above the
average production cost of the oil, including a 20 percent return on investment,
since the early 1960's. See Adelman, infra note 20. The incremental cost per
barrel in Saudi Arabia may have been as low as $.10 a barrel in 1970.
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from the cartel agreement. If the other producers adhere to the cooperative agreement,
a "cheéter“ can give small priée discounts, gain market share from his rivals, and reap
higher ptjofits.l3 The incentives to "cheat" make the stability of cartel agreements
difficult to maintain. |

Whatever the form of the coordination underlying a cartel, its stability is
enhanced if the firms generally agree on price and if market shares are stable. If firms
have different costs, or their products are not identical, or their locations differ when
transportation costs are important, reaching and maintaining agreement on prices can be
difficult.1.

In addition, anything that raises the uncertainties concerning prbper price
structure — such as the development of substitutes, increased non-OPEC resé_rves, and
~ unexpected changes in demand — undermine the abilitSz_ of the cartel to ;nain'tain';prices.

Although Section 7 Clayton Act cases have geﬁera]ly been concerned with seller

combinations, Clayton Act and FTC Aect principles may have some applicatio;l_ to the
destabilization of OPEC pricihg. if a merger removes an aggressive price-conseious oil
buyer from the market, it may also remove a potent-ial_: cartel destabilizing influence. In
-such an event, the effect of the acquisition "may be substantially to lessen eompetition"
as contemplated in Section 7, and in Section 5 of the FTC Act.13

The presence of signifieént. excess capacity increases the incentives to "cheat" on

a cartel agreement.16 OPEC currently has significant excess capacity because output is

13 This results because the marginal revenue for the individual fifm, given that the

_ other firms do not respond, is above its marginal eost.
14 The only exception is the unlikely case where all firms' marginal cost curves happen
to intersect at the point where they cross the marginal revenue curve. See F.M.
Scherer, Industrial Market Structure and Economic Performance 157 (1980).

15 g -the acquired aggressive price-conscious oil buyer was only one of many similar oil

cofmpanies, it is unlikely that a substantial lessening of competition could be
inferred. . ' :

16 See Osborne, "Cartel Problems," Am. Econ. Rev. 835 (1978), for a typical technical
(Continued) B |
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below 17.5 mb/d, while total OPEC capaclty is 34 mb/d.17 It follows that any practices
the cartel can institute to stabilize market shares and output levels will reduce the
chances for cheating and help sustain higher prices. ‘The OPEC countries employ two
practices which may have been adopted for various reasons but may nevertheless have
these stabilizing effects: requiring long-term purchase contracts, and enc_our,aging‘ oil
company investments in OPEC member countries.

To the extent that oil compames are "locked in" by long-term contracts, they may
be restricted from "shoppmg around" for lower prices in perlods of excess capacity. Of
course, long-term contracts may_ benefit both buyers and sellers. They contribute to

“orderly market transactions by insuring' that countries are not surnrised by sudden drops

in sales. They also give oil companies known sources of 'Suoply for lengthy periods.
_ OPEC may have some power to enforce long—terrn contracts and therefore restrict the
ability - of contractors to "shop around" in perlods of excess capacity by threatening a
concerted refusal to deal in response to "1rreSpons1ble" behavior (such a threat can be
found.in OPEC's-charter). Thus, long term contracts may help to stablhze the cartel in
periods of excess capacity, at least i in the short run. '- |

Oil company investments in OPEC countries are sub]ect to threats of approprl-

ation if the countries dlsapprove of the 1nvestmg compames' behavmr.19 As is discussed
below, Saud1 Arabia may have mflue_nced Texaco and Mobil to maintain their purchases
of ngerlan crude in April by threatenmg their access to Saud1 oil concess1ons or thelr

many mvestment prOJects within Saudi Arabla, as’ descrlbed below. These close ties

‘treatment of cheating.

17y, Adelman, The World Petroleum Market (1972). This takes potential capaclty m
Iran and elsewhere into account as of September 1981. .,

18 See R. Mancke, The Failure of Us. Energy Policy '(1974).
19

The general use of approprlable "rents" ‘as a means of - enforeing . contracts is
discussed in Klein, Crawford & Alchian, "Vertical Integration, Appropriable Rents,
and the Competitive Contractlng Process," J. of L. & Econ. 297-326 (Oct. 1978).
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between companies and countries when a valuable property' can be appropriated, help
maintain market shares and prevent cheating. |

Of course, there are many oil eompanies, domestic and international, that are not
tied to producing countries through long-term contracts or investments. These firms are
free to purchase from any source and, accordingly, their purchase decisions are
influenced principally by short-run price considerations. M.A. Adelman has contended
for many years20 that OPEC's natlonahzatlon of U.S. oil company assets and the general
severing of ties between countries and companies have the potentlal to turn at least
some buyers into aggressive "comparison shoppers" on the world market. As a result of
their aggressive shopping behavior, these price-consci0us purchasers encourage cheating
by cartel members, and therefore could play an irnpor'tant procomp"e'ti»tiv_e role in the
international oil market.

d. Inﬂuence of price-conscious company behavior on prieing policy

The fo]lowmg dlscussmn, based on newspaper and trade ]ournal aceounts, is an
example of how oil company purchasing decisions can influence the pricing décision of an
oil producing industry. In the spring of 1981, a soft ecrude market began to trigger lower
prices. In addition, bulging inventories caused some ‘oil importers to terminate
traditional supply relationships.z'l One such cancellation reportedly oec_urred in July,
whenI}British Petroleum Co. Ltd. dec_ided to walk away from two small Libyan supply
contracts. Soon thereafter, other companies with more substantial Libyan interests
1ndlcated they also would suspend hftmgs. Amerada Hess had already refused to make
liftings in June, and stated it had no plans for purchasmg crude in Julys Its partner in the
"Oasis" oil concessxon Jmnt venture, Conoco, along with Sun, also gave notlc_e that they

22

intended to walk away from contracts.““ ' Other companies, inecluding the largest

20 See M. Adelman, supra note 17, at 224; R. Mancke supra note 18, at 154-162."
2 0il & Gas J. 3 (Apr. 20, 1981).
(Continued)
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producer of Libyan crude oil '(Occidental), were actively involved in lengfhy negotiations
to secure arrangefnents ‘that would leai(e ‘their oil allocation intact even if contract
liftings lapsed.23 | .

By August, the $41 per barrel price of Libyan crude, well over the OPEC average
of $35, caused Libyan oil production to fall 700,000 bérrels a day from a high of 1.7
‘million barrels pei" day in January. In the same month, at a Tripoli meeting with
purchasers, the Libyan government urged the oil companies not to exercise clauses in
their contracts which permitted the smpension of liftings. However, when Libya failed
to grant the companies any price concessions, most of the companies remained firm in
their resistehce to Libya's .réque’st for -increéSéd cdmpany purehases.24 By September,
most companies had suspended their Iiftings enti_rély, and only a few were lifting minimal
*volurme's.25 ‘ h

W.idespread‘ company résistant:e to paying prémium crude prices eventuall‘y
comiincéd the Libyan government to offer .Oe‘cidental' a large _dischnt_ in return for
increased purchases. In October-, fonowing this offer, Libya and Occidental signed a new
production agreement which was r.egarded‘ bj iridustry sources as the "envy of*fhe

industry," ensuring Occidental a "good profit" on its Libyan opera'tions.26

22 0il & Gas J. 58 (July 13, 1981).

24 Wall St. J., June 6, 1981, at 4. As a result of the Tripoli discussions, Libya did of fer
. to liberalize credit terms for erude payments from one month to three months,
-which would have resulted in a savings of only about $1 per barrel. However, since
~Libya would not reduce its high $40 plus per barrel price, companies refused to
prom)ise to resume liftings to previous levels. Platts Oilgram -News 2 (Aug. 10,

- 1981). C N

- Neither Libyan efforts to pressure the oil companies to take more oil at a
- Subsequent Tripoli meeting in mid-August nor Libyan attempts to stave off lowering .
its price by offering barter deals pegged to the official $40 per barrel selling price,
-Were successful in inducing foreign companies to increase their oil production. Wall

St. J., Aug. 28, 1981, at 2. -

25 - Platts Oilgram News 3 (Aug, 28, 1981).
(Continued) |
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Libya, however, refused to offer similar discounts to other companies. As a
result, the other equity producers remained steadfast in their campaign to obtain better
conditions in equity production and contract sales.2” Libya's failure to increase the
volume of total crude liftings was soon compounded by an additional problem in mid-
November when Exxon decided to withdraw its oil and gas production operations in Libya.

Although Exxon's withdrawal may have been motivated by political
considerations,28 it provided the Oasis group with a psychological advantage. Within a
week, Libya notified the companies in the Oasis group that it would cut its price to about
$36 per barrel. This move was regarded as the first significant attempt by Libya to
defuse its confrontation with the oil companies and was seen to be part of a broader
c'onciliatory program to spur purchases by U.S. oil companies.29 Yet, there is ample
- evidence that this effort resulted in relatively small increases in liftings, as companies
continued to negotiate with the Libyan g'overnment to obtain additional price

concessions.30

26 Oil Daily, Dec. 14,1 1981, at 21; Oct. 5, 1981, at 1. Occidental was said to make an

effective profit of about $33 per barrel under its agreement with the Libyan
government. Although the nature of the agreement has never fully been made
public, it was said to be contingent on Occidental lifting as much as 150,000 barrels
per day, at least until recently. It is not known whether Occidental was actually
taking this amount. Oil Daily, Nov. 16, 1981, at 1-2; Dec. 14, 1981, at 21.

The sweetening of Occidental's purchasing arrangement in early October turned out
to have been only temporary; by the end of November, the agreement was being
renegotiated. Petroleum Intelligence Weekly 5 (Nov. 30, 1981). Meanwhile,
" Occidental confinued to steadily reduce its dependence on Libyan crude, while
* . seeking to expand its crude operations in other countries. Oil Daily, Dec. 14, 1981,

at 21; Feb. 11, 1981, at 1.

27

Platts Oilgram News, 2 (Nov. 16, 1981).

28 see infra.

29 . wan st. J., Nov. 18, 1981, at 2.

30_ Petroleum Economist (Dee. 1981). Confidential Form EIA-67 data indicates that
acquisitions of crude oil by the Oasis partners increased modestly in the fourth
quarter of 1981 over the previous quarter, yet were substantially lower than second
quarter volumes.

(Continued)
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By December, only small amounts of Libyan crude were béing sold at the still high
official selling price, as the vast majority of erude was either going to equify producers
with signiffcant tax advantages or moving under special arrangements | effectively
ivnvolvvinga‘- lower price.31 Thfoughout the first quarter of _198_2, the bulk of Libyan crude
was being sold at under-the-table discounts, as the price of Libyan light erude oil was

| 'becdming more competitive with the price for 'con-'nparable q-uality oil in'Nigeria, which

was awiéraging aboixt $36 per barrel.32 Yet, by the time the U.S. government decided to

bar crude imports from Libya in March, U.S. companies were importing' almost 30,000
barrels per day less than the previous year's ewerage.33 | |

e. . Oi e,ompaxiy ties to Saudi Arabia

i ‘_The“_'Lib'yan example demonstrates that under certain circumstances, the behavior

of pu'réhasers of crude supplies may exert considerable influence on a prqducer

- go}vernvm’e»'nt's output and price strategy. Some'companies, however, appear more limited

in their ability to act as price-conscious purchasers, because of their established ties to

_maj()r ’P’ersi»an Gu_lf -erude producers. Ties to Saudi Arabia appear' to be of particular
imbortance' since the country is the leader of the cartel and its larg‘ést producer.
Cdmbaniés- with substantal investments in Saudi Arabia may be hesitant to undermine
Saudi intervention to maintain the cartei's stability. NonCOmplianéeﬁ with Saudi
directives coul'd lead to a loss of in_vestmerjt, foreclosure of : new o_p_po'rtunities, and

restrictions ‘_ori the availability of supplies.:?4

~ With respect to Continental's liftings, see, Oil Daily, Dec. 10, 1981, at 1.

31 platts Oilgram News 2 (Dec. 14, 1981). | o
32 Bus. Wk. 2 (Mar. 22, 1982). | |

33 ' N.Y. Times, Mar.-ll, 1982, at 1, indicating that several Qil éompa_'nies‘ pé.rticipated

 1n the destabilization of Libyan prices.

34 - First quarter 1982 profits of the four Arameco partners declined by 22 percent

primarily because they were taking large volumes of relatively high-priced Saudi

crude. Reflecting a situation common to all four, Texaco's chairman explained to

- his shareholders: "The company has continued to make these [Saudil purchases only
(Continued) v '
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Arabian American Oil Company (Arameo) members may provide the best example
of tied companies whose foreign operations have been inhibited by their Saudi
connections. For example; Mobil's relationship with Saudi Arabia began in 1948 when it
joined Aramco. Mobil's ownership interest in Arameo is currently 15 percent, with Socal,
Texaco, and Exxon each holding a 28-1/3 percent interest. Recently, the government of
Saudi Arabia assumed control over Aramco assets. Although Socal, Exxon, Texaco, and
Mobil can still lift volumes according to their Aramco equities, they now receive a
service fee for oil field operations and a discdvery incentive fee instead of receiving
profits on equity production. According to published reports, this fee was set initially at
about 21 cents per barrel.35

Mobil was the first company in the industry to sign contracts with Saudi Arabia
for major industrialization projects. To date, these projects have included a refinery, a

petrochemical plant, a pipeline, a lubricating oil refinery and blending plants, and a can

. manufacturing facility. While Mobil asserts that the projects have been profitable, the

company acknowledges that a purpose of the projects is to enhance its access to Saudi

crude oil.36 For example, Mobil would receive an additional 1.4 billion barrels of Saudi
"ineentive" crude over a 15-year period from Petfomin, the Saudi Arabian national oil

company, for its participation in petrochemical and refining projects at Yanbu.37 Mobil's

after careful consideration and upon the expectation of having continued access in
the years ahead to Saudi Arabia's reserves, which are the largest in the world."
Petroleum Intelligence Weekly 2 (May 3, 1982).

35

Petroleum Intelligence Weekly 2 (March 29, 1976).

The history of the Aramco concession is discussed in Dep't of Energy, Energy
Industry Abroad 149 (1981); Dep't of Energy, The Role of Foreign Governments in
the Energy Industries 234 (1977); Dep't of Energy, An Analysis of Current Trends in
United States Acecess to World Oil Annex 1 at 4-6 (1978); "Saudi Takeover to Give
Aramco Almost AIl the Oil," Petroleum Intellizence Weekly 1-3 (Mar. 29, 1976);
"Crown Prince Fahd Outlines Terms of ARAMCO Deal,” Middle East Economic
Survey 1-3 (July 26, 1976). :

%% Mobil, 1980 Annual Report 11.

37 Platts Oilgram News 2 (Dec. 11, 1980); Middle East Economic Survey 9 (Dec. 15,
(Continued) ' »
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incentive crude entitlement was said to be 500 barrels per day for each $1.0 million

invested.3® Under the terms of its contracts, Mobil was entitled to begin early liftings

of this incentive crude at the rate of 50,000 barrels per day in anticipation of the
completion of the two projects.39 Because of the type and magnitude of its Saudi
investments, Mobil is no doubt very much conseious. of its ties to Saudi Arabia.

The Nigerian example. Recent events in N igeria provide an indication

of how companies with ties to Saudi Arabia may generally be constrained from operating

in any OPEC country as aggressively as other purchasers. Last spring, when certain
éomp‘anies attempted to cancel purchase contracts and reduce their equity liftings to
pressure Nigeria to lower prices, Saudi Arabia threat_ened sanctions against any company

purchasing oilvfrom' the Saudis who undertook such peremptory action.40 Such fhreats

did not go unheeded by those Arameco partners that had substantial Nigerian

production."‘l '
International companies appear to -haVeﬂ, begun bargaining in earnest with the

Nigerian government for lower crude prices as early as May 1981.42 1 June, in the face

1980). In March, 1980, Mobil-andbPetrom':in signed an agreement to form a joint

venture company which will own a 250,000 b/d fuels export refinery at Yanbu. On
April 19, 1980, the Saudi Basice Industries Corporation (SABIC) and Mobil signed a
joint venture agreement to build and operate a one billion pounds a year

petrochemical complex also at Yanbu. Middle East Economic Survey 3 (Apr. 28,
1980); Petroleum Intelligence Weekly 11 (Mareh 31, 1980). ‘

Petroleum Economist 37 (Jan. 1981).

38

_ 39 , These early liftings, which were t_o:’begin in Janué.ry, 1981, are to increase annually
by additional increments of 50,000 b/d during the four-year phase-in period while
the projects are under construction, to a total at the time of start-up of about

225,000 b/d. Middle East Economic Survey 9 (Dec. 15, 1980); Petroleum Economist
- 37 (Jan. 1981), S ? ' . —

40 pratts Oilgram News 3 (Mar. 29, 1982); Wall St. J., Mar. 29, 1982, at 2; Apr. 1,
1982, at 5. o

41 Bus. Wk. 33 (Apr. 12, 1982); Newsweek 64-65 (Apr. 12, 1982).
42 In May, Gulf asked Nigeria for a price cut, and threatened to reduce the volume of

oil lifted if such a reduction was not effected. Wall St. J., May 13, 1981, at 2.
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of a pronounced crude surplus, oil companies began t§ reduce their Nigerian erude
purchases because of Nigeria's higvh‘ pl'ices.43 In July, Royal Dutch/Shell, the largest
producer of Nigerian crude (lifting over half the country's total), and Gulf, the second
largest producer (lifting about 18 percent of the total), notified the N igerian government
that they would purchase no contr&ct oil beyond the third quarter if prices remained at
current levels.44 By July, Royal Dutch/Shell had cut its liftings from over 1 million
barrels per day in March to a little more than Gulf's lifting level of 235,000 b/qd.4°

In a bid to retain customers, the government announced in late August a $4
discount on its official selling price of $40 a barrel.46 Over the next three months,
Nigeria unilaterally reduced its price from a high average of $40 a barrel to as low as
$34.50 a barrel by granting discounts and easier payment credits.? Due primarily to
these concessions, Nigeria's oil production gradually rose to 1.3 million barrels a day in
November 1981 and then to 1.7 million barrels a day in January 1982.48 Despite these
lower prices, companies continued to complain that the profit margin of as little as 77"
cents per barrel allowed by the government :was too low to justify future drilling

49

projects. In a move designed to thwart renewed company threats to walk away from

43 wanst.J., June 11, 1981, at 30.

44 Platts Oilgram News 1 (July 15, 1981). Lifting shares taken from first quarter 1981
statisties. Id. af Table 8. |

45 Platts Oilgram News 1 (May 5, 1982); Oil Dail , Oct. 8, 1981, at 14. In its joint
lifting arrangement with the N igerian National Petroleum Corporation (NNPC), the
Nigerian company takes 8¢ percent of Shell's production and sells it to third
parties. In its arrangement with Guif, the N igerian corporation. takes 60 percent of
Gulf's production. ‘Dep't of Energy, Energy Industry Abroad 193 (1981).

46 o Daily, Oct. 8, 1981, at 14.

47 Wall St. J., Nov. 13, 1981, at 2. It should be noted that in mid-November Nigeria
- officially adjusted its oil prices to a range of $35.20 to $36.60 a barrel retroactive
to November 1. ' _

48 wal st. J., Nov. 13, 1981, at 2; Platts Oilgram News 4 (Mar. 22, 1982).
4% Bus. Wk. 33 (Feb. 8, 1982). |




contracts, Nigeria promised in early March an additional price cut of $5 to $5.50 per
barrel, retroactive to March 1.50 chever, at its Viennameeting, the OPEC ministers in
a unique dispiay of unity decided to stabilize Nigeria's price at the existing $35.50 per
barrel lev.e_l.51
When certain international oil companies subsequent to OPEC's Vienna meeting
again slashed their Nigerian crude production, Saudi Arabia threatened to cut off supplies
to companies that did not im mediately resume their Nigerian_liftings-.52 Saudi warnings
went to a number of major companies most heavily involved in Nigeria, including Mobil
and Texaco (partners in Aramco), plus Gulf and ‘Royal Dutch/Shell, the two largest
producers in Nig'eria.53 | |
Even pl‘lOl‘ to the Saudi warning, the conduct of Mobil and its Aramco partner,

Texaco, may have reflected their close relationship with Saudi Arabia. ‘Royal
Dutch/She]l's share of total production in Nigeria declined between January and March of
1982 from 51.9 percent (915,636 b/d) to 37.9 percent (353,393 b/d), and Gulf's :
percentages dropped from 17.9 percent (315,732 b/d) to 16.3 percent (152,052 b/d), |
Mobil's share’ proportionately rose from 11.4 percent (201,773 b/d) to 16.5 percent - ol
(153,673 b/d) during this period, and Texaco's share of production increased from 2.4 | |
‘percent (42,884 b/d in January) to 4.3 percent (40,216 b/d) in March 1982. When -

comparmg the change in first quarter 1982 hftlngs with those reported during the same '
period m 1981 for these same companles, the percentage reductions were as follows:

' Royal Duteh/Shell, - 41.8 percent; Gulf, - 28 percent; Mobil, - 14.8 percent; and Texaco, | ‘ ‘

“50  plagts Oilgram News 1 (Mar. 11, 1982). Promised price cuts were seen as a ploy by
Nigeria to Mmaintain output in March w1thout angering OPEC members by making a
preemptive price cut.

sl Newsweek 64 (Apr. 12, 1982).

52

Id. In March, Nigerian production dropped' to 933 mb/d from 1,394 mb/d in
February. Platts Oilgram News 1 (May 5, 1982); 1 (Apr. 19, 1982).

e B "
S . N EE i
3 Oil Daily, Apr. 12, 1982, at 2. I

o
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N

- 44 percent.s-4 Production decreases in 1982 for the two Aramco companies were

clearly less precipitous than the reductions effected by the two largest, non-Aramco
Nigerian producers. | | | |

The apparently contrasting actions of companies with and without ties to OPEC
may-have implications not only on the price of oil on the world market, but also for
enforcement of the acquisition provisions of the Clayton Act. The merging of two
companies w.ith- conflicting systems could result in a single company with obje_ctivés
highly compatible with those of OPEC. Because the merged company may be unhkely to
reject ties that have been so profitable, aggressive price bargaining may very we11 be
eliminated.?® |

In general, however, it is as yet uncer_tgin whether these or other adverse
competitive -effects. can be predicted in the context of a particular meré‘er with
‘sufficient confidence to warrant antitrust prosecution. There have beenj, instances in
‘which Saudi-tied producers may have engaged in actions detri’fnental to the Sau_dis.56 A
plausible .argument. also may exist that mergers between OPEC-tied compvanies,avn:d
~companies - with large non-OPEC resource positions may possibly strengthen _the
“bargaining position of OPEC-tied companies. In addition, there are enough companies
without ties to OPEC that significant adverse effects arising from a merger between a
‘tied and untied company would most likely be the result of special characteristies of the
- tied and uﬁtied companies.

R A‘delman has also noted that whereas oil consumption has decreased, exports from

54,

- -1 (Apr. 19, 1982); 4 (Mar. 22, 1982).

".“Computations based on statisties taken from Platts Oilgra_m News 1 (May 5, 1982);

% Cf. Interamerican Ref. v. Tex. Maracaibo, Inc., 307 F. Supp. 1291 (D. Del. 1970),
for an example of an OPEC member country using the threat of termination of its
supply relation with a large concessionaire to order the concessionaire to stop

. -selling its concession oil to plaintiff, a price-cutting refiner in another country.
56. Examples may include Exxon's investment in oil shale and its withdrawal from
Libyan production. ’ ‘ ce
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other countries (such as Mexico and Great Britain), have increased substantially.
Adelman .views, the U.S. production decline of the 1973-.1981 period as largely
attributable to the “"folly of price control"; low "old oil" prices were deliberately
restrained, blunting any incentive to develop new tecﬁn'dlogy in secondary and tertiary oil
recovery. That production decline, he noted, has nearly ceased since decontrol.57

Although it may be difficult to posit that these and other production increments will

exert a further destabilizing influence on OPEC cartel discipline.

4. The effect of mergers in domestic crude oil markets -
a. Potential domestic submarkets
While it is clear that crude oil today generally trades in a free-worlq market,
various other considerations can also affect the definitiori of a relei/ant market. Cburts
have posed the tesi: where, as a practical matter, can the puréhaser turn for
alternatives?°8 In view of the unique role played by oil in our economy and the
associatéd political considerations, this standard raises the question: Do~U_n‘ited States
crude purchasers have the ability to turn to foreign crude producers at little o.r‘ no cost

penalty? Both history and well established national security interests Strongly suggest

that, as a practical matter, crude oil purchasers may not in the long term have the

alternative of purchasing unlimited amounts of foréign crude oil. Accordingly, mergers

“concern.®?

57
2100 12-13 (unpublished, unrevised paper prepared for the Center for Policy
Studies, London, July 30,1981), . : ‘

38 PTC v. Southland Corp., 471 F. Supp. 1, 3 (D.D.C. 1979).

: Froni- 1959 until 1973 a mandatory import quota limited imports of erude oil, thus
effectively insulating the U.S. market. See generally D. Bohi & M. Russell,
Limiting Oil Imports, An Economic History and Anal sis (1978). Then, starting in

. ctober 1973, the Arab o embargo sharply curtailed the amount of foreign erude
(Continued) o : .

-149- %

amount to more than a fraction of OPEC's (présently khown) vast oil reserves, they may

which™ appreciably increase concentration in domestie crudé oil markets may be of

See M. Adelman, North Sea Oil & Gas in the World Market: Perspective in 1981-




In addition, within the United States, there may be certain geographic submarkets
for crude oil within which certain merger'svshould be analyzed. In 1950, the Petroleum .
Administration for Defense divided the United States into five districts for purposes of
collecting and maintaining petroleum industry data. Petroleum Administration for
Defense District (PADD) I comprises New England and the Eastern Seaboard; PADD II is.

the Midwest; PADD I is comprises ‘the Gulf Coast states; PADD IV is made up of the

Rocky Mountain states; and the West Coast states constitute PADD V. The figure below

shows the boundaries of each PADD.

PETROLEUM ADMINISTRATION FOR DEFENSE (PAD) DISTRICTS. . |

g Wasy,

-

G N
OREG_ -

)

{incl. Z/as/ra-
and Hayaii}
(e,

oil available to U.S. refiners until the embargo was lifted in March 1974. During
the embargo, imports of Arab oil averaged 2.2 million barrels per day less than
-projected levels. During the period of the embargo, the U.S. economy suffered a 7
percent decrease in real GNP, rather than the forecasted increase. S. Rep. No.
260, 94th Cong., 1st Sess. 9 (1975). : . Lo
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While PADDs do not constitute economic markets just because the government has
established them for planning purposes, they are a uséful beginning point for purposes of
analyzing whei:her more localized geographic markets exist in the U.S.60 In this
céﬁneétion, while other PADDS have distinguishing features that may quaIify ‘them as
rough proxies for geographic submarkets, information gathered by the vFTC in one
investigation provides a basis for a case study, the PADD V submarket for crude oil. _
PADD V low quslity crude submarket case study. A PADD V low-quality
crude oil "submarket" was the subject of an investigation ‘by the FTC concerning the
petroleum industry in the western portion ofb the U.S. That investigation, which led to
the preparation of a FTC staff report ahd is now closed, produced evidence suggesting
that Alaskan North Slope (ANS) type oil may be a relevant product submarket, and that
PADD 'V may be a relevant geographic submarket. If either of these two conjectures ‘ivs'
valid, mergers between companies overlapping in either of these markets could have
adverse effects on competition. ‘ |
The evidence suggests that problems of substitution by refineries betwéen ANS-
type crude oil and other type of érude oil may be of sufficient importance to justify

defining ANS-type crude oil as a relevant submarket for antitrust purposes. In

i~ particular, refineries equipped to handle other crude oils apparently have difficulty in

refining ANS-type crude oil. When ANS production expanded significantly in 1977,

im_portatibn of ANS-type crude oil virtually céased, while imports of other crude oil

For example, in 1980, both the FTC and the Antitrust Division analyzed PADD V
crude oil as a relevant crude oil submarket for the purposes of antitrust analysis
under the Outer Continental Shelf Land Act. Letter from Carol M. Thomas,
Secretary to the Fed. Trade Commission, to John H. Shenefield, Assistant Attorney
General for Antitrust, Dep't of Justice, (Jan. 18, 1980); The Department of Justice
reached a similar coneclusion. See Dep't of Justice, Advice and Recommendations

of the U.S. Department of Justice to the Secretary of the Interior Pursuant to
Section 205 of the Outer Continental Shell Lands Act of 1978 (Jan. 24, 1980).
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groups declined less dramatictsllly.61 This evidence, if valid, suggests that at least in the

short run, it may be difficult to substitute‘ANS-typ_e crude oil for other crude groups,

presumably because of the nature of existing refining capacity. Therefore, separéte

produet submarkets may exist, for some period of time.52

ANS crude is a particularly significant factor in the PADD V section Qf the
country, since it accounts for almost 60 percent of West Coast production.63 PADD V
imported 16.5 percent of its erude oil in 1980%4 and shipped about 21.5 peréent of its
1980 crude production\to-other distric}ts.e-5 Based on such statistics, PADD V may not
constitute a relevant geographic submarket for crude oil. However, PADD V may be a

' relevant geographic submarket for heaVy, high—sulfu;; crude oil or ANS-type crude oil.

The net (of transportation costs) price received for ANS oil in the Gulf Coast appeared to

be significantly below the net West Coast ANS oil price. Some of the data developed in
the investigation are summarized in Table VI B-4. Those data show that if estimated

transportation cost differentials between the West and Gulf Coasts are taken into

61

Ine. and Osford Petroleum, Ine., Petroleum Import Data Book (1976-1980). The
decline in heavy very high sulfur crude oil should not be deemed significant because
of the very small quantities that were initially imported. Some deeline in the other
crude groups should be expected, in part because these other crudes may have been
used in a blend that had ANS-type characteristics. ANS crude may substitute for
such a blend. ‘ : ‘

62 Since the import prices of higher quality crudes continued to be set by the world

market and elicited roughly historical import levels, while the price of lower
quality crude was-lowered enough by the pricing of ANS erude to cause dramatic
reductions in the sales of comparable foreign crude, it appears that the cross-
elasticity of demand for different crudes may be lower than the cross—-elasticity of
demand between foreign and domestic ANS~quality crude. This type of difference

In cross-elasticities of demand may justify classifying products in different product
markets, rather than in the same produet market.

63

‘Dep't of Energy, Petroleum Supply Monthly 51 (Apr._ 1982).
64 "

Dep't of Energy, Energy Data Reports (1976-1980); John G. Yeager and Asociates,

_ Dep't of Energy, Energy Data Reports, Crude Petroleum, Products, Natural Gas
Liquids 9, 19 (Dec. 1980). o o - _

65 14.ats, 16, 28.
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Table VI B-4
Comparison of Three Producers' Prices of ANS
Crude Oil to the West and Gulf Coast--1978

Difference 1n
Price Between

Full Cost of Destinations
: _ Transportation After
Company West Coast Gulf Coast from WestFCoas{ TranSportatlgn
Month Price Price to Gulf Coast Adjustment
: b L L e et (dollars per barrel)---------cocceeua--
SOHIO _ o
January ' 13.33 13.41 2.06 1.98
February 13.36 13.28 - 2.06 2.14
March 13.12 13.05 2.06 2.13
April 12.40 13.01 o 1.92 1.31
May 12.64 . 13.05 2.16 1.75
EXXON
~ March 13.16 - 13.00 2.35 2.51
April - 12.83 13.00 2.40 2.23
May 12.65 13.00 2.54 2.19
PHILLIPS . - , S
~ May 12.65 : 13.10 3.79 3.34
June - 12.65 - 13.10 3.79 o 3.34

Transportation costs equal the difference between shipping crude oil
by tankers to the West Coast and the Gulf Coast from Valdez, Alaska.

To calculate the actual difference between Gulf and West Coast
prices, transportation costs of shipping from the West Coast to the
Gulf Coast were subtracted from Gulf Coast prices.

rcee: Dep't of Nat. Resources, State,of Alaska, Petroleum Royalty
' Reports. ‘ ' : :
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account, the net price received from ANS oil producers for oil sold in the Gulf is

significantly below the net price received for ANS oil sold in the West Coast area. This
evidence suggests that some ANS oil producers may be able to price diseriminate
between the two markets, indicating that some producers may have market power in
PADD V. vasuch market power exists, mergers between companies operating in that
submarket may raise antitrust concerns. E |
b. Concentration in domestic crude oil markets

In comparison with worldwide production by individual companies, domestic crude
oil productlon was only slightly more coneentrated. According to Table VI B-5, the { our-
firm concentration ratio in 1981 was 24.7 percent and the eight-firm ratio was 39.4
percent. Each of the top four firms had a share between 5 and 10 percent of thd
mal;ket. A principal difference between worldwide and domestic production rankings 1s
in the shares of the top firms which ranked below the top 4. Domestically the firms m
this group had slightly larger shares of the market. The highest ranked firm with less
than 2 percent of the domestxc market was Union, ranked number 13. In the free world,
the 6th-ranked firm, Standard 0Oil of Indiana, had 1.8 percent (in 1980).

An addit-idnal difference is the identity of the leading firms in the two markets.
While xExxon is the top firm both domestically and worldwide, there are substantial
differences in the rankings .'of the remaining firms. For example, the 2d~, 3d- and 4th-
ranked fifm_s worldwide ranked 6th, 8th and 9th, respectively, on the domestic list.
Cdnversely, the 2d-, 3d- and 4th-ranked firms domestically were respectively the 7th, |
9th and 10th leading producers worldwide.

. Table VI B-6 shows U.S. market shares based on resebves, whicdh, as,indicated |
above, is a better indic’a"cor of future market poWer’. This table shows slightly greater
concentration, with 4 and 8 firm concentrations of 37.0 percent and 55.0 p_erceht,
respéctively. The leading firm, Sohio, has more than 10 percent of domestie proven

reserves. (Sohio's leading share is almost entirely attributable to its interest in the field
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at --P'rudhoe Bay, Alaska.) There is little other differe_nce in the rankings by reserves
rather than produetibn.‘ For example, other than the reversal of the top two firms, the
rankings of the V_first five firms on both lists are idéntical. ‘

Because of the relative lack of concentration:in worldwide and national markets,
significant increases in market share as a re_sult of a crude oil merger would (as

previously diséussed) only be of concern in particular product or geographic submarkets,

assuming such submarkets can be found to exist.
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Table VI B-5

United States Crude Oil !
Production by Leading Companies, 1981

Market
Company Production Share
(000 barrels/day) (percent)

Exxon 752.0 7.4
Sohio- 717.3 7.0
Arco 539.9 5.3
Shell 514.0 5.0
Amoco 437.0 4.3
Texaco 381.0 3.7
Gulf 345.4 3.4
Socal 342.0 3.3
Mobil 316.0 3.1
Phillips 279.0 2.7
Getty 277.7 2.7
Sun 217.3 2.1
Union 168.2 1.6
Marathon 165.9 1.6
Cities Service 149.1 1.5
Conoco 139.0 1.4
Subtotal 5740.8 56.2
U.S. Total 10,222.02 100.0
Top four - 2523.2 24.7
Top eight 4023.6 39.4

Source: 1981 Annual Reports and 10k's.

‘1. Crude oil,

liquids.

cpndensate_and natural gas

2. Oil and Gas J., Jan. 25, 1982.
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Table VI B-6
Unjted States Crude Oil
Reserves by Leading Companies, 1981

- Market
Company Reserves Share
(million barrels) (percent)

e

Sohio 3419 1.5
Exxon 2822 9.5
Arco 2549 8.6
Shell 2208 7.4
Amoco : 1674 5.6 5
Getty 1322 4.4 x
Socal 1237 4.2 %
Texaco ‘ 1120 3.8 *
Mobil 898 3.0 i
Gulf - 865 2.9 By
Sun 716 2.4 1
Marathon v 641 2.2 A
Union 533 1.8 Al
Phillips 476 1.6 HES
Conoco (DuPont) 387 1.3 i
Cities Service 325 1.1 3

Subtotal 21,192 71.3 A
U.S. Total 29,785 100.0
‘Top 4 10,998 37.0
Top 8 16,351 55.0
Source: 1981 Annual Reports and 10k's.
1 Includes proven developed and undeveloped

-reserves of crude, condensate and leasehold
natural gas liquids. '
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c. Other factors affecting the domestic industry

Notwithstanding the relative lack of concentration in domestic crude oil
production a.nd ‘reserves ownership, mergers should be examined to assess whether,
because of particular aspects of industry structure and practice, a merger may have
anticompetitive consequences in domestic markets that would not be inferred from
market share and cohcentrati;n statistics alone. The following is a brief discussion 6f
factors that could affect the analysis of the competitive effects of a merger in- the
petroleum industry.

1. Control factors

One possible source of concern is a number of longstanding business practices
which have evolved to facilitate reiationships among the various participants in the_
industry. Some of these practices may complicate the interpretation. of market
conditions. The following description of these practices is not intended to sugges\t that
any of the deseribed practices is or should 'be considered illegal or anti’corﬁpetitive in and
of itself. Rather, the inteqt in describing thgge practices is to provide a fuller context
for énalyzing acquisitions by major crude oil producers. |

In general, petroleum firms do not own the land on which they produce oil.
Iristead, the producer typically enters into an oil and gas lease, which allows the oil
producer to drill wells on the land and recover the crude oil found. As payment for this
concession, thve producer will customarily assign the landowner a royalty share (usually
1/8) of the crude oil produced. Because the landdwn'er is not normally a participant in
the petroleum indusffy, this share will most often be.taken in césh. Thus, in the most
common arrangementl of this type, for évéry seven barrels reported as a part of the

firm's owned production, an additional barrel of royalty oil will be under the control of
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the firm for purposes of sale or other disposition. To the extent that royalty oil is

excluded from reported production, market share figures for leading firms could be
“understated t;y as much as 14 percent.67

A second type of arrangement which may affect the interpretation of market
share calculations is known as a farm-out. Under a farm-out agreement, a major firm
will permit independent producers to drill for and produce oil on a given land pareel in
exchange for a portion of the oil produced.68 Farm-onts probably do not appreciably
affect industry concentration, but unfortunately the extent and effects of farm-out
arrangements have never been accurately measured.

Joint venture production arrangements are extremely common in the petroieum
industry. Some joint ventures bétween crude oil producers and natural gas companies
exist because crude oil and natural gas are often found and produced together. Whil_é

each participant may have an interest in the total production of the venture, their

agreement may logically specify that the oil firm will take the crude production and the
69

natural gas firm will take the natural gas. If so, ownership figures would understate

66 This is reflected in internal company documents, e.g. company document (Royalty ,

oil included in self-sufficiency computation); company document ("While royalty oil - e
has no profit associated with it, to a large extent it represents erude oil we control ‘

\
e o 00 Jo

67 1fa producer paid a 1/8 cash royalty on its entire production, the producer would

usually report 7/8 of the production as its own. However, since it normally controls
the disposition of the full amount, its market share should be adjusted to include
the royalty oil. The full production is 8/7 of the producer's ownership share, or 114
percent. ' ‘

68 1n other words, the large integrated company simply hires a third party to perform

the tasks associated with producing the oil in exchange for a fee based on the
amount of oil produced. Again, the major commonly controls the disposition of the
oil. One important caveat: the firm hired to produce the oil generally makes the -
production decisions, including those relating to output. So even if the integrated
firm possesses some degree of market power based in part on oil obtained through S
. farm-outs, the firm would have no power to reduce output from the farm-out. Its e
o only recourse would be to absorb the full farm-out production and reduce its own
production output. '

69 These arrangements are more likely to be employed by integrated firms who have
(Continued) :
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ntextbook" competitive market, changes ino

the quantity of oil controlled by the petroleum firm.

Fourth, the ownership of gathering lines may enhance to some degree the market Z

power held by the larger firms.m In theory, because gathering lines are common carriers

under the law of almost every producing state, an independent producer can ship its of] 4

on the gathering system in the field or sell its oil to any purchaser, who may then use the

gathering system. In fact, for reasons that are not entirely clear, such producers

Thus, additional quantities may
71

normally sell their oil to the gathering system owners.

effectively be under the control of major firms who own the gathering facilities.

2. Interdependence factors

Some internal company documents indicate that major crude producers may on

occasion have adjusted output individually to prevent price reductions, even though, in a

utput on the part of one firm would have no

noticable effect on price. Although it may be difficult to rationalize such oil company ]

perceptions in view of the relatively low market concentrations in domestic crude oil

markets, the answer may rest in the extensive interdependence found among major crude

oil producers, based upon the variety of joint arrangements through which they explore
for, develop, and produce crude oil. These arrangements, consisting of crude oil joint
bids for federal and state oil and gas lands, joint drilling ventures, crude exchanges,

should therefore be examined:

72

ownership of crude gathering and transportation systems,

L7

in assessing the impact of particular mergers on competition.

R

substantially more refining capacity than crude oil production and consequently are
seeking access to more crude oil. Company documents.

70 Gathering lines are small diameter pipelines used to transport crude oil from th
wellhead to the major interstate transportation systems. '

S

71 A recent Congressional committee staff study found that in 1974, in Texas, the:j
twenty largest oil companies together gained physieal control through gathering o 1
an additional amount of crude oil equivalent to 13.1 percent of their Texasj
production. Subcomm. on Monopolies and Commerical Law of the House Comm. 0

the Judiciary, 96th Cong., 1st Sess., Interdependence in Domestic Crude 0il Join
Ventures, Farm Outs, Exchanges, and Gathering Lines 32 (Comm. Print 1979). 1

(Continued)
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3. Oil reserve acquisitions

While the extreinely high prices paid for the acquisi_tion of oil and gas producing
companies in récent years may seem to suggest that these transactions would materially
alter the concentration in the ownership of U.S. reserves, these high prices are actually
more reflective of the rapid escalation in the value of oil land gas reserves during the
1970's than of the magnitlide of the resulting changes in reserve ownership. The actual
impact of mergers and acquisitions invoiving crude oil reserves on the concentration of
reserve ownership during the 1978-1981 period is presented below. The period studied is
determined by the available data. The disclosures regarding oil and gas reserves
appearing in company annual reports and/or 10-K's are the source of the data. These
statements not only provide estimates of year end net reserves on a consistent basis for

December 31, 1977 through December 31, 1981, but also provide a breakdown of the

source of changes in reserve levels from year to year. The categories "purchases of
minerals in place" and "sales of minerals in place" provide the data on which we rely.
Prior to the SEC's announcement of uniform oil and gas reserve disclosure requifements
on September 12, 1978, there were large differences among the companies in the manner -
in which reserves were reported and virtually no companies provided a breakdown of the
sources of changes in reserves. This precluded our extension of the data series into
earlier periods; |
Table VI B-7 presents concentration data for the top four, eight, and sixteen
reserve owners as of January 1, 1978 through January 1, 1982. It also shows the change
in concentration attributable to the purchase and sale of oil reserves during each ye‘zar for
each of these groupings. It is readily apparent from this data that acquisitions of oil
~ reserves by large oil companies had a negligible effect on concentration except in the
year 1979. The company-specific data used in generating table VI B-7 is presented .and

explained in table VI B-8.

2 See id. at 6-32.
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Table VI B-9 lists the major acquisitions of oil reserves by large oil companies in
the 1970's, the volume of reserves acquired in each transaction, and the reserves
acquired as a percent of U.S. reserves for each transaction. The U,S. Steel acquisition of
Marathon and the Du Pont acquisition of Conoco are not included because U.S. Steel had

" no proved reserves prior to the acquisition and any proved reserves of Du Pont were

insignificant.
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A striking feature of the data in Table VI B-9 is that despite the enormous size of
these transactions in financial terms, only Shell's acquisition of Belridge had other than
minor effects on concentration. This transaction is also responsible for nearly all of the
reserves acquired by large oil companies in 1979 as calculated in Table VI B-7.

5; Conclusion

Although concentration in production or reserves of crude oil of oil companies is
low, the existence of OPEC and the possible existence of geographic or product
submarkéts Suggests that the antitrust authorities have a role to play in monitoring
mergers and acquisitions in the crude oil market. There are two main issues to consider
in any crude oil merger or acquisition: the effect of the consolidation on OPEC's ability
to maintain its pricing strategy, and the more traditional concern over a merger's effect
on concentration in portions of the United States or the nation as a whole.

| Although Saudi Arabia is OPEC's lérgest producer and "manager," the Saudis do
not alone bear the responsibility for limiting output to achieve the cartel's pricing
goals. .I',ike any'ca_rtel, OPEC must cope with the problem posed by each individual

member's incentive to cheat by selling more than its quota at a price lower than that set

by the cértel. In the case of OPEC, this problém may be attenuated because of historic

ties betWeen certain firms and particulér producing nations. Firms with no such ties can
be an irripdrtant procompetitive influence in the market, because they ecan aggressively
seek ouf: the lowest cost supplies and thus encourage cheating. Therefore, a mergef
between tied and untied firms should be carefully examined to assess whether it would
reinové an important destabilizing in_flu_e_nce_ from the world market.

Because there is some evidence that geographic and product submarkets may exist
in regidqs of the country, the effect vof a'mer_gér of crude oil producers on domestic
crude oil markets deserves scrutiny as well.  In examining the effect on competiﬁon of
crude oil mergers ip the United States, it is important to consider other nonstatistical

facets of domestic crude oil markets so that some assessment can be made of whether

-167-,




the potential of injury to competition may be greater than might be inferred from

examining concentration statistics.

Finally, examination of recent crude oil asset acquisition activities by oil
companies reveals that there has not been any significant increase in concentration of oil

reserve ownership.
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C. Refining

1. Overview

Petroléum refining operations produce a variety of products, from gasoline to
feedstocks for the petrochemical industry. Refining technology allows considerable

latitude in the mixture of refined products that can be produced from crude oil.

Although, in the short run, the nature of existing refining capacity reduces the scope for

economically varying the mixture of refined products, some degree of substitution is still
possible. For example, many refineries have sufficient technical flexibility to adjust
their output to emphasize either distillate or gasoline by as much as 5 to 7 percént of
their total capacity. This supply substitution potential presents difficulties in defining
L product markets for refined produéts, particularly in the long run, when refining capacity
can be changed. |

In 1979, U.S. refineries had the following average product yields of gasoline and

middle distillates as a percent of crude inputs: gasoline—43.0 percent; jet fuel—6.9

percent; kerosene—l.3 percent; and distillate fuel oil—21.5 percent. These products

totalled 72.7 percent of crude oil inputs.1 It is important to recognize that these figures
mask sig'nifi'cant differences among. refineries in output composition. Thus, it has
historically been the case that some refineries, particularly small ones, are designed for
the produetion of lubes, asphalt, jet fUél or other special products and make little or no

gasoline;' In recent years, the small refiner bias in DOE regulations led to a proliferation

of plants Whlch produeed no gasoline; the subsidy depended simply on crude runs rather

than gasohne output.

Am. Petroleum Inst., vol. l no. 3, Bas1c Petroleum Data Book: Petroleum Industry
Statlstlcs, sec. VIII, table 4.
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Differences among refineries in output mix can be seen from EIA-87 data on
output for 1981. Of the 79 refineries located in thé Gulf Coast 2 which operated in 1981,
37 prod;xced no gasoline and til had gésoline outputs which were less than 20 percent of
crude runs. 3 Similarly, only 17 of the 79 refineries made asphalt in 1981 while only 8
made Iubes. ¢ Of the 48 small refineries with capacities of less than 50,000 B/D, only 12
made any gasoline, none rﬁade lubes and only 8 made asphalt.

Because gasoline and middle distillates comprise the majority of uses of crude oil,
and because the technology of refining suggests focusing on substitutions among these
products, this éec'tion wili be econcerned with gasoline and middle dist-i]lates, and whether
product markets exist within this category of products. This section will also examine
the geographic location of refining capacity relative to the demand for refined products,
in order to assess whether there are geographic sﬁbmarkets for refined products. Once
the mar‘k‘et_ definition issues have been addressed, concentration, conditions of entry,

interdependence factoi"s, and merger activity within markets will be summarized.

The Gulf Coast consists of Alabama, Mississippi, the Texas Gulf and the Louisiana
‘Gulf as these areas are defined in the Dept. of Energy's publication "Petroleum
Refineries in the United States and U.S. Territories, January 1, 1981." Two of the
81 refineries listed in this publication as being located in the above region are
omitted from the discussion. One is omitted because it did not operate at any time
during 1981 and the other is omitted because it is consolidated with another
refinery in the EIA-87 data.

These figures are derived from output data from the DOE form: EIA-87, Refinery.
Report. A refinery was elassified as producing gasoline only if the gasoline output
appeared to be a result of crude processing activities rather than blending
activities. In general, gasoline output was attributed to crude processing if finished
gasoline output exceeded the input of gasoline blending components on an annual
basis. ‘There are a few instances in which this eriterion did not appear to work well

- (such as if gasoline output exceeded blending component inputs only in months in
which there were no runs to stills) and diseretion was exerecised in deciding whether
or not the refinery should be classified as producing gasoline.

These figures are also derived from EIA-87 data. They do not include plants which

produce asphalt and lubes but do not process crude oil. They also do not include the
refineries which produce the feedstock for such plants.
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- processing equipment;

2. Relevant product' market
a. Supply substitutability

A key issue is the extent to which refiners are able to adjust their product output

slates in respoﬁse to changes in the relative prices of petroleum products. The exact
composition of a refiner's product slate is largely a function of three factors: the types
of crude oil the refiner runs through its plzamt;5 the sophistication of the plant's
6 and the rate at which the refiner feeds erude oil into the
' ‘facility.7 Modern domestic demand trends have led most refiners to adjust their
facilities to maximize yields of gasoline and other lighter products.8 '

To some degree, a refiner can alter his product slate in the short run at a given

plant without additional capital investment. Such flexibility permits the refiner to adjust

-production to meet short run market fluctuations as well as seasonal variations in’

product demand. Substantial alterations in the output slate, however, may require a

Crude oils vary widely according to their "gravity" and sulfur content. High gravity
or "light" erudes tend to yield a greater percentage of light produets per unit of
processing than low gravity or "heavy" erudes. T

" To extract greater amounts of lighter produects from a barrel of crude‘, ‘a refiner
must supplement its basic distillation units with more complex treatment facilities

which transform heavier petroleum molecules into lighter products.

In most refineries the special processing equipment for increasing the yield of
lighter. products has a smaller capacity than the refiner's prineipal processing
equipment. The special units typically exhaust their capacity before the refinery
reaches its total processing capacity. Thus, at higher input rates, the refiner is
unable to channel the additional barrels through its facilities for reducing residual
oil'‘output. Consequently, the marginal barrels at high capacity levels tend to yield
ever greater amounts of residual products. See Affidavit of England at { 11, FTC
V. Mobil Corp., No. C81-2473 (N.D. Ohio 1981). .

Each refinery has a maximum production capacity for each product given a certain
crude feedstock. The typical gasoline-type refinery produces about 50-55% of
crude input as gasoline, 25-30% &s middle distillates and 10-15% heavy products.
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changé in the types of crude oil run in the refinery or the construction of new processing

equipment.9

There are several factors other than refinery configuration that may influence the

amount of substitution in output mix by a given refiner. These include the existence of

contractual or other commitments to supply various products;10 the nature and capacity

of distribution channels at the refiner's disposal (e.g., pipelines, terminals, and storage
facilities);11 the availability of desired typés_of crude oil (for refiners seeking to adjust
their product slates by altering the type of crude oils run in their refineries);12 and the
opportunity cost of shifting production from one product to another.!3 Separately or
together, these factors can shrink the range of a refiner's response to relative product
price 'incf'eases, at least in the short run, even though output adjustments are technically

feasible.

A refiner's ability to adjust its crude oil inputs depends on the design of its
facilities.

10 A refiner conceivably might face a situation in which it could supply more of a
given produet to one region by diverting supplies from other regions or expanding
the output of the product at the expense of other products. In either case, existing
supply agreements might be a partial or complete obstacle to such shifts.

1 A refiner in some situations may be able to raise output of a product but may lack
effective distribution channels to deliver the product to the desired location, Jet
fuel, for example, may be one product which refiners can produce in greater
quantities but eannot readily deliver to users because access to spur lines leading to
airports is severely limited, B : '

12 A decision to inerease gasoline output by running lighter crudes, for example, Would

rest upon the relative price of light and heavy erude supplies — a condition which
would depend upon the erude oil market at any moment. , .
13 The "opportunity cost" to the refiner of making a unit-for-unit shift from producing
one product to another consists of the revenues lost from the sale of products it
foregoes. Production adjustments become attractive when the anticipated revenues
exceed the opportunity eost. The appeal of suech production shifts depends,

therefore, upon the relative contribution each product makes to the firm's
profitability.. ' ‘
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b. Demand substitutability

The magnitude of demand substitutability varies considerably across the product
slate. At one end of the spectrum, users have few effective substitutes for gasoline,

diesel fuel, and jet fuel.14

At the other extreme, residual fuel oil faces formidable
competition from coal and natural gas as a boiler fuel for utilities and for large
manufacturing processes.

Home heating oil presents a more difficult, intermediate case. For substantial
numbers of residential and commercial users, especially those making initial new housing
| decisions, natural gas is a viable substitute, although converting an existing oil heating
system to gas or other fuel alternatives may require a capital outlay beyond the reach of

many oil users. The availability of natural gas would therefore appear to limit the

pricing discretion of heating oil producers, at least to some extent.!®

14 Transportation is the economie sector in which the demand for petroleum pfoducts

is least amenable to substitution. Between 1973 and 1980 the average cost of jet
fuel increased from 12.8 cents per gallon to nearly a dollar, causing the airlines'
cost of fuel to increase from about 12% of total operating expenses to about 33%.
See "The Airlines Move to Control Their Fuel Supplies," Bus. Wk, 189 (Nov. 17,
T1980). Nevertheless, over the same period the number of airlines passengers has
increased by 50%, from 200 million passengers/year to 300 million. See Air
Transport Assoc. of Am., Fuel: The Most Critical Problem Facing the U.S. Airline
Industry 11 (Feb. 5, 1980) (report presented to the Civil Aeronautics Board).
Airlines now account for about 85 percent of public passenger miles between U.S.
communities. Id. at 12. ‘

Substitutes for gasoline as a fuel for local transportation are only slightly
stronger. The rise in gasoline prices during the 1970's provided the impetus for
increased use of mass transit and carpooling and the development of such
alternatives as gasohol. Notwithstanding these developments, the demand for
gasoline has not appreciably declined in relation to its price. Many studies have
found that a 10% increase in gasoline price produces a short-run drop in demand of
between 1 and 3%. See Dep't of Energy, Price Elasticities of Demand for Motor
Gasoline and Other Petroleum Products 17-22 (May 1981).

15 Other heating oil substitutes include electricity, liquid petroleum gas, wood and

coal. Note, of course, that crude refining is one source of liquid petroleum gas, and
some electricity is generated by plants using residual oil as a boiler fuel.
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C. Probable product markets
Although for some purposes one might treat all refined products — the refiner's
entire output 'slate — as a relevant product market,16 finer disecriminations may also be
justifiable and appropriate. First, motor gasoline may warrant analysis as a distinet
product market.17 The limited ability of refiners to shift production away from other
products towards gasoline and the inability of consumers to substitute for gasoline
support this approach. In some situations middle distillates may also constitute a
separate product market. Further delineations within the middle distillate range of the
product range may also be economically warranted. For example, there may be discrete
distillate markets for No. 1 fuel oil, No. 2 fuel oil, and jet fuel.18
3. The geographic refining market (for gasoline and middle distillates)
a. Defining the relevant market
There are no definitive data from which to conclude either that the refinery
market is nation-wide, or that firms in various sections of the United States are insulated

from outside competition. However, certain refining areas, where there may be

1,6 Cf. United States v. Amax, Ine., 402 F. Supp. 956, 961-62 (D. Conn. 1975);
American Smelting & Ref. Co. v. Pennzoil United, Inc., 295 F. Supp. 149, 154-55 (D.
Del. 1969).
17 From a legal standpoint, courts which have addressed the issue almost invariably
have treated gasoline as a relevant product market. See e.g., Marathon Oil Co. v.
Mobil Corp., 669 F.2d 378, 380 (6th Cir. 1981); United States v. Atlantic Richfield
Co., 297 F. Supp. 1060, 1066 (S.D.N.Y. 1969). I
18 The issue here is a closer one because suppliers enjoy a greater ability to shift
production between No. 1 and No. 2 upon observing price increases. No. 1 fuel oil is
blended to produce No. 2 fuel oil, but No. 2 ecannot be converted into the lighter No.
1 without the addition of expensive processing equipment. The pattern of demand
- for No. 1 and No. 2 also tends to be coinecident during the ealendar year, making
-production shifts from one fuel to the other less feasible. Potential problems in
obtaining satisfactory distribution arrangements may limit the ability of refiners to
- supply as much jet fuel as their facilities conceivably could produce.

Users, on the other hand, have few substitutes for jet fuel (which consists mainly of
kerosene, a component of No. 1) or diesel fuel (a component of No. 2). Consumers
do, however, have some ability to substitute alternative fuels — especially natural
gas — for home heating oil (a component of No. 2). '
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bottlenecks in the flow of produets from refineries to distribution terminals, may
| constitute individual competitive regions, at least for the short run. While the exact
eonfiguration ‘of these markets is difficult to determine, becausé of the way data is
cbllected, the Petroleum Allocation for Defense Districts ("PADDs") are a useful starting
point in the analysis of potential -geOgraphic markets. |

The analysis in this section is primarily based on shipment patterns. Interregional
price relationships were also analyzed, but because of data limitations, few additional

19 This evaluation has also limited its focus

insights were apparent from that approach.
- to gasoline and middle distillates, because they account for such a large percentage of
total refined product sales. Other products may compete in a broader geographic market
- (residual fuel oil) or a nérrower geogfaphic market (petroleum coke and asphait).

'A' point of departure for the market evaluation is an analysis of shipping costs for
petroleum products. Pipelines aﬁd water carriers account for most long distance .large
~ volume shi.pments.20 One estimate 6f shipping costs between the refinery center in the
Gulf Coast and a consuming center, New York Harbor; based on 1978 data is 1.90

cents/gallon by water and 1.33 cents/gallon by pipeline.z1 More recent estimates

indicate that t;ipeline costs have gradually risen to about 2 cents/gallon during 1980 and

19 The most significant difficulty with the price analysis was the limited amount of

~ data available on refinery sales to distribution terminals. While daily price data are
published in Platt's Oilgram and Oil Price Information Service for spot cargo
markets in New York harbor, the Gulf Coast, and Oklahoma, there are many limits
on the usefulness of these data. First, tests are limited to those three areas, which
means that relationships ‘such as -that between the Gulf Coast and upper Midwest
cannot be analyzed. Second, these price data are very erratie, possibly due to
speculation in these markets and the thinness of trade, which tends to obscure any
obvious relationship with equilibrium prices. Furthermore, while the prices in these
regions often move in a roughly parallel fashion, it is difficult to know how much of
that movement is accounted for by similar changes in erude oil prices across all
regions. Finally, non-price terms on transactions may differ widely (such as
payment dates and product quality), thus limiting the comparability of interregional
prices. :

20 See infra, Section VI.D.

21 G. Wolbert, U.S. Oil Pipelines 405 (1979).
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1981 while water shipment costs have varied between about 3 and § cents/gallon in this

period. 22

Althouéh it is difficult to generalize from these estimates, a two percent ‘cost
differential probably gives local refiners on the East Coast or Great Lakes area some
advantage over Gulf Coast refiners. This apparent advantage may have to be discounted
somewhat in the case of Great Lake refiners because crude oil must also be shipped into
that area at some cost. Consequently, the Great Lakes-refiner advantage would appear
to be limited to the cost difference between shipping crude oil and product.23 Despite
this apparent cost advantage of East Coast refineries, refined produét demand in the
mid-Atlantic and New England States gréatly exceeds the output of refineries in the
region at prevailing prices and has historically been met through shipments from _the Gulf

Cdast refining érea and the Virgin Islands.

Shipment pattérn analyéis provides additional information on the actual
cémpetition between regions.l Unfortunately, available datg on transportation patterns is
largely eonfined fo shipments among the five PADD'regions. Because the boundaries of
actualgeogréphic markets do not alwayé _correséond with PADD boundaries, inflow and
outflow statistics for PADDs may be misleading in that some inter-PADD shipments may

be intra—’market'shipm'ents and some intra~PADD shipments may be inter—mafket

22 Colonial Pipeline Company, Performance and Trends 13 (1982). '

23 See ’téstimon’y by Dr. F.M. Scherer, trial transcript at 255-56 (Nov. 18, .1981) in

'Mﬁ-atpon Oil Co. v. Mobil Corp., 669 F.2d 378, which deseribes the transportation
. cost dlf-fe_rentlal between pipeline transport of crude oil and refined product from
PADD 111 into PADD I and why this confers an advantage on Midwest refiners,




v sh}ipments if the markets are corréctly delineated.?4 Finally, shipment pattern analysis
must be used with care because fhe real issue in market definition is whether prices can
be raised w.ithout triggering é substantial inflow of shipments. It is possible that an area
without substantial imports would receive such imports in the event of a price increase.
Conversely, it is possible that an area with substantial imports can raise prices because
there are impediments to increases in imports.
b. The Gulf Coast (PADD ]]l) as a distinct market

Because of the significance of shipments from PADD I to PADD I, PADDs I and
IOI may have to be combined for analyzing PADD I mergers. HoWever, since very little
product is transported from PADD I to PADD I, PADb [T may be the relevant market
for analysis of mergers between two PADD III refiners. Some analy.tical approaches, like
fhe ‘Elzinga-Hogarty test, assume that product can flow equally well in both directions.
Under these approaches, substantial PADD HI shipments into PADD I would preclude
treatfﬁént of PADD INl as a distinet produét market. But if barriers to product inflows
into PADD I are present, customers within PADD I would have no alternative sources

of supply, and thus a merger of two PADD III companies may be appropriately considered

24 For example, central or eastern Tennessee (Chattanooga, Nashville and Knoxville)

are served by spurs of the Colonial or Plantation pipeline systems. These are the
- only source of petroleum products east of Memphis (which is where Tennessee's one

refinery is located). In consequence, it would appear more appropriate to place

eastern and central Tennessee (and probably southern Kentucky as well) in PADD III
~ when analyzing shipment patterns.

In addition, since both the Colonial and Plantation pipelines enter Tennessee from
Georgia (which is in PADD 1), this flow of. products shows up as a substantial flow of
product from PADD I to I, even though the product in question is coming from
refineries in PADD Ill. Similar problems result from the use of PADD distriets in
several other regions. < : ' _

- These data also limit the ability of economists to search for the precise market
delineation which minimizes shipments between regions. - These data limitations
further indicate the need for an eclectie approach to market definition.

Another limitation of the shipments approach used here is that the most recent

year for which data are available is 1980 and some of the shipments in this and
prior years may have been induced by DOE regulations no longer in effect.
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in & PADD Il market. The existence of impediments to product inflows to PADD Il may
be suggested by the sma]_l‘ volume of foreign imports and the insignificant amount of
pipeline flow i'l'ltO PADD 1.2 Thus, to the extent vsuch barriers are present, a merger of
two PADD I refiners should be analyzed in a PA‘DD HI market.26 |

It should also be noted that the exercise of possible market power in PADD I
conferred by any such merger would be tempered by the volume of shipments out of
PADD III to PADD's I and Ill. In order to raise pricés in PADD I it would have to be
possible to discriminate in prices between PADD IH and those othei' PADDs. Therefore,
merger analysis would require consideration of the presence or absence of such ability to
discriminat?. |

c. PADD N, the Midcoﬁtinent

Shipments from other PADDs accoimt for between 18 and 20 percent of PADD I's
: 'conéumption of gasoﬁne and between 9 and 13 percent of its consumption of disti;l_ate
fuel oil. Most of these shipments are from PADD III, but significant amounts alSo‘éome
from PADD 1.27 On this basis Elzinga and Hogarty would find that PADD 1 is only a
weakly defined market. However, these sfatisti'cs may be biased towards showing a

unified PADDs II and IIl market because shipments from PADD HI may only make limited

25 The only significant pipeline flowing ini:o PADD I is from Oklahoma to Arkansas,

clearly a fringe area of PADD III. The vast majority of pipelines flow out of PADD
I since that area has substantial amounts of surplus production.
26 While this seems reasonable, it is possible that a slight increase in PADD III prices
would induce product flow into that area. For example, brokers may be able to buy
products from Caribbean refiners and resell ‘them to distributors. However,
industry participants who were interviewed noted no historical evidence of
significant amounts of imports and thought this issue was too abstract to assess.
Unfortunately, this may be evidence either of the lack of significant price
disparities or of the fact that PADD Ml is a relevant market.
27 It is likely that much of the indicated movement from PADD I to PADD II is on
spurs of the Colonial and Plantation pipelines. If so, the actual origin would be
PADD II for most of these shipments. : h :
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.28 1f PADD boundaries were modified to reflect actuel

penetration into PADD
shipping patterns in a more accurate fashion, the lmport percentage into the modified
PADD I reglon mlght be mueh lower. For example, since a substantlal volume of
petroleum products flows into Ten.nessee from Georgia on spur lines of the Colonial and
Plantation product pipelines, the movement of eastern Tennessee from PADD I to a
modified PADD IIl market might have this effect. Similarly, DOE data show that barge
and tanker shipments of gasoline, jet fuel and middle distillates f;'om PADD M to the
PADD 1 states of Illinois, Indiana, Kentucky, Missouri, Ohio and Tennessee averaged 52,
129 barrels per day in the period March 1981 through February 1982. Since all but 4,247
b/d of this product was actually delivered into Tennessee, Missouri and Kentucky, slight
rnodifications of PADD boundaries in this region also might lead to significant reductions
29

in apparent inter-PADD flows.

Another possibility is the classification of the upper Midwest into a separate

market. Gulf Coast shipments via pipeline appear to have some diffict_llty competing in

_28 See Texas Eastern Transmlssmn Corp., Ann. Rep. to FERC (also known as the "P -
" form). This form shows that in 1972 significant amounts of gasoline and distillate
were delivered into Indiana and Illinois. However, the 1979 and 1980 P-forms show
virtually no produets other than LPG being shipped past Missouri.
29

The Department of Energy publishes data on the gross inter~-PADD flows only. The
figures above are calculated from non-public state to state shipment data provided
to the FTC by the Department of Energy. The time period was selected to
minimize the distorting effects of the crude and refined product price controls
which were eliminated at the beginning of February 1981. ’
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the upper Midwest.30 This may be the reason for the apparent lack of interest in such

interregional shipments, as reflected in the trade press' failure to discuss price

differences between Chicago and the Gulf Coast to the same extent that they discuss
East Coast and Gulf Coast price differences. While far from conelusive, this suggests
that a well established market for these movements is not present.

The fact that the upper Midwest is approximately self sufficient in refining is
bconsistent with it being a separate market, 31 Only if prices in the upper Midwest rise
above the price in the exporting regions plus transportation costs, are exports likely to
‘materialize. Whilé such a price increase may be economically significant, there are
other factors that may limit the power of refiners to raise prices significantly in the

upper midwest. First, there is an extensive pipeline system running throughout the Mid

continent region, with two pipelines runhing difectly from the Gulf Coast to the upper

Midwest.32 When excess capacity is available on these petroleum product pipelines into

One major company executive expressed such an opinion in a recent telephone

ir'xtetfview, and a major oil company document prepared in 1964 expresses a similap
view:

Products moving from Gulf Coastal refineries do not Penetrate
very far Into the interior. The volume moving to Dallas,
hp_weyer, IS substantial and [one major oil company] do [sic]

1 : ' '
3 Dep't of Energy, I Petroleum Supply Alternatives for the Northern Tier and Inland
States Through the Year 2000, 11 (Oct. 31, T979). - ’

32 - The Texas Eastern System originates in Houston, Texas and had a 1979 eapaéity of
250,000 barrels per day of No. 2 fuel oil (or 305,000 b/d of gasoline) on shipments to
Sey{npur, Indiana. Second, the Explorer System _originates in Lake Charles,
L9u1s1ana._ar.1d has g capacity for shipping No. 2 fuel oil of 367,000 b/d to Wood
River, Ilinois, Gasoljne and mixed mode capacities are higher, but not reported.
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the Midwest, additional products could be shipped into the region if local prices were to
33

increase.

Another consideration is the large refinery cluster in Oklahoma and Kansas that

. ships gasoline and middle distillates throughout the Midwest. This raises the possibility

" of indirect price effects between the Gulf and Midwest. If prices rise in the upper

Midwest, shipfnents from Oklahoma may be pulled into that area, with Gulf refiners

displacing Oklahoma refiners in sales to the lower Midwest. This may constrain upper

~ Midwest prices as effectively as direct shipments from the Guif.

t 33

Thus, complicated shipping patterns intd tﬁe Midwest raise difficult issues of how
the i'egion should be analyzed for geographic market purposes. Possible markets
include: “(a) an area very similar to PADD I as a whole, if shipments from Kansas and
Okiahoma to the upper Midwest are subsfantial; (b) a six state region consisting of
Indiana, Minois, Ohio, Wisconsin, Michigén, and Kentucky; or (c) some region in between
(a) and (b). Alternatively, under the view that the Midwest is connected to the PADD I
and T market, the relevant market would be PADDs 1, II,F and III, with slighf additions or
subtractions. |

d. PADD IV, Rocky Mountain states

Only two product pipelines go into PADD IV, one from Kansas (PADD II) and the
other from Texas (PADD II). A limited number of pipelines flow out of PADD IV, going
bnly into eastern Washington ' and western Nebfaska and western North Dakota.
Nonetheless, PADD IV does receive about 20 percent of the 'refinedproducts it consumes

from other PADDs, flowing primarily from Kansas to Denver, Colorado. However, the

i N &
'

There is glso substantial égpacity to ship refined products up the Mississippi and
Ohio Rivers into the upper Midwest except during wirter months.
. : . ' . ] )
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shipments into Denver do not appear to penetrate any further into PADD IV.34 Because

thé PADD IV states except Colorado — Montana, Idaho, Wyoming, and Utah — appear to

face virtually no competition from outside refiners, it may be best to include eastern
Colorado, ineluding Denver, in the same market with Kansas, and to define the remainder
of PADDIVasa distinet market. However, pecause refining capacity in Denver is small,
this minor correction could be ignored and PADD IV could be used as an approximate

market. -
e. PADD V, the West Coast

PADD V seems the most isolated of all of the PADDs. The only products for
which inflows exceeded 10% of PADD V c'onsumptioﬁ in 1980 were naphtha type and
—_— kerosene type jet fuel. 35 Most of the jet fuel inflows were foreign imports, which
éuggests that foreign compeﬁtion may bé an important factor limiting jet fuel prices in
PADD V. 1982 import data from & bdifferent source 36 (which should be comparable to
the 1980 data) reveal that all distillate imports totalled only 5,093 parrels/day in the
girst 4 months of 1982 compared with 19,000 b/d of kerosene type jet fuel alone imported

during 1980. | |

The 1982 import data also permit separate analysis of imports into mainland

PADD Vv and into Hawaii. These data reveal that of the 5,093 b/d of distillate impoi't;fsr

into PADD V in the first four months of 1982, 4,308 b/d was imported into Hawaiis

Similarly, of the 29,660 b/d of gasoline imports into PADD V in this period, 9,142 b

were imported into Hawalii.

34 7pis is because the pipelines connecting Denver to locations in PADD'IV outside
Colorado flow into Denver. :

35 pept. of Energy, Energy Information Administration, Energy Data Reports, "Si
Disposition, and Stocks of All Oils by Petroleum Administration for De
Districts and Imports into the United States, by Country, Final 1980" Dec. 4, 1

36 ’

American Petroleum Institute, "Imported Crude Oil and Petroleum Product,s'}"}
April 1982. . : e
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| Overall, the 1982 data suggest that while imports of refined product in Hawaii are
significant relative to demand, imports of refined product into mainland PADD V are very
‘. small relative- to demand. Most of the other refined product inflows appear to enter PADD V
" in eastern Washington and Arizona to meet demand in isolated areas on the border of PADD
| V, rather than competing substantially with PADD V refiners. These shipment patterns
suggest that the five state area of Washington, Oregon, California, Nevada and Arizona may
be a distinct market. |

f. Summary

It was shown above that some of the PADDs may roughly delineate geographic
markets in some circumstances. iMore precise delineation would require better data. Since
refined petroleum products are fungible, the existence of separate geographic markets hinges
' on'impediments to the transport Qf refined produets. It is possible to move refined product
ffom any location to any other location in the United States by combination of rail, water,
pipeline, and truck transport. Although particular shipment méthods may be costly, the
ability to move product around will moderate disparities in prices among some markets, even
in the short run.

4. | Market share/concentration data

Concentratioh ratios by PADD and particular subregions for refinery capacity are |
provided in Table VI C-1 for the period 1950 to the present. As can be seen from the Table,
PADDs I, W, and Il are quite unc_bncentratéd, while the West_Coast, Upperb Midwest, and
PADD IV are moderately concentrated. The West Coast is the most concentrated.

It is also noteworthy that in most "markets" there has been a significant fall in
concentration in the past 30 years. Of the relatively concentrated "markets,” PADD IV and
the Upper MidweSt have maintained or moderately increased in concentration.

As pointed out previously, however, refineries are nof homogeneous and concentration
measures based on refinery .ca[;acity do not necessarily reflect the actual ability of firms to

make light produects. |
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Table VI C-1
Refining Concentration Trends

Concentration Trends--PADD V
(Arizona, California, Nevada, Oregon, Washington)
1950 1960 1970 1980 1982
CR4 60.2 61.9 . 66.5 54.4 55.91
CR8 85.1 89.6 95.2 76.5 79.48
Concentration trends--PADD 1V
- (Colorado, Montana, Idaho, Utah, Wyoming)
| 1950 1960 1970 1980 1982
CR4 47.9 47.2 53.5 48.0 53.4
CRS8 73.8 74.2 81.7 75.3 80.4
Concentration trends--PADD I1I1
(Alabama, Arkansas, Louisiana, Mississippi, New Mexico, Texas)
1950 1960 1970 1980 1982
CR4 49.5 43.7 44.0 36.2 36.8
CRS8 73.7 65.7 64.8 54.5 55.6
Concentration trends--PADDs I and III
1950 1960 1970 1980 - 1982
CR4 =~ 46.5 40.9 40.9 35.0 35.1
CR8 66.1 © 59.0 62.3 - 55.0 54.7
| Concentration trends--Upper Midwest
(I1linois, Indiana, Kentucky, Michigan, Ohio)
1950 1960 1970 1980 1982
CR4 45.3 42.9 47.7 48 .7 54.1
CR8 70.4 69.0 74.4 75.5 81.6
-184- ,



Table VI C—l--Refining Concentration Trends--continued

Concentration trends--PADD I1I

Source:

1950 1960 1970 1980 1982
CR4 36.7 34.6 38.3 37.4 40.1
CR8 55.3 53.5 59.7 60.0 60.8 :
Concentration trends--PADDs I, II., and II1 : 
CR4 36.0 31.4 35.2 30.7 29.5
CR8 55.7 49.6 8.0 49.2 47.8
0
Note: | Market share is based on operating crude distillaﬁon capacity. i
Department of th'é Interior, Bureau of Mines, "Petroleum Refineries

including Cracking Plants in the U.S." as of January 1, 1950, 1960,
1970; Department of Energy, Form EIA-87, "Petroleum Refineries in
the U.S. and U.S. Territories" as of January 1, 1980, 1982.
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One way to account for this heterogeneity is to measure concentration in terms of

finished gasoline output and runs to stills. These comparisons are provided in Table VI C-
9 for 1981. It canbe seen that concentration when measured by either gasoline output or
runs to stills is somewhat higher than when measured by refinery capacity.
In examining Table VI C-1, it is evident that concentration when measured by
refmery capacity increased somewhat petween January 1, 1980 and January 1, 1982 in
most of the areas analyzed. The apparent reason for this increase is the substantial
number of refineries which ceased operation in this period.
A detailed examination of the character of the ex1t1ng refineries on the Gulf
Coast during this period, however, suggests that the increase in concentration from 1980-
1982 would not s1gmf1cantly affect competitive conditions in the supply of gasoline. The

basis for this conclusion is that the exiting refineries were largely topping plants built

during the period of the. small refiner bias in the DOE regulations. Most of these
refineries did not produce gasoline. Of the 22 refineries located in Alabama, Mississippi,
coastal Texas or coastal Louisiana which shut down during 1981, only four produced
gasoline in 1981. Seventeen of these refineries had been constructed since 1976.

In Table VI C-3, 4 and 8 firm concentration figures are given for 1981 and 1982 for

the Guif Coast based on total refining capacity and the capacity of only those refineries

‘that produced gasoline. It can be seen that whiie concentratioh when measured by total

refining capacity is lower " than concentration when measured by the capacity of the

refmerles that produced gasoline, the mcrease in concentration for gasoline production

during 1981 is substantially less than the increase when conecentration is measured by

total refining capacity.
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Table VI C-2. Concentration Ratios for Crude Distillation Capacity, Runs to
+  Stills, and Gasoline Output, 1981

4 Firm Concentration
(8 Firm Cbncentl;'ation)

e

Geogx;aphic‘Area_ , Capacity Runs to Stillsl Gasoline Ouput?
West Coast? 62.7 55.4 57.1
| (87.6) (79.3) (88.8)
PADD IV . 50.3 52.9 53,2
] (77.1) (81.8) (83.4)
Upper Midwestd 51.3 50.4 : 46.7
(76.4) (80.4) (79.8)
pADD IT - . 383 35.8 35,1
| : (58.3) (57.2) . (57.9)
PADD III 343 36.1 34,0
‘ (51.6) (55.0) | (54.7)
PADD's I + II 33.6 | 36.1 o 33,2
(52.5) (56.2) C (54.9)
PADD's I + II + III 29.9 9.9 - 28.3

(47.6) - O (49.5) (48.5)

Source: For crude distillation capacity, Petroleum Refineries in the U.S.
and U.S. Territories, January 1, 1981, Enerqgy Data Report, U.S.
Department of Energy, Enerqy Information Administration, May 22,

- 1981; for runs to stills and gasoline output, summary data from
the Refinery Report EIA-87 provided to the FIC by the U.S.
Department of Energy, Enerdy Information Administration. -

1. Crude and NGL charged to stills in year 198l

2. Finished gasoline output in 1981. The universe includes the output of
refineries and blending plants. The universe may include the output of

‘blending plants which are only adding lead to unfinished gasoline inputs.
3. PADD V excluding Aiaska and Hawaili.

4. Illinois, Indiana, Michigan, chio, Kentudky.
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Table VI C-3

Gulf Coast Refining Concentration

Concentration based on all capacity

Concentration based on the capacity of
refineries which manufacture gasoline

1981 1982 Change
4 Firm 37.3% 40.3% +3.0
g8 Firm 55.9% 60.2% +4.3
'4 Firm 41.3 42.3 +1.0
8§ Firm 61.8 63.2 +1.4
Source:

Department of Energy, Engery Information Administration,
npetroleum Refineries in the U.S. and U.S. Territories",
January 1, 1981 and January 1, 1982. EIA-8T7.
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5. Entry conditions

There are a number of factors that may have either induced or deterred new
refining ent;-y. An example of the former is the small refiner bias to the oil entitlements
program, ‘which favored small scale entry. On the other hand, there may have been
inhibitions to large scale entry, such as the difficulty of obtaining access to erude oil,
and the need to overcome environfhental objections. The pattern of entry which
encouraged small refineries was effected by a faifly long-term regulatory environment
thaf has been recently rescinded. Even before entitlements, the formula for allocating
impdrt tickets (rights to foreign crude oil) and other federal programs favored small
refiners. It therefore appears that efficient (large scale) entry may have been ‘retard,ed.

a. Environmental factors

Three market‘charaeteris,tics. have been identified_as the most importaht faétors
complicating entry into refining: access to crude oil supplies, environmental regulation,
and econoﬁlies of scale. Of these, environmental regulatioh seems to be the clearest
example of a barrier to entry in certain regions. On the Easf Coast, for example, plans
for at least 20 refineries have been cancelled in recent years due. to local opposition, and
opposition has been so vociferous that no large grass roots refinery has been constructed

37 Because there have been cases of new construction in other regions,

for 20 yéars.
‘however, it is difficult to generalize about the role em)iron‘mental factors play..
- b. | Difficﬁlty of .écc&s- to. crude supplies |
Acce_ss to reliable crude supplies may present another entry problem. Some -

analysts, such as Jones,_Mead,;_ and Sorensen, have argued that an entering réfiner cannot

37 Am. Petroleum Inst., Trends in Refinery Construction in the United States 35 (Sept.

16, 1980) (discussion paper #20) Ihereinafter cited as Refinery Construction
Trendg].

Two smaller East Coast refineries were constructed in the late 1970s,
demonstrating that the opposition is not monolithic. Seaview Petroleum opened a
44,000 b/d operation in 1979, (now at 80,000 b/d) while Cibro built a 27,000 b/d
refinery in 1978 (now 42,500 b/d). %



look to the foreign or domestic market for reliable and cost competitive supplies of
crude oi1.38 They argue that in the foreign market, the "vagaries of international
polities" and “‘the threat of changes ih U.S. policies towards imports" could limit the
security of foreign crude supplied to a new domestic refiner. Alternatively, small scale
entrants might suffer a competitive disadvantage in the foreign fnarket because they are
unable to purchasé in the quantities demanded by producing nations.39 A major oil
company recently rejected one acquisition candidate because two-thirds of its crude oil
is from offshore contract and épotpufchases, which meant that as much as two-thirds of
its refined gasoline production is subject to political or economic interruption.40
Another major oil company in 1974 stated, "it is doubtful that any refiner would proceed
with plans for a new refinery until fairly well assured of an adequate supply of
cm-lde."41 In fact, outside of PADD V, where the development of Prudhoe Bay has
supported new refineries, there has been very little entry over the past 30 years on any
substantial scale, based on domestic crudeb resources. For this reason, the adoption of
import quotas similar to the Mandatory Import Quotas of the 1960s might be expected to
have an adverse impact on the ease of entry into the refining industry.42

The importance of a crude supply is demonstrated by the fact that 39 out of the

top 40, and 99 out of the top 103 refiners are also integrated backward in exploration and

38  jones, Mead ‘& Sorenson, ngree Entry into Crude Oil and Gas Production and

Competition in_the Oil Industry,” Nat. Resources J. 859 (Oct. 1978) [hereinafter
cited as nJones'l. ST . e

39

See Dep't of Energy, Office of Competition, Office of Oil Policy, Crude Oil Access
Study 4-7 (Draft, Oct. 6, 1980). : ' '

40  company document.

41v Company document;
42  por example, Shell purchased Belridge for $3.15 billion. Belridge's produétion of

crude oil was repqrtedly about 30 percent less than that neded to support a 100,000
parrel per day refinery. :

-190-




production.‘l,3

The presence of many existing companies having refinery capacity and
networks for accessw to crude and channels for product distribution may limit the possible
gains from output restrictions by the largest producers, since many of the smaller
producers may be able to expand reiati_vely in the future. The declines in concentration
previously noted in several of the most important PADDs, reinforces this possibility. '
c. Economies of scale | |

Petroleum refineries, like other fluids procéssing plants, are characterized by
substantial economies of scale. From an engineering standpoint, average capital and
operating costs tend to fall as refiriery (and pi'ocess unit) size increases. 4 practice,
however, the minimum efficient scale of a refinery is usué.lly placed at between 1’50,000

45 i 150,000 barrels per day is assumed the minimum

and 200,000 barrels per day.
efficient scale (MES), then the construction of one efficiently sized refinery would
increase capacity in the regions describéd by PADDs by between 1 and _25 pef¢ent. These

data are presented in Table VI C-4.

43 Am. Petroleum Inst. Comm. on Industrial Organization, Qualification of Oil .
Industry Vertical Integration 4 (June 1977). -

44

See "Small Refiner Bias Analysis, Final Report, January 1978" prepared for US
DOE, ERA, Office of Regulations, especially pp. 48-77, 118-158. See also W. L.
Nelson, "Effect of Size on Refinery Operating Cost," The Oil and Gas Journal,
January 15, 1973, pp. 79-80. IR '

Company document. Timothy Greening estimated that MES was 175,000 b/d. Oil &
Gas J., 110 (Oct. 26, 1981). An estimate of 200,000 b/d was provided by Scherer,
Beckenstein, Kaufer & Murphy, The Economics of Multi~Plant Operation 80, 94
(1975). : -

It should be noted, however, that lower estimates have been obtained using the
survivor approach. For example, Anthony Copp found MES in PADD V to be only
one percent of capacity and MES in PADDs I-IV was assessed at between 0.4 and 1.0
percent of capacity. A. Copp, Regulating Competition in Oil 46 (1976).




TABLE VI C-4.

v v Jan. 1, 1982 MES as a %

Market Region Capacity of Capacity
Tb/d crude runs) (percent)

PADD V _
(excluding Hawaii and - -

Alaska) 2,628,260 5.7
PADD 1V . 602,505 24.9
Il1linois, Indiana, Kentucky,
Michigan, Ohio, and Wisconsin 2,360,100 6.4
PADD 111 | 7,278,698 2.1
PADDs 1 and ITI ' | ‘ 8,941,839 1.7
pADDs I, II, and 111 12,694,791 1.2
PADD 11 3,752,952 4.0

Source: Dep't of Energy, EIA-0111, "Petroleum Refineries in the U.S.
and U.S. Territories.”
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llowever, these data should be interpreted with caution, since a' l50,000 b/d figure
for the MES would be larger than many surviving refineries in the various PADDs and in
fact would suggest that all of the refineries in certain PADDs are sub-optimally sized.
The problem stems in part from the fact that the MES estimates do not reflect
transportation costs which are relgtlvely large in petroleum refmmg, particularly when
compared with the magnitude of the cost savings resulting from inecreases in capacity
beyond 100,000 b/d. For this reason, the usual estimates of efficient refinery size will
generally not apply to plants processing local crude production to meet local demands. -
There is also some data suggesting that the cost disadvantage incurred by refineries of
less than 150,000 b/d are not particularly large and that the major economies are
realized by plants of only 60,000 b/d capacity. 46 Nelsoh even suggests that average
operating costs are essentlally flat for plants between 100,000 and 150,000 b/d and rise
for larger plants. 47

The influence of scale economies on the rate of entry depends not enly on
efficient refinery size but also Von the size of the market, the elasticity of market
demand, and the rate of growth ef demand. For these reasons, the significenee of the
estimated MES must be evaluated in the context of specific markets at partlcular_
times. Obv10usly, scale economies are less likely to affeet entry in the Guif Coast and
more likely at some locations in PADD IV,

Recent estimates of the cost of constructing a minimum efficient scale refinery

vary. One major oil company projected thevcost of building a sophisticated Gulf Coast -

46 Nelson, op. cit., at 79; DOE Contract Study, o op. clt., at 46; Scherer, et al., op. cit.,

at 80.

47 Nelson, id. at 79.
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large complex refinery at close to $2 billion. 48

a. History of entry into the domestic refining industry

conclusive evidence bearing on the ease of entry, 49 it is nevertheless usefu'lvto‘éx
historical entry patterns. | -

Between 1948 and 1978, 106 50 firms entered the U.S. refining indusf&
the construction _élf new refineries. In addition, a number of firms ente
geographic bareas through the construction of refineries. However, the vast ihaj:
these new refineries were extremely small and appear to be substantially sﬁb—opf
size. Table VI C-5 lists all of the new refineries built between 1948 and 197§ by-de
entrants to the industﬁ whieh had a January 1, 1979 capacity of at least 507,0‘0“(:)})/

novo entry since 1979 has been even more skewed toward the construetion

ineffiéiently small plants.

48 Company document. Interview with major oil company.

Using 1977 data, the Oil and Gas Journal es_timated that a 120,000 b/d catalyti
cracking refinery would cost about $150 million. Oil & Gas J. (Oect. 26, 1981).

49 7 high rate of entry into an industry would indicate that prices had reached &l
at which entry appeared profitable but would not indicate whether the price 1
was high relative to the competitive price. Similarly, little or no-entry W
indicate that entry did not appear profitable, but would not indicate whet|
w%? belcau'se price was close to the competitive level or because entry wa
difficult. ' ' R

50 Barbara Loveless, "Entry and Exit in U.S. Petroleum Refining, 1948-1978,"
April 1981, 42. |
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Table VI C-5. large-Scale Entry Into the Refining Industry, 1950-1978 -

Crude distillation capacity in
thaisands of barrels per day

S years :
Year Entrant name ‘Refinery initial after 1979 1982 Type of
location 7 entry - _._entry
1953 Suntide Refining Corpus inter-
Christi, Tx 25 65.0 57 57.0 regionail
1955 Great Northern Rosemount, v
0il Co. MN 22.2 . 33.3 127.3 127.3 © New
1958 Amerada Hess Sewaren, . i . :
. Corp. N 45.0 65.0 * shutdown  shutdown New
1963 std Oil of Pascagoula, inter-
California - Ms 100.0 162.0 280.0 280.0 regional2
1967 Good Hope .Good Hope, ‘ o
Refining LA 6.5 8.5 80.0 . 100.0 New
1967 Sequoia Herailes, v } . inter—
Refining CA 25.0 26.0 53.3 shutdown regiqna13
1969 Exxon . Benicia, . inter-
ca 72.0 87.0 '99.0  106.0 regional
1976 Ecol . Garyville, _ 5 -
o LA : 200 255 : 200 - © 255.0 © O Newd

Source: The large-scale entrants are identified from an API list of new refineries constiucted from
1950 to 1958. See American Petroleum Institute, “Trends in Refinery Construction in the United
States," Discussion Paper #20, September 16, 1980, appendix 1. o o

Capacity 5 years after entry is from appendix 3 in Barbara [oveless, “Entry and Exit in U.S.
Petroleum Refining, 1948-1978,* Aterican Petroleum Institute, Research Study #021; April 1981,

Capacity for years after 1978 is from the Department of Energy Refinery Surveys for the listed
years. See Petroleum Refineries in the U.S. and U.S. Territories Janwary 1, 19 ." Fnergy Data
 Report, U.S. Department of Energy, Energy Information Administration, .

1 'Suntide was partially owned in 1953 by Sunray 0il which had refineries in _dclahona.-

2 Standard 0il of California had sewral refineries on the E‘aét Coast at this time. ‘This refinery there-
fore represents interregional entry only if the Gulf coast is a separate market from the East Coast.
Standard of California also had a small asphalt plant in Alabama at this time. ’

3 the relationship between Sequoia Refining and Gulf 0il is nbt entirely clear. This entry é_ssune's ‘that
‘Sequoia Refining was not initially affiliated with Gulf.- : ) : :

4 This refinery was agjuired by Marathon Oil béfore it begqan operating.
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The most important reasons why new entry into the industry has predominately

been the construction of inefficiently small plants had to do with the substantial

subsidies provided to small refiners by the U;S._Government from 1959-1981. A second
reason is that many of the new refineries were not intended to compete with the normal
fuels-type refinery but to serve local markets. Thus, many of the refmerles built in the
1948-1979 period were asphalt plants and others were built to top isolated crude
production for local consumption.

Additional insight into the character of entry into oil refining is provided by a
detailed examination of entry into the Gulf Coast refining region. Table VI C-6 lists all
the new refineries built on the Gulf Coasf between 1950 and 1982, their owners, their
capacity and whether or not they represented entpy.

A striking feature of this table, as well as the summary figures derived from it
and presented in Table VI C-7, is that while 8 firms entered between 1950 and 1959 and 8
firms entered between 1959 and 1972, 32 firms entered between 1972 and 1982. The
peculiar character of the post-1972 entrants is best.illustrated by the fact that of the 14
pre-1972 entrants which still operafed in 1981, 8 produced gasoline (3 of the others were
asphalt plants), while only 6 of 31 post—1972 entrants whlch still operated in 1981

produced gasoline (only 1 of the others appears to be an asphalt plant). 51 Perhaps even

‘more striking is the fact that none of the 17 refmerles entering the Gulf Coast region

after 1977 manufactured any gasoline in 1981.

51 Department of Energy, EIA-87 data for 1981.
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Table VI C-6. mntry into the Gulf Coast Refining Region, 1950-1982

Crude distillation capacity in thousands

of barrels per day

-197- ©

5 years
after : type of
Year Entrant's name Location _Initial entry January 1,1982 entry
1951 Canal Refining Church Point, 1.7 1.2 8.0 New
Co. ‘LA :
1951 Port Fuel Co. Brownsville, 4.0 - shutdovn shutdown New
™ } _
1953 Warrior Asphalt Holt, AL 1.0 1.4 5.5 . New
Corp. . '
1953 Vulcan Asphalt Cordova, AL 1.6 2.0 10.5 New
Refining Co. '
1953 Corpus Christi Corpus Christi, 1.7 shutdasn 38.0 New
Refining ™ , o
1953 Suntide Refining  Corpus Christi,  25.0 65.0° 57.0 inter-
' v S i regional
1956 Texas Asphalt Pasadena, TX 5.0 shutdawn ,éhutdcwn' ' New
’ Refining : : _
1958 Texas Gas Corp. Winnie, TX 7.5 6.5 v ‘s'hutdam. ) New
1962 Monsanto Chocolate 5.9 . 4.8 37.194 inter-
Bayou, TX i ' regional
1963 Std 0il of - Pascagoula, 100 160.0 280.0 in.ter—
California MS regional
1966 Lamar Refining ‘Lumberton, 1.0 2.0 5.8 New
1976 Goldking Krotz Springs, LA 5.0 48.0 shutdown New
Petroleum o .
1975 .Louisiana Land - Mobile, AL 30 4L3 41.3 New
1977 Raymal Refining ;Ingleside, T ‘ 2.0 T 1L1 shutdown - New
LTD ' .
1977 ‘Shepard 0il Co. dennings, LA 5.0 10.0 - shutdawn New
1977 Tipperary Corp. Ingleside, TX 6.0 10.4 7.320 New
1977 Calcasieu Refining Iake Charles, LA 6.5 " 16.0 14.0 New
1977 Sentry Refining  Corpus Christi,  10.0 30.0 25.0 New
: T .
1977 MI Airy Refining  Mr Airy, LA 1.6 25.0 23.0 New
1977 Mobile Bay thidkasav, AL 16.8 28.1 26.6 New
1977 Bruin Refining 'ST. James, LA 19.3 19.3 shutdown New



e N e o e e e

Prooes_sors
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Table VI C-6. mntry into the Bulf Coast Refining Region, 1950-1982--Continued
Crude Distillation Capacity in thousands
of barrels per day
S years
: after type of
Year Entrant's name Location Initial entry January 1,1982 entry
1967 Cracker Asphalt Moundville, 2.0 shutdown shutdown inter-
' Co. AL regional
1967 Good Hope " Good Hope, 6.5 8.5 100.0 New
Refining LA
1967 Alabama Refining Theodore, 10.0 11.5 25.5 New
AL
1968 S.W. Pallet Co. ST, James, 3.0 6.0 20.0 New
LA ’
1969 Southern Minerals Corpus Christi, 5.5 shutdawn shutdown New
T
1972 South Hampton Cq. Silsbee, TX 2 18.1 18.1 New
1975 Toro Port Allen, LA 36 36 40 New
1975 EQL Garyville, LA 200 255 255 New
1976 Mid-Tex Refinery - Hearne, TX .9 10.0 shutdaown New
1977 Erickson Refining 'Po:t-:,Nedmes, o 30.0 30.0. shutdown New
1978 Vicksburg Refining Vicksturg, MS 8.5 7.9 7.9 New
1978 Ergon Refining Vidksturg, Ms 10.0 20.6 20.6 New
1978 TSS Refining Jennings, LA 10.2 11.5 shutdown New
‘1978 Central . Mementau, LA 10.4 11.0 13.5 New
Louisiana .
"Energy Co.
1978 Uni oil Ingleside, TX 1.3 39.4 shutdown New
1978 Friend Wood . Friendwood, ™ -  12.5 12.5 12.5 New
: Refining . :
1979 Aweco Lake Charles, LA 30 28.7 shutdown New
1979 Mallard Resairces Gueydon, LA 7.5 7.4 7.4 New
1979 Sooner Refining Darrav, LA 5.4 5.4 8.0 New
1.979 International St. Rose, LA 28.6 .28.6 28.6 New



Table VI C-6. ntry into the Gulf Goast Refining Region, 1950-1982-—Continued

CGrude Distillation Capacity in thausands
' of barrels per day

1980

. : type of
Year Entrant's name Location Initial Jarwary 1,1981 January 1, 1982 entry
1979 Gulf Energy Brawnsville, X 9.5 10.0 shutdown New
Refining : 7 . . )

1979 . Petraco Valley Brawnsville, X 12.3 12,3 shutdown New
0il & Refining ) . :

1980 " Texas Standard Houston, TX 2.0 2.0 shutdown ' New
Refining .

. 1980 Val Verde Inter~-  Brownsville, TX 1.0 1.0 © . shutdown. New

na,tionajl ‘ :

1980 Bronoco Refining Houston, TX 2.5 2.5 ‘ shutdown . New

1980 Dow Chemi cal Oyster, TX . 190.0 190.0 .- shutdom New
Natchez Refining  Ratchez, Ms 7.0 7.0 L shutdawn New

Source: The list of entrants from 1950-1978 is fram American Petroleum Institute, "Trends in Refinery

Construction in the United States, ™ Disaussion Paper #20, appendix 1, Septe'nber‘ls-_, 1980. -

Entrants from 1979-81 are identified from the Department of Energy Refinery Surweys for those years.
See "Petroleun Refineries in the U.S. and U.S. Territories Jan 1, 19 ," Energy Data Report, U.S.
Department of Energy, Energy Information Administration. Information reqarding the gasoline output and
operational status of refineries ig from sunmary data from the EIA-87 (refinery report) provided to the

FTC by the U.S. Department of Energy, Eriergy Information Administration,
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Overall, it can be seen that although there have been a large number of refining entrants
over the last thirty years, most entry has been through the building of small refineries

that may not have been capable of survival, absent a regulatory bias toward small

refineries. Perlodlcally, however, there has been entry through the construction of large -

scale gasoline manufacturing refineries which has materially added to refining capacity
although most of this entry has been inter-regional rather than completely de novo.
| e. Capacity expansions by existing refmers
Expansions by existing competitors can have procompetltlve effects similar to de
hovo entry. There are a number of cases, for instance, of a toehold entry by acquisition
in the industry followed by expansion of the acquired refinery's capacity. Table VI C-8
hsts entrants by acquisition that are now ranked among the top 30 U.S. rrefmers, after

having made SIgmflcant capacity expansions. Where more than one line is presented for

& company, that represents a subsequent acqulsmon or refmery construction. It is

' noteworthy that these expansions often took five years or more to be lmplemented.

From 1948 to 1978, U.S operating refining capaclty grew from 5,825 566 barrels

per day to 16,7 93,724 barrels per day—an increase of almost 190 percent. The lncumbent
firms in 1948 have accounted for approx1mately 85 percent of thls increase in refinery
capaelty. Expansion by these incumbents, expansion by entrants, and new entry have all
contrlbuted to refining industry deeoncentratlon over the past decade 52

Table VI C-9 shows that national 4-, 8-, and 20-firm concentratlon ratlos have all
.fallen between 1970 and 1980, and the market share of the frlnge has increased
consmerably. The largest firms appear to have suffered the greatest decline due to the
- expansion of others. Similar trends are also generally present in the regional-

_ concentratlon data presented in Table VI C-2, su pra.

52 “This Table also shows that concentration rose only in the 1960s, when there was a

crude import quota, while it fell in the 1950s and 1970s, when there was no import
quota.
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Table VI C-8

Entrants by Acquisition Now'Among the Top 30 U.sS.
Refiners Which Have Made Significant Capacity Expansions

1950-1982
DOE
Year , Capacity When Capacity Capacity Rank
‘ of Acquired or 5 Years 1/1/82 (0GJ
; Entry Firm - State Constructed  Later _(DOE)  Rank)
g -==---(000 b/d crude runs)------
1970 Champlin OK 37.0 53.8 53.8 -~ 17tnh
| Acquired 1970 TX 52.5 67.7 155.0 (17th)
; Constr. 1971 CA  30.0 30.7 60.0
: 1962 Coastal Corp.  TX 29 5 54.0 92.0 19th
| Acquired 1973 KA 24,7 28.0 28.0, (21st)
; Acquired 1977 ca 53.3 85.0 85.0"
| 1973 GHR Energy LA 8.5 80.0 100.02 32nd
; - | (18th)
i 1969 Koch M 77.3 109.8 127.3 22nd
il | Acquired 1981  TX 57..0 57.0
i1 1959 Murphy Corp. = wi 14.0 20.0 39.0 27th
| f Acquired 1962 LA - 22.0 26.0 90.2
I 1 C . _
-i 1951 Texas City Ref TxX - 50.0 35.0 86.5 29th
I 1956 Tenneco LA 18.¢ . 40.0  114.9 30th
|
s '
r“I

Inactive Refinery.

2 The 0i1 and Gas Journal 138 (Mar. 22, 1982) lists GHR Energy
with a capacity of 300,000 b/d. This reflects recent
expansions. ‘ o '

|

|

|

!
/ -~ Sources: Dep't,of,EnerQ&, "Petroleum Refineries in the United
‘ States and .U.S. Territories" (Jan. 1, 1982).

Oil and Gas.Journal 138 (Mar. 22, 1982).




Table VI C-9

_ Market Shares of Various _
Groups of Refining Firms 1970 and 1980

.Refinery Runs

1970 _ 1980

= = = - - (Percent)- - T - .
Top 4 firms 34.2% 3l
Firms outside top 4 .65.8 _ 68.6
5th-8th ranked firms 26.8 22.9
Top 8 firms 3 61.0 ‘ - 54.3
Firms outside top 8 39.0 - 45.7
9th-20th ranked firms . 30.1 - 26.7
Top 20 firms 91.1 = - 81.0
Firms outside top 20 ‘ 8.9 _ 19.0

. o : = = = =~ -(Percent)- - -———
Top 4 firms - 32.5% , C29.0%
Firms outside top 4 v _ 67.5 : | 71,0
5th-8th ranked firms | 5.0 | . 20.0
Top 8 firms o ' 57.5 . 49.0
Firms outside top 8 - - 42.5 . 81.0
9th-20th ranked firms  26.8 | - 25.5
Top 20 firms : . 84.3 ‘ o - 7445
Firms outside top 20 B 15.7 : 25.5

- Source: American Petroleum Institute, Market Shares.and
Individual Compan Data for U.S. Ener Markets,
DiscussiOn'Paper'No.”014R 1980 and 1981).
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It is important to recognize, however, that government subsidies- which no longer
exist provided a substantial impetus for the expansion of the fringe. The most important
of these subéidies was provided by the sliding scale allocation of imports under the
mandatory oil import program and the small refiner bias to the entitlement program.53
The small refiner bias, for instance, provided a benefit of up to $1.85 per barrel in
1978.54 Recent reports indicate that many of the firms that were nourished by these
federal programé may not be able to survive the decontrol process; 33 refineries have
recently closed down.55 Tﬁe figures on entry reflect the fact that entry will respond to
profitable opportunities, and the decisions with respect to size of entry will be similarly
motivated.

f. Conclusion

The long-term role of entry is exceedingly difficult to assess in examinihg
competition in the refining industry. Additions to industry capacity in the past have
arisen primarily from expansion of existing capacity, and, while there have been hundreds
of cases of small refinery entry encouraged by various regulatory programs over the past
30 years, entry through the construction of large scale refineries has not frequently
occurred. The central reasons for this appear to relate to environmental oppoéition in
certain areas and difficultieé in obtaining reliable crude supply. However, any such
impediments to new entry have nét led to an increase in concentration in refining — and |

indeed, a net decrease in concentration has occurred over the past years, although there

53 FPor a discussion of these regulations, see: Bureau of Competition, Federal Trade

Commission, The Small Refiner Bias to the Entitlements Program and the Open
Market Credit (March 1977) (comments to Department of Energy, docket no. ERA-
R—_78-35. See also Federal Energy Administration, Impact of Mandatory Petroleum
Allocation, Price and Other Regulations on the Profitability, Competitive Viability,
and Ease of Entry of Independent Refiners and Small Refiners (1977).

54 See 43 Fed. Reg. 54,652, 54,654 (Nov. 22, 1978).

35 Oil & Gas J. 79-81 (March 22, 1982).
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are signs that this decline has not continued subsequent to 1980. In addition, a number of
~ programs that previously limited the availability of crude oil to new entrants were
discontinued in the early 19708.56 The demise of these regulations may have provided an
impetus for‘rattempted large scale entries. Nevertheless, if current trends in demand
continue, large scale de novo entry would seem unlikely. As the regulatory impetus for
small scale entry has been removed, moreover, the competit'ive impact of refining
mergers may have to be examined more closely.
6. Interdependence and competition in the refining industry

The level of concentration in refining markets varies from area to area, but only

in a few regions does the level of concentration reach those levels where the probability

57 Furthermore, the existence of signific’ant

of collusive behavior vrould increase.
differences between firms may militate against successful conlrsion. Market particioants
range from international oil companies to single plant entreprénours,"use widely different
technologies, depend on access to varying grades of crude oil, and vory substantially in

‘the extent of their vertical integration. Together, low concentration in many markets,

" the number of firms, and the diversity of these firms in certain regional markets suggest

56 The mandatory oil import program limited iniports until 1973. Moreover, state-run

prorationing programs made it difficult for newcomers to acquire adequate
domestic supplies. The newcomer would have to request addltlonal crude from a
state regulatory authority through a nomination .process. The authority, if it
granted the request, would raise production statewide. This meant that the entrant
would be foreed to bundie small volumes of erude oil from various fields across the
state. This must have been a substantial deterrent to most potential entrants.

o Although pure monopoly ends and oligopoly begms when the number of sellers rises
from one or two, it is difficult to specify on a priori grounds exactly where
ohgopoly shades into a competitive market structure. The tendency is for the
probability of collusion to vary inversely with the number of independent firms.
Kamershen, "An Economie Approach to the Detection and Proof of Collusion," 17
Am, Bus. L. J. 196 (1979). One authority posits that, "As a very crude general rule,
if evenly matched firms supply homogeneous products in a well-defined market,
they are likely to begin ignoring their influence on price when their number exceeds
10 or 12." F. Scherer, Industrial Market Structure and Economic Performance 199
(2d ed. 1980). See supra pp. 154-155, for a general discussion of collusion and the
market characteristics that ean support it..
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that if these refining markets are like most other markets, there should be little concern
for collusion.

A fine;l question to be addressed is whether there are special features of refining
markets that could facilitate collusion, even in the presence of low concentration and
firm diversity. Documents gathered in the course of FTC investigations suggest that the
answer to this question may not be simple.

a. Output determined in response to'marginal revenue effects

In the perfectly competitive market envisioned in textbooks, firms take the
industry price as fixed, producing as much és they can so long as the costs of producing
each new unit remain below the price they will receive for that unit. By way of éontrast,
when a firm can persistently raise market price by altering its output, it has market
pbwer. Successful exploitation of this market power, of course, generally depends on the
cooperation of one's competitors. Vafious internal documents prepéred over the-years by
various oil c;ompanies suggest that some oil companies acted in the belief that they had
 such power. For example, one oil company's documents, consisting of studies in 1971,
posited that by cutting back on its output the company could affect the marginal revenue
and price it received. Indeed, the company carefully calculated its power to afféct price
in relevant markets and even calculafed the amount per gallon that the market price
would change due to its marginal .sale of product, stating that "the Supply Department's
- wholesale gasoline sales have influénce not only on wholesale prices_b but also on retail
prices, and that this effect must be considered in order to maximize overall profits."
The company's "basic assumptbions“ underlying its profit maximizing behavior were stated
to be that the company's "marginal wholesale activities have a predictable effect on
wholesale prices in the Gulf Coast," and that "[a] change in Gulf Coast wholesale prices
will lead to a predjctable change in retail market prices (DTW) in [our company's

marketing areas."




Another analytical document from this company provides a theoretical
- justification for its profit-maximizing behavior, assuming its goal was "one of adjusting
the firm's marginal output to the point where marginal revenue equals marginal cost."
. After assuming that "the petroleum industry consists of relatively few firms with
~ important market shares and a large number of smaller firms with minor market shares,"
: fhe document concludes that "the initial capital requirements tend to act as a practical
economic barrier to entry in a significant way."

The interpretation of these documents, however, should recognize that the
‘dem-and for gasoline is vefy inelastic, especially in the short run. Thus, a major supplier
in a market may recognize that significant changes in its output will affect market
prices, at least in the short run. The ability to sustain higher prices may be very unlikely
in many markets, however, because product can be moved into such markets more easily
and concentration may be lower than that required to accommodate successful collusion.

0Oil company documents aléo indicate that major refiners apparently have
so‘metimes récognized the importance of practicing individual self restraint in refining
strategy. As was observed within a major oil company:

The major refiner does have potential crude for making more

products. However, he will not use this potential because he

knows market demand is constant at any given point in time.

He will have decided what his market share should be and he

will not attempt to increase his product sales because he

believes this will cause market price deterioration.
Another example indicating the same self-restraint is provided by a different major oil
company. A company doéument observéd that in some circumstances, "we deliberately
refuse to make products with spare refining capacity using purchased crude."v The
document goes on to explain that "[wlhen we make such a decision it is because we
conclude that the extra products dumped on the market would force comparable action
by competitors and lower the market value to our marginal cost ex spare refining

capacity."
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The expressed coneern about market price deterioration is understandable because
petroleum refining is an industry characterized by highly capital-intensive production
processes ané very inelastic demand in the short run. Scherer notes that this type of
industry may be "particularly susceptible to pricing discipline breakdowns when a cyclical
or secular decline in demand forces member firms to operate well below designed plant
capacity.“58 There wouid thus be an incentive for refiners to cooperate to assure that
capacity. does not "exceed demand" as defined by the industry and that price instability
does not develop.59

b. Interrelationships among major refiners

Over the years, the oil industry majors have been involved in a number of contacts
arising out of processing arrangements, exchanges, and other interfirm
aécommbdations. For example, in 1966, two major oil companies discussed a processing
contract, and utilized the opportunity to explore their respective refinery .supply and
expansion plans, according to internal documents of one of the participants:

With both 'compan’ies considering possible refinery expansion

 East of the Rockies and West of Rockies at about the same
time, there is scope for investigation of possibly mutually
attractive reciprocal processing deals, whereby each company
will build a large and efficient refinery in one area only, and
process for the other company.

In the early 1970s, before the refining shbrtage, major refiners' internal company
documents suggest their individual berception ‘that low profit returns on refining Were

due to overcapacity and the présencé of increasingly efficient, independent

competitors. In this situation, one company document indicates that two major oil

. 58 F Scherer, sugi-a note 52, at 206.

59 It is not surprising ‘that major refiners would recognize their effect on market
prices in the short run and would in principle like to cooperate to prevent
"deterioration" of prices. As noted above, however, such cooperation may be more
difficult in the long run, and the low concentration in many markets may impede
cooperative efforts. _ | : '
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companies entered into & processing contract in 1971 to avoid construction of additional
capacity in their respective markets, and prevent "a major expansion by competition."60
ec. Intergroup rivalry between majors and independents

The refining industry is not homogeneous. There is a great deal of diversity
among refiners, although within the industry some groups of refiners may share common
ties. One group, already discussed, consists of major integratéd refiners. Another group
is composed of independent refiners (largely less integrated than the majors). There is a
certain amount of rivalry between these two groups, as evidenced by a major company's
statement that "[tlhe chief competitor in setting refined product prices, particularly
gasoline, is how viewed as the independent refiner and marketer."81

N There is some indication that at least one major took into account the effects that

i_ts. p'var.fi'culér decision to shut down or sell a refinery would have on the ability of
independents to expand in its marketing area. The possible intent may have been to
prevent the price erosion in certain markets which might oceur if independents were to
secure greater refinery capaci_ty.62

According to another company's internal documents, a major refiner reviewed its
"exchange activities'.‘ in 1973 to avoid providing independent marketers with any réfiner's _
product cost advantage. The éompany even considered "increasing purchases from
historical suppliers of private brand marketers" to diminish their supplies. Nonetheless,
some m'aj'ors believed that other majors may have supplied independenfs at times,

indicating that efforts at curtailing supply flows to indepehdents was flawed.83

60

Company document.
61 Company document.
62 Company document.
63

Company doeument. ° B
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The competitive picture is less than crystal clear. It appears that independents
have grown and majors did not successfully thwart such growth. Nonetheless, some
activities by majors may allow majors to raise prices above costs for at least limited

periods of time. An ability to manage supply by coordinating refining capacity and

limiting product inflow in order to achieve a degree of balancevth’at keeps price stable is
an important factor. In such an environment, mergers should be closely scr‘utihized to
assess whethér collusive behavior may be more likely.

7.  The history of major refining acquisitions for the period 1948-1980

This section assesses the impaet on competition of refining acquisitions by the 16

largest oil companies for the period from 1948 to 1980. As can be seen from the list of

such mergers in Table VI C-10, most were so small that refining concentration was not

noficeably affected in the relevant geographic markets. In addition, many larger
achisitions weré market extensions across the Rockies, with no major i'mpact on
concentration. Only a few of the larger mergers had a noticeable impact on market
concentration, and their details are discussed below. However, when these mergers are
examined in the perspective of the 10 or 15 years that have passed since they were
consummated, no adverse effects on economic performance are apparent. -

Seven acquisitions of more than 100,000 bbl/d of capacity were made since'1948.
Of these, three were clear market-extension mergers, involving either West Coast

refiners entering the region east of the Rockies, or eastern refiners entering the West

Coast. First, when Atlantic's two refineries in Texas and Philadelvphia‘ were combined
with Richfield's California refinery to form Atlantic-Richfield, concentration was not
increased in either region. This was equally true when Union Oil entered the region east
of the- Rockies by acquiring four refinéries in Iinois, Ohio, and Texas. Phillips'
acquisition of Getty's Célifornia refinefy in 1966, Gulf's écquisition of Wilshire's

California refinery in 1960, and Conoco's acquisition of three California refineries of
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Douglas Oil, were also cases of entry into the West Coast, with no resultant increase in
market concentration.

Mergers that involve a refiner establishedk in the area east of the Rockies
acquiring an additional refinery in that area are sometimes difficult to analyze because
of conflicting evidence regarding whether the entire area east of the Rockies may be
considered a single market, or whether two or rhore separate markets might exist. Such
mergers .could therefore be arialyzed in the context of a broad market (PADDs I, II, and
I); two separate markets consisting of the Gulf Coast-East Coast area (PADDs I and 1II),
anA the Midcontinent area (PADD II); or perhaps even in the context of different regions.

Sun Oil Company's acquisition of Sunray in 1968 resulted in a noticeable increase
in market concentration, but the exact amount of increase dépends on how geographic
markets are delineated. Sun previously owned two refineries, with January 1, 1969,
capacity as follows: Marcus Hook, Pennsylvania (158,000 bbl/d); and Toledo, "Ohio
(112,000 bbl/d). It acqaired two refineries in Oklahoma and {me in Texas from Sunray
(see Table VI C-10). . |

The most significant increase in concentration apg;ears if PADD I (the
Midcontinent region) is treated as a relevant geographic market. In that region (which
includes Oklahoma), Sunray had a 4.3 percent market share, whilé Sun had a 3.5 percent
market share and the combined company -Was the second largest refinery in PADD II
after the merger. However, given thesé figures, there is little evidence that economic
performance was ad,versely affected. Market concentration was not high even after the

merger, and by 1978 three firms had expanded their capacity so that Sun was ranked
fifth. |

If PADD II is a distinet market, PADDs I and Il combined méy also be a distinct -
market. In that area, Sunray had a 0.7 percent market ‘share and Sun had 2.6 percent

prior to the acquisition. Thus, the combined firm was not among the top eight in that
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market, and given the moderate degree of concentration, no competitive injury .appears
to have occurred.

Little or no competitive effects were likely, as well, if PADDs I, 0, and I
combined are viewed as the relevant market instead of the smaller areas analyzed
above. Sunray had a 1.9 percent market share, while Sun had 2.9 percent prior to the
merger. Four firm concentration in that market in 1970 was only 35.2 percent, ahd the
combined firm rankéd eighth. Furthermore, Sun had Vfallen from the top eight by 1978.

Atlantic Richfield's acquisition of Sinclair in 1969 in-volved the largest amount of
refining capacity of all acquisitions by the top 16 oil companies. Four Sinclair refineries
changed ownership. Three (located in Texas, Wyoming and Indiana) with a ecombined
capacity of 369,200 bbl/d on January 1, 1970 went to ARCO. One (located in
Pennsylvania) went to British Petroleum, having a capacity of 105,000 bbl/d. In addition,
pursuant to the consent agreement that allowed this merger, ARCO sold its own Texas
refinery, having a eapacity of 84,000 bbl/d.

The effect of this transaction on market concentration again depends on how
geographic markets are delineated. If PADDs I and II are deemed an appropriate
market, ARCO increased its share of capacity from 3.9 percent to 5.7 ‘percent, making it
the sixth largest firm in that market in 1970. This increased share was produced because
the Texas refinery it acquired from' Sinclair (200,000 bbl/d) was substantially larger than
the oné it divested to BP (84,000 bbl/d). Four firm concentration in this market was 40.9
percent in 1970.

If, instead, PADDs I, I, and M are the relevant market, ARCO increased its

- market share from 2.§ to 5.2 percent. This increase was produced by the addition of

Sinclair's former Indiana refinery as well as the exchange of Texas refineries noted
above. As a result of the acquisition, ARCO became the seventh largest refiner in this

market in 1970. ARCO did not maintain its positioh in the top eight, however, since the
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cquired Indiana refinery was sold in 1976. Four firm concentration in this market in

1970, moreover, was only 35.2 percent.
The sz;les to British Petroleum did not have an adverse impact on concentration,
s BP was a new entrant into the United States. After the acquisition, BP had a 3.0
ercent share of a PADD I and III market and 2.0 percent of a PADD I, II, and IIl market.
Very soon after BP acquired those two refineries, it acquired a controlling inierest
 in Standard Oil of Ohio ("SOHIO"), which owned two refineries in Ohio having capacities
“of 117,600 and 54,000 bbl/d. If PADD I is treated as a distinct market, these Ohio
f‘refineries would not be in the same market as BP's refineries in Texas and Pennsylvania,
and thus concentration would not be increased. If the larger market of PADDs I, II, and
IN is used to evaluate the merger, horizontal overlap is present, but the market share of
. fﬁe combined firm is only 3.8 percent, putting it outside the top eight refiners in that
fnai‘ket. Also, four firm concentration was only 35.2 percent in this market in 1970. It is
~ also noteworthy that SOHIO subsequently sold the Texas refinery in 1973 to American

Petrofina.
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Table VI C-10 Acquisitions of Operating Refineries by the 16 Largest 0il Companies

Refinery aocjuired from

-214-

Year State Capacity Acquiring cc
1948 Allied 0Oil Corp. OH 12,000 Ashland
1949 Aetna KY 8,000 Ashland
1949 Valvoline PA 4,000 Ashland
1950 Northwestern Refining Co. IL 4,600 Ashland
1950 Frontier NI 15,000 Ashland
1951 National Ref. OH 9,000 Ashland
1959 Louisville Ref. KY 11,000 Ashland
1970 Northwestern Refining Co. MY 47,500. Ashland
1948 Root Petroleum AR 23,000 Standard
: ' of Ind
1948 Petroleum Cofp. CA 6,000 Standard
: : of Ind
1949 Coastal Petroleum Al 6,000 Standard
. ‘ of Cal
1959 International Ref. M 15,000 Gonoco
1959 Malco Asp. & Ref. MN 11,500 Conoco
1961 Douglas 0il cA 8,250 Conoco
‘ Douglas 0il ca 4,000 . Conoco
Douglas 0Oil . ca - 9,000 Conoco
21,750
1965 Enpire eo) 5,000 Conoco
1970 Sequoia Ref. X 34,000 Conoco
1960 Wilshire Cca 33,000 Gulf
1963 - Pontiac Eastern MS 18,600 Gulf
1970 Sequoia Ref. cA 26,000 Gulf
1964  El Paso Nat. Gas MM 12,800 shell
35,400
1954 Sunray ca : Union
1965 Pure 0il IiL 53,000 "Union
Pure 0Oil OH 24,000
Pure 0il CH 30,000
' . X 88,500
» 195,500
1965 Richfield ca 165,000 Atlantic
o Richfie -



je VI C-10 Acquisitions of Operating Refineries by the 16 Largest Oil Companies Con'td.

Refining acquired from State Capacity Acquiring company
Getty ' ca 120,000 Phillips
Sunray K ' 90,000 Sun
v OK - 47,000
™ 45,000
‘ ’ 182,000 -
9%0 PPG Industries - v 5,000 Sun
969 Sinclair | ‘ it 200,000 Atlantic
Richfield
WY 29,200
IN 140,000
369,200
969 Atlantic Richfield = 84,000 British
' ‘ _ Petroleum
969 sinclair - PA 105,000
: 189,000
969 sohio OH 54,000 . British
: » _ : Petroleum
OH - 117,600 British
Petroleum

jource: Company annual reports, Moody's Industrial Manual and “"Entry and Exit in U.S.
Petroleun Refining, 1948-1978," American Petroleum Institute Research Study 021,
Appendix 3, April 198l.
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8. Conclusion

The past history of major refiner Mmergers suggests the absence of significant effec
either on co;wentration or on competition. At the present time, concentration levels
certain regional markets may raise antitrust concerns in the context of specific mergers
firms in those areas where new entry may be retarded because of environmental regulatio
and crude access problems. Significant de ‘novo_ entry has apparently been difficult g
therefore expansion of capacity has largely occurred 'through previously established firms.
view of the discussion ‘above of interdependent firm behavior, a significant merger occurrir

in some markets would have to be examined closely to determine whether it might furthe

reinforce such behavior and enhance incentives to collude.
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 D. PIPELINES

1.  Overview

Overail, pipelines compete in broad markets consisting of an array of other
ti'ansportation modes. In particular locations, pipelines alone may be the only effective
suppiier of transportation services. In some cases pipelines are owned by individual
~ companies and in other cases ownership consists of one of a variety of forms of joint
venture. As in any market, analysis of the effect of mergers on the control of pi‘pélines
focuses initially on the structural parameters of concentration and entry conditions.
Thus, concern about mergers affecting control of pipelines depends on the definition of
- the market, on the number of pipelines in the market, and their existing ownership
structure, on the degree to which effective competition is offered by tankers, trucks, or
bérges, and on the effectiveness of regulation in limiting the exercise of market power.
Pipelines are regulated by the federal government. If regulation is eased, antitrust
scrutiﬁy should rise commensurately.

In the following discussion, we briefly consider the above factors and their
relevance to an assessmént of pipeline competition. Because of difficulty in obtaining
the necessary data, the discussion of markets here is more general then that of c.rbude oil
and refining, in 'that it contains less analysis concerning possible geographic markets.
Cohsequently, this section presents no figures on pipeline merger activity, and its effects
Qﬁ market concentration. |

2. - Product market definition
A Defining a product market
N Determination of the relevant produét market in which to examine petroleum
pipeline transportation competition requires consideration of the various types of
available transport services. The aim is to assess the degree of competition faced by
petroleum p‘ip>eli'nes from 6thef modes of transportation at each stage of transportation:

crude oil éathering services, bulk movément of crude oil to refineries;rbulk movement of

. %
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petroleum products from refineries to central distribution points, and localized
distribution of petroleum products. Each stage may be examined individually to
determine the extent to which compet_itors may be likely to exercise a constraining
influence on a pipeline's tariff, and therefore delivered cost.l

.The ability of alternative modes to perform economically each of these
transportation functions may be dictated by a variety of physical charaecteristics of the
geographic market, suéh as the proximity of nhvigéble waterways, the distances over
which products are shipped, the type of products shipped, and the aggregate volumes
shipped. Thus, barges and tankers may offer substantial competition to pipelines in
markets containing accessible waterways. Shipping distances, and the frequency and
regular.ity of service, also are relevant to the selection of suitable modes of transpbrt. In
addition, aggregate shipping volumes affect the economies of alternative transpo;-tation
modeé. Dramatic scale economies provide pipelines with a substantial cost advantage
over trucks, railroads and barges in the transportation of large volumes of pétfoleum

over long distances.2 The type of product to be shipped may be another determinative

1 Wolbert presented an estimate of 1979 transportation costs for the various modes

of transportation in cents per 100 barrel miles to be in the following ranges:

tanker 1-6

pipeline 2.5-12

barge 4-15

rail . 11.5-60

truck 51.7 - 74.75
Wolbert, U.S. Oil Pipelines at app. A (1979) (statement of Ulysses J. LeGrarige,
Comptroller, Exxon Corp., before FERC). '

Id. at 132. Scale economies arise because, as pipeline diameter increases, capital
costs per barrel of capacity decline. In ‘addition, pipe friction decreases as the
diameter of a pipeline rises, with a resulting drop in per barrel pumping horsepower
requirements, See Cookenboo, "Costs of Operating Crude Oil Pipelines,"” (1954)
(Rice Institute Pamphlet); Pearl & Enos, "Engineering Production Functions and
‘Technological Progress," 24 J. of Ind. Econ, (Sept. 1975); Kennedy & Stueve, "Here's
Shorteut Method for Sizing Crude O1l Pipe Lines," Qil & Gas J. 183 (Sept. 21, 1953);
White, "Economies of Secale Applies in Long-distance Pipeline Transport," Oil & Gas
% 1k49, (Jan. 27, 1969). Economies of scale will also be realized by barges and
ankers. ' '
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factor in seléction of a suitable mode of transport. For example, heavier petroleum
pi;oducts may not lend themselves to transportation through pipelines. Thus, the
suitability oi‘ particular transportation modes to the product and transportation service
required must be considered in assessing the scope of competition in transportation
services.
b. Transport of crude oil
1. Crude oil gathering _servicés

Gathering services are less a transportation function than a process of aggregating
and drawing together the crude oil from scattered producing wells. This collection
process may be performed most economically by pipeline, except in areas of low or
uncertain production, where trucking or barging may be used due to their greater

3 In areas served by pipelines, wells not

flexibility and lower capital investment.

connected to a pipeline are likely to‘face a serious cost disadvantage vis-a-vis eonnected

wells. Gatheriné pipelines collect the crude oil in the field and transport the crude oil to

central collecting points for transportation through a erude oil trunk pipeline. The crude

oi_l is delivered by the gathering system, either directly to a refinery or to a port of

| lading for transportation by béu‘ge or tanker to a refinery. Because Sma]l fields rriay have
only one gathering line (while larger fieldsb may have several lines), a producer is

relatively limited in his ability to sell criide oil other than to owners of existing gathering

lines. | |

| 2. Movement of crude oil to refineries

in the movement of crude oil to réfineries, pipelines are the preeminent mode on

land for long=-haul transportatioh. Where a water route is available, wai:er carriers may

compete with pipelines for long-distance, large-volume shipments. In’198»0, 75 percent of

‘intrastate and interstate refinery receipts of crude oil was shipped via pipeline

Dep't of Transp. & Dep't of Energy, National Energy Transportation Study 6 (1980)
[hereinafter cited as Transportation Study].
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exclusively; 21 percent traveled by tankers and barges; and 4 percent was carried via
tank cars and trucks.} Substantial increases in intermodal movements are projected by
1985 as a result of pipeline and tanker movements of Alaskan crude oil. Additionally,
some increases are projected between 1985 and 1990 for crude oil traffic by rail, inland
waterways, and domestic deep draft shipping, because existing pipelines in some areas
are not expected to be adequate to carry 1990 projected levels of tra.ffié.5

e. Transport of petroleum products |

1. = Movement of petroleum products from refineries to
central distribution points

Pipelines are used extensively to handle the lighter, less viscous fluids such as
gasoline and distillates, whereas the heavier products, such as residual fuel oil, waxes,

lubes, asphalt, and coke must be transported by other modes.5 In 1976, trunk pipelines

Dep't of Energy, Energy Data Reports, Crude Petroleum, Petroleum Products and
Natural Gas Liquids: 1980 at table 13 [hereinafter cited as 1980 Energy Data
Reports]. United States crude oil movements by tanker consist primarily of
movements from Alaska to the West Coast and the Gulf Coast, and deliveries of
imported crude oil to coastal refineries and to pipelines for connecting inland
transportation.

These figures may be broken down by PADD distriets: PADD I: pipelines - 35
percent, tank cars and trucks - 10 percent, and tankers and barges - 55 percent;
PADD II: pipelines ~ 96 percent, tank cars-and trucks - 2 percent, and tankers and
barges 2 percent, PADD IHI: pipelines - 81 percent, tank cars and trucks - 4
percent, and tankers and barges 15 percent; PADD IV: pipelines - 90 percent, and
tank cars and trucks - 10 percent; and PADD V: pipelines 41 percent, tank cars and
trucks - 4 percent, and tankers and barges - 55 percent. With respect to refinery
receipts of foreign crude: PADD I: pipelines - 4 percent, tankers and barges - 96
percent; PADD II: pipelines - 97 percent, tankers and barges - 3 percent; PADD
Il: pipelines - 4 percent, tankers and barges - 96 percent; PADD IV: pipelines - 100
percent; and PADD V: pipelines - 5 percent, tanker and barges - 95 percent. Id. In .
fact, pipelines acccounted for 96 percent of intrastate and interstate refinery
receipts for PADD II and 81 percent for PADD HI. Pipelines also transported 97
-percent of foreign crude refinery receipts for PADD II. Id. at tables 26, 29.

- Transportation Study, supra note 3, at 42. New pipeline construction may augment
the ability of the crude oil pipeline system to transport projected crude oil
movements, thus obviating the need for expanded use of alternative modes of
transport.

6 Marathon Pipe Line Company, An Analysis of Certain Considerations Relating to
“Suggestions of Vertical Oil Pipeline Divestiture Within the Continental United

(Continued)
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cé.rried over 3.8 billion barrels of petroleum produects or approximately. 35 percent of

total domestic movements of petroleum products.7

| Barges carry petroleum product through many river systems in the United St&tes,8
and together with coastal tankers serve areas not served by major pipelines. Barges are
also used to carry product between major pipeline terminals and waterside wholesale
terminals.9 - For example, in 1980, barge and tanker shipments accounted for
approximately 40 percent of total product shipmeﬁts between the Gulf Coast and the
East Coast.10 Competition from tankers and barges is confined, however, to areas
~ accessible to navigable waterways, and the use of barges is further limited by the
freezing of waterways in the northern inland portion of the United States. An analysis
recently prepared for the Association of Oil Pipelines points out that of the 59
metropolitan areas withv 1975 population over 500,000, 43 have major ports, 6 are within
50 miles of a major port, and 3 are on a short haul of a pipeline whose long haul is to
major> ports. Further, the study reported, 38 of the 54 largest refining centers,

representing 87 percent of refining capacity, have water access. 11

States 58 (1978) (submission to the Dep't of Justice) cited by Wolbert, supra note 1,
at 132. . .

Gen. Accounting Office, Petroleum Pipeline Rates and Competition - Issues Lon
Neglected by Federal Regulators and in Need of Attention 1 (July 13, 1979
[hereinafter cited as GAO Reportl; Transportation Study, supra note 3, at 93-94.

These include: the Mississippi River as far north as Minneapolis; the Illinois River
to Chicago; the Ohio River to Pittsburgh; the Missouri River into Nebraska; the
Arkansas River into Oklahoma; the Columbia and Snake Rivers into Washington,
Oregon, and Idaho; the Tennessee River into Chattanooga and Knoxville; the
Warrior and the Alabama Rivers throughout Alabama; and the Hudson River into
upstate New York and Vermont. '

Transportation Study, supra note 3, at 6.

10 1980 Energy Data Reports.

11 g, Mitchell, A Study of Oil Pipeline Competition 20, 80-81 (Apr. 1982) (Assoc. of
0il Pipelines). In addition, the study noted that barges and tankers account for 48
percent of all ton-miles of refined products transported within the United States,
and 41 percent of all crude oil. Id. at 21 citing Assoc. of Oil Pipelines, "Shifts in
Petroleum Transportation" (Sept. 1981). Additionally, shipments of foreign crude

(Continued) _ '
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However, water transportation does not always compete effectively with
pipelines. For example, where the cost of pipeline transportation is substantially lower
than the comparable tanker rates, tanker competition could not constrain pipeline tariffs

fo just cover costs. The Colonial Pipeline is one case where the more efficient pipeline

mode has been able to displace higher-cost water transportatioh. This pipeline extends

from the Texas Gulf Coast to northern New Jersey. Once the pipeline was completed in

1963, waterborne movements from PADD I to PADD I fell sharply. In 1980, 76.4

percent of gasoline waé transported from PADD HI to PADD I by pipeline.12 This is in

- part due to Colonial's lower tariffs. In 1978, for example, the average tanker rate from

Houston to New York was two and one half times that of Colonial, or $1.29 per barrel as
opposed to 52 cents per barrel.13

2. Distribution of petroleum products
Trucks are used to transport petroleum products for short haul movement of
relatively small vo_lixmes. They account for virtually all final movement of gas’oliné and

fuel oil to retail outlets. Rail transportation is utilized almost exclusively for the

shipment of small volumes 6f .specialty pro‘ducfs which cannot economically be
transportéd via pipeline.M ‘Generally, railroads are used in shipments greater than 200
miles where pipelines cannot be justified and water transportation is not available. In
1976, rail traffic accounted for 1.83 percent of total petroleum products movément in

the United States.!?

oil into United States ports are about two and one half times as great as reported
domestie water shipments. '

12 1989 Energy Data Reports, supra note 4, at tables 26, 29.
13 Colonial Pipeline Co., Performance and Trends 2 (1978).
14

T_rahsportation Study, supra note 3, at 6.
15 Wolbert, supra note 1, at app. L. Water carriers accounted for 26% of pré,duet
movements in 1976 and motor carriers accounted for 36%. Id. '
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d. Other factors

Although crude oil and petroleum product transportation services often constitute
separate markets, they may in some s1tuations compete in a broader combined market.
‘Transportation modes may, in particular lnstances, transport both crude oil and
petroleum products. In addition, consumers in a market for petroleum products may be
supplied by local refineries, which rely on crude oil movements into the market, or by
distant refineries which supply the market through shipments of petroleum prodncts. In
such a situation, crude oil and petroleum product pipelines would be in competition.
Increases in crude pipeline tariffs could lead to reduced refinery runs and reduced crude
shipments by refiners into the region and corresponding increased shipments of petroleum
products into the region by distant refmers via product pipelines. However, it should be
recognized that although all refmed products can be produced from crude 011 transported
by a pipeline to a refinery, not all products can be transported by pipeline. For example,
residual fuel oils, lubricating oils, coke, and asphalt are mcompatlble with product
plpehne movement. This may limit the degree of competition between crude oil and
petroleum product pipelines.

€. Coneclusion

The relevant product market for the transportation of ecrude oil or petroleum
_products for purposes of merger analysis should embrace economically substitutable
.petroleum transportation services. T’he:determination of what alternative transportation
vehicles and modes should be included in such a transportation serviees market >must be
based upon an assessment of transportation alternatives in each case. In such an
analysis, the clear cost advantages of large diameter petroleum pipelines for long—haul
movements may justify their treatment as a distinct product market,. notwithstanding the
existence of higher cost (though feasible) transportation alternatives. Assessment of the
product market in this manner would suggest which' competitors may*be likely to exercise

a constraining influence on a pipeline's tariff and conditions of service.
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3. Geographic market definition

As previously noted, petroleum pipelines provide distinet transportation services
at differené levels of the industry, performing erude oil gathering at the local level,
moving crude oil from producing areas or coastal ports to refining centers, trdnsporting'
petroleum products from refining centers to petroleum product market areas, and
facilitating product distribution to local markets. The foundation dnderlying the
definition of geographic markets for petroleum pipelines is essentially the same as that
for all products: the aim is to include all locations that contain modes of transpoi-tation
that are reasonably good substitutes for each other. Thus, the issue is whether pipelines
(or other modes of transportation that are in the same product market) located elsewhere
would be able to prevent a particular pipeline from raising its tariff, if the alternative
fnode of transport had excess capacify. If these other modes of transport have that
ability, they should be included in the same geographic market.

Turning this standard into concrete estirﬁates is somewhat more complicated for
pipelines than it is for other product markets, since pipelines themsélves involve a

geographic dimension. 18 However, a geographic market can be defined by focusing on

&

-

The existing literature on petroleum pipelines provides three different spatial
perspectives on the relevant petroleum transportation markets. The first views the
relevant transportation market as national, suggesting that all pipelines in the
United States are good substitutes for each other. This view is implicit in studies
that use industry wide data, such as barrel-miles of petroleum transportation, to
measure concentration. The second approach views petroleum transportation
markets in terms of point to point transportation or transportation corridors.
Following  this approach, all pipelines connecting St. Louis and Chicago, for
instance, would be serving the same transportation market, but all other pipelines
would be in different transportation  markets. The third approach is to analyze
petroleum"transpoi-tatiop markets in terms of separate input markets and output
markets. Eor-example, one could treat all lines transporting petroleum out of St.

Louis as competing in the same transportation market and all lines transporting
petroleum into Chicago as competing in the same transportation market.

16

The first approach is not as much an attempt to define geographic markets
for petroleum pipelines as an effort to measure and delineate a transportation |
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two key questions: if a given pipeline attempts to raise its price for shipping petroleum

study of" crude oil pipelines, Leslie Cookenboo provided both a good criticism of the
~ first approach and a clear statement of the rationale of the second approach:

It is simply not possible to make any precise, meaningful
statements about nationwide shares of the market in a
transportation industry. The important factor insofar as
market control is concerned is what percentage of total
pipeline capacity between a given producing area and a given
refining center is owned by one, two, three, or more
companies. It is of little concern to an independent refiner on
the Gulf Coast whether pipe lines from West Texas to Chicago
are owned by majors, other independents, or the government.
However, the ownership of lines from West Texas to the Gulf
Coast may well be of intimate concern to him. Such
statements as, "The majors have 90% of pipe line capacity;
therefore independent refiners can be largely controlled by the
majors," really do not mean very much. What matters is the
ownership of pipelines between given producing areas and given
refining areas. (Emphasis in original) : :

L. Cookenboo, Crude Oil Pipelines and Competition in the Oil Industry 37-38 (1955).

While Cookenboo's criticism of the first approach is appropriate, his analysis fails
to recognize that a refiner, for instance, may not care about where his crude supply
originates, but only about its delivered cost. Thus, in Cookenboo's example of a
Gulf Coast refiner, pipelines delivering crude to the Gulf Coast from North Texas,
East Texas or Louisiana could provide the refiner with alternatives to the use of the
pipelines originating in West Texas, as would deliveries of foreign erude oil via
tanker. Similarly, a producer of crude oil or petroleum products may be less
concerned with the specific destination of its output than with whether sufficient
outlets exist for its product to find a market. This view assumes that markets
served by petroleum pipelines are otherwise competitive, that is, that crude oil or
petroleum products are freely bought and sold in those markets. Where this is not
the case, firms will tend to vertically integrate, moving secured supplies of crude
oil to their respective refineries and transporting petroleum products from those
refineries to the petroleum product markets in which they have established
distribution channels. In this view, shippers will indeed be concerned with the
availability of transportation services between designated points. The availability
of alternative transportation to or from a variety of points through which the firm
has no interest in moving its products, and which add substantial costs, is of little
interest to such a firm. = Even in this situation, however, ‘exchanges may be
employed to substitute crude oil or petroleum products in desired locations for
supplies available to the firm elsewhere. '

The third approach to defining petroleum transportation markets attempts to
incorporate these market forces, viewing all pipelines delivering petroleum to an
area as competitors and all pipelines transporting petroleum out of an area as
competitors. This is the approach employed by Edward J. Mitchell in his recent
paper for the Association of Oil Pipelines, supra note 11, and is the approach to
defining petroleum transportation markets whic has been employed by the FTC
and the Antitrust Division of the Department of Justice. See, e.g., FTC, Report to

(Continued) .
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out of an area, 'wc_)uld other pipelines, assuming they have excess capacity, pick up a
substantial portion of the anticipated décline in shipments? Ang, if a given pipeline
attempts to raise its price f;)r shipping product into‘ an area, will other pipelines pick up a
significant portion of the decline in shipments, assuming they may have the excess
capacity to do so? ' é ]

These two questions’ must be answered separately, since market power held by
pipelines could éffect customers at eifher end of ihe pipeline: higher prices can be
charged to shippérs wishing to export or to consumers who ’wish to import.

Consequeﬁtly, all pipelines that ;lel_iver pe‘trdleum to an area may be in one
- geographic market ahd all pipelines that transport petrolegm out of an area may be ih a
different gt_aogréphif: market. This ma§ mean that,; if it is costly to convert from
transporting cru;]e oil to préduct, the g‘_é;)gmphic mafket for pipeline ftransportation is _"-
smailer than the geogra[;hic market for the p_roduef being"shipped.17 | |

The Trans-Alaska Pipeline Syst.ein (TAPS) provides an extreme example of a
linﬁted geographic market for pipelines ’transbortiﬁg crude out of an :area'. Crude o'il_:
produced in the Alaskan North Slopé region (ANS) ecan command no higher pric'c_e in the
W'est Coast market than other compé;rable grades of crude oil sold on:: the West Coast.
The vaiue of .ANS crude oil -ét the well, however, will depend on the cost of

transportation to West Coast refineries. Because there is no alternative to TAPS on one

the President on Pro%g sed Northern Tier Oil Pipelines (1979) (analyzing crude oil
supply alternatives for northern mideontinent and northern tier states and
alternative outlets for Alaskan crude oil); Antitrust Div., Dep't of Justice, Report
on_the Competitive Implicatiéns of the Ownership and Operation by Standard Oil
any of a Long Beach, California = Midland, Texas Crude Oil Pijj eline
978) (analyzing Separately the markets for transporting crude oil out o ‘PADD V
and transporting crude oil into PADDs II and 11I). : e

A )

7 ‘the first instance, prospective geographic markets for petroleum pipeline

~ transportation may be defined by identifying the local erude oil, refining, and
petroleum product markets served by the pipeline. Pipelines may either provide
transportation service within a market or may link two or more such markets. Yet
geographic markets for pipelines may be narrower than the geographic market for
the petroleum products the pipelines deliver; for it is only the flow. of petroleum
through pipelines that interconnects regions into larger geographic markets. f
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part of the trip to these refineries, increases in the TAPS tariffs must be absorbed by

ANS producers; there is no competition to which the produecer ean turn to prevent his net
price for ANS crude from falling as the tariff ’ihcreases, assuming that this oil cannot be |
diverted to alternative geographic areas with comparable transport 'costs. .' The only
limitation on the pipeline tariff is the constraint offered by foreign crude imports. Thus,.
as this one example demonstrates, the relevant geographic market for gathering lines and
crude 011 pipelines may be confined to the area within which local producers can turn in
order to transport thelr crude oil out of the area.

At the other end of the petroleum speetrum, in the. dellvery of product to
wholesale ‘product terminals, only the plpelmes serving a partlcular refmed product
market would appear to be in direct competltlon. Customers who purchase products
from such termmals can only obtain supplies from those pipelines w1thm an economlcal.‘_- ‘
truckmg distance. Such considerations lead to a geograpluc market deflmtlon of the size
of wholesale product markets. Thus, only pipelines that deliver into the market, which
may vary between a city and a state in size, would be in cOmpetition with each other.

In between these two extremes, the main forum of pipeline competition is in the
supply of crude oil to refineries and the movement of petroleum pr0ducts from
refineries.. Whatever market power pipelines may have at this level can be limited by
mdlrect opportunities for substltutlon, lying outside the geographlc and product market
pOSSlbllltleS discussed above. Although these forms of mdlrect competltlon typlcally_
limit the ability of plpehnes to mcrease prlce, they do not necessarlly eliminate the
pOSSlblllty. For example, consider two crude oil trunk plpehnes that directly compete for
the busmess of an individual refiner. The pipelines may not be able to collude to raise
the tariff substantially, because a tariff increase- would prevent the refiner from
competing effectively with other refiners serving the same region who do not face a
similar tariff increase, perhaps because. they have transportation alternatives _hot

available to the first refiner. For colusion to be entirely successful under such
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cirecumstances, many of the crude oil plpehnes supplying a refining center —
encompassmg a group of proximately located refineries — might have to act in concert.
Thus, all the pipelines supplying such a center may be in one geographlc market.

On a more indirect level, each refining center may be in competltlon with other
refining centers because they are interconnected by product plpelmes, If the crude
pipelines servmg one center raised tariffs appreclably, the refiners m that area would
genera]ly have thelr net revenues reduced. This would lnduce a product flow into the
region from the other reflmng centers whlch are connected by a product plpelme. Such
competitive pressure may force a reduction not only in product prices but in the plpelme
tariffs as wel.l This mdlrect pressure lmphes that crude 011 plpelmes compete to some
extent w1th all. other crude oil pipelines servmg the bulk-product market. Yet, it is
- important to keep m mind that thls competitive pressure may be somewhat attenuated,
depending on the particular cost structures of the alternative refining and transportatlon
services mvoled. 20 -,

4. 'Ownership structure :

Acqunsntlons and mergers among integrated petroleum companies will invariably
involve combinations or realignments in ownership of crude oil and petroleum product
pipelines. In some instances, these combmatlons will result in mergers between
competing plpelines. In other instances, the acqmrlng firm will Succeed the acquired

firm as g partlal owner of a partlcular plpehne. In some cases the acqulror may already
-: be a partial owner of the line, so that the acqu1s1tlon increases his ownershlp interest.
- Given the d1verse ownershlp patterns of plpehnes by mtegrated oil companies, most

mergers among maJor, mtegrated 011 compames are likely to glve rise to each of these

20 The geographic market for long-haul product pipelines will follow the same basic
outline as does the geographie market for crude oil trunklines. The question is
whether other transportation services compete with the shipping of produet into a
marketing area, or out of g refining area. Again, there can be indirect limits on
market power of pipelines, which will depend on the cost structures of the
alternative transportation and productlon actlvmes. :
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pipeline acquisition issues.

Most pipelines in the United States are. owned by vertically inte_grated oil
companies. As of 1974, non-integrated pipeline companies carried'only 5 percent of the
crude oil and 20 percent of all petroleum products transported-.21 Pipelines affiliated

22

with major oil companies accounted for 74.2 percent of total pipeline r'nileage‘ and 76.5

percent of total pipeline operating revenue in 1975. 23

Pipeline ownership embraces a variety of forms. First, mtegrated oil compames
may establish wholly owned subsidiaries to construct and operate common carrier
pipeliries. These companies rnay also operate private pipelines as part of their crude oil
production or refining units. In some instances, as in the case of Amoco's product

pipeline network, such private pipeline systems may be quite extensive.

oil companies may also combine to establish pipeline joint ventures.24 There are

Assoc. of Oil Pipelines, Reply Statement of Data, Views and Arguments Before the
Interstate Commerce Commission, Ex Parte No. 308 - Valuation of Common
Carrier Pipelines 5 (May 27, 1977) (statement of Raymond B. Gary).

2k

22 As used herein in reference to pipeline ownership, the term major oil companies

shall comprise the following eighteen firms: Amerada Hess Corporation; Ashland
Oil, Inc.; Atlantic Richfield Company; Cities Service Company; Conoco, Ine.; Exxon
Corporation; Getty Oil Company; Gulf Oil Corporation; Marathon Oil Corporation;
Mobil Oil Company; Phillips Petroleum Company; Shell Oil Company; Standard Oil
Company of California; Standard Oil Company (Indiana); Standard Oil Company of
. Ohio; Sun Oil Company; Texaco, Inc.; and Union Oil Company. Each of these
companies is involved to a substantial degree in all levels of the domestic
petroleum industry. This list is consistent with the major oil companies identified

~_ in the Senate Judiciary Committee's report on the Petroleum Industry Competition
Act of 1976, at 16-17, S. Rep. No. 1005, 94th Cong., 2d Sess. (1976), and with the
firms identified as majors by the Department of Energy in its report on petroleum
pipeline capacities and utilization. Dep't of Energy, United States Petroleum
Pipelines, an Empirical Analysis of Plpelme Sizing, table V (1980) Ihereinafter cited
as Pipeline Slzmg]

23 Staff of Senate Subcomm. on Antltrust and Monoﬁoly of the Comm. on the

Judiclary, 95th Cong., 2d Sess., O1l Company Ownership of Pipelines 56 (Comm.
Print 1978) [hereinafter cited as Senate Staff. Report] citing Bur. of Accounts,
Interstate Commerce Comm., Transport Statistics in the United States (part 6)
(1975).

24 There are over 80 joint venture pipelines in the United States, meludmg both joint

stock companies and und1v1ded interest lines.
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multiple incentives for this form of ownership. 'A"'joint veﬁtur"e participant, for instance,
would need to contribute less capital in a joiht venture pipeline than in a similar sized
wholly ow’ne'd line. Joint ventures also make possible larger diameter construection.
Companies that are not individually capable of filling a large diameter line to capacity
may share in the ownership and attain the ‘econor.hies associated with large diameter
»', pipeline tr&nsportation. In " addition, the exi_stence of "eommon carrier" requirements
may be an incentive to the formation of joint ventﬁrés, because even an interstate line
" owned by a éingle company is reqﬁired to carry the. oil of any other compﬁny. :

Pipeli-ne joint‘ventures are sometimes structured as "undivided interest" systems.
Each particibant ;_in such a syéteni is itself.--a common earrier pipeline ’cdmpany. While a
single opera.for fmay be ‘designated to tun the pipeline, each partieipating carrier
pﬁblishes its own .tariff governing shipments through_its‘resbeétive share :_,of the lihe, and
shippers contract" with individual owners to ship through the owner's individu,al space on
the line. Such pi’pe%ine systems *typically give individual owners greater discretion in
setting tariffs and policies. In acildition, indiv%dual it’t)_vi»m"érs may effect expansions within
agreed limits without the specific approval of other owners of the line.2% For purposes
of a merger analysis, the simplest way to view an undivided interest SyStem is as a
number of competing pipelihes. | |

Pipeline joint ventures are also organized as joint stock companies and a merger
i_nvolvirig ~such firms would entail a ;ﬁorev complicated analysis of ownership

prerogatives. Joint stock company pipelines are common carriers owned by their oil

2 recognition of the limitéd total expansion capability of the pipeline, the owners

of such an undivided interest system. ordinarily allocate expansion rights to owners

~ of the line in proportion to their ownership shares. Procedures designed to preserve
the expansion rights of nonparticipating owners may delay, but will not preclude,

- expansion of the line by owners willing to underwrite an expansion. In addition to
financing the cost of expansion, however, proponents of expansion may be required
to compensate their other partners for use of their expansion rights.
Nonparticipating owners may retain the right to recapture their share of expanded
line capacity should they subsequently desire to do so. :
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company parents, either directly or through th_éir pipeline subsidiaries. Ownership
interests are usually in proportion to their re_Spe‘ct-ive projected or historical shipments

through the pipeline. A joint stock company pipeline publishes one set of tariffs, and

opérating policies are establishéd by the board of directors of the pipeline.

The ownership structure of joint venture pipelines and the contractual provisions
in agreements among the bipeline owners — governing line expansion, transfers of
ownership shares, and procedures for determining operating conditions and facilities and
services to be provided by tﬁe pipeline — will determine the degree of control an
individual owner or a combination of owners can exercise over the pipeline. In a joint
stock compé.ny, operating decisions are made by the pipeline's board of directors, elected
by the pipeﬁhe shareholders. Line expansioné and capital investments may require the
coﬁsent of 75 percent or more of the shareholders of the line. Agreements among
shareholders may thereby confer upon a single owner, or & combination c_>'f minority
owners, effective veto power over line expansion.z.6 This complicates the analysis of a ‘ '
merger involving joint stock company Hneé.

Pipelihe acquisitions that incr.eése the ownership share held by a joint venture

'partzicipant or substitute the acquiring firm for the acquired firm as a joint venture
participant may significantly alter the competitive behavibr of joint venture

pipe‘linés.27’ Assessment of the probability .of such changes shduld be made through

26

For example, in one major joint venture produCts pipeline, any expansion decision

involving major new financing requires an affirmative vote of directors voting 75

percent or more of the shares of the corporation. See Company document. -
27

Although a merger between two joint venture partners, or between a non-owner and
a joint venture member, may give the acquiring company only a partial ownership
share in the joint venture, courts have long recognized that a partial acquisition
may have anticompetitive effects just as serious as a full acquisition. See, e.g.,
F.&M. Schaefer Corp. v. C. Schmidt and Sons, Ine., 597 F.2d 814 (2d Cir. 1979) (29
percent interest); Gulf & W. Indus., Inc. v. Great A&P Tea Co., 476 F.2d 687 (2d
Cir. 1973) (19 percent interest), and accordingly have treated the market share of
partially-owned horizontal competitors as if the competitors were fully merged.
See, e.g., Crane Co. v. Harsco Corp., 1981-1 Trade Cas. (CCH) 1 63,883 at 75,600

(D. Del 1981); F. & M. Schaefer Corp. v. C: Schmidt & Sons, 597 F.2d 816; see also
(Continued) . -
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5. Concentration

-

P. Areeda & D. ‘Turner, v Antitrust Law 317, 322 (1978) (recommending that any
partial acquisition involving greater than g 5 bercent holding be condemned
Whenever g controlling or fyi acquisition would pe deemed to offend Section 7 of
the Clayton Act), o o




Joint ventures among oil companies for the purpose of establishing new pipelines
may enable participating firms to capture greater economies by building a larger

diameter pipeline than any one firm, acting alone, would be in a position to build.

Mergers of existing pipelines do not offer similar efficiencies, however, for the -

diameters of those pipelines have already been determined. Increases in market
concentration through the capture of cqmpeting roufes by existing pipelines may pose a
subst_antial loss in transportation competition ﬁrith little or no offsetting efficiency gain,
unless the acquisition would permit better coordination of expansion and looping at larger
diamefer or would permit superior management efficiencies. Similarly, accumulation of
ownership of | pipeline companies in the hands of individual oil companies may serve
effectively fo eliminate competition among those pipelines in provision of transportation
services. Although efficiency gains accompanying such increases in market power would
appear tenuous, efficiency considerations should be weighed in determining whether to
challenge a merger. .
Examination of concentration in pipeline ownership may be undertaken by
assigning to each respective pipeline owner a portion of the capacity or throughput of
pipelines proportional to such owner's interest in the pipeline. Such calculations are
uséful for assessing the degree of involvement of particular oil companies in petroleum

pipelines or the extent of control of petroleum pipelines by major oil companies.28 They

28 mits study of pipeline capacities and usage, the Department of Energy classified
individual pipelines as controlled by major oil companies, controlled by nonmajor oil
companies, or as independently owned. For purposes of this classification, the DOE
defined major oil companies as comprising the eighteen leading petroleum firms, as
identified in note 22, supra. On the basis of these classifications, DOE found that
in June 1979, 80.44% of total United States pipeline throughput (measured in
barrel-miles, i.e., the number of barrels shipped on a pipeline segment multiplied by

~ the distance shipped measured in miles) were accounted for by major oil company-
owned pipelines. = Nonmajors' pipelines accounted for 2.48% of barrel-mile

- throughput, and independent pipelines accounted for 16.68% Pipeline Sizing, supra
note 22, at table V.  In making these calculations, DOE included among the
independent pipelines the Lakehead Pipe Line, a wholly-owned subsidiary of the
Interprovincial Pipe Line Company (IPL), a Canadian corporation. What appears to

be effective control of IPL (32.8%) is held by Imperial Oil Company, the Canadian
(Continued) '
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do not take into account, however, the implicatfons of the ownership structures and v
contractual cohstraints that may affect the degree of control an individual owner or a
group of owhers may exercise .over the operations and competitive activity of -a joint
venture pipeline. | -

In this regard, it may be appropriate to distinguish the treatment of joint ventures
in the form of undivided-interest systems from that of joint ventures in the form of joint
stock companies. Joint stock companies may be regarded as distinct competitive entities
in the markets in which they operate. Overlaps in ownershlp among such joint ventures
and other plpehnes in the market should be considered, however, in assessing the ability
of firms in the market to exerclse market power in llght of exlstmg levels of
concentratlon. Market shares of the merging fn-ms may be calculated by adding to their
1nd1v1dua1 pipeline holdmgs thelr respective shares of joint venture pipelines. - Partlcular
attentlon should be given to” the ability of the merging firms to direct or. otherwxse

influence the competltlve act1v1ty of the joint ventures in which they partlclpate.

In most mstances, und1v1ded interest systems should not be treated as distinct

- competitive entltles for purposes of caléulatmg market concentration, but should be

_treated instead as separate pipeline holdings of the owners of the line in proportlon to

the owners' respectwe interests. Agreements among the owners of the line should be

examined to assess the constraints they may impose on independent action by the owners
of the hne and the implications of those constraints for competition in the market,
b. Concentration figures for plpeline‘ shipments | e

There are a number of market areas w1thm whlch one can examine plpelme

concentratlon. One possxble region is the Great Lakes reglon [Mlehlgan, l]lmms, Indlana, '

sub51d1ary of Exxon Corporatlon. Additional ownership lnterests of 7% and 2% are
held respectively by Guif Canada and Shell Canada. The remainder of IPL shares
are publicly held. DOE calculated Lakehead alone to account for 10.59% of total

barrel-mile pipeline throughput In the United States. Plpellne Sizing, supra note 22,
at table I. If this figure were aseribed to major ol companies, fﬁel:r share of
pipeline throughputs would rlse to 91.03 percent and the mdependent's share would
drop to 6.09 percent. _

~234-



34

Ohio, Wisconsin (eastern portion along Lake Michigan), Kentucky (northern portion from
approximately Lexington northward), West Virginia (western portion from approximately
Charleston r;orthward and westward to the borders with Kentueky and Ohio), and
Pennsylvania {extreme northwestern portion along Lake Erie)l. Eleven pipeline
companies transport crude oil into the Great Lakes region. | As Table VI D-1 below
indicates, if this region can be considered as a separate market, it has a four firm
concentration ratio in terms of capacity of 57.4 pere'ent, and an eight firm concentration
ratio of 89.7 percent.

The largest diameter pipeline for the movement of imported crude from the Gulf
Coast to the Great Lakes region is Capline, which is owned by Ashland, Marathon,

30 Ref inery

Amoco, Texaco, Shell, Southcap Pipeline’29 and Mid-Valley Pipeline.
receipts in PADD II,31 both interstate and intrastate, by tankers and barges in 1978,
accounted for 1.2 percent of shipment;32 It appears that upper Mid-Continent refineries

receive 97.4 percent of dorﬁestic crude by pipeline and 96.31 percent of foreign crude by

pipeline.33 Thus, the extent of competition from water carriers appears to be negligible. .

Another example of a possible geographic pipeline market consists of all pipelines
delivering petroleum products into the Southeastern United States.34 ~This input market

is comprised of only two product pipelines, Colonial and Plantation. Colonial Pipeline

29 A joint venture of Union and Clark. Department of Energy, U.S. Petroleum
Pipeline Survey, Form EIA-184, November 1979. ’

30 A joint venture of Sun and Standard Oil of Ohio. Id.

31 pADDI contains all the states in the "Great Lakes" region except Pennsylvania and
West Virginia. ’ ' '

32 Pipeline Sizing, supra note 22, at Text Table VI

33 Id. at Text Table VIL |

The Southeastern United States consists of Alabama, Mississippi, Florida, South
Carolina, North Carolina, Georgia, Tennessee, and Virginia.
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TABLE VI D-1

Capacity and 'Throughput Shares 1
Crude 0il Pipelines Into Great Lakes Region

Pipeline | Share of Total

' _Company" Capacity Thtoughgut Capaci ' Throughpu
—000 barrels per day— ﬁerceﬂ

Amoco 440.0 | 399.0 . 16.0 16.5
Mid-Valley ©397.0 395.0 14.5 16.3
Shell - 3714 2794 _ 13.5 11.5
Texas PL3 - 367.0 295.0 13.4 12.2
Southeap _ 272.0 249.0 9.9 10.3
Ashlind : - 240.0 245.0 8.8 10.1
Arco™ _ 210.0 ' -~ 203.0 7.9 8.4
Mobil 162.0 113.0 5.9 4.7
Marathon 126.0 . 125.0 4.6 5.9
Pure 89.0 ‘ 76.0 3.2 3.1

_ T_exaeo-Cg‘ties : 7 o

~ Service 1 68.0 . 42,0 ‘ 2.5 L7
TOTAL 2742.4 24214 100.0 100.0
4 Firm | o o ' -

Concentration . S » - 57.4 56.5

1 Lakehead Pipeline has been excluded, sine

e it can supply only Canadian crude. The
Canadian government has sharply limited the amount of Canadian crude whieh is
available to the U.S. so that this pipeline may have an insignificant effect on the
market. Platte Pipeline has been ‘excluded because it carries only Wyoming crude
(production of which is declining) and could not serve as g carrier of incremental
foreign crude. = S . -

2 9

Mid-Valley is owned by Sohio (50%) and Sun (50%).
3 Owners are Union (50%) and Clark (50%). - _
4 Owners are Areo (71.4%) and Union (28.6%).
i o -

Owners are Texaco (50%) and Cities:Serviée (50%).

Source: U.s. Depa'rtmen't‘,of Enebgy, U.S. Petroleum Pipeline Sizing Survey,
: Form EIA-184, Nov. 1979. - ’ -




alone constitutes 77.3 percent of product capacity to the Southeast.35 These two
pipelines transported 67.52 percent: 6f petroleum -prdducts from the Gulf Coasf to the
East Coast i}l 1978.36  Table VI D-2 contain_s the capacity shares for the market
constituting product pipelines into the Southeast.

“Table VI D—3 dehneates by capaclty market share, each pipeline company owner of
Colonial 'and Plantatlon. The capacity for each company was allocated in proportion to
the company's ownership shares in each pipeline.

6. Federal regulation of pipelines

Consideration of the effectiveness of federal regulation of pipelines is important
to an assessment of petroleum mergers. If merged pipeline assets create high
concentration levels, the ability of the Federal Energy Regulatory Commission (FERC) to
control any resultmg market power could alleviate antitrust concerns. If plpehnes were
, not regulated, or if regulation were not an effectwe constraint on plpelme tariffs and
condltlons of use, the same merger might have more significant competltlve
1m[311catlons. |

: a. Common carrier regulation

0il pipelines were bmade subject to federal common carrier regulation in 1906 by
the Hepburn Amend.ment:.i7 to the Interstate Commerce Act ("ICA").38 This legislation
was prompted by Congressional concern that oil _pipelines (pafticularly those controlled
by »Ithe Standard Oil Trust) wére being used to deny market outlets to small producers.39

The FERC has succeeded to the ICC's regulatory jurisdiction to enforce the ICA as it

35 See Table VI D-2 infra.
36 Pipeline Sizing, supra note 22 at Text Table VII.

37 34 Stat. 584 (1906) (prior to 1920 amendment), 49 US.C. § 1(3)(a) (1976).
38 49 US.C. §§ 1-27 (1976). -

39 - GAO Report, supra note 7.
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TABLE VI D-2
Capacity Shares by Pipeline
Product Pipelines in the Southeast
' ’ June 1979 '
_ Share of
' ‘ D Total
Pipeline : Capacit _ Capacit
- ' ' | (000 barrels;day) (percent)
Coloniall ‘ 1908.0 - 77.3
_Plantation? | 559.0° 22.7
TOTAL - - | 2467.0 L 100.0
2 Firm Coneentration . . o ©100.0

- Colonial is owned by: Amoco Pipe Line Co. (14.3%); Atlantic Richfield Co. (1.6%);

BP Oil Ine. (9.0%); Cities Service Co. (14.0%); Continental Pipe Line Co. (7.5%);
Mobil Pipeline Co. (11.5%); Phillips Petroleum Int1 (7.1%); Texaco, Inc. (14.3%);
‘Gulf Oil Corp. (16.8%); and Union Oil of California (4.0%). The capacity of
+ Colonial in the Southeastern states was calculated from Houston to Greensboro,
North Carolina. - ’ :

Plantation Pipe Line Co. is owned by: Exxon Pipeline Co. (48.8%); Refiners OQil
- Corp. (Standard Oil of California) (27.1%);_and Shell Pipe Line Corp. (24.0%).

Source: U.S. Department of Energy, U.S. Petroleum Pipeline
Sizing Survey, Form EIA-184, Nov. 1979.
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TABLE VI D-3

. Capacity Shares of
Product Pipelines into the Southeast
by Individual Oil Companie

June 1979 :
Share of
_ ‘ Total
Pipeline Company : Capacity . Cg acit
_ ‘ {000 barrels/day) _lpercentg
Amoco Pipe Line Co. 272.8 11
Atlantic Richfield Co. 30.5 1
BP Oil Ine. | R S T A -
Cities Service Co. . 267.1 _ 11
COntihental.Pipe Liﬁe Co. 143}1 ' - o 6
Exxon Pipeline Co. 272.8 ' | 11
Gulf Qi1 Corp. | 1320.5 13
Mobil Pipeline Co. - © 219.4 ’ ’ 9
Phillips Petroleum Int'l - 135.5 : 5
Refiners Oil Corp. - 151.5 6
Shell Pipeline Corp. 134.1 ' 5
Texaco Ine. 272.é 7 ‘ 11
Union Oil of California 76.3 S 3
foirm:Concentration ' o 46

Source: U.S. Department of Energy, U.S. Petroleum Pipeline
- Sizing Survey, Form EIA-184, Nov. 1979.




applies to oil pipeh'nes.40

The ICA also provides that rates established by a pipeline‘ can be reviewed and
suspended by the regulatory agency if the charges pt;ove to be unreasonable, unjustly
discriminatory, or unduly preferential. If rates are determined to be unreasonable, the
ICA prov1des that more reasonable rates may be prescribed by the ag'eney.‘]‘1 The scope
and effectiveness of common carrler regulatlon have been cl'ltlclzed.42

b. The 1941 Consent Decree

Another major "regulatory factor" affecting oil plpehnee is a consent decree
entered into by the Department of Justice in December 1941 w1th twenty oil companies
and fifty-nine oil pipeline compan.ies:'."‘3 This decree was signed to terminate a series of ‘
cases which rose out of a major investigation of oil company pt'actjces in the 1930s in the
faee of the national emergency created by the wa_.r.44

On November 16, 1981, the Department of Justice petitipned the U.S. District
Court_E to vacate the coneent decree, arguing that it is not effective in its stated pl;rpose
of restrai‘ning rebatess The Department further argued that the consent decree has

interfered with FERC's responsibility to regulate oil pipelines because pipelines had

taken the position that compliance with the decree would automatically place their rates

40 An of the powers over oil pipelines contained in the Interstate Commerce Act were

transferred to the FERC on October 1, 1977 as part of the Department of Energy
Organization Act, Pub. L. No. 95-91, § 402(b), 91 Stat. 584 (1977).

41 49 US.C. § 15(1), (7). Note that the Interstate Commerce Act was coinpletely
recodified in 1978 and the statutory references given here are to the Act prior to
that recodification. The recodification was not intended to change the substantive
law of these sections. See H.R. Rep. No. 1395, 95th Cong., 2nd Sess. (1978).

42 genate Staff Report, supra note 23, at 73. See also, Statements of Department of

Energy and Justice on S. 1626, before the Senate Subcommittee on Energy

Regulation, May 21, 1982.

43 ynited States v. Atlantic Ref. Co., No. C14060 (D.D.C. 1941).
44 poroa descrlptlon of the events whlch led up to the 1941 Consent Decree, see
Consent Decree Progfam of the Dep't of Justice: Report of Antitrust Subcomm, . of

the House Comm. on the Judiciary, 86th Cong., 1st. Sess. (1959).
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within the ICC guidelines. Thus, argued the Depa;trhent, "y creating & separate and
different standafd, the Consent Decree has led to confusion in pipeline regﬁlatibn."45
| c; Effectiveness of regulation of pipeline raté of return and dividends

Pipeline rate regulation has been generally confined to establishing ceilings on
overall rates of return earned and dividends paid by common carrier pipelines. ‘The
individual pipeline companies have the diseretion to establish, within proad bounds, the
specific tariffs for individual routes and line segmenfs, as long as each shipper on a given
route is assessed the same tariff.

vVarious observers have found rate regulation of oil pipelines to be less than fully
effe_c'cive.46 In a report issued in July 1979, the General Accounting Office opserved that
"Fedéral regulators have niot controlled pipéliﬁe profits and rates; Oil pipelines' high
pr.dfits over past years hﬁve céntinu_ed because (1) ICC did not review and investigate the

justness and reasonableness of rates charged by the pipeline companies and (2) the 1941

Consent Decree has not worked as originally intended."7

, _S_ggStatement of Points and Authorities in Support of Motion of the United States
- to Vacate the Final Judgment and for Other Relief, Nov. 16, 1981 at 17, United

 States v. Atlantic Richfield Co., No. C1-14060 (D.D.C. 1981) [hereinafter cited as
Statement of Points and Authorities]. At a court hearing in January, the judge
ordered the parties to attempt to negotiate & final order and the parties have been

_ negotiating since that time. As of July 15, 1982, they had not recommended a final
_ order to the judge. ) : _

45

See -e.gQ,‘ Senate Staff Report, supra note 23, at 74-77.° Without addressing the

ellectiveness O current rate regulation efforts, the Department of Energy's Office of
Competition has recently concluded that the concept of rate deregulation for petroleun’
pipelines should be supported because of the existence of competition in petroleum
_ transportation. DOE noted, however, that special cases may exist that would require
the continuation or reimposition of rate regulation (_e_.[gg TAPS). Petroleum Pipeline
hereinafter cited as 1982 DOE

. Deregulation: & Competition Analysis, 50-55 (1982)
Report]. - j
47

consent decree has been to cause pipelines to reduce their equity and increase their
“debt ratios. *This move toward debt financing greatly increases the return on equity.
This change in pipeline financing made the consent decree ineffective in controlling

dividends to shipper-owners and also pipeline rates.” Id. at 15.

Critics of this position have argued that pipeline rates of return have been reasonable

(Continued)
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Although rate regulation by FERC and the 19‘41 Pipeline Consent Decree may in
some cases, contain overall pipeline rates of return within reasonable limits, this may not
eliminate a pipeline's ability to exercise market power — assuming such power exists.
Because pipeline rates of return are regulated on a company-wide basis rather than
ségment—by—segment, owners have substantial discretion over individual segment
tariffs. Thus, a pipeline company could demonstrate a rate of return for the entire
company within the prescribed limits while at the same time exercising market power
with respect to par_ticulér pipeline routes. Owners may also adjust tariffs to reflect the
‘competitive alternatives available to outside shippers, establishing relatively low tariffs
on routes where the line faces substantial competition, while charging relatively high
tariffs on routes w'here.the line faces less competition. Internal oil company documents
suggést that such a pattern of tariffs may exist for some pipeline operators. For
example, one major company observed:

[Two of our] Divisions, which carry substantial volumes for
third parties, are earning considerably more than 7% on .
valuation of assets, while [another] Division, which carries
almost exclusively [our] volume, is operating at a loss. While
this is not illegal under ICC regulations, [the company] is
vulnerable to a charge that, by an -opportunistic selection of

tariffs, it is subsidizing its own pipeline operations at the
expense of third parties.

when compared to other industries or even. to public utility rates of return. See sources

cited in Wolbert, sugra note 1, at 301-09; Mitchell, supra note 11, at 25-40. Moreover,

crities have pointed out ‘that, even if pipeline rates of return are above some other
comparable industries, this merely reflects the extra risk taken by a pipeline owner as a
result of the fact that its assets are expensive and cannot be easily moved if demand

does not materialize. Id. at 38-40.

It should be recognized, however, that pipeline assets are subject to depreciation not
reflected in the historical ICC valuation calculation. Because of this, for many older
pipelines, rates of return calculated using more conventional accounting methods are
significantly higher. Thus, one major company observed in 1968 that the pipeline

consent decree does not impose a real 7% constraint on pipeline earnings, but rather
‘that : , :

7% of ICC value is roughly equivalent to a 12% return
on investment, when calculated in the usual manner.

Company document.
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Earlier, in assessing a proposed tariff for oné 'of its pipelines, that same company

_established two guidelines: first, that the pipeline's "rates should be at the highest
competitive levels on these lines where oil is moved for others"; and second, that "[njo
attempt be made to hold the pipeline to or near a 7% earnings on valuation." Documents
of other companies articulate a similar poliey, but it is not knpwn whether such practices
are extensive, or confined to a few instances.

d. Effectiveness of access regulation
As common carriers, pipelines are required to provide access to shippers on a non-
diseriminatory basis.48 In some cases, however, it may be possible to structure and
operate pipeline systems in such a way as to impede use of the pipelihe by some outside

s’hippers-.';‘9

In addition, common ca_rrier regulation under the Interstate Commerce Act
has not been interpreted to include authority to order expansion or extension of pipelines
or aufﬁoi'ity to require pipelines to provide some facilities or services to shipéers, such as
storage and terminal facilities.
e. Competitive effects

If rate regulation is ineffective, a pipeline com.pany may be able to increase
tariffs fbu0wing a merger where substantial pipeline dverlaps are iﬁvolved. A similar
rgsult is possible if the owner can restrict liné capacity and deny access to outsiders,
thereby restricting supply to the market.so

7. Entry conditions

48 49 U.s.C. § 1(4) (1976).

49 'On the other hand, in some instances common carrier nondlsérlmmatory pricing
may allow nonowners to "free ride" on a subsidized tariff that does not reflect
capital costs.

0 pipelines are deregulated, an even higher degree of antitrust serutiny would be

warranted. Legislation has been proposed that would eliminate rate regulation of
petroleum pipelines. H.R. 4488 & S. 1626, the Oil Pipeline Deregulation Act, 97th
Cong., 1st Sess., would remove FERC jurisdiction over plpelme rates but retain
access and nondlscrlmmatlon requirements.
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The number of competing crude oil and pétfoleum product pipelines is limited by
the economies of scale of petroleum pipelines, by the advantages of existing pipelines
over new entrants in establishing additional pipeline capacity, by the need for throughput
commitments to secure pipeline financing, and by other regulatory factors. Lic'ensing-
requirements and the need to secure necessary rights-of-way and permits also can
operate to create entry problems in pipeline services.

a. Economies of scale

The overriding economic feature of petroleum pipelines is their dramatic
economies of scale. Large diameter petroleum pipelines are :_undeniably the least costly
mode of continuous long-haul transport of large volumes of clf_ude oil and some petroleum
products from a_ given source of supply to a.given source of demand. Because any
increase in the diameter of a pipeline results in a more than proportional increase in

‘capacity, it is far more efficient to construct a single lagge diameter pipeline than

. L
several smaller pipelines to serve a particular market.?! :

Additional capacity may also be economicélly added to existing pipelines by
installation of additional pumping stations or, when the line diameter no longer makes
incremental pumping capacity practical, by "looping" of the line, i.e., establishing a

second pipeline parallel to the first over some or all of its length. Although the cost of

construction of a complete loop may approach that of establishing a new line, it is only
necessary to loop those segments of an. existing line where capacity is inadequate.
_I_ndeed, through a process of gradual "débottlenecking,ﬁ' the pipeline owner .may install
the paraliel line on a piecemeal basis as demand arises. -Existing pipelines also enjoy an
established customer base and may divert shipments from their overburdened existing

pipeline to a parallel new line and allocate shipments between the two lines to maximize

operating efficiéncy.sz - Moreover, shipfp_ers‘ on the existing line are likely to have

51 See Cookenboo, supra note 2.

" (Continued)




incurred substantial capital investments in storage, spur pipelines, and terminal'facilities
to secure access to that line. All of these represent advanfages of an existing pipeline
over potential entrants. The difficulty faced by a new pipeline in attracting shipment
volumes from existing lines may be compounded by the extensive use of throughput
commitments as the basis for securing pipeline financing.53 Because throughput
commitments are generally for the entire financing period (typically 20 to 30 years),
shippers that have executed such agreements with existing pipelines will not be in a
position to shift dedicated volumes to a new line, leaving only incremental demand to be
captured by any new line.
The effect of regulation on new entry may also be significant.54_ The time needed
to obtain the necessary state and federal permits entails both costs and delays. Some
new entrants must make a stronger showing that proposed pipelines are necessary to
obtain any renuired "certificates of convenience and necessity," considering that one or i
more lines are already in place. - | | |
Environmental regulations also restrict entry. Such regulaﬁons have generally
become more stringent over time, making new pipelines more expensive to construet
than those constructed earlier. Environmental regulations also appear to hi.nder new

pipelines as compared to expansion of existing pipelines.55 For example, the Alaska oil

52 The Colonial Pipeline has segregated products between its two parallel main lines

to -increase operating efficiency by reducing the frequency of shipment batch
changes required on each of the lines. ' '

A throughput commitment is an undertaking by a prospective shipper on a pipeline
to utilize the pipeline. These agreements generally obligate the shipper to ship a "
specified volume on the pipeline or to pay for the volume shortfall in the event
revenues collected for shipments on the line prove insufficient to meet the line's
debt service obligations. Such deficiency payments are typically credited as
advance payments against the shipper's future shipments on the line.

S

%4 The common carrier status of petroleum pipelines has been argued to constitute a

barrier to entry. See Norman, "The Deepwater Port Report: A Critique™ (Apr.
1980) (Am. Petroleum Inst. Critique #008). On the other hand, common carrier
- status may ease entry by providing rights of way that would not otherwise exist.

55

Transportation Study, supra note 3, at 96.
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pipeline was blocked until Congress passed a specific facilitating law for the project.
Also, environmental concerns caused protracted delays in the pfoposed PACTEX pipeline
system, which' was eventually cancelled by Standard Oil of Ohio because the project was
no longer profitable.56 The proposed Northern Tier Pipeline, which would carry erdde oil
from Alaska to refiners in the northern tier stafes and the upper Middle West, was
recently denied a necessary permit by the State of Washington, based on environmental
concerns.”? Northern Tier estimated that it had already spent $50 million te secure 1400
permits in six and one-half years of trying to g'am approval for the prOJect.58
8. Conclusion

As in any acqu1s1t10n, combinations among petroleum pipelines may be analyzed
using horizontal merger analysis: identifying relevant product and geographic markets
and determining concentration levels and assessing entry conditions to determine
whether. the acquisition or merger may create or enhance market power. Because of the
- potential economies of scale of certain pipelines, the possibility of market poWer exists.
The degree of such market power will often depend on the size of the pipeline, which
may confer umque competitive advantages upon it in comparlson with other, smaller
plpelmes or alternative modes of transportation in a given service area. Effectlve
regulation may also make the exercise of market power difficult, even in concen"ti&ted
pipeline markets. Al these factors must be weighed and considered in the evaluation of

mergers or acquisitions which involve the transfer of pipeline ownership by competing oil

.eompanies.
56 'E. .

°T  N.Y. Times, Apr. 9, 1982, at 3.
8 .




GASOLINE MARKETING!

1. Overview

Gaéoliné is generally transported from refineries in bulk (usuajly by pipeline, barge
or tahker) to terminals, where it is stored and then broken up into smaller lots for
; delivery to' retail gas stations or to sizeable customers with their own storage facilities.
These purchasers either consume the gasoline thefnselves, or act as retailers of gasoline
to final customers. Thus, there are three distinguishéble transactions involving gasoline
after it leaves the refinery gate: bulk cargo sales at the i‘efining level (cargo), wholesale
(terminal) transactions,” and retail (pump) traﬁsactions.

Naturally, the retail and wholesale markets for»gasoline are closely related. Not
only does the retail marketer depend oh wholesalers for produets, but also, particularly
fof the major branded dealers, there are contractual ties between these two levels of
operation. The primary focus of this chapter will be on the wholesale level, although the
effects of large marketing mergers on fh(_-: retail market will also be addresséd. Bulk
sales are discussed in the refinirig secﬁon_ of fhis study and retail sales are examined in

detail in a recent Department of Energy report.3"' The reader should be aware that the

Gasoline is only one of the oil refinery products that flows through wholesale and
retail marketing channels to the ultimate consumer. However, it is the most

important. In 1981, U.S. gasoline sales totalled approximately 102,321,000

gallons. Lundberg Letter 3 (February 19, 1982). U.S. refinery output of gasoline
exceeds the combined output of jet fuel, no. 2 fuel oil (diesel and home heating oil),
other distillate fuel oils, and residual fuel oil. See Department of Energy,
Petroleum Market Shares, Report on Sales of Refined Petroleum Products (January-
' December 1980) (12 monthly issues). Because of the importance of gasoline, this
section focuses on gasoline marketing as illustrative of the marketing of refined
products. ' : .

Wholesale transactions occur at either unbranded "rack" prices at the terminal rack
or at branded "Dealer Tankwagon" (DTW) prices after delivery by branded jobbers
“to the retailer. Retail prices are typically referred to &s "pump prices." "Jobbers"
(branded or unbranded) often act as middlemen between the terminal operator and
the retailer, taking delivery into their trucks at the terminal rack and pumping the
gas into retailers' tanks at gasoline stations.

Department of Energy, The State of Competition in Gasoline Marketing, January
1981. '
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available data on whbiesble and retail marketing is far from perfeet so that it should be
used with caution. However, the data is -fairly representative of actual levels and trends
in concentration and market shares.

2. Product markets and geographic markets for gasoline

Wholesale gasoline marketing appears to be a viable product market. There is a
set of identifiable services (storage, transport and dispensing of gasoline) which is unique
to this market. If wholesalers, as a group, raise the price they charge for their serviées,
retailers will generally be unable to turn to other sburc’es of supply, since others are not
immediately positioned to provide these services.

The definition of the appropriate geographié market is more problemétical.
Gasoline is fungible (particularly for nonbranded retailers) and transportable by a variety
of modes. Whether transport costs may isolate some regions from outside competitive
pressures, or whether access to fnore efficient and alternative modes of transport may
open a previously isolated region to major inflows of produet, should be one of the first
areas of inquiry in assessing the competitive effects of particular mergers. In deciding
to seek a preliminary injunction to prevent Mobil's acquisition of Marathon and Gulf's
proposed acquisition of Cities Service, the Commiséion chcluded that there is reésbn fo
believe that local and regional markets do exist. »

a. Terminal clusters

“The roughly one thousand gasoline terminals in the United States aliow marketers
to break large volurhe shipments down into smaller volumes.4 These terminals Store the
product and dispense the products into tank trucks;_ A typ,iéal shipment into a ter_miﬁal "
might be 1,000,000 gallons, while tﬁe typieal shipm‘ent out by fruck wo‘uld be about 8,000
gallons. o | | | |

Because it is relatively expensive to transport petroleum produets by tank truck,

National Petroleum News, NPN Factbook 34-~42; June 1981.
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terminals are generally located immediately adjacent to the cities or towns in which
their customers are concentrated. Siting terminals in this way minimizes transportation

costs because the areas of high demand are served 'by short truck hauls while areas of low

A

.demand are served by longer truck hauls. Given that the demand for petroleum products

tends to be concentrated around urban centers, terminals also tend to cluster in these

areas.5

A wholesale seller in a given area will usualiy compete directly with other sellers

~ who market within the trucking radius of his terminal, typically about 50 miles.8

However, sellers may also compete indirectly with firms that market outside of this area

'As an example of the relative transport costs into and out of terminals, it costs
1.97 cents per gallon to ship gasoline or distillate from Houston, Texas, to a
Fairfax, Virginia, terminal on the Colonial pipeline—a distance of 1,370 miles.
(Table of Rates, Colonial Pipeline Company, March 1982.) For an additional 2.05
cents, one Virginia tank truck operator would haul product 46 to 50 miles.
(Interview with tank truck operator.) - :

It is important to note that this dramatic increase in per-mile delivery costs starts
‘when the product leaves the terminal, even if the product is stored a second time in
a much smaller "bulk plant" prior to final delivery (again by truck) to a retail
outlet. Since the crucial economic factor is trucking cost (and because much
gasoline does not move through a "bulk plant" anyway), bulk plants are largely
irrelevant to geographic market analysis at the wholesale level. :

Trucking costs can vary by state and carrier as well as distance. For 80-mile versus
20-mile deliveries, typical rates per gallon would be 3.94 cents versus 2.08 cents in
Mlinois; 3.27 cents versus 1.41 cents in Ohio; 2.99 versus 1.14 in Virginia; 2.94
versus 1.44 in California; and 1.85 versus .87 cents in Texas. '

In deseribing which terminals it could use in supplying a given retail outlet, one
company stated that in addition to dependable supply and competitive price, it
would seek supplies such, that the "[tlerminal is close enough to our customer that
freight charges are not prohibitive."” (Responses of Petroleum Companies to April
2, 1982 letter from R. B. Rowe, FTC.) See App. E.

"Most trips are within a 50-miles radius, although some deliveries may exceed that,
particularly in Western States and rural areas of the East.® (Congressional
Research Service, 95th Cong., Ist sess., 1 Report on National Energy
Transportation 249 [Comm. Print 1977].) Seven refiners of varying size estimated
their "approximate average trucking distance from terminal to outlet"; with two
exceptions (one higher and one lower), the estimates range from 20 miles to 50
miles t)’md ‘the median is 30 miles average trucking distance. (Responses to Rowe
letter. '
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but are connected to the area by a chain of partiaily overlapping marketing areas.’ Any
assessment of a particular merger must include analysis of whether and to what extent
this indirect competitive overlap may affect the ability of a seller or group of sellers to
raise prices within a terminal service area.
b. Evidence of regional markets
Wholesale prices vary across the country; and at times this variation does not

seem be consistent with differences in transport or marketing costs. This evidence was

derived from company documents which cite transport and marketing costs and wholesale
L ' prices over cities and regions, and also from published sources _of wholesale prices. Of
:' course, such comparisons are very sensitive to the precision with which transport and

i marketing costs and prices are measured.

An additional type of evidence found in company documents which bears on the
possible existence of local or regional markets are company studies showing that at times
prices and wholesale margins appear to be positively correlated with concentration and

» inversely correlated with the share of independents across regions. These studies

indicate that at times there may be local or regional wholesale markets and that market

power may be exercised within them.

This evidence from company documents is certainly consistent with the presenee-

of vmarket power at various times in some localities or regions. However, the available
evidenée cannot be considered to be dispositive on this issue. The short run inelasticity
of (retail) demand for gasoline will generally imply that a major supplier in an area will
have some control of market prices in that area in the short run. For example, if a
supplier can reduce the quantity sold in an area by 1 percent, given the evidence on short

run elasticities, the average market price might rise by as much as 5 percent. However,

As long as one supplier's area has sufficient overlap with another, price rises may -
be effectively constrained by the threatened loss of sales represented by the
overlap region. Of course sufficient in this context refers to volume of sales rather
than geographic area.
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even in the short run, in those regional‘ or local gasoline markets with relatively low
conéentratiop,'reductions in output' by one supplielf will be at least partially offset by
~inereases in sales by ofher suppliers in thét market. Sustaining higher prices in the long
run may be more doubtful, if outside suppliers can service most major markets.
Documents of the major oil companies clearly recognize the inelasticity of
demand and their natural interdependenee. Some of these documents extol the benefits
of ‘a mutual recognition of these factors. However, the evidence to be pi‘esented below
on concentration, the shifting of individual companies' shares, the increasing share of
independents, and price dispersion within regions, all tend to suggest that the ability to
sustain any mutual recognition leading to higher pi'ices for any significant length of time
 seems unlikely for many regions; Nonetheless, major mergers having significant
structural effects in concentrated localities or regions should be closely ex_amined by
antitrust authorities. In fact, vas indicated above, the Commission has concluded that
there are local and regional maifkets in which Mobil's proposed acquisitioh of Marathon
and Gulf's proposed acquisition of Cities Service were likely substantially to lessen
competition.
3. Concentration in wholesale gasoline distribution
One significant piece of evidence bearing on the likelihood of exercisiné‘ market
power ln local or regionai-markets is the level and trend of concentration. Data
limitations, however, prevent examination of concentration within terminal clusters or
within other potential local or regional markets. Concentration figures are available on
a state bas1s from two sources and are presented below. Actual wholesale markets may
be larger or smaller than states, and the state concentratlon data would not generally be
an accurate indicator of concentration in reglonal and local markets. In addition, neither
set of concentration figures is based strictly on sales at the terminal level.
Conséquently, the data below provides only a rough approximation of actual state level

concentration. The most accurate data set appears to be that computed from the Dept.
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8 Concentration by state from this data for '1 '

of Energy's Prime Supplier Repbrt.
latest year available, is presented in Table VI E-1.

The four-firm concentration ratios vary considerably across states, from
32.5 percent in Missouri to a high of 98.6 percent in Alaska, with an ave
concentration of approximately 51 percent. Four-firm concentration exceeds 40 péi»
in 44 states, exceeds 50 percent in 22 states, and exceeds 60 percent _in 5; st
However, the state share levels do not themselves raise sigﬁificant competitive cbng
although in many instances they are sufficiently high to suggest that merg
substantially affecting wholesale concentration should be carefully examined‘_: w

particular attention given to more detailed analysis of the geographic area withi_n_wh

competitive forces are actually at work.

o
28
£

Form EIA-25, "Pmme Supplier's. Monthly Report", Department of Energy DOE
"prime suppliers" are essentially the suppliers who make the "first sale" into a state
"for consumption within the state." Department of Energy, Instructions for Filing
Prime Supplier's Monthly Report I (1980). While the first sale into a state is likely
to occur at the terminal level, it may take place further upstream, particularly in
states in which refineries are located. The most serious problem with this data is
that many reporting companies do not treat exchange agreement deliveries as first
sales. Since exchange volumes are sometimes 45-75 percent of sales even for large
companies, this treatment of exchange volumes may cons1derab1y understate
terminal level concentration. :

This data probably also includes some double countmg. This problem can arise if,
for example, a refiner reported a certain volume in a state as a "prlme suppher" but
some of this volume was subsequently resold into another state, in which case the

" reseller would become the "prime supplier.” To avoid double-counting, refineries
and resellers are "encouraged to coordinate the volumes they report. Id. To the
extent such problems are not avoided, reseller reporting would presumably
understate supplier concentration. -
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Table VI E-1

Four Largest Gasoline Suppliers And Their
Combined Market Share, By State, 1980
(based on first sale into the State)

Louisiana

Exxon, Shell, Texaco, Gulf
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STATE Four Largest Suppliers CR-4
‘ (%)
Alabama Chevron, Shell, Gulf, Texaco 37.9%
Alaska Chevron, Tesoro, Union, Texaco 98.6
Arizona Shell, Chevron, Union, Exxon 57.4
Arkansas Exxon, Sun, Texaco, Tosco 44.6
Célitfornia‘ - Chevron, Shell, Arco, Union 54.7
Colorédo Amoco, Asamera, Little America,
: Chevron 34.1
Connecticut Mobil, Shell, Amerada Hess,
Amoco 41.0
Delaware Arco, Getty, Exxon, Texaco  54.1
D.C. Amoco, Exxon, Gulf, Shell 77.9
Florida Chevron, Amoco, Shell, Gulf 36.4
Georgia Chevron, Gulf, Amoco, Exxon 42.3
Hawaii Chevron, Union, Shell, Texaco 85.0
Idaho Chevron, Little Ameriea, Phillips
Conoco 48.3
linois Amoco, Marathon, Shell,
Phillips 50.3
~ Indiana Marathon, Amoco, Shell,
Rock Island 47.4
Iowa Amoco, Sun, Phillips, Farmland 41.5
Kansas Amoco, Derby, Farmland,
' Vickers 33.2
Kentucky Ashland, Chevron, Marathon,
‘ Gulf 58.5
47.2




Four Largest Gasoline Suppliers and their Combined Market Share (Continued)

Table VI E-1

Maine
Maryland
Massachusetts
Michigan
Minnesota
Mississippi
Missouri
Montana

Nebraska

Nevada

New Hampshire

New Jersey

New Mexico
New York
North Carolina
North Dakota
Ohio

Oklahoma
Oregoh
Pennsylvania
Rhode Island

South Carolina

Exxon, BP, Mobil, Gulf

Exxon, Amoco, Shell, BP
Mobil, BP, Texaco, Shell
Marathon, Total, Shell, Mobil
Koch, Amoco, Ashland, Mobil
Chevron, Shell, Gulf, Amoco
Amoco, Phillips, Shell, Mbbil
Exxon, Conoco, Cenex, Amoco

Amoco, Phillips, Farmland,
Mobil

Tosco, Chevron, Shell, Union

BP, Mobil, Texaco, Exxon

Exxon, Amerada Hess, Mobil,
Sun

Chevron, Shell, Texaco, Navajo
Mobil, Exxon, Texaco, Amoco
Exxon, Gulf, Texacq, Amoco
Amoco, Cenex, Ashland, Mobil

Boron, Marathon, Ashland,
Shell : :

Sun, Vickers,. Texaéo, Phillips
Chevron, Arco, Shell, T_exaco
Arco, Exxon, Mobil, BP
Mobil, Arco, Shell, Sun

Exxon, Gulf, Shell, Amoco
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52.1
50.1
43.8
42.6

59.6

41.1
32.5
56.3

44.3
54.7
53.3

40.2
45.5
41.0
45.9

65.5

59.6
43.8
58.6
43.8
47.6

45.8




Table VI E-1

. Source: Dep't of Energy,
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Form EIA - 25," Prime Supplier Report" (1980).

Four Largest Gasoline Suppliers and their Combined Market Share (Continued)
South Dakota Amoco, Mobil, Farmland, Cenex 52.3
_ Tennessee Exxon, Amoco, Gulf, Shell 41.0
. Texas Exxon, Gulf, Texaco, Diamond
Shamrock 39.8
Utah o Little America, Chevron, Amoco .
Western Rfg. 48.8
~ Vermont Mobil, Exxon, Texaco, Gulf 51.1
Virginia Exxon, Gulf, Texaco, Amoco 42.7
Washington Chevron, Arco, Texaco, Shell 55.4
West Virginia - Exxon, Ashland, Gulf, Amoco 65.8
Wisconsin Amoco, Marathon, Mobil,
' . Ashland 38.5
Wyoming Little America, Amoco, Conoco
Husky of Del. : 55.1




4. Changes in market concentration ovér time
" The second source of concentration figures are those computed by Lundberg and
| (through 1978) printed in the Factbook Issue of National Pefroleum News. These data are
based on tax paid sales and are probably less reliable than the_; DOE data, but their
availability for earlier years (which is nat true of _thez DOE data) permits an examination
of changes in state level concentrationa_ver time. These dafa, presented in Table VI E-2
for 1970 and 1978,9 also provide some e{ridence oﬁ changes in co'ncentt_'ation. Thése data
show "that. during this f;eriod the four-fifin concentration ratio fell in 41 states and the
10-firm rgtio'fell in 45 states. In six ‘of the nine states with an increase in four-firm
concentration; 10-firm concentration decreased. In a few of- {the most concentrated
_ stat¢s (West ilirginia, .Vérr_hont, Utg;.h) the four-firm concentration level fell by more than
10 percentage points.:' | | | | |

The chmge in aggregate concentration- does not réveal changes in firm
identitiés. Even in st;tes wherebk concentration. levels did not-appear to ,utullélergo al
significant change, there were substantial changes in the identity of the market leaders.
Data on the four largest firms in each state in 1970 and 1978 are presented in Table

VIE-3. -

>

£
N3

The Lundberg market share figures are principally derived from data published by "
state tax collection agencies. While the character of these data varies from state
to state, in general, the data report the volume of gasoline on which each firm paid
state taxes on gasoline. Because in most states gasoline can be sold or exchanged
by resellers either tax paid or not, these data do .ot necessarily reflect
concentration at any particular point in the distribution chain. The data appear to
“more closely reflect branded sales than terminal level sales, particularly for the
larger suppliers. Unfortunately, there are indications that at least some of the
changes in conceptration shown by these data between 1970 and 1978 are
attributable to changes in reporting rather than in market structure. '
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Table VI, E-2.

1970 and 1978

Four and Ten Firm Concehtfation Rati

(Based on tax paid sales)

os by State,
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1970 1978 Change
State 4-firm 10-firm 4—firm lo-firm 4-firm 10-firm
Alabama 38.67 71.96 37.58 67.25 -1.09 +4.71
Alaska 92,93 - 94,05 - +1.12 -
Arizona 45.87 76.64 52.41 73.85 +6.54 -2.79
Arkansas 36.66 63.86 33.92 55.62 -2.74 -8.24
California. 53.52 88.02 52.80 83.69 -0.72 -4,33
‘Colorado 40.78 73.83 30.22 56.65 -10.56 -17.18
Connecticut 44.62 82.01 43,52 77.24 -1.10 -4.67
Delaware 48.72 78.97 43.50 72.67 -5.22 -6.30
pistrict .of . ’
“Columbia 71.18 90.92 69.66 96.86 -1.52 +5.94
‘Florida 39.71 74.20 37.10 71.12 -2.61 -3.08
‘Georgia 40.84 73.65 38.05 64.25 -2.79 -9.40
Hawaii 87.10 - 83.75 - -3.35 -
Idaho 4Q0.47 73.34 37.63 72.18 -2.84 -1.16
Illinois 43.53 69.23 40.85 64.80 -2.68 -4.43
Indiana 42.77 73.70 45.96 64.25 +3.19 -9.45
Iowa 36.58 58.41 34.87 54.00 -1.71 -4.41
Kansas 32.87  63.68 32.23 56.64 -0.64 -7.04
Kentucky 51.90 78.25 45.47 70.04 -6.43 -8.21
Louisiana 50.80 84.42 43.51 75.24 -7.29 -9.18
Maine 45.68 85.58 46.48 8l.11 +0.80 -4.47
Maryland 45.25 76.71 45.85 73.98 4060 —2.73
Massachusetts 41.69 80.51 38.31 73.76 -3.38 -6.75
‘Michigan 46.09 69.04 39.12 67.98 -6.97 -1.06
Minnesota 35.71 64.28 39.94 62.38 +4.23 -1.90
Mississippi 37.26 70.07 37.51 72.47 +0.25 +2.40
Missouri 37.91 63.68 31.31 52.09 -6.60 -11.59
Montana 50.23 85.15 50.03 84.59 -0.20 -0.56
Nebraska 39.65 70.29 36.83 61.94 -2.82 -8.35
Nevada 52.14 81.92 42.91 73.24 -9.23 -8.68
New Hampshire 42.47 80.35 37.82 73.24 -4.65 -7.11
New Jersey 43.66 77.69. 45.06 79.51 +1.40 +1.82
New Mexico 41.90 69.35 37.06 69.42 -4,84 +0.07
New York 49.35 79.78 41.37 73.38 -7.98 -6.40
North Carolina 40.80 72.93 43.65 69.46 +2.85 -3.47
North Dakota 63.97 82.84 55.33 70.81 -8.64 -12.03
Ohio 53.16 83.77 49.42 71.78 -3.74
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Table VI E-2. Four and Ten Firm Concentfation Ratios by State
1970 and 1978--Continued

’

1970 , 1978 Change

State - 4-firm 10-firm 4~firm 10-firm 4-firm 10-firm
Oklahoma 37.30 64.52 36.51 52.88 -0.79 -1ll.64
Oregon 51.49 84.66 50.29 79.74 -1.20 ~-4.92
Pennsylvania 48.78 76.31 41.56 66.61 -7.22 -9.70
Rhode Island 44,40 84.20 42.16 83.61 -2.24 -0.59
South Carolina 48.06 77.42 43.25 67.83 -4,.81 -9.59
South Dakota 46.92 70.71 41.86 56.22 -5.06 -14.49
Tennessee 42.17 76.25 41.35 76.65 -0.82 +0.4

Texas 49.14 75.14 46.17 71.45 -2.97 -3.69
Utah 52.73 '85.78 41.92 65.27 ~-10.81 -20.51
Vermont 53.47 86.55 40.49 72.06 -12.98 -14.49
Virginia 48.16 81.40 42.85 67.72 -5.31 -13.68
Washington 54.41 88.76 - "~ 45.55 80.78 -8.86 -7.98
West Virginia 52.47 80.12 42.10 59.41 -10.37 -20.71
Wisconsin v 35.58 55.42 . 32.10 54.79 -3.48 -0.63

Source: Lundberg Survey as printed in NPN Factbook Issue, mid June 1979,
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Table VI E-3.

Top Four Firms by State, 1970 and 1978
(based on tax paid. sales)

#3 Firm

#4 Firm

State #1 Firm $2 Firm
Alabama
1970 Kysol Gulf Shell Te xaco
1978 Socal Gulf Shell Amoco
Alaska
1970 Socal Union Texaco -
1978 Socal Tesoro Union Texaco
Arizona
1970 Socal Shell Texaco Exxon ~
1978 Socal Shell Exxon Union :
Arkansas _ : |
1970 Exxon Texaco Gulf Sun ;
1978 Exxon Texaco Gulf: Sun ;
California _ |
1970 ‘Socal Shell Union Arco :
1978 Socal Shell Arco Union j
Colorado , _ 5
1970 Texaco Conoco Amoco American Fina i
1978 Amoco Texaco Conoco Phillips L
Connecticut ' ' |
1970 Mobil Texaco Shell Amoco i
1978 Mobil Shell Amoco Texaco
Delaware : §
1970 Exxon Arco Sun Getty ;
1978 Exxon Arco Te xaco Getty {
District of o
Columbia _ . E
1970 Exxon _Amoco Gulf Te xaco
1978 . Amoco Exxon Gulf: Shell
Florida - o . i
1970 Kyso . Gulf Shell Phillips
1978 Socal Shell Amoco: Gulf :
Georgia .
~1970 Socal Gulf Te xaCco Amoco
1978 Gulf Socal Amoco Exxon
~259~
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Table VI E-3.

Top Four Firms by State,

1970 and 1978~~continued

Mobil

~260-

State #1 Firm #2 Firm "#3 Firm #4 Firm
Hawaii _

1970 Socal ‘Shell Union Phillips

1978 . Socal Shell Union Texaco
Idaho

1970 Socal Conoco Phillips Amoco

1978 Socal Amoco Conoco Phillips
Illinois

1970 Amoco Shell Arco Texaco

1978 Amoco Shell Marathon Texaco
Indiana

1970 Amoco Shell Marathon Rock Island5

1978 Amoco Marathon Shell Phillips
Iowa | : .

1970 Amoco. Sun Phillips Gulf

1978 Amoco Sun Phillips Getty
Kansas , - ‘ | _

1970 Amoco Phillips Vickers Mobil

1978 Amoco Vickers Phillips Derby
Kentucky

1970 Kysol Ashland . Gulf Texaco

1978_ Socal Ashland Gulf Shell .
Louisiéna : ‘

1970 Exxon Texaco Gulf Conoco

1978 Exxon Shell Gulf Texaco
Maine _

1970 "Exxon Mobil Texaco -BP

1978 Exxon Gulf Mobil Texaco
‘Maryland

1970 Exxon Amoco Shell BpP

1978 _ Exxon Amoco Shell Gulf
Massachusetts = | ”

1970 Mobil Texaco BP Shell

1978 Texaco Shell Exxon .



vTable V1 E-3.

Top Four Firms by State, 1970 and 1978--continued

% .

State "1 Firm #2 Firm #3 Firm #4 Firm
Michigan
1970 Amoco Shell Mobil Gulf
1978 Amoco Shell Mobil Sun
Minnesota North
1970 Amoco Mobil Western Phillips
1978 Amoco North Mobil Shell
Western
Mississippi :
1970 Kysol Gulf Texaco Citgo
1978 Socal Amoco Gulf Shell
Missouri . '
1970 Amoco Phillips Shell Arco
1978 Amoco Phillips Shell Texaco
Montana o | |
1970 Conoco ! Texaco Cenex Exxon '
1978 . Exxon Cohoco Cenex Amoco é
Nebraska S i
1970 Amoco Phillips Farmland? Mobil |
1978 Amoco Farmland4 Phillips Mobil
Nevada _ '
1970 Socal Shell Phillips2 Texaco
1978 Socal Phillips Shell Union
New Hampshire » -
1970 Mobil - Gulf Texaco Exxon
1978 Mobil -Texaco Exxon Shell
New Jersey ‘ : :
1970 Exxon Sun Gulf3 Hess
1978 " EXxon Sun Amoco Shell
New Mexico : . :
1970 Socal . Texaco - Phillips Shell
1978 Socal Texaco Shell Plateau
New York 7
1970 Mobil Texaco Shell Exxon
1978 Mobil Texaco Exxon . Shell
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Top Four Firms by State, 1970 and 1978--continued

State #1 Firm #2 Firm #3 Firm #4 Firm
North Carolina

1970 Exxon Gulf Texaco Amoco

1978 Exxon Gulf Texaco Amoco
North Dakota ,

1970 - Amoco Cenex Mobil Texaco

1978 “Amoco. Cenex - Phillips Mobil
Ohio

1970 Sohio Sun Marathon  Shell

1978 Sohio Marathon Shell Sun
Oklahoma

1970 Phillips Texaco Conoco Sun ,

1978 Gulf " Texaco Sun Champlin
Oregon : | _ :

1970 Arco Socal Shell Texaco
- 1978 Socal Arco Shell Texaco
PennsYlvania

1970 Arco Exxon Sun Gulf

1978 B - Arco Exxon Sun Texaco
Rhode 1Island _ :

- 1970 Mobil - Texaco Gulf Arco

1978 .Sun - Mobil Shell Arco
Sodth Carolina ' R

1970 - Exxon Gulf Shell Texaco

1978 Exxon Gulf Shell Amoco
South Dakota - o

1970 ‘Amoco Mobil Cenex Texaco

1978 ‘Amoco Cenex . Mobil. Phillips
TehnéSsee L | :

1970 "EXxxon Gulf Texaco Citgo
1978 Exxon Amoco Gulf Shell:
Texas o

1970 - Exxon Texaco Gulf Mobil

1978 Gulf Shamrock

-~ Exxon Texaco
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Table VI E-3.

" Top Four Firms by‘StaEe; 1970 and l978——¢ontinued

f#4 Firm

represents only a name change. °

2 Includes Seaside.

| 3 Incomplete source data used in NPN calculation.

4 Farmers Union Central Exchange is also known by the

State #1 Firm #2 Fi?m $3 Firm
Utah v ’
1970 Socal Husky Amoco Phillips
1978 ‘Socal Amoco Little Husky
: America
Vermont o
1970 ‘Mobil Texaco Gulf Exxon
1978 Mobil Texaco Shell Exxon
- Virginia ¥
1970 Exxon Texaco. Gulf Shell
1978 : Exxon Shell - Gulf Texaco
Washington: : _ .
1970 ~Socal Shell Texaco Arco
1978 - Socal Arco Shell Union
West Virginia & |
~1970 Exxon. Gulf - Ashland Union
1978 v 'Exxop " Ashlapd Gulf Texaco
Wisconsin
1970 Amoco "Mobil Texaco Citgo
1978 Amoco Shell Mobil Marathon
Wyoming
1970 Amoco Conoco Texaco Husky
1978 Amoco Little® Texaco Husky
America
Sourcé: 1972 and 1979 NPN Factbook Issues.
l»-‘Ky'so was acquired by Socal (Chevron) in 1962. This data

name Cenex.

5 ROck'Islénd appears to be'é'refiner that does not market products

directly.
taxes.

As a result, this change may be due to shift in who pays

6 Little America's key marketing subsidiary is Sinclair.

.
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In only two states (Arkansas and North Cai'olina) were the rankings identical in
1970 andv 1978, and in only eight states (California, Connecticut, Idaho, Nebraska, New
fofk, Ohio, dregon, and Virginia) were the same four firms ranked as the top four in both
1970 and 1978. The market leader cﬁanged less frequently, changing in only six states
(Colorado, Georgia, Montana, Oklahoma, Oregon, and Rhode Iéland) and in the Distriet of
Colum»bia.10

5. Entry conditions
a. Pipeiine and terminal access

Although current conditions of excess gasoline supply may alleviate marketers'
normal supply difficulties, in periodé of lessened ~Supply, marketers may encounter
obstacleé in arranging pipeline transportation and terminal access in a particular
mérket. Especially for a honinteg_rated marketing firm, the lack of availability of
pipeline space may sometimes be A problé,m.ll Although exchanges between compan’iesv
of gasoline that is located at differgnt points along a pipeline can provide an equivalent. )

to pipeline access for individdal companies, exchanges are not always possible, especially

~ This figure excludes those states where Kyso was replaced by Socal, since this
change was due to the acquisition of Kyso by Socal. ‘

According to company documents, product pipeline sizes, routes, rules, and tariff
charges are geared to the needs or strategies of their owners, who are almost
invariably large integrated firms, not relatively small seale marketing companies.

~ One company stated its poliey in relation to one pipeline oil company executive

- investment proposal as follows: "This would conform to the policy of having our
own production, tied in by our own pipeline and supply our own refinery, thus
eliminating entirely, [sic] others profitting by our operation." Similarly, another
company's -document stated, "we should do everything possible to avoid using these
lines for ‘other people so we have the advantage of protections, flexibility and
capacity for growth." Company document. _
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12

for aggressive marketers. “ In addition, exchanges cannot generally be used to increase

aggregate supply in a given area.

To matket in an area, companies must have access to terminalling (bulk storage)
facilities for gasoline that is shipped in from other areas. The difficulty of obtainirig
access to gasoline shipped by pipelines, however, appears to encourage independent
terminals to be predominantly located where they can be served by tahkers and

13 Thus, the need to coordinate terminalling with tanker and barge shipments

barges.
| may add to supply difficulties, particularly for independent marketers in regions where a
pipeline is less aec_:essibl'e to the smaller firms. Although obstacles to constfuction or
purchase of terminals themselves are notlprohibitive, the difficulty in obtaining access to
pipelines may sometimes render this potential means of entry less likely for the typical

independent marketing firm.14 Hence direct observation of entry difficulties faced by

private brand marketers is complicated by the fact that entry depends on ov_ércoming a

12" 0one company's documents indicated that its 'practice regarding ‘exchanges with

private brand companies has been to examine each exchange "to be sure that we are
not giving the independent sector any . . . supply that they could not readily obtain
from others." Another company document expressed its decision not to engage in a
particular exchange based in part on its possible disruptive effect. A third
company's documents contained a recommendatlon not to exchange with an
“"aggressive marketer." :

On the other hand, private brand marketers can often obtain supplies via exchange
or otherwise from medium-size refiners. In such cases, the "exchange" form of the -
transaction is less 31gnlf1cant than the fact that gasoline locally refined or brought
in by large compames (with the infrastructure to actually engage in long distance -
transportation) is made "available" to private brand marketers.
13 of 15 product terminals in the states of Wisconsin, Michigan, Illinois, Indiana, Ohio,
and Kentucky, owned by members of the Independent Liquid Terminals Association,
only five are served by plpehne, and none are served by pipeline only. 1980 ILTA
Dlrectory, passim. :

14 5 termmal of 200,000 barrels (8,400,000 ga]lons) capaclty would cost roughly $2

million for construction, plus site preparation and other costs. Interview with

. terminal company estimator (May 27, 1982) Also, a pipeline terminal requires a

"hook-up" (connectmg line) from the main trunk line, which the plpehne will often

install if given sufficient guarantees of capacity utilization in future years.
Interview with terminal company executive (March 30, 1982).
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series of hurdles without incurring excessive cost. No one step is neceSsarily
msurmountable, yet each can be difficult or relatively costly. In general, the greatest
difficulty may be faced by the private brand marketers. '
b. Wholesale supplies to independent marketersE

The most serious d‘bfficulty in entry or expansion faced by private brand
independents may be the reluctance of the largest majors to sell wholesale gasoline to »
them. Gasoline marketing for the past 20 years appéars to have been characterized by a

. _ .

struggle between the majors (and especially the largest majors) versus "the independents"

(meaning the smaller refiner-marketers and private brand marketers). The results have )

varied by time and place, depending on many factors. ‘ The most important of these
factors appears to have been the availability of "unbranded rack" supplies to the
iﬁdependent marketers. When and where such wholesale gasoline supplies are available
to such marketers, their lower costs and aggressive price-oriented marketing tend to
encourage th§m to sell at lbﬁv prices and to gain vol_umeigt the expense of the larger :
majérs. Numerous company documents indicaté;mthaf*; the laI;gest: eig;}\t rﬁajbés each
adopted a corporate policy of not sellihg ggsoline to independent marketers. Thése '
policies may constrain the abi_lity of indepéndents to mgintain their bosition inva éhortage
" market.

Examination of the policies (as revealed by company documents) of these lérge
refiners governing' wholesalé sales to unbranded independents over the last 10 years
indicates that each of them took the p’ositibn that their branded gasoline markéting
strategies were vu]nerablé to" inroads‘by privaté brand independents if independents could
easily obtain wholesale gasoiine supph'és. Further, the large refiners appear to have
acted similarly in response to this peréepltion. The following quotations from the
documents of eight different majors indicate similar policies in avoiding bulk unbranded
sales to private brand independent marketers during the 1965-73 period prior to the

imposition of regulafory control:
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Company A

Company B
Company C

Company D

Company E.

Company F

Company G

Company H

[Our company] does not make a practice of selling gasoline
through unbranded jobbers; i.e., distributors who sell [our]
gasolines under other brand names. We assume field managers
understand and adhere to this policy.

Unbranded in all areas are to be backed out as rapidly as
possible.

Independents usually do not call us, probably because we are
not known as a supplier for them. Our objective is to keep it
that way.

No sale of gasoline to outside private brand sector.

U.S. Marketing has long pursued a policy of not selling
unbranded gasoline.

Among the numerous retail methods of operating service
stations that have been avoided or eliminated by [our company]
the following are most commomplace.

(1)  Independent, unbranded marketers.

Unbranded gasoline sales have been minimized and it is the
continuing policy to elimina e this type of sale entirely to
resellers or to service stations wherever possible.

Any and all requests for unbranded gasoline supply to be
flatly refused, with no compromise.

That the policies may in fact have been implemented is suggested by data indicating

that, in the aggregate, these eight refiners sold only a very small percentage of their

gasoline output to unbranded independents throughout the years. | These data are set

forth in Table VI E-4, which is taken from an earlier FTC survey in which independents

summarized their purchases for 1967-1971:19

15Federal Trade Commission, Preliminary Staff Report on its Investlgatlon of the

Petroleum Industry 9 (1973).
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Table VI E-4

Sales of Largest Eight Refiners to Independents

Gasoline Purchases by Gasoline Purchases by
Independents from Eight Independents from
Largest Refiners as a v Other Majors as a
Year Percent of Total Purchases Percent of Total Purchases
1967 1.5% S 51.0%
1968 | 5 - 48.2
1969 - a ) 43.6
1970 - 1.0 44.9

1971 1.6 - ST X {
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" Data for the 1970's show a similar pattern, although DOE regulationshnd other
changes in the gasoline marketing environment complicate the interpretation of the data.
As a percent of their total gasoline salés, the largést eight refiners sold only 2.5 percent of
their output to independents in 197 2.16 Later, under DOE "allocation" regulations, refiners.
were assigned some unbrandedl customers for mandatéd sales, and the top eight's sales to
unbranded independents reached 6.5 percent of these inajors' total gasoline sales in 197 8.17

Because direct supplies to unbranded indépendents are apparently not available in
any substantial quantity from the largest eight refiners, the competitive consequences of
the acquisition by a major of any other refiner which sells a large amount of gasoline to the
price—ofiénted private branders should be examined. Supplies of unbranded rack gasoline to
private brand marketers can inject an important competitive element into the markets in
which such sales are made, prompting competitive pressures' which may increase in
proportion to the volume of unbranded sales. Their presence as substantial factors in many
markets makes price coordination by majors more difficult. However, we note below tﬁat
in recent years the majors have to some extent adopted marketing préctiées similar to
those traditionally purs.ued by independents, and such competition by majors may have
effects similar to the competition that which can be supplied by independents when they
have adequate supplies. |

6. Pricing within terminal clusters

The facf that terminal clusters can apparéntly be geographic niarkets does ﬁot mean

that market power is being exercised within them. For example, if market power were

being exercised by the majors18 within a given terminal cluster, a significant dispersion of

16 Titte I Report, supra note 47, at 116.
17 4
18

Lundberg, who prepares the share data used by most analysts, between 1972 and
1977 defined a nonmajor as any retailer not identified by the brand names Exxon,
Texaco, Shell, Amoco, Gulf, Mobil, Chevron, Arco, Phillips, Sun, Union, Conoco

(including Douglas, Kayo, and Onco), Cities Service, Standard of Ohio (including
(continued)
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their prices would not be expected. While some dieperSion would be consistent with a lack
of competltlon a sufficiently large dispersion in prices would suggest a lack of "consensus"
on preferred prlces and market shares, which would be a serious impediment to effective
exercise of market power.

The average of the weekly ranges of resellers' prices (dlfferences between hlghest
and lowest prlces) for majors and nonmajors in Milwaukee, Chicago, and Detroit for leaded
and unleaded regular gasoline are given in Table VI E-5. The reseller prices for majors were
wholesale prices of branded gasohne to Jobbers. The reseller prlces for nonmajors included
| both prices of branded gasolihe to jobbers and prlces for unbranded rack sales. For this

reason, it would be expected that the range of prlces for the majors would be less than the
range of prices for nonmajors. (Branded gasoline generally sells at a premlum (wholesale)
over unbranded gasoline in all markets, perhaps reflecting increased quality and supply
assurance.) This may be the explanation for the diffegence in the range of prices for the -

L

two groups in Table VI E—5. Another possible explanation is the data does not include 7

rebates, which at times have been as large as four cents per gallon. The fact that there is a

support for a. theory that the majors are able to collude effectively in these areas.
Differences in the prices charged by the majors Suggests differences in preferred priees and
market shares, which would generally be 1ncons15tent with the presence of effective
collusion, but does not preclude the possible exercise of market power.

leferences In the range of prlces charged by majors across cities may be mdmatlve
7 of the presence of market power. As an extreme case, if the majors always charged exactly

the same price at all times in a given clty (producmg a zero average range), this faet would

Boron), BP, and Getty (mcludmg Skelly) as majors. In 1978 Lundberg added
Marathon to the list of majors. His definition of "integrated" marketers, which are
referred to here as "majors," includes those firms that produce, refine, transport
and market in interstate commerce with more than 20 stations. For consistency
across years, and because Marathon supplies about 50 percent of its gas to -

1nd<telpendents Lundberg's pre-1978 definition of majors is used throughout this
section. '
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i pable VI E-5. Average Weekly Range of Major and Nonmajor Reseller
Prices
(cents per gallon)

Major Nonma jor
Reqular Unieaded Regqular Unleaded
Milwaukee 1.53 1;59' 3.47 : 3.69
Chicago 1.38 1.54 : 3.91 3.91_

Detroit \ 1.77 : 2.32 3.03 3.16

1 average price ranges were calculated from 1981-82 (post-controls)
weekly "reseller" prices reported by the 0il Prices Information
Service. '
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give strong support for the view that market péwer was being exercised in that eity.
Qualitatively, cities with a small ranée of prices for the majors (relative to the range for
hon-majors) a're better candidates for inquiry into the possible presence of market power.
Evidence suggesting that the majors must price competitively with respect to the
independents comes from examining the freqhency with which majors pricé within the pricé
range of non—majors;_ Table VI E-6 gives, for each locality and each type of gasoline, the
relative frequeney with which majors' weekly prices were within 1, 2, 3, 4 or 5 cehts of the .
lowest weekly price quoted by nonmajors on corresponding dates. With the exception of
Chicago, roughly between 16 and 20 percent of the reseller price quoted by majors wére
within 2 cents of the corresponding lowest nonmajor priée in either regular or unleaded

19

gasolines. For Milwaukee and Detroit, between 42 percent and 55 percent of the majors

prices were wit_hin 3 cents of the'. corresponding nonmajor price, and between 65 percent and
81 percent weré. within 4 cents. Since the average ranée of nonmajo:' prices in each product
was roughly between 3 and 4 cents, it appears thaf significant percentages"of the major
reseller prices weré within this range. The data for Chicago are much different from the
data for Milwaukee and Detroit, indicating the possibility that there is less competition in
Chicago. Again, however, no account has been taken of any rebates that may- have been
offered by majors, which could be a significant factor in the extent of competitiori in theée
markets. | |

As a final piece of evidence, the data for the three cities were used to'éompute the -
frequency with which the majors priced less than the non-majors maximum price. This

frequency was 58 percent (regular) and 67 percent (unleaded) for Milwaukee, 42 percent

(regular) and 39 pércent (unleaded) for Chicago, and 36 percent (regular) and 38 percent

19

Interpretations of Table VI E~7 should bear in mind that branded gasoline generally
sells at a premium in all markets (even those where there is no question of exercise
of market power), perhaps because of increased assurance of quality control or
stability of supply.




able VI E-6. Frequency of Major Reseller Prices Within Selected
Differentials of Lowest Nonmajor Wholesale Pricel

$ Major Prices Within

Lowest Nonmajor Wholesale Price

# of major

prices .
Reported 1¢ 2¢ 3¢ ag 5¢
‘Milwaukee Regular 132 8 . 20 44 65 89
- Unleaded 132 8 21 42 67 88
i Regular 121 0 5 17 47 72
Unleaded 121 0 3 17 47 70
Petroit Regular 170 2 16 52 81 94
; 18 55 79 95

Unleaded . 170 6

21 price frequencies and minimum nonmajor prices were calculated from weekly

'tfreseller“ prices reported by the 0il Price Information Service.
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(unleaded) for Detroit. Thus, it is clear that the majors were often not the highest pnc
sellers in these wholesale areas. | {
7. iletailing

a. The number of retail outlets

Table VI E-7 summarizes the total number of gasoline service stations by state in

1977. Table VI E-8 gives the total number of branded retail outlets affiliated with twe
six major oil companies in 1977,20 and the number of bstates in which they had re
outlets. On a national basis, four-firm concentration in the nﬁmber of retail outlets in 1
was 55 percent. National concentration in the number of outlets is much higher
national concentration in sales (29 percent in 1980), which presumably indicates that
major affiliated stations have a considerable lower average volume than do stations
alf filiated with majors. » |
As shown in Table VI E—9; the national market share of independents has
substantially since 1969. Independents now are a major presence in all regions, as indicats
by the data'presehted in Table VI E-10. | |
At the same time that independents as e group have been growing, some majors |

been losing shares in some areas of the country. The majbrs appear weakest iﬁ ;those '
where the i‘ndependents have obtained the 1a,rg"est shares (the midwest and focky moun
states) Over the last several years, some majors have pulled out of areas where their s
levels were dechmng and have moved to eonsohdate their positions in areas where they
s1gmf1cant market shares and mdependents held a relatlvely small market share.2

shifts may lead to increased concentratlon in some areas and decreased concentrati

other areas.

20 Number of outlets data come from the census, which will not be updated until ne
_year. _ o '

2t A rule of thumb suggested by some industry participants is that majors appear
need 7-8 percent of a market to be profitable. National Petroleum News, Febru

1972, p. 43.
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TABLE VI E-7

Total Branded Retail Outlets by State - 19811

Alabama
Alaska

Arizona
Arkansas
California
Colorado
Connecticut
Delaware -
Distriet of Columbia
Florida '
Georgia

Hawaii

Idaho

Mlinois

Indiana

Iowa

Kansas
Kentucky
Louisiana
Maine
Maryland
Massachusetts
Michigan
Minnesota
Mississippi
Missouri
Montana
Nebraska
Nevada

New Hampshire
New Jersey
New Mexico
New York
North Carolina -
North Dakota |,
Ohio
Oklahoma
Oregon
Pennsylvania
Rhode Island
South Carolina
South Dakota
Tennessee
Texas

-Utah
Vermont
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7,438
352
1,622
3,256
12,648
2,070
3,778
585
276
9,005
7,848
514
922
6,256
4,805
4,151
2,692
4,482
4,714
2,050,
3,187
4,788
5,946
3,466
3,842
4,826
1,412
2,277
567
1,128
6,563
1,685
11,552
10,564
1,035
6,644
3,746
2,429
11,473
1,003
5,483
1,112

- 6,841
16,541

1,033
929
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TABLE VI E-8

Total Branded Retail Outlets Afflhateld
With 21 Major Oil Companies in 1981

Total
~ Number of
! States Where

Total Branded Gasoline Brand

Major Oil Companies Retail Outlets is Marketed
“Amoco Oil Co. 20 {561 46

Ashland Petroleum Co.” 271 8
Atlantic Richfield Co. 7,122 - 30
Chevron U.S.A. Inc. 12,748 39
Cities Service Oil Co. . 5,784 31
Conoco, Inc. - 4,885 28

Diamond Shamrock Corp. 1,579 12
Exxon Co., U.S.A. 20,585 . 40

Getty Refining & Marketing Co. 4,700 28
- Guif 0il Co., U.S. - 9 13,870 30
Kerr-McGee Refining Corp. - 1,431 17
Marathon Oil Co. 2,146 . 6

Mobil Oil Corp. : 16,564 45

Murphy Oil Corp. 767 # 14 '
Phillips Petroleum Co. 12,327 38
Shell Oil Co. 13,665 36

Standard Oil Co. (Ohio) 3,965 19
Sun Company, Inc. 8,361 33

Tenneco Oil Co. 484 17

Texaco, Inc. 22,490 50 .
Union Oil Co. of California - 12,529 44

Source — NPN Factbook 36 (1982).

Source — NPN questionnaires.' Reported data are for 1981.

Reported data are for. 1980.

277




'Table VI E-9. U.S. Gasoline Market Share Trends, 1969-1980:
Integrated Majors and Independents

Integrated "Majors"® Independents’ Independents!
Total Share of Total Share of Gain/(Loss)
Year U.S. Gasolinel U.S. Gasoline? Over Prior Year

1969 76.65 - 23.35 . N.A.
1970 74.42 25.58 2.23
1971 72.56 ’ 27.44 » 1.86
1972 70.33 - 29.67 2.23
1973 71.22 28.78 (0.89)
1974 70.11 29.89 1.11
1975 © 68.05 31.95 2.06
1976 66.98 ’ 33.02 1.07
1977 67.85 32.15 (0.87)
1978 67.46 32.54 ’ 0.39
1979 65.60 34.40 1.86
1980 ' 65.16 34.84 0.44

N.A-:= Not Available

Source: NPN Factbook issues for 1969—80. These data were compiled by

Lundberg from State gasoline tax records with adjustments. . See supra
note .

1 To most accurately measure trends, the same firms were consistently
counted as "majors" for each year, even if their NPN classification was
different for some of these years. For this table, integrated "majors"
consisted of Exxon, Texaco, Shell, Amoco, Gulf, Mobil, Chevron, Arco,
Phillips, Sun, Union, Conoco (including Douglas, Kayo, and Onco), Cities

Service, Standard of Ohio (including Boron), BP, and Getty (including
Skelly). '

2 _“Independents,“ as used here, were all firms not counted as "majors"
(including cooperatives, miscellaneous, ‘and unidentified). Notably,

this group includes Marathon for all years, even though Lundberg and NPN
began to count it as a major only in very recent years,
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TABLE VI E-10

Market Share of Independents by Region

1

Region

New England
Mid Atlantic
Southeast
Florida
Great Lakes
Plains
Southwest

West Coast

Rockies ‘

Total United States

1980 Independent Share

(percent)
18

26
317
29
43
54
42
22
55
35
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Among the shifts that have occurred are: Areco's and BP's exit fromv the southeast
(early 1970's);22 Amoco's pullback from the West Coast;23 Phillips' reduction in the
Northeast; Suil's recently completed exit of the Dakotas, Minnesota, Wisconsin, Michigan,
Nebraska and Kansas;24 Exxon's exit froim the Chicago area; Mobil's exit from the Rocky
Mountain states (early 1970's); and Citi_eé Service exit from the Great Lakes states
(1960"3).

There are also a number of pullouts which appear to be going on at the present
time. These withdrawals include‘ (1) Amoco's -withdrziwal from Texas and cessation of |
jobber supply in Montana, Oklahoma, Arkansas, mosf of Kentucky, West Virginia, Ma'ine,
New Hampshire, Vermont, Washington, and Oregon, by October 1982;25 (2) Texaco's
withdrawal from parts or all of 19 states in the northern Roekiés, Midwest, and Great
Lakes area by the middle of this yéar; Arco's ongoing pullout of Wisconsin, Indiana, Ohio,
Michigan, and Ilinois (except Chiéago); Phillips Petroleum's announced interest in pulling
out of the Northeast and plan to pullout of the Dakotas and Wyom'ing;‘Sun's planned.:
pullout back from sections of Arkansas, Louisiana, Mississippi, and Tennessee; and Union
Oil's withdrawal t:r/o‘m some parts of the northern Rocky Mountain states.26 |

b. Merger activity |

Unlike the 1960's and early 1970's, the last few years have seen few mergers which

22 National Petroleum _N_ewé, April 1972, p. 48.

23 National'Peti'oleum News, March 197 3, p. 10-11.
24 g, |

:25 National Petroleum N ews,vFel_)ruary 1982, p. 37.
26

National Petroleum News, February 1982, p. 37. Note that many of these ongoing
pullouts were announced much earlier, but were stalled by the imposition of
controls. See National Petroleum News, p. 41; National Petroleum News, February
1972, pp. 43-45 and National Petroleum News, April 1972, p. 48. o
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28

have had a significant effect on the structure of gasoline retailing markets.2! To some
extent this may be due to regulations, imposed invthe later 1970's and continued into
1981, that required refiners to continue supplying their former stations after they sold
them. Compounding this effect was a crude oil shortage oceuring twice during the period
that constrained a firm's ability to expand retail gasoline sales, reducing the incentive to
expand the number of retail outlets. A corhparison of Téblgs VI E-11 and Table VI E-12
reveals a significant difference in the number of l;etail outlets affected by mergers
reported for the two time periods, 1965-1977, and 1978--1982.28

Most recent mergers appear to reflect the efforts of smaller firms to grow. The
mergers involving one small firm — Power Test — may be illustrative of this important
clgss of mergers. During the 1973-1977 period, Power Test doubled its size.2? The fact
that Power Test has four terminals in the area and a sizeable warehouse office probably
facilitated its expansion. |

Many of the other transactions in recent years, as discussed earlier, reflect the
decisions of major firms to withdraw from certain areﬁs of the couﬁtry. If this is a
cdntinuing process, it may generate further acquisitions by smaller firms. Firms that do

not have the sales to cover regional overhead may also choose to sell out to firms that

are better positidne_d to expand their operations."

2T 1f Mobil had acquired Marathon, a sizeable merger would have occurred at the
retail level. Mobil owned 17,425 stations in 1981, while Marathon owned 3,051.
National Petroleum News, Factbook Issue, 1981, p. 50. The horizontal overlaps in

marketing between Mobil and Marathon at the state level were likewise substantial. .

Since the average state has over 3,000 gasoline stations (National Petroleum News,
1980, Factbook Issue, p. 108), the mergers reported in the two tables appear to
involve the exchange of only a small portion of the marketing assets of the two
companies involved, although more detailed analysis would be required to be sure
that concentration in a particular area has not been increased significantly.

29

Link, "The East's New Powerhouse Marketer," National Petroleum News, January
1979, pp. 63-67. - '




Table VI E-11. Large Marketing Mergers and Acquisitions in the
1960's and Early 1970'sl

. . Numbe
Acquiring Selling Location of of Outlets
Year Company Company Assets Acquirég -
1965 Atlantic Richfield 7 Western States 4,451
1966 Phillips Tidewaterl 3 Western States - 3,200

1965 Union Pure 23 Southeast 16, 30!
East, Southern, - .
Midwestern, and
North Central

States
1966 Gulf Citgo 9 North Central 2,300
and Midwestern : .
States
1969 Arco & BP ".Sinclair All but six
‘ Western States
1969 BP SOHIO Chio
1968 Sun Sunray Dx 16 Midcontinent
States '
1972 Pasco Arco v Rocky Mts. ‘
1973 Petrofina 'BP 100

1977 Tosco Phillips West Coast A |

Source: Allvine and Patterson, Competition Ltd., 1973, pp. 168f69r ]
mergers and acquisitions for the 1960's. For the 1973 merger
National Petroleum News, June 1981, p. 41. : ’

1 rTidewater assets belong to Getty. These are assets that phillips
in 1977. ' ' ' - '

2 oObtained from NPN, Factbook Issue, 1969, p. 153.

3 ~Obtained by adding up Phillips' Hawaii, Washington, Oregon, and
California stations in 1976. NPN, Factbook Issue, 1976, p. 53.

=
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Year
- Discribed Acquiring Selling Location of Number of
~ in NPN Company Company Assets Outlets Acquired
1978 Union Little.
America 6
Sigmor Diamond
Shamrock 400
Power Test Tesoro3 NY,NJ,PA 27
Asamera Gasamat 12 States 90
Derby Apco OK, KS 5
Texaco Douglas 2274
Power Test  Spiegel & NY, NJ 745
. . Sons '
Power Test. Citgo NY 9
Oasis Petro  Research-
Energy fuel 85
1979 Checker 0il Exxon 1L, IN, MI,
W1 ‘
Amoco Checker _ILé IN, MI
WI
Getty Reserve Ca, AR, NV 391
Sun Mr. Zip SC, NC, VA 70
Pacific _
Resources® Tosco cA 128
Pantry-C Casper - 109
House :
Southland Tosco - 014 phillips
properties
NAVCO KAYO -— 1537
[ Amoco Mana- Amoco TN 6
gers
1980 Farm Fare Mr. Zip sC, NC 87
Amoco Ashland - MD 14
! Citgo Pronto 0Oil —— -
Conna Petco VT, NH, NY 26
Conna NY Crest NY 19
Sun Mark Zippy FL, GA, AL
‘ sC 228
1Y
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Table VI E-12. Illustrative Mergers . and Acquisitions 1978-821-—continut

Year

Discribed Acquiring Selling Location of . Number of
in NPN Company Company Assets Outlets Acquire
1981 SOHIO Gibbs MA, ME, NH 200
Delta :
Marketing South , :
Central AL, AR, FL 111
~0il IN, OK, TN, TX
Thrifty Gulf West Coast - 235
Pantry Quick-Pick o 118
Citgo Consumers  MS, KS, AR, OK 8
S - 0il C ‘
PMC Consumers MS, KS, AR, OK - 28
’ "0il ' , .
Sun dealers Sun eight Midwestern - 100
o . - States
Oasis . Pasco AR ' 32
APEX Clark 13 Midwestern 1,400
. " States
1982 * Ashland’ Tresslerl0 Ky, IN, OH -
' Oasis usa petrolll

1 The mergers described in this table were taken from a survey of the
mergers reported in the National Petroleum News (NPN) over the last five
years. Since this survey may have missed some mergers reported in NPN &
not all mergers are reported in NPN, this sample may not be representati
Furthermore, some of the announced acquisitions may not have been
consummated. _

2 Little America's key marketing subsidiary is Sinclair.

Tesoro sold under the Digas Brand.

4 Texaco only kept 37 of these, selling 90 under a voluntary divestitur
agreement with the Justice Department.

Station operators had right of first refusal, so fewer stations may h
changed hands. '

Desert Petroleum subsidiary made acquisition.

All but 25 of these were divested to unknown purchasers.

In March 1980, this was reported as 400 stations: 186 Mowhawk and 314
rebranders. ’

Under California Law, dealers have right of first refusal, so fewer
stations may have beed sold. A law suit over this issue followed (NPN
October 197, PP. 68%69)%.

Tressler Oil sold under the Comet Brand.

11 ¢phis mergdr does not appear to have been consummated at this time.

£

(S,

@~
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c. Price competition

1. Evidence from economic studies and company documents

One question bearing on whether there are important regional retail gasoline
markets is whether regional variations in market structure are related to variations in
pricing conduct. Given the ongoing adjustment to recent deregulation, no definitive
answer can be brovided at the present time. The available evidence is mixed, though
there is some evidence that higher levels of concentration in regional and local areas are
associated with higher prices.

Some recent researchv contains statistical analysis of the relationship between
various measures of market concentration and the majors' wholesale and retail prices or
the stability of their market: shares.30 This research, which suffers to some extent from
theoretical and empirical shortecomings, contains a mixed set of results.

Masson and Allvine (1976) found that the retail prices of majors' brands during the
retail price war period of 1961 to March 1965 were lower at stations located near
independents' stations -than at other of the majors' stations. That is, the retail prices of
majors' brands varied positively with retail market concentration measured by the
proportion of all retail stations (not sales) that sell majors' brands. Wholesale prices
charged by majors were also lower during the retéil price war periods of the early and
late 1960's in cities in which independents had a larger proportion of gas stations, and the
dispersion in majors' wholesale prices over time was greater in these cities.

Marvel (1978) analyzed a seven-year average of the BLS monthly highest and
lowest retail gasoline prices for 22 cities over the period 1964-1971. He found no

significant statistical relationship between the highest retail (city) gasoline prices and

30 Masson and Allvine, "Strategies and Structure: Major Independents, and Prices of

. Gasoline in Local Markets," Essays in Honor of Joe S. Bain, 1976 pp. 155-180;
"Competition and Price .Levels in the Retail Gasoline Market," Review of
Economics and Statisties, May 1978, pp. 252-258; and Allen, Structure and Stability
of Gasoline Market," Journal of Economic Issues, 1981, pp. 73-74.
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the associated state-wide Herfindahl index. On the other hand, a 'statistieally positive
t'elationship for the sample of lowest retail (city) gasoline prices was found. Marvel
argued that the results support a view that collusion is effective in concentrated
markets. However, the explanation as to why low prices (typlcally charged by
independents) would be statistically related to concentration but high prices (typically
charged by the majors) would not, is not altogether clear.

Finally, Allen (1981) investigated the determinants of the stability of individual oil
company market shares in each state for the period 1964-1974. He found higher
concentration to be associated with less stability in market shares, suggesting that either
tacit collusion decreases with concentration, or that with higher concentration there is
more reliance on nonprlce competition that is more difficult to match than price
competltlon.

Company documents over the past 10 years include studles of the relationship
between prices and concentratlon or share of independents. These studles frequently find
that higher plrces are associated with higher concentration levels and a lower share for
independents. Major firms' profit margins also appear to be positively correlated with
increased concentratlon and inversely correlated with the aggregate market share of
independents. |

In summary, the available evidence is mixed. There is some evidence of a peSItlve
statlstlcal relatlonshlp between prices and concentration or an mverse statistical
relatlonshlp between price and the share of independents. This evidence may indicate
the presence of - market power in concentrated markets, but the interpretation of such
evidence is fraught with dlfflcultles.31 In addition, concentration is apparently

assoclated with less stability in market shares, which is difficult to reconcile with the

31 As in any structure—performance study, the results should be 1nterpreted

cautiously. See Goldschmidt, Mann and Weston, Industrial Concentration: The New

Learning (1973).
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effective exercise of market power. In general, thé evidence is certainly not conclusive,
but is consistent with a view that major mergers involving significant overlaps in
marketing shc;uld be closely scrutinized. |
2. Price competition among majors

Other recent evidence suggests the .presence of retail price competition among
the brands of the majors. The documents of one major firm provide a comparative
survey of the retail prices of its brand versus those of other majors for more than 60
cities for a 9-month period in 1981.32 For the 56 cities consistently reported over the
time period, this company's retail price was both higher and lower than the average retail
price of the brands of other majors, in full service regular and unleaded gasoline sales in
each of 31 cities for each product over the period studied. Thus, the company's brand
wés priced higher and lower than the average price of the brands of other majors, both
within and across cities, showing no definite tendency to be a high "price leader" or a
consistent "follower." The average absdlu‘te value of these within-city price di’fferentiéls
for the 9-month 'periodlfo'r this sample of cities was approximately 4.5 cents for regular
and 5.2 eenté. for unleéded. vThus, in general, the retail price of this company's brand for
both full service regular and unleaded gasoline varied considerably relative- to the
average prices of the brands of other majors_.33 Such variation is suggestive of a lack of
naoordination" of prices between majors, casting doubt on assertions that the majors
could have been acting in concert during the period.

3. Role of independents

Independents have traditionally tended to induce price competition in markets.

32 The documents provide no explanation of who the other "majors" may be. Thus, it
is not known whether the term major refers to the large integrated refiners (as in
this study), or to major marketers within a particular city.

33

The data contained several "outliers." Thus, for two cities over the 22 month
period, the range of the differential was 19 cents (0 to 19 cents and -13 cents to 6

cents). It is not known whether these observations represent significant errors in

reporting.
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This factor is acknowleged in internal company documents. For example, one company
notegz "[T1he major problem has been the private branders — they have not gone along
with price réstoratiq__ns except temporarily." Indeed, there is some evidence thatv
independents may have induced medium size refiners w’i’th lower market shares or less
advertised brands to adopt more price competitive strategies raéher than follow
marketing practices of the largest majors. As one company stated: "[It] is believed that

additional major brand marketers with weak retail networks will adopt more competitive

- price practices in relation to the nonmajor branders, or in some céses will increase
wholesale sales . . . . Such moves will maintain pressure on the spread between refinery
and pump prices." |

The effects of cor'npetition. from indepéndents appear to vary from place to

r place. One majof compahy noted ihat, over a given time period, private brand impact

t ; varied noticeably depending upon the local availability of unbranded rack wholesale

|

supplies:

. © . é
‘[TIhe Independents are a powerful marketing force in the Mid-

: ' Continent area where ample product supply is available from

b Gulf Coast and Mid-Continent refiners. From there the
Independents’ market share progressively drops to the less-
than-20% levels found on the West Coast and in the North
Atlantic states where product supplies for Independents are

- less available. .

In the Northeast reg'ion of the United States, internal documents of a majoi' oil ;qupany-
discussed the minimal impact of independent marketers, because of limited supplies:

The independents have the least market share and the poorest -
supply system on the East Coast, particularly in the-
 Northeast. There are very few independent refineries, and the:
- mini-majors, who traditionally supply the independent markets,
are poorly represented on the East Coast, although they do
B _obtain products by exchanges. In the Middle West and South
1L and on the West Coast, the independents are strong,
particularly in the Mid-Continent [region] . . .. The Northeast
is a hard price area; most other areas are quite soft.

Company documents also support the view that the leading majors' marketing

costs have exceeded those of the typical independent marketer throughout the 1970-1980
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period. Whereas majors have traditionally favored ‘high numbers of low-volume retail
outlets, independents have traditionally followed & ‘philosophy of a limited number of
high-volume outlets. Thus, where independents could be assured of sut_'ficient supplies,
they could offer lower prices and thereby pressure leading majors to lower their prices
(and perhaps adjust. their cost structures) to remain competitive . As one company
document noted priof to the price control period in 1972:

"These bbservations support the hypothesis that the

competitive pressuré of ind_«'apendents strengthens in direct

proportion to their market share, forcing reductions in price

‘gifferentials’ and price levels, j.e., the majors are forced to

price more cvo\mp“etitively as independent market share grows."

The indeb_endent_s' focus on price competition continued during the controls period

as well, when supplies were ‘available. One major company noted, for example, in 1976:

Major brand marketers are responding to increased nonmajor

[sic] brand activity with more competitive pricing « -+ + The
result of these various pricing and retailing activities is a

highly sensitive market with small price differentials resulting
in sizeable volume shifts.

And following decontrol in January 1981, with ‘sufficient product available for
independents, the same major company noted:
u[R]eady availability of product to all segments of the market
has caused severe downward ~price pressure.’ This has
permitted independent brands to market products with extreme
aggressivenes® in an effor¥ to capture available volume in a
declining market." ' ‘

The majors have responded to this pressure- from independents in a variety of
ways. They shifted to i_;_si g sglf-serve pumps at more stations. They introduced higher-
volume stations that emphasized price over service, such as Exxon's Alert, Gulf's Safire,
Mobil's Sello, and other 'f_figﬁting brand" stations. More recently, some have dropped
credit cards or imposed_ditferential prices for credit and cash purchas:es; they have sok

off many lower vblumb'e (more ‘costly) locations; marketing department personnel have

been reduced; and various withdrawals from whole territories where costs were
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presumably high have been implemented or announced.34 Nevertheless, the
independents' market share of gasoline sales in the country as a whole increased from 23

percent to 35 percent in 1980.35

4. Price leadership.
The structural characteristics of gasoline marketing are such that one would not
predict that effective price leadership would be likely. Nevertheless, \there is some
evidence (particularly in company documents from the pre-embargo period) that price

leadership does sometimes occur. In 1970 testimony, the President of the National

- Congress of Petroleum Retailers generally described gasdline pricing as follows: "Most

areas of the country have a price leader, usually the'strongest major in the area. He
posts the price at which he'is selling to his dealers. Usually the other suppliers in the
aréa follow the pi‘ice."36 This description is corroborated by the internal company
documents expressing the view of one larger company's Marketing Vice President:

Particularly in [one region of the countryl, where we are the

[price leader], implementation of [our pricing] policy has called

for frequent bootstrap efforts on our part. We define a

bootstrap to mean "a unilateral price increase followed by a
waiting period to see if the competition will join us." In other

34 Without relatively objective, contemporaneous internal documents (and very

detailed and thorough examination of these) it would be extremely. difficult to
estimate the actual present day performance of the gasoline marketing operation
within an integrated company. Appropriate allocation of costs to gasoline apart
from other products, valuation of investment carrying or opportunity costs, and
especially assignment of a realistic transfer price for the gasoline itself can each
be critical factors. For example, a five-year forecast by one company in 1977
indicated a total profit in marketing of $890 million based on its "internally used
transfer price" from refining to marketing; the same document notes, however, that
using the "arm's length price which existed in the market place" would convert the
same projection into a $1.33 billion loss. .
35 Whether the independents' share will continue to rise, hold at its present level, or
‘Start to decrease will depend on a variety of factors. One of these factors may be
the ability of relatively small independent refiners to survive in the post-controls
period. v : :

36 Marketing Practices in the Gasoline In'dustrx: Hearings before Subcomm. on
Antitrust and Monopoly of the Senate Comm. on the Judiciary, 91st Cong., 2nd

Sess., Part 1 p.3 (1971) (testimony of H.C. Thompson).




areas, where we have comparatively low market position, our
price restorations follow the reference marketer.

Being a consistent leader of upward price moveé (or "restoratioh“ attempts) ip any
given market would appear to impose a gertain burden. Since leadership means going up
first, coming down last, and generally 'avéraging slightly ﬁigher prices than other fnajors
in the area, the leader would appear to experience volume or market share losses relative
to other marketers. One company's documents appear to confirm this analysis: "In some
markets thé Company is férced to decide between price stability or competitive
position. Specifically, [our company] has often had td decide how much volume it is
Willing to sacrifice in order to encourage OVer_a]l market stability."

'5.  Practices that may facilitate price stability

One company's documents indicate that prior to.. 1969, major refiners evidently
felt free to telephone each other and verify net prices of competitors in a specific
pla(:e.:“"7 But in its 1969 Container dvecision,38 the Suprem’e Court in effect qutlawed
such direct inquiries by firms to find out whaf their competitors were charging. In
commenting on the effect of Container, one company noted:

| It is difficult to over-estimate the significance of this
development. Previously, with price verification, the

individual majors knew the price levels of the other majors and
some stability and. order was possible. Todsay, the only

3_7 By ascertaining temporary or local discounts from each other's wholesale price to
dealers (temporary voluntary allowances or "TVA"), companies were apparently able
to compute net price of gasoline at wholesale. One company described the benefit -

~ of such market discounts to price stabilization:

The purpose of instituting a revised schedule for dealer and
distributor sharing in depressed price markets is to discourage
predatory or Maverick price behavior. It is apparent that the
total of the 4.5 [cents dealer margin and 2.75 [centd
distributor [jobber] margin encourages such predatory pricing,
and we have strong evidence of this in southern Missouri,
northern Arkansas, Oklahoma, and to a lesser degree in Kansas.
. . . The idea of the proposal is to discourage promiscuous
price cutting. ' ‘

3

0

United States v. Container Corp. of America, 393 U.S. 333 (1969).
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information available is the actual pump price at the station
which is set by some relatively irresponsible dealers, and when
instability sets in, a single major does not know if this is a
move by the supplier or by a few dealers.
Notwithstanding the demise of direct price verification after Container it may have been
possible for refiners to continue monitoring individual refiner adjustments tO»vd.é.aler
tankwagon prices, according to one company's internal documents. "[C] hanges in retail
postings at a substantial number of service stations supplied by a competitor in a given
area permit the inference that the supplier has made proportionate changes in its net
retailer tank wagon prices." |
6. Practices that undermine price .coordination
Recent changes in major brand pricing practices may tend to complicate the
monitoring of other firms' price moves. According to news reports, Exxon and Gulf, for
example, are experimenting in certain states with "terminal-based" pricing for branded
jobbers and dealers, which eésentially will ereate more variations in delivered ”p,rices
depending on trucking distance from individual terminals.39 Several refiners have
.recently been experimenting with separate wholesale charges or discounts des_igngd to
recoup credit card costs, 'an'd‘Arco has eliminated its credit card altogether. Arco's
action in 'particulér appa;fently. set off a flurry of price cutting by other majors,
especially on the West Coelst.40 For about 18 months various "rebate" programs injected

an especially chaotic element into major brand net wholesale prices, but most of these

39 y.s. Oil Week, Sept. 28, 1981, at 1-2. The net effect on price monitoring mays
however, further depend on the timeliness and reliability (i.e., extent of discounts
off) of such price postings. a ’ '

40  y.g, 0il Week, Apr. 12, 1982, at 3.
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programs were terminated this spring.41

Considering the. current relative glut of
gasoline and the unknown future status of these and other such experiments, their long
term impact.cannot be predicted at the present time.
d. Nonprice competition |

VGasoline is a commodity with standardized, _specifiable ‘qualities such as octane
rating and leéd content. But the selling of this commodity, especially as done by the
largest firmé, evolved into an offering of édditional éonvenience, services, credit, and at
times other inducements bundled together with the basic fuel. Such nonprice features
can simply be the result of responses to conSurhér_demand. In other cases, such features
can‘be the result of an oligopoly's inability to control nonprice competition to the same

42 Although it is difficult to determine their

degree it controls price competition.
réiiébility, internal stuc‘iiesv by the leading oil companies during the pre-embargo period
sugg'esféd vthat the overall cost of their gasoline marketing significantly exceeded the
associated increment in the value of their majon; “brands in the markbetplace. One
'éompany's internal analysis in 1971 implicitly reflected the conviction that the major

brand marketing style would not be sustainable in a market where their wholesale

supplies were offered as commereial or bulk sales, rather than through small outlets:

41 with wide variations from refiner to refiner, the typical "rebate" program gave

‘discounts to jobbers and dealers based on their individual sales volumes as a
~ percentage of their individual sales volume in an earlier base period. Even though
the formulas for each refiner's rebate program were announced, it would have been
virtually impossible for another firm to calculate precisely the actual net selling
prices of a particular refiner at a particular time. Ten refiners dropped rebates as
of March 1, and several others ended their rebate programs during the ensuing
weeks. U.S. Oil Week, Apr. 5, 1982 at 1.
42 an oligopoly may have much more difficulty controlling nonprice features because,
among other reasons, nonprice inducements themselves can be more complex than
price. That is, it is difficult to tell whether a certain advertising slogan is "worth"
as much as a free glass; it is easy to tell that a 49 cent price is different from a 50
cent price. Also, new nonprice tactics can be expected to require some time lag
before other firms can respond, whereas price "retaliation" can be almost
instantaneous. '
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If several of the large majors chose fo abandon their service
station business in favor of commercial or bulk sales, the
independents would grow rapidly to a dominant position in the
industry. This is already happening to some extent and is one
of the reasons for current price problems.

The independents' growth in market share, about one percent of the market per
year, may be g reflection of the traditional cost disparity between the majors' marketing
style and that of the indépendents. However, marketing changes by the majors'may have
‘greev.atly reduced the traditional disparity. The majoré’ have recently sold off :man:y lower
‘volume (more costly) locations; they now allow self-service at their branded outlets; they
seem tol less often advertise-‘claims regarding gasoline specifically; credit card policies
are being reviséd; marketing department personnel have been reduced; and various
withdrawals from wﬁole territories where costs were presumably extra high hav_e been
im.plémen’ted or _announced.‘ jThus, it appears that the mef_ijors have made some shift
toward lower cost mdrketing.

.8; Coneclusion _

Sigﬂificant shifts and chahges in wholesale and gasoline marketing ap;;ear to h'éve
occurred since the 1960s. Different regions of the :United States vary iﬁ the
concentrations of sellers, and the relative strength and weakness of independent
marketers and majors. Past merger activity does not apbear to have affected
concentration. However, mergers involving jg'asoline marketing should continue to
receive élose serutiny under the antitrust laws. As indicated above, within the last_ ten
months, the Commission determined that Mobil Oil Corpora_tion's acqﬁisition of Marathon
oil Company and Gulf 0il Corporation's acquisition of Citiés Service Cbrporation' might

. tend substantially to lessen competition in regional and local markets.
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VIi. CONCLUSION
Based on the foregoing, the Commission's» findings with respect to the seven
specific subje.cts‘enumerated in the January 15th Congressional request may be described
in the following manner.

1. The numbers and size and the descriptions of the terms of such mergers in
each of the last ten years

As discussed in Section III, by several empirical measures oil industry acquisition
activity increased in the period 1979 and 1980 compared to earlier in the decade.
However, an important part of this increase can be attributed to a few large acquisitions
and to‘acquisitions of fossil fuel deposits. Terms of.particular mergers are discussed in
Sections MI and IV and in Section VI(A).

2. Factors influencing such mergers, including the role of oil price decontrol
and the causes for their recent acceleration in number '

As deseribed in Section IV, mergers are undertaken for a variety of reasons and no

single theory can explain all mergers. However, at least part of the recent merger -

pattern appears to be due to a number of factors that gained prominence beginning in
1979. The rapid escalation of crude oil prices beginning early in 1979 made feasible a
wider use of techniques for enhanced oil recovery, and this development méy have
encouraged the most technically capable firms to acquire reserves from other firms in
order to exploit advanced recovery methods. The rapid price increases probably widened
.differeﬁces of opinion regarding futut'e prices, and divergent expectations may have
encouragéd, trades of fossil f;xel related oil stocks and assets between those more
pessimistic about future prices and those more optimistic. | These conditions were
reinforced by the phasing out and eventﬁal decontrol of crude oil.

A number of additional fbrces may have influenced mergers. The windfall profits
tai, for instance, increased the desirability of uéiﬁg cﬂertair.l | enhanced recovery
techniques, and may have motivated certain firms familiar with these techniques to

acquire additional reserves. More generally, corporate income tax provisions encouraged
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mergers by allowing firms to increase the basis of acquired assets and to redepreciate

the assets for tax purposes.

3. The impact on competition and on the availability and prices of petroleum
‘ products to consumers

This subject is discussed in Sections I and VI of the study. Based upon the
anélysis in those sections, the Commission does not believe that prices or availability of
supply have been adversely affected by the acquisitions that have occurred in the past
few years. Although in absoiute ferms many acquisitions have been large, compared to
~ the size of the indu;fry fhey have been relatively small. This can be attributed in part to
thé‘» nature of the acquisitions. The largest acquisitions directly affecting competitive
coridiii;)ns have involved mainly crude oil assets where the market, with some exceptions, |

is world-wide, and where market concentration is not high.

4, The effect of acquisitions in diverting investment capital for the exploration
for and development of energy sources '

As explained in Sections I and IV, the large oil companies have (by various
meaéures) incfeased their acquisition activity over the period 1979-1981, when compared
with earlier years. However, this does not imply that capital has been subst&h’t‘iélly
diverted from the exploration and development of energy sources, especially in'view of
the féct that exploration and production of crude oil generally increased during the same B
~ period. Also, it is worth noting that certain oil industry mergers might create a
faﬂrbrablé environment for additional investments in crude_ oil ex;;loration and production,
as reserves are turned over to the firms best able to exploit them. Increased incentives
from. crude oil decontrol, tax legislation, and the desir_e’to diminish OPEC dependence
apéear' to have also resulted in an increase in exploration and production activity.

5. The extenf of concentration in each major section of the petroleun industry, -
the impact of such concentration on competition, and the impact of mergers -

on concentration levels - R
Section VI of the study sets forth concentration levels for a variety of geogi-éphié'

markets at each level of the petroleum industry. These data show most markets are not
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highly concentrated. However, as explained in Section VILA, competitioﬁ is affected not
only by the level of industry concentration but also by other conditions in the industry,
including di.fficulty of entry, elasticity of demand, product homogeneity, and
noncompetitive conduct.

Increasés in concentration resulting from recent large mergers have been very
small for the most part, and do not appear to have endangered competition. However,
despite the existence of substantial competition- in most aspects of the petroleum
industry, mergers of competing petroleum firms should continue to be scrutinized for
anticompetitive effects in particular markets. In the market for crude oil, the two
potential sources of concern would be (a) that a merger might reduce the extent to which
oil companies seek to obtain lower prices from the OPEC caftel, and (b) that a merger
might have adverse effects on competition in regional markets in the U.S. At the
refining level, there are a variety of possible product and geographic markets in which

" mergers could have anticompetitive effects. With respect to the transportation of crude
oil and petroleum products, the most likely area of concern would i)e whether a pipeline
acqu1s1t10n conferred market power on the acquiring firm. At the marketing level,
horlzontal overlaps at the wholesale level, particularly in gasoline, as well as potent1a1
effects on supplies of gasoline to independent marketers, should receive careful scrutiny.

6. The transaction costs of such mergers, including fees to lawyers, investment
bankers, and accountants, and the time expended by company officials in
connection with the transactlons

Seetion VI of the study concludes that the transaction costs for most acquisiti'onsb
range‘fror\n one-half of one percent to one percent of the purchase price. For a number
of mergers, however, the amount may ekceed the one percent level. In two recent large
acquisitions — Shell/Belridge and Du Poﬁt/Conoco — the estimated transaction costs
equalled roughly six-tenths of one percent of the total purchase pricé. There are

additional costs incurred by enforcement agencies in reviewing merger activity.
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7. The extent of any asserted efficiency justification for such mergers

" As noted in Section IV of the study, the most likely efficiency effect in a merger
bétween crude oil producers would be the 'application of technical know-how to realize
the maximum production from crude oil reserves and from revaluations of crude
reserves. The former would result in lower production costs or .higher output and the
latter would alter investment decisions. The Shell/Belridge transaction and a number of
other ba,cquisitions may fit the first hypothesis. Although the evidence is less clear,
Mobil's attempted acquisition of Marathon or Du Pont's acquisition of Conoco may fit the
second.

In addition to requesting an analyéis of the foregoing subjects, the Congressional
inquiry mentioned the possibility of legislation to impose a- morétorium on .mergers
between oil companies. ‘Based on cﬁrr_éntly available information, the Commission
recommends against any 1egislative ban on oil company mergers. Such interference'in
normal market foreces is unwarranted, both because there have been no significant
adverse implications on the state of competxtlon in the mdustry from mergers, and
because mergers with significant competltlve impact can be satlsfactorlly exammed

under Section 7 of the Clayton Act and the 1976 Hart-Scott-Rodino amendments ‘to that

statute.




APPENDIX A ’

DATA FOR THE MERGER STUDY

L Aecquisitions by Large Petroleum Companies 1971-1981

A. The Data

The data used in the study of acquisition activity by large petroleum companies

was developed in three steps. First, every transaction identified in five primary data

sources was listed for each company, along with any information regarding the character

of the transaction and the assets, sales, and consideration involved. These primary

sources are:

The internal FTC version of the overall merger series;

The 1981 Moody's Industrial Manual description of each acquiring
company;

Moody's Industrial News Reports 1971-1981;
HSR filings through January 1, 1982;

Piccini, Raymond, and Potter, Stephen Niles, Acquisitions by Large

0il Companies 197(_)-1978, API, Nov. 1979.

The second step was to use six secondary data sources both to fill in gaps in the

above and to identify additional transactions. These secondary sources are:

6.

7.

8.

Mergers and Acquisitions (Periodical);

Announcements of Mergers and Acquisitions (monthly), the

Conference Board,

The followmg studies of 011 company acquisitions by the Congressional
Research Service:

a. Sprlggs & Scott, Mergers and Acquisitions by Twenty
Ma]or Petroleum Companies: 1968-76 (June 24, 1976)

b.‘ An Update on Mergers and Acquisitions by Twenty
‘Major Petroleum Compames (Nov. 1977).

c. Gelb & Jickling, Mergers and Acquisitions by Twenty
Major Petroleum Companies: January 1977 through
March 1981, (Apr. 9, 1981);




d. Gelb, Completed and Pending Acquisitions Involving
Large U.S. Oil Companies: March 1, 1981 - Aug. 5,
1981, (Aug. 7, 1981); '

9. Yearbook of Merger Activity, to January 1, 1980 (Cambridge
Corporation Publishers);

10. Acquisition and Consolidation Report Niedérhoffer, Cross &
Zeckhauser Inc. (various issues for 1979). :

11. Dun and Bradstreet, Million Dollar Directory
Middle Market Directory (for sales data only).

A number of lists of oil acquisitions in various Congressional hearings and other
publicatidns were aiso examined. These are not listed because they all appeared to be
derived ffom FTC or Congressional Research Service data or use less complete data than
that in these two sources.

| The third step was to confirm that the transactions identified in steps one and two
were completed and to confirm, complete, and resolve contradictions in the data on
assets, sales, and purchase price by ;‘eferi‘ing to 10-K's, annual reports and Moody's
publications for both the acquiring and selling firm. \
B.  The Merger Series

Transformation of the raw data into the merger series involved four steps. First,

an acquisition was included in the merger series only if reliable confirmation of its

completion was available. This confirmation was usually found in the financial reports of

the parties to the transaction. A few transactions were confirmed only by Moody's

Industrial Manual, the Piccini and Potter study, item 9 of an HSR filing (acquisitions in

the last ten years), communications with the company involved, or the trade press.l If

completion of a transaction could not be confirmed, it was not included in the merger

series. While confirmation could be found for most transactions, there were exceptions.

Sihce some of the deleted transactions may actually have been completed, this is a

- While sources one through ten above were used to identify transactions, only

sources two and five were regarged as providing confirmation that the transaction
was completed. -




potential source of error in the data. This problem arose most often in connection with
transactions during 1981, because some of the data sources used to confirm transactions
are not yet av'ailable for the 1981 period.

The second step was to delete all transactions for which both the purchase price
and the assets involved were less than $10 million. Transactions for which neither assets
nor purchase price were known were also deleted. While a major effort was made to
obi:ain a purchase price for every identified transaction, this effort was not completely
successful. While most of the transactions excluded for lack of information were
probably small, some transactions of $10 million or more could have been dropped from
the data for this reason.

The third step was to resolve inconsistencies in the repqrted data. There are a
number of instances in which different sources provided conflicting information on
assets, pﬁrchase price, or sales. When the differences were irreconcilable, the following

hierarchy of sources was used to choose the value used in the merger series.

Purchase Price ' Assets and Sales
1. Company Financial Reports 1. Company Einancial Reports
2. Moody's | 2. Moody's |
3. API Study | | 3. HSR item no. 9

4. HSR filings and

FTC Merger Series . 4. API Study
5. Other _ o ’ 5. HSR filings and FTC merger .
. ‘ series
6. Other

The purchase price was obtained from one of the first four sources in virtually
every case. Data on the assets and sales of the acquired firm were frequently obtained

from the other sources. Two or three purchase prices had to be estimated because they




were stock acquistions for which the number of shares issued was known but no overall
valuation was found. In these instances, the mean of the stock's high and low in that year
was used to ualue the transaction. Ekcept for these instances in which the approximate
price was calculated, every purchase in the data reflects the actual valuation of the
transaction. '

No information regarding purchase price could be found for one transaction of
more than $10 million which appeared on a list of its acquisitions provided by one of the
sample firms. This transaction was arbitrarily i/alued at $11 million. In all other cases
the data should accurately reflect the value of the transaction.

Data on assets and sales were unavailable for probably a majority of all
transacticns in which the purchase price exceeded $10 million. In fact, such data were
unavailable for such an overwhelming preponderance of transactions in which less than an
entire company was acquired that it was not possible to use assets and sales derived from
the various data sources to measure merger activity. Even for "whole company
achisiticns," data on assets was unavailable for 11 of 52 transactions, and data on sales
was missing for 8 of 52 transactions. However, since assets acquired is the measure of
acquisition activity used in most past studies, it seemed desirable that some cata on
assets acquired (and on sales) should be provided. The fourth step in creating the merger
series was to estimate the missing data.

Since the purchase price was known for every transaction with missing sales or
assets data, the missing data were estimated for each year by assuming that the ratio of
the acquired firm's assets (or sales) to purchase price was the same as the ratio of assets
(or sales) to market value for the sample of large petroleum companies. If data on assets
(or sales) were available for a particular transaction, ratios were derived using these
figures to provide a second estimate of the missing data. When two estiruates could be

made, their average was used in the merger series.

These estimates will tend to overstate actual sales and assets because acquisition




priées reflect a premium over the company's prioi' trading value (if not, there would not
be a merger). Thus, the ratio of purchase price to assets for the acquired firm is likely
to exceed tﬁe ratio of market value to assets fér the sample of oil companies. Using the
acquisition price to estimate acquired company assets (or sales) as deseribed above will
therefore provide an upward bias in the estimates of assets or sales acquired. The
transactions with missing data were rather small, and any overstatement should have
only a minor effect on the results and no effect on the "Large Whole Company
Acquisition" data series.
C. Purchase Price as a Measure of Acquisition Activity

A significant difference between thié and most previous studies of merger and
acquisition activity is the extensive use in the present study of purcﬁase price as a-
rheasure of acquisition activity.

The disadvantage of measuring acquisitions by purchase price rather than by total
assets is that the size of the transaction will vary with the financial structure of the
acquired company (particularly its leverage) when measured by purchase price. In recent

years, however, accounting assets may provide an even worse measure of firm size

because of inflation. The cost basis on which many assets are carried on a firm's books

lﬁay have very little relation to their current market value. This is particularly true of
crude reserves and is reflected by the .fact that the market value of many ecrude
producérs is far in excess of their accounting assets.

Perhaps the best way of 'measuring firm size ‘would be to sum the market value of
thé firm's common and preferred stock and the market value of its long-term debt.
However, such a measure could be conétructed only for publicly held‘ firms, and even for
them its conétruétion would require enormous effort. The reason for this study's reliance
on purchase price as a measure of aéquisition activity is practieél rather than

theoretical. It is simply that the reported data on the asséts involved in acquisitions of

" subsidiaries and divisions of firms is so limited that reliance on reported figures for




assets acquired would require eliminating perhapsv one-half of all transactions from the
merger series.

The pzlincipal difficulty in using purchase price measures of acquisition activity is
in valuing complicated and diverse transactions. Two recent examples illustrate this
point. The agreement in Sun's acquisition of Texas Pacific (TP) from Seagram provides
that "Seagram will retain a 25 percent reversionary interest in TP's U.S, producing
properties and a 49 percent interest in TP's non?producing properties once certain

criteria have been met. The criteria include Sun's recovery of the $2.3 billion purchase

-price and a committed minimum of $200 million in capital expenditures on the properties

plus a rate of return of 14 percent on producing properties ahd 18 pergent on non-
producing properties."2
In Mobil's acquisition of TransOcean, Inc., from Esmark, Mobil paid $750 million
for TransOcean Inc.'s assets, but "Esmark is entitled to a 10 percent net profits royalty
interest in TransOcean's explorat_éry oil and gas properties."3

In prineiple, these features of the transactions could be valued but in practice the
neceséary information is seldom, if ever, available. In addition, it does not seem
reasonable to describe the assets or interests which are retained by the séller as
compensation paid by the buyer. The procedure adopted in this study is to treat

4 as describing a claim on the revenue

provisions relating to retained equity interests
stream which is not sold, rather than as compensation. Thus, such provisions do not alter
the valuation of the transaction. For lack of any reasonable alternative, mandatory

investment provisions are also ignored in valuing transactions.

2 0il and Gas Journal, "Sun, Seagram Sign Texas-Pacific Agreement," May 5, 1980, at

138' .
3 The Oil Daily, August 27, 1980, at 192.
4

This procedure was applied only to claims. on the residual. Thus, production
payments are treated as debt financing and not as describing a retained interest.




A similar problem which arises primarily in the acquisitioﬁ of whole éompanies is
that the acquiring firm frequently assumes the long-térm debt of the acquired entity. In
some sourceé, the value of ‘this debt is included in the valualtion of the transaction. In
this study, however, the value of debt assumed is not added to the purchase price in
valuing a transaction. This decision is arbitrary, but is based on a judgment that the
available data would permit the consistent and accurate application of a rule excluding
the value of debt assumed from the valuation of the transaction but would not permit a

consistent or accurate application of any alternative rule.

II. Comparison of Merger Activity Between Large Petroleum Companies and Other

Large Companies 1979-1981

Data for the comparison of merger activity among company groups wére also
developed using essentialiy the same sources of information and procedures described
above. The starting point in the study was the FTC log of Hart-Scott-Rodino filings,
since the analysis was restricted to those transactions for which a filing was made under
HSR. Financial reports and other data sources previously mentioned were then used to
determine whether or not these transactions were consummated and the valuation,
assets, and sales of the acquired entity. |

The. determination of whether transactions for which a filing was made in the
latter portion of 1981 were completed in 1981 or in 1982 was a particular problem. The
reason for this is the previously mentioned lag in the publication of the various
information sources used in this study. The procedure adopted was to include in the data
t’ransactions for which a filing was made in 1981 and were known to have been
consummated in either December 1981 or January 1982 as well as those for which it is
unclear whether the acquisition was consummated in either December or January. The

effect of this procedure on the results is not material.
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January 15, 1982
Federal Trade Commlssitt
RECEIVED

Honorable James C. Miller, III
Chairman, Federal Trade Commission JAN 15 1882
6th Street and Pennsylvania Avenue, N.W.

‘Washlngton, D.C. 20580 Office of Chairman

Dear Mr. Chai:man:

We are writing to request that the Federal Trade
Commission conduct a thorough investigation of the impact of
mergers and acqulsltlons involving large oil companies.
Concern about the effects of mergers involving large oil
companies has been evidenced in Congress recently in many
ways. Hearings on this subject, and on merger activity
generally, have been conducted in both the House and Senate

by the Judiciary and Commerce Committees and Subcommittees.
" ‘Several members of Congress have sponsored leglslatlon to

impose a moratorium on mergers between oil companies and one
such bill passed the House on December 16, 1981. Concern in
this area is heightened by a perception that merger activity
involving petroleum companies has increased, a trend that

you noteé in testimony before the House Jud1c1ary Subcommlttee
on Monopolies and Commercial law.

A study of o0il company mergers by the Federal Trade
Commission would be of great help to Congress in the exercise
of its oversight and legislative responsibilities. 1In con-
ductlng your study, we would request that you focus on
mergers and acquisitions of assets or stock in which the
acquiring or acquired firm is a large domestic or international
petroleum company or an affiliate. To the extent p0551ble,
this study should evaluate: (1) the numbers and size and a
description of the terms of such mergers in each of the last
ten years; (2) factors influencing 'such mergers, including
the role of oil price decontrol, and the causes for their
recent acceleration in number; (3) the impact on competition
and on the availability and prices of petroleum products to
consumers; (4) the effect of acquisitions in diverting
investment capital for the exploration for and development
of energy sources; (5) the extent of concentration in each
major sector of the petroleum industry, the impact of such
concentration on competition, and.the impact of mergers on
concentration levels; (6) the transactional costs of such
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mergers, including fees to lawyers, investment bankers, and
accountants, and the time expended by company officials in
connection with the transaction; and (7) the extent of any
asserted efficiency justifications for such mergers. We
would also appreciate a description and an evaluation of the
adeguacy of current law as it relates to mergers involving
major oil companies.

We would appreciate your prompt attention to this
request so that the study may be completed by June 30, 1982.
If this time frame or the scope of the study as outlined

above will create significant difficulties for the Commission, ;;f

or if the cooperation of other federal agencies is necessary .
for the Commission to complete the study requested in this . ...
letter, we would appreciate being informed as soon as possible.

Sincerely,

— : Strom Thurmond

Bob Packwood.

Chairman _ Chairman , 3
Senate Committee on Commerce Senate Committee on the
Science and Transportation Judiciary

D W i

/ﬂbward W. Cannon Jg¢seph R. Biden, Jr.
/Ranking Minority Member : Ranking Minority Member
Senate Committee on Commerce ’ Senate Committee on the

1

Science and Transportation Judiciary
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Peter W. Rodino, Jr.

Chairman Chairman
House Commerce Committee House Judiciary Committee
c“) '
{
(A’M(M’W( /Z
James T. Broyhill’ Robert McClory
Rdpking Minority Member ’ Ranking Minority Membe

House Commerce Committee v House Judiciary Committee




FEDERAL TREDE COMMISSION
WASHINGTON. D. C. 20586

OF THE CHAIRMAN

February 10, 1982

Honorable Bob Packwood
Chairman, Committee on Commerce,
Science and Transportation
United States Senate
Washington, D.C. 20510

1

-

Dear . iTman:

Thank you for the letter of January 15, 1982, in which you

;. and your colleagues request the Federal Trade Commission to study
- the impact of oil company mergers and acquisitions. We are

. pleased to undertake such a study addressing the specific areas

~ ‘mentioned in your letter. I understand that my staff has been in

+  touch with yours and will arrange briefings from time to time as
- .. the study progresses.

S As a basis for our research, we plan to rely on the Exxon
.+ 'discovery materials (Exxon Corp., et al., FTC Docket No. 8934,
dismissed on September 16, 1981) and other information gathered
in the Commission's recent energy activities, In addition, we
have requested access to the basic 0il company data supplied in
the Energy Information Administration's EIA-28 Report form for
major o0il companies. (This information is gathered pursuant to
the Financial Reporting System ("FRS") program.) The EIA-28
- forms contain detailegd financial information on company energy
- and non-energy activities, energy resource development
activities, refining and marketing activities, and analyses of
investment patterns. -Other information will be requested, as

necessary, from EIA, the Department of Energy, and perhaps other
agencies,

Although the Commission is sensitive to the June 30, 1982
completion date specified in your letter, there is, of course,
some risk that we may not be ‘able to complete the entire study by
that date. In addition I should note that while some of the
questions addressed to us by your letter will be fairly easy to
answer, others will likely prove difficult to answer with any
great degree of precision. 1In any event, we shall do our best
and will, of course, keep you advised of our progress.

*



Honorable Bob Packwood

Finally sir, let me apologize for the delay in answering
your correspondence.  (Before I did I wanted to identify the
parameters of the study and be reasonably satisfied that we coulg
deliver a gquality product.) 1If I may be of further assistance 1n
this or any other matter, please by all means, let me know.v

Slncerely yours,

- ' James . Miller 1II
Chairman




FEDERAL TRADE COMMISSION
WASHINGTON. D. C. 20580

HFFICE OF THE CHAIRMAN

September 27, 1982

" The Honorable Bob Packwood ¥/

Chairman

Committee on Commerce,
Science and Transportation

United States Senate

Washington, D.C. 20510

Dear Chairman:

On January 15, 1982, you wrote to me requesting a thorough
investigation of mergers in the petroleum industry. The
Commission has completed the investigation you requested, and 1
‘am pleased to transmit to you the Commission's report on the

‘impact of mergers and acquisitions involving large oil companies.

The study covers the issues suggested in your letter of

-'January 15, 1982, although the organization of the report has

been altered somewhat for expositional purposes. The report
begins with a summary and a brief deseription of the petroleum
industry. The section that follows analyzes the empirical data
on oil mergers in response to your first request that we evaluate
the number and size of mergers. Responses to your second,
fourth, and seventh requests are found in the next section
covering merger incentives, including factors influencing such
mergers, the extent of asserted efficiency justifications, and
the diversion of investment capital. The sixth issue you posed
in your letter is addressed in the section on transaction

costs. The third issue, the impact on competition, and the fifth
issue, the extent of concentration in the petroleum industry, are
discussed in the section on competitive factors in examining
petroleum mergers. The conclusions of the study are summarized
in a final section. ' '

Commissioners Michael Pertschuk and Patricia Bailey have
submitted separate statements pertaining to the attached
report. Commissioner Pertschuk dissents from endorsing the
report as a Commission study. In addition, I am submitting my
own personal statement endorsing the Commission's report. All
three of these statements are found in Appendix C of ‘the report.

¥/ Identical letters were sent to Senators Thurmond, Cannon, and
Biden, and to Congressmen Dingell, Broyhill,’McClory, and
Rodino. .
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The\Honorable Bob Packwood
Page 2

If you or your colleagues have any questions concerning the
Commission's study, please feel free to contact me, or your staf
may want to contact Ronald B. Rowe, Assistant Director for
Litigation (Petroleum), Bureau of Competition [(202) 724-1441] ot
Philip Nelson, Assistant Director for Competition Analysis,
Bureau of Economies [(202) 254-7710].

We appreciate having this opportunity to be of service.

By direction of the Commission.
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SEPARATE STATEMENT OF CHAIRMAN JAMES C. MILLER III
CONCERNING THE OIL MERGER STUDY (SEPTEMBER 27, 1982)

Today the Commission is submitting to Congress a report
entitled, "Mergers in the Petroleum Industry." In my judgment,
this report contains well-reasoned analysis and wholly
supportable conclusiqns.

On the occasion of'submitting this report I want to take
this opportunity to extend my personal comméndation to the many
Commission economists, lawyers, and other personnel who completed
the task in exemplary fashion, under extremely trying
circumstances occasioned by our simultaneous investigation of
Gulf Oil Corporation's proposed acquisition-of Cities Service
Company. I also want to commend the staff for the courteous and
responsive manner in which comments and suggestions from the !
various Commissioners were incorporated into the report. ’

I am confident that Congress will find the Cmnnissionfs

report a valuable input in its continuing deliberations.
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SEPARATE STATEMENT OF COMMISSIONER PERTSCHUK
CONCERNING THE OIL MERGER STUDY TO BE SUBMITTED TO CONGRESS

September 17, 1982

I do not endorse all the conclusions of the report on oil
mergers submitted to Congress. While the.rebort contains a
substantial amount of useful information and analysis, the policy
conclusions seem to be that large oil company mergers do not
divert capital from expioration and development of new sources of
0il, that they 6ften result in efficiencies, that past
acquisitions have not harmed competition, and that no special
legislation is necessary to deal with them. I disagree with each
of these proposiéions, and I do not believe the report itself
supports them.

The report concludes that oil mergers have not diverted
capital from exploration "in view of the fact that exploration
and production of crude oil generally increased during
[1979-81]." (p. 296) However, a 1arge number of factors may
have encouraged production, including price increases and use of
better recovery techniques. Moreover, the fact that exploration
- increased does not mean it would not have increased more without
the easier alternati&e of buying another company's crude
reserves.

A good example of én 0il merger in which the acquiring
company chose to substitute acquiring another company's reserVes
instead of pursuing its own development was Mobil's attempt to
~acquire Matathon. As the report itself states, "... there was no

indication that Mobil would have been able to produce oil from
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{Marathon's] vYates field more cheaply; or that Mobil could reduce
its other .cost of operation sxgn1f1cant1v through ownersh1p of
this source of crude oil." (p. 72) The best evidence on this
point suggests that these reserves were undervalued in the stock'
market, and, therefore, Mobil wanted a cheap way to get reserves,
saving it the expense of developing‘its own. To the extent that
'tax considerations, deflated etock values, or attempts to achieve
market power create incentives to buy reserves rather than
explore for them, there will inevitably be a reallocation away
from'development of new sources of crude. '

The report conoludes that "the most likely efficienoy effect
'in a merger between crude oil producers would be the application
of technological know-how to realize the maximum production from
crude oil reserves and from revaluations of crude reserves."
(p. 298) This statement is essentialiy a theoretical one rather
than an assertion that efficiencies have been obtained. Although
the report speculates that some oil company mergers have actually
achieved efficiencies, the evidence is quite thin -- "anecdotal”
mlght even be too generous a description. Of the three examples
reviewed -- Shell/BelrLdge, DuPont/Conoco, and Mobil's attempt to
buy Marathon, only one -- the Shell acquxs1t10n -~ suggests
efficiencies were obtalned in recovery. technlques, as the report

notes. (pp. 70-71) Even in the case of Shell's purchase of

Belridge, it was not essential that another large. oil compagg}had

"~ _to purchase Belridge for it to pursue more efficient recovery

techniques, only that management had to make the necessary




decisions and convince capital markets that the expenditures in
improving technology were worthwhile.

| Finglly, the report concludes that no legislative ban on oil
company mergers is necessary and, implicitly, that no other type
of legislation is needed other than Section 7 of the Clayton Act
and Section 5 of the FTC Act. I disagree with this conclusion
for two reasons. First, there are éignificant limitations under

Section 7 to stopping horizontal mergers, and it is even more

difficult to reach socially objectionable conglomerate mergers
under existing law. -

It is useful ‘to examine existing concentration figures in
-the'petroléum industry alongside the new Justice Guidelines for
merger enforcement. -As shown on pages 156 and 157, the market
sﬁareé for crude oil production and reserves for the largest oil
companies result in a Herfindahl index which, on a national
basis, is 1o§er than the Justice Guidelines th:eshold'for mergers
it is likely to challénge. 1/ 1In addition, the Guidelines
“indicate that a merger is unlikely'to be challenged if the
Herfindahl is not increased by more that 100. A meiger between
Exxon and Arco, the first and third largest companies in crude
oil production, increéses the Herfindahl by only about 78

points. The market concentration for crude oil reserves is

l/ For example, the Herfindahl index for domestic crude oil
production is. approximately 300, based on the figures on:

p. 156. The Justice Guidelines state a merger is unlikely to be
challenged if the Herfindahl for the market is less than 1000.
These figures are based on the assumption of a national market.
There may be regional markets or submarkets for crude and refined
products. :




somewhat higher, but still below the Justice th;eshold for
mergers likely to be challenged. 1In addition, the'Justice
Guidelines indicate that imports of foreign pfoduction should
also be considered in calculating market shares, and this lowers
the market concentration further. 2/

The result of applying Justice Guidelines thresholds to oil
mergers is that, based on national markéts, a combination of

- Exxon and Sohio's-crude production, or réserves, would not be in

the "likely to challenge" range, éven though those are the two
largést companies in the U.S. in those areaé. Mergers at the
réfining ievei may also be difficult to challenge at the national
level, though there are likely to be regional markets for some
products. 3/ |

One major consequence of the.apélication of the Justice -
Guidelines to oil mergers at the crude oil and refining levels is
that second tier oil companies may begin'to disappear, leaving
the domestic industry in the hands of eight or fewer giant
éompanies. The attempted purchése of Marathon by Mobil, for
example, almost resulted invthe disappearance of Marathon as a
vigorous second tier company with a hisfory of supplying

independent gaéoline marketers with refined‘product. Yet the

2/ The report contains extensive discussions of competitive
effects of mergers at the production, refining, transportation,
and marketing levels. While I agree with some points in the
report's discussion of the proper analysis of these competitive
effects, I do not endorse all of the report's statements and I do
not consider them binding on future Commission decisions.

-3/ For example, the Commission challenged the Gulf's proposed
purchase of Cities Service, ‘based on an assumption of regional
markets in jet fuel, S __ '




CommszLOn s off1c1a1 action was not eo oppose Mobil's
acquisition of Marathon's refining and crude oil assets, and, in
fact, the papers filed by the Commission specified Mobil could
acquire these assets. (Commissioner Bailey and I dissented from
that course.) Luckily, the private court suit brought by
Marathon resulted in the enjoining of the acquisition and the
preservation of Marathon as an ihdependent company.

Even more difficult to challenge are eonglomeratev
acqulsltlons 1nvolv1ng 0il companies. It is surely significant
to note_that the three 1argest mergers in history --
puPont/Conoco, U.S. Steel/Marathon, and 0cc1dental/C1t1es Service
have all occurred in the last year and all involved oil
companies. As long as there are tax incentives and low stock
values for petroleum assets, there will be incentives for these
large acquisitions which have nothing to do with.efficiencies.

What's wrong with these mergers? First, they may divert
available credit from more productive uses. The spate of glant
mergers in this past year t1ed up billions of dollars of
availabie credit. Second, they divert the company S own capltal
and management resources to new l1ines of production which they
may'have no particular skill in managing,' As Robert J. Samuelson
put it in a recent essay in'the Netional Journal, "The Bendix
brawl has precious little to do with innovation.. The dilemma of
a mature economy is that investment decisions are dominated by
mature corporations that may have a conservative biae.‘ poing big
things to\keep themselves‘blg, they may xgnore the small thlngs

that start tomorrow's industries.” »Thlrd,_aggregate‘1ndustr1a1
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“economic and political health.

5/ The entire Commission, with the exception of Commissioner
Clanton, advocated legislation to deal with conglomerate mergers

concentration has long term adverse social and political

consequences by focusing economic and political power in fewer

and fewer hands. I have recently provided a statement to the

" House Judiciary Committee on these points which is attached. 4/

One approach to stopping huge oil mergers that would
otherwise be difficult to challenge under the.antitrust laws i$ a
temporary or permanent ban on oil mergers above a certain sj;é,
1 support a temporary moratorium as one way of dealing with the
current wave of o0il mergers that are clearly not based on
production efficiencies. -A lohger term solution, which I
continue to favor, ‘'is a "cap and spinoff” approach to hdge
écquisitions. This was the approach advocated to Congress‘in_
1979 by the Director of the‘Bureau of Competition and
myself. 5/ Under it, an acquisition over a certain size_wqq}d
be permitted so long as assets equivalent in value to the»_“__i
purchased assets would be divested within a particular pe;iod.

Whatever the approaqh taken, I do not believe-we_canpﬁe}g
upon current law alone to deal Qith large oil company mergers.
The combination of lax enforcement.in some quarters and‘tbéﬁfib
diffidulty of dealing effectively with conglomerate_acqqigi?%gns
hnderfcufrent laW»willllead to a permissive governmenf a;gi@gge

toward mergers that in the long run will prove harmful to our

-4/ See also, M. Pertschuk and K. Davidson, "What's Wrong with

Conglomerate Mergers?" Fordham L.Rev., Oct. 1979.

in 1979 while not endorsing a specific approach.
c-7 '




STATEMENT OF
MICHAEL PERTSCHUK
COMMISSIONER

FEDERAL TRADE COMMISSION

TO
SUBCOMMITTEE ON MONOPOLIES AND

COMMERCIAL LAW

OF THE

HOUSE COMMITTEE ON THE JUDICIARY

AUGUST 26, 1981

o




I atpreciate the opportunity to provide my views con-
cerning the current wave of large mergers which we have
‘witnessed over the past few months. */ It is important to note
that thisﬁmerger wave 1is not just a recent phenomenon but
represents the continuation of an extraordlnarlly high level
of large—scale mexrger activity over the last several years.

The size of these acquisitions,_however, has now reached
unprecedented levels. &as I testified with the Chief of
Justice's Antltrust pivision in 1978, tﬁere-were 41 mergers
over $100 mllllon in 1977, 80 in 1978, 83 in 1979 and 94 in
1980. The Commission began to keep track of.$500 million in
1978 -- there were six that year and 16 in 1979. Now there
have been a significant number of bllllon dollar-plus mergers
in 1981, culminating w1th the DuPOnt-Conoco acquisition
valued at well over $7 billion. ' o

There are three,posSible problems with such large mergers,
all based on the fact they concentrate social, economic and
polltlcal power. First, they may reduce competition in one
or more markets. Second, they may .-harm the American
‘economy - by promoting 1neff1c1ency Third, they may harm

American soc1ety and the long run health of the American

political process.

*/  This statement reflects my own views and not necessarily
Those of the Commission or any Commissioner.

Cc-9
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If the merger is between competitors, it reduces the
number of firms in the market and may increase the tendency
for Suprarcompetitive oligopolistic or coliuéive pricing.

If the me£ger is between a supplier and a buyer, it may redﬁée
the oppoffunity for other suppliers or buyers to have access

to supplies or customers. If the merger 1is "conglomerate, "
that is, it does not fit in either of these first two categories
then there may be a loss of competltibn several ways. As

one example, a leadlng firm in one market may become entrenched
in a ddminanﬁ position so that it is even less likely that

i¥ can be challenged. As another example, a large firm,

which may‘havevexpahded internally toventer a new market and
thereby improve competition, may take a short-cut by buying

a major flrm already in the market.

All these concerns of loss of competltlon are tradi-
tional antitrust principles and each large merger Gglch
poss}bly.réises these problemé deserves careful scrutiny.

I fear there is some trend, particularly in the Justice
Departmént, to abandon all concérn]about conglbmerate'
mergers,vandVI.strongly endouragé my colleagues at Justice
to continue to apply these traditional principles-where
appropriaﬁe; | |

The fact'is, however,’that existing antitrust laws
are often not sufficient tools 'for dealing with massive
combinations of corporate entities. This is true because,

in general, the courts have construed the antitrust laws to

require a clear showing of harm to competition in one or




more markets before a merger can be judged unlawfull Sometimes

it is dif flcult to make such a showing because the economic

o K L et

issues in a major merger case are complex indeed -- so

complex that expert ec0nomlsts.and lawyers on both sides can

earn a living for many years while the dispute'wears on,

often coming to ambiguous results in the end. Sometimes the

problem is not primarily one of harm to competition in
particular markets but more general harm to our economy or
our society. Conseguently, I strongly encourage your serious

consideration of additional legislation to deal with huge

mergers which present no social or economic benefits.
Large mergers can harm efficiency by leading managers

to focus attention on growth by acguisition rather than

growth by innovation and internal capital investment and expan-
sion. Whenever a corporation spends hundreds of millions
of dollars to buy a leading firm in another market, it is
not using this available cash or credit line to buy new
capital equipment,'fo replace outworn plant, or to engage in
research and development to support the core enterprise of
.the:COmpany. While the cash or stéck paid for the acguired.
company does go to stockholders, thev do not necessarily turn
their windfalls into productive investments. There is |
~evidence that some firms have sacrificed profitable internal
growth opportunities‘tovfinance acquisitions. **/ As an

August 10, 1981, Business Week editorial, “titled "Mergers

1 Journal

**/ D. Mueller, "The Effects of Conglomerate Mergers,
of Banking and Finance 315 (1977).




are not Growth," stated, "What U.S. industry needs is giant
investment in new products and modern manufacturing processes.

It needs to shed its pPreoccupation with short-term earnings

and be concerned with growth that also helps the economy to

grow.,"

Some would argue that large-scale mergers must increase

efficiency, or otherwise, they would not occur. But how do

the proponents of large-scale mergers claim that they iricrease
- ~efficiency? 6ne'possible way is that poor management is

replaced by better management. While this may be true in

the case of small acquisitions, does it make sense to say

that one giant corpofation is able to better manage another
giant corporation in a totally'separate market than managers
which can be brought in from outside the struggling firm? '
In fact, an analysis by William Aberﬁathy and Robert Hayes

of the Harvard Business School suggests that the American

business executives' preoccupation with strategy and acqui-
;sitions, rather than pProductivity and investment, hés_
coqtributedvto the deteriorating position of American
business._::i/ Even some leading advocates of diversification
concede that most mergers have hot improved corporate

profits. ****/ fThe fact is that the desire of managers for

kkk s "Managing Our Way to Economic Decline," Harvard Business
Review, July-August 1980. S

****/ Salter and Weinhold, Diversification Through Acquisition -
Strategies for Creating Economic Value (New York: The Frees
Press, 1979). : S '




growth in itseif, efforts to exploit low stock values and
other motives, not necessarily related to a more efficient
allocation of resources, are often the @riving force behind
large mergérs.

Anotﬁer possible efficiency argument is economies
of scale. Yet, our foreign rivals have generally not relied
upon bigness to compete but upon incorporating available
innovations, emphasizing productivity, and producing high
guality products. For example, in the Japanese auto industry,
Toyota, Nissan, Mitsubishi, Togo Kogyo, Honda, and Fugi are
ali formidable world competitors which compete aggressively
at home. 1In color TV's, the Japanese have Matsushita, Sony,
Toshiba, Hitachi, Sanyo, and others. Similar exémples are
present in other industries. A series of recently completed_
cross-national studies by Keith Cowling, Michael Firth and
otheré; has shown that, on average, no economic gains have
resulted from mergers even betweenrdirect competitors.

The second.problem -- concentration of eéonomic and
political power in fewer and fewér hands -- is inherently
more subtle and difficult to evaluate. I cannot point to a
numerical index which shows that American sbciety.
becomes less democratic as an increasing proportion of
its assets are owned by fewer companies. This is the very
type of social concern that no economist, no cost-benefit
analysis, can reduce to an equation. I deeply believe,

however, that economic power is political power and that a




concentration of the first means a concentration of the
second and that the influence of the average citizen is
correspondingly diminished.

Tﬁe original antitrust laws were enacted in response
to radical new concentrations of economic power. During
this century, the antitrust laws have aided in slowing
concentration in American industry, particularly by limiting
horizontal acquisitions. -Howevér, there is no doubt that
mergers have;continued‘to contribute sugstantially to con-.
centration levels. One study concluded that, during the
period 1960 to 1968, mergers were responsible for increasing
the share of the éOO largest manufaéturing firms by ten
percentage points. These figures suggest that aggregate
concentration would have declined without the mergers which
actually took place. Wﬁile‘the-figures on concentration
‘trends in the total economy are somewhat mixed, it is clear
there'has been a long-term trend toward increased concentra-
tion in manufacturing. The largest 200 manufacturing firms
'in the U.S. have controlled over 60% of total manufacturing
assets since 1972, a considerable ihcrease over the 46% they
c0ntrqlled in 1947. Massive multi-billion-dollar mergers
threaten to dramaticaliy change the character as Wéll és thel
degree of this long-term tfend.

Inv1979, the Federal:irade_Commission called upon
Congress to enact législatién to deal with the then-current

high level of large metgers. The aggregate size of acquisi-

tions that frightened us then is mild compared to the magni-
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tude and level of merger activity that faces us now. - As 1I

felt in 1979, I believe we do know enough to conclude that

t+he burden chould be shifteé.to the proponents of large-
scale mergers to demonstrate their benefits.

In my view, the conceptual approach in H.R. 4409 is

ysound. This bill functions principally to shift the burden
6f persuasion, not to prohibit huge mergers altogether. if

“the proponents of a large acquisition could demonstrate that

the transaction would substantially enhante competition or
result in substantial efficiencies, the bill's prohibition
would net apply. Moreover, I believe it is essential to
retain a "cap and spinoff" approach as embodied in H.R. 4409.
This provision alloﬁs businesses the flexibility of having an
option to divest assets egqual in value to:those_they wish to
acguire. Thus, H.R. 4409 would not prevent mergers which promised-
significant efficiencies, even if the proponent could not
(or did not want to try to) sustain his burden of demonstrating
the merger would help competition or achieve efficiencies.
As I have previously testified, a demonstration of efficiencies
will often lead to complex and possibly unworkable litigation.
The "cap and spinoff" approach reduces this probiem by
preserving flexibility and allowing beneficial mergers when
such a showing cannot be made.

I strongly support the efforts of the'SuScommittee in
dealing with this important set of issues, and I encourage
your serious consideration of the concepts embodied in H.R.

4409.
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SEPARATE STATEMENT OF COMMISSIONER BAILEY ON
SUBMISSION TO CONGRESS OF OIL MERGER STUDY

SEPTEMBER, 1982

The Commission's study of.recent merger activity in the U.S.
oil industry is an honest and responsible treatment of the
subject by a group of Commission attorneys and economists who are
experienced in the workings of the petrcleum industry. It should
not, however, be construed to be--nor does it purport to be--the
definitive government study of oil mergers. The report was
prepared under tight time constraints, involved no new use of
compulsory process'to obtain important empirical information, and
deals in detail with only a few mergers occurring over a
relatively'short time frame. I accept this report as descriptive
and analytical as to a few mergers that we have already
witnessed, and overly broad generalizations drawn from these few
examples can be misleading. It is enough to say that the report
is likely to be useful generally, both to the Congress and to the
public seeking to explore the possible motivations for and
potential effects of these large mergers.

The editing of. the report reflects the unavoidable

compromises that proceed from the collaboration of more than- a

‘score of writers and researchers. I cannot say that I am in

agreement with each editorial decision or judgment call that

attributes particular 1likely procompetitive results from oil

mergers.
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There are some areas of the report that deserve particular
attention in t?is regard. I'm not sure the conclusion that some
recent'mergers may have facilitated the development of crude oil
reserves sheuld be read so broadly as to be a judgment sanitizing
future o0il mergers where crude oil is part of the package of
assets to be acquired. I am therefore also uneasy wj;p- the
conclusion that oil mergers may ereate efficiencies as..eager
acquiring firms bring superior resources and technology to bear
to develop newly acquired reserves. It may be that there iis an

opposite incentive to remove reserves from the development
~agenda, although: the_ mergers studied do not support this
ithesis. I also believe ‘the report contrlbutes relatlvely little
to a better understanding of _thev s;gn;flcance of vertical
integration in this iudustry, where very large corporations meet
-repeatedly, but in different markets. It seems to me this might
heighten Prospects for’collusion. S1m11ar1y, the relat1onsh1p of ?
these mergers to the competitive s1tuat10n 1n the international
crude oil market is .imperfect _1u. outline. = A good..deal of.
scphlstlcated theoriziug. links domestic merger activity . with
boSitioning‘on the_part-of U.S._firms'te deal with OPEC cartel
Strategies. But 1itt1e hard information is now available upon
which one could render a respon51b1e Judgment Iu the seetion on
}marketlng there is more dlsagreement between thei.eggubmic'
theorists and the practicing_lawyers than appears inga~qu£qk;réad
of the report. Finelly, students of the editorial process~in»the
evolution of this report will no doubt also note the failure to

make more use of the documents we have obtained in prev1ous
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investigations and cases--documents that bear vital witness on
some of.these issues. I understand many of these documents are
subject to confidential treatment under the law and I fully agree
that there cannot be a breach of trust on ‘the Commission's part
where shch 0il company documents are involved.

I do feel comfortable with the report's main policy
conclusion, which is that drastic new legislation is not needed
at this time to deal with the anticompetitive consequences of oil

mergers. I believe these mergers can be tested in accord with

traditional merger analysis, in termsrof head to head competition'

_in one or more segments of the industry.

What we need to deal with these mergers is a firmer resolve
to apply existing legal remedies, particularly the preliminary
injunction vehicle under Section 13(b) of the FTC Act. As the

Commission's report observes, there are often both procompetitive

and anticompetitive consequences in at least some of these oil -

mergers. Where anticompetitive features are present in such

cases, I would not hesitate to bring an injunction proceeding to
prevent the merger. The Commission and the parties to such
transactions should .understand both the seriousness and the
urgency in finding remedies to potential competitive problems.
In some instances,> these. issues can be resolved prior 'to
consummatidn of a merger, b&t in other cases the transactions may
have to be halfed if the Commission is to uphold the public
interest. The sheer size and momentum of these mergers calls for
a tougher government antitrust posture, not an unseemly agency

scramble to get out of the way.
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