
U.S. GOVERNMENT PRINTING OFFICE

WASHINGTON : 

For sale by the Superintendent of Documents, U.S. Government Printing Office
Internet: bookstore.gpo.gov Phone: toll free (866) 512–1800; DC area (202) 512–1800

Fax: (202) 512–2250 Mail: Stop SSOP, Washington, DC 20402–0001

80–298 PDF 2002

S. Hrg. 107–509

GAS PRICES: HOW ARE THEY REALLY SET?

HEARINGS
BEFORE THE

PERMANENT SUBCOMMITTEE OF INVESTIGATIONS

OF THE

COMMITTEE ON

GOVERNMENTAL AFFAIRS

UNITED STATES SENATE

ONE HUNDRED SEVENTH CONGRESS

SECOND SESSION

APRIL 30 AND MAY 2, 2002

Printed for the use of the Committee on Governmental Affairs

(

VerDate 11-MAY-2000 08:36 Aug 29, 2002 Jkt 000000 PO 00000 Frm 00003 Fmt 5011 Sfmt 5011 80298.TXT SAFFAIRS PsN: SAFFAIRS



(II)

COMMITTEE ON GOVERNMENTAL AFFAIRS

JOSEPH I. LIEBERMAN, Connecticut, Chairman
CARL LEVIN, Michigan
DANIEL K. AKAKA, Hawaii
RICHARD J. DURBIN, Illinois
ROBERT G. TORRICELLI, New Jersey
MAX CLELAND, Georgia
THOMAS R. CARPER, Delaware
JEAN CARNAHAN, Missouri
MARK DAYTON, Minnesota

FRED THOMPSON, Tennessee
TED STEVENS, Alaska
SUSAN M. COLLINS, Maine
GEORGE V. VOINOVICH, Ohio
THAD COCHRAN, Mississippi
ROBERT F. BENNETT, Utah
JIM BUNNING, Kentucky
PETER G. FITZGERALD, Illinois

JOYCE A. RECHTSCHAFFEN, Staff Director and Counsel
RICHARD A. HERTLING, Minority Staff Director

DARLA D. CASSELL, Chief Clerk

PERMANENT SUBCOMMITTEE ON INVESTIGATIONS

CARL LEVIN, Michigan, Chairman
DANIEL K. AKAKA, Hawaii,
RICHARD J. DURBIN, Illinois
ROBERT G. TORRICELLI, New Jersey
MAX CLELAND, Georgia
THOMAS R. CARPER, Delaware
JEAN CARNAHAN, Missouri
MARK DAYTON, Minnesota

SUSAN M. COLLINS, Maine
TED STEVENS, Alaska
GEORGE V. VOINOVICH, Ohio
THAD COCHRAN, Mississippi
ROBERT F. BENNETT, Utah
JIM BUNNING, Kentucky
PETER G. FITZGERALD, Illinois

ELISE J. BEAN, Acting Staff Director and Chief Counsel
DAN M. BERKOVITZ, Counsel
LAURA E. STUBER, Counsel

KIM CORTHELL, Minority Staff Director
MARY D. ROBERTSON, Chief Clerk

VerDate 11-MAY-2000 08:36 Aug 29, 2002 Jkt 000000 PO 00000 Frm 00004 Fmt 5904 Sfmt 5904 80298.TXT SAFFAIRS PsN: SAFFAIRS



(III)

C O N T E N T S

Opening statements: Page
Senator Levin .................................................................................................. 1, 79
Senator Collins .............................................................................................. 10, 81
Senator Akaka .................................................................................................. 12
Senator Lieberman........................................................................................ 13, 82
Senator Carnahan ............................................................................................ 15
Senator Voinovich ............................................................................................. 16
Senator Bunning ............................................................................................... 18

Prepared statement for May 2, 2002:
Senator Bunning ............................................................................................... 129

WITNESSES
TUESDAY, APRIL 30, 2002

James S. Carter, Regional Director, U.S., ExxonMobil Fuels Marketing Com-
pany, Fairfax, Virginia ........................................................................................ 20

Gary Heminger, President, Marathon Ashland Petroleum, Findlay, Ohio ......... 21
Ross J. Pillari, Group Vice President, U.S. Marketing, BP, Warrenville, Illi-

nois ........................................................................................................................ 24
David C. Reeves, President, North America Products, ChevronTexaco Cor-

poration, San Ramon, California ........................................................................ 26
Rob Routs, President and Chief Executive Officer, Shell Oil Products U.S.,

Houston, Texas ..................................................................................................... 29

THURSDAY, MAY 2, 2002

Hon. Ron Wyden, a U.S. Senator from the State of Oregon ................................ 85
Richard Blumenthal, Attorney General, State of Connecticut, Hartford, Con-

necticut .................................................................................................................. 89
Jennifer M. Granholm, Attorney General, State of Michigan, Lansing, Michi-

gan ......................................................................................................................... 91
Tom Greene, Senior Assistant Attorney General for Antitrust, California De-

partment of Justice, Sacramento, California ..................................................... 95
Peter Ashton, President, Innovation and Information Consultants, Inc., Con-

cord, Massachusetts ............................................................................................. 108
Justine S. Hastings, Assistant Professor of Economics, Dartmouth College,

Hanover, New Hampshire ................................................................................... 112
R. Preston McAfee, Murray S. Johnson Professor of Economics, University

of Texas, Austin, Texas ........................................................................................ 115
Philip K. Verleger, Jr., President, PK Verleger, LLC, Newport Beach, Cali-

fornia ..................................................................................................................... 118

ALPHABETICAL LIST OF WITNESSES

Ashton, Peter K.:
Testimony .......................................................................................................... 108
Prepared statement with attachments ........................................................... 204

Blumenthal, Richard:
Testimony .......................................................................................................... 89
Prepared statement .......................................................................................... 179

Carter, James S.:
Testimony .......................................................................................................... 20
Prepared statement with an attachment ....................................................... 130

Granholm, Jennifer M.:
Testimony .......................................................................................................... 91
Prepared statement .......................................................................................... 187

VerDate 11-MAY-2000 08:36 Aug 29, 2002 Jkt 000000 PO 00000 Frm 00005 Fmt 5904 Sfmt 5904 80298.TXT SAFFAIRS PsN: SAFFAIRS



Page
IV

Greene, Tom:
Testimony .......................................................................................................... 95
Prepared statement .......................................................................................... 198

Hastings, Justine S.:
Testimony .......................................................................................................... 112
Prepared statement with attachments ........................................................... 215

Heminger, Gary:
Testimony .......................................................................................................... 21
Prepared statement .......................................................................................... 146

McAfee, R. Preston:
Testimony .......................................................................................................... 115
Prepared statement .......................................................................................... 227

Pillari, Ross J.:
Testimony .......................................................................................................... 24
Prepared statement .......................................................................................... 157

Reeves, David C.:
Testimony .......................................................................................................... 26
Prepared statement .......................................................................................... 161

Routs, Rob:
Testimony .......................................................................................................... 29
Prepared statement .......................................................................................... 170

Verleger, Philip K., Jr.:
Testimony .......................................................................................................... 118
Prepared statement .......................................................................................... 239

Wyden, Hon. Ron:
Testimony .......................................................................................................... 85
Prepared statement, May 2, 2002 ................................................................... 175

EXHIBITS

1. Chart: Average Midwestern Retail Gasoline Prices, January 1999-April
2002 .................................................................................................................... 250

2. Chart: Michigan Retail and Rack Prices, January-August 2001 .................. 251
3. Chart: Average United States Retail Gasoline Prices, January 1995-April

2002 .................................................................................................................... 252
4. Recent Mergers ................................................................................................. 253
5. Chart: HHI Index for United States Gasoline Wholesale Market in 1994 .... 254
6. Chart: HHI Index for United States Gasoline Wholesale Market in 2000 .... 255
7. Chart: Market Share of Top 4 Firms in the Gasoline Wholesale Market

in 1994 ............................................................................................................... 256
8. Chart: Market Share of Top 4 Firms in the Gasoline Wholesale Market

in 2000 ............................................................................................................... 257
9. Chart: Illinois Retail Prices (Net Taxes), June 2001 ...................................... 258

10. Chart: Maine Retail Prices (Net Taxes) by Brand, January-August 2001 ... 259
11. Chart: Michigan Retail, Rack, and Spot Market Prices, January-August

2001 .................................................................................................................... 260
12. Chart: Michigan Retail Prices (Net Taxes) by Brand, April 2001 ................. 261
13. BP Amoco Midwest/Mid Continent Strategy .................................................. 262
14. BP Amoco CEO Statements ............................................................................. 266
15. Powerine Memo ................................................................................................. 267
16. ARCO West Coast Market Fundamentals ...................................................... 268
17. ARCO Memo on Role In Market ...................................................................... 269
18. 1992 Texaco Memo ........................................................................................... 271
19. 1993 Chevron Memo ......................................................................................... 272
20. 1996 Texaco Memo ........................................................................................... 273
21. 1997 Pricing Strategy Emails .......................................................................... 274
22. Chart: Wolverine Pipeline System Overview ................................................... 276
23. Chart: Pipeline Transportation Charges in 1999 ........................................... 277
24. Chart: Michigan Daily Retail Price Changes (Net Taxes) by Brand, April

9–14, 2001 .......................................................................................................... 278
25. Chart: Petroleum Administration for Defense Districts (PADD) ................... 279
26. Marathon Oil Company, Summary: Short-Term Price Outlook ................... 280
27. Letter from Gary R. Heminger, President, Marathon Ashland Petroleum,

dated May 13, 2002, to the Permanent Subcommittee on Investigations,
clarifying April 30th testimony ....................................................................... 281

VerDate 11-MAY-2000 08:36 Aug 29, 2002 Jkt 000000 PO 00000 Frm 00006 Fmt 5904 Sfmt 5904 80298.TXT SAFFAIRS PsN: SAFFAIRS



Page
V

28. Letter from James S. Carter, Regional Director, U.S., ExxonMobil Fuels
Marketing Company, dated May 17, 2002, to the Permanent Sub-
committee on Investigations, clarifying April 30th testimony ...................... 282

29. Letter from Ross J. Pillari, President, BP America Inc., dated May 16,
2002, to the Permanent Subcommittee on Investigations, clarifying April
30th testimony .................................................................................................. 285

30. Letter from ChevronTexaco, dated May 14, 2002, to the Permanent Sub-
committee on Investigations, clarifying April 30th testimony of David
C. Reeves ........................................................................................................... 287

31. Memorandum from James S. Carter, Regional Director U.S., ExxonMobil
Fuels Marketing Company, dated May 2, 2002, to the Permanent Sub-
committee on Investigations, clarifying the record on zone pricing ............. 288

32. Supplemental questions and answers for the record of Ross J. Pillari,
BP America, Inc. ............................................................................................... 289

33. Supplemental questions and answers for the record of Gary R. Heminger,
Marathon Ashland Petroleum ......................................................................... 294

34. Supplemental questions and answers for the record of Rob J. Routs,
Shell Oil Products ............................................................................................. 299

35. Supplemental questions and answers for the record of David C. Reeves,
ChevronTexaco Corporation ............................................................................. 302

36. Supplemental questions and answers for the record of James S. Carter,
ExxonMobil Fuels Marketing Company ......................................................... 311

37. ChevronTexaco’s comments on the Permanent Subcommittee on Inves-
tigations’ Majority Staff Report entitled Gas Prices: How Are They Really
Set? ..................................................................................................................... 314

38. Attachments to prepared statement of David C. Reeves, President, North
American Products, ChevronTexaco Corporation .......................................... *

39. Report of the Permanent Subcommittee on Investigations’ Majority Staff
entitled, Gas Prices: How Are They Really Set? ............................................. 322

* May be found in the files of the Subcommittee

VerDate 11-MAY-2000 08:36 Aug 29, 2002 Jkt 000000 PO 00000 Frm 00007 Fmt 5904 Sfmt 5904 80298.TXT SAFFAIRS PsN: SAFFAIRS



VerDate 11-MAY-2000 08:36 Aug 29, 2002 Jkt 000000 PO 00000 Frm 00008 Fmt 5904 Sfmt 5904 80298.TXT SAFFAIRS PsN: SAFFAIRS



(1)

GAS PRICES: HOW ARE THEY REALLY SET?

TUESDAY, APRIL 30, 2002

U.S. SENATE,
PERMANENT SUBCOMMITTEE ON INVESTIGATIONS,

OF THE COMMITTEE ON GOVERNMENTAL AFFAIRS,
Washington, DC.

The Committee met, pursuant to notice, at 9:34 a.m., in room
SH–216, Hart Senate Office Building, Hon. Carl Levin, Chairman
of the Subcommittee, presiding.

Present: Senators Levin, Lieberman, Akaka, Durbin, Carnahan,
Dayton, Collins, Stevens, Voinovich, and Bunning.

Staff Present: Linda J. Gustitus, Chief of Staff for Senator Levin;
Mary D. Robertson, Chief Clerk; Laura Stuber, Counsel; Dan
Berkovitz, Counsel; Edna Falk Curtin, Detailee/General Accounting
Office; Cliff Tomaszewski, Detailee/Department of Energy; Kim
Corthell, Minority Staff Director; Eileen Fisher, Investigator to the
Minority; David Mount, Detailee/Secret Service; Joyce Rechtschaf-
fen, Staff Director and Counsel, Governmental Affairs Committee;
and Laurie Rubenstein (Senator Lieberman).

OPENING STATEMENT OF SENATOR LEVIN

Senator LEVIN. Good morning, everybody. Today the Permanent
Subcommittee on Investigations opens 2 days of hearings on how
gas prices are set in the United States. Gas is the lifeblood of our
economy, and through luck, pluck, hard work, and ingenuity, we
have been able to have the gasoline that we need in this country.

Most of us take for granted the fact that in most urban areas we
can go a few blocks and find a gas station that has gas, and with
the 5 minutes it now takes to fill up our tanks, we can be off and
about our business in no time. It is easy to lose sight of the fact
that the gas that we put in our tanks is the product of an incred-
ibly complicated, worldwide network of countries, companies, and
individuals who, using advanced technology and science, take crude
oil from under the ground or under the seas, then put it in tankers
the size of two football fields, ship it across oceans or through long
pipelines to ports in the United States, pipe it into refineries, heat
it under the most dangerous circumstances, and produce gasoline
in that process. That gas is then piped or barged across the country
to terminals where trucks unload and deliver it to individual gas
stations. It is an amazing process that goes on day after day, hour
after hour—24/7, as they say—to enable America’s ready access to
the liquid that makes our lives run.

With the central role that gas plays in all of our lives, it is no
wonder that the public is highly attuned and sensitive to its price.
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1 See Exhibit No. 1 which appears in the Appendix on page 250.
2 See Exhibit No. 11 which appears in the Appendix on page 260.
3 See Exhibit No. 3 which appears in the Appendix on page 252.
4 See Exhibit No. 4 which appears in the Appendix on page 253.
5 See Exhibits No. 7 and 8 appear in the Appendix on pages 256 and 257.

And when the price of gas jumps dramatically at the pump without
any apparent reason, and when all stations regardless of brand ap-
pear to raise and lower their prices at the same time and by the
same amount, the public understandably gets suspicious. That is
what happened over 11 months ago when we started this investiga-
tion. The Midwest had just experienced for the second year in a
row a price spike leading into the Memorial Day holiday. Exhibit
1 1 over to my left shows those gas spikes. Exhibit 11 2 shows the
2001 spike and shows that it was not due to increases in the price
of crude oil. Exhibit 11 over there is the one that is on the left, and
Exhibit 1 is the one that is on the right. Consumers were upset.
They didn’t trust the answers from the oil companies that the price
spikes were just supply and demand at work.

Since the spikes in spring of 2000 and 2001, the Midwest also
witnessed a Labor Day price spike last year, and nationwide, gas
prices have increased in the last few months faster than at any
time in the past 50 years. Price spikes are becoming a way of life
in the United States and not without serious consequences.

As we can see from the next exhibit, Exhibit 3,3 at the same time
approximately each year not only does the groundhog look for his
shadow but for rising gas prices as well. But there are serious con-
sequences to this new pattern. Sudden increases in gasoline prices
are costly to the consumer and disrupt our economy, because the
cost of transportation, which is based on the cost of fuel, affects the
cost of all of our goods and services. Last year’s increases in the
price of gasoline helped push the American economy into a reces-
sion, and this year’s increases are threatening the current recovery.

For every 1 cent per gallon increase in the price of gas, the in-
come to oil companies goes up $1 billion a year.

To try to get to the bottom of questions about gas prices, I asked
the staff of our Permanent Subcommittee to investigate just how
gas prices are set. After an extensive investigation, the Majority
staff of the Subcommittee issued a 400-page report laying out their
findings. The report looks in detail at three regions of the country:
The West Coast (California in particular); the Midwest (Michigan,
Ohio, and Illinois in particular); and the East Coast (Maine and the
Washington, DC, area in particular).

The Majority staff found that the mergers in the oil industry over
the last few years and the closing of many refineries over the past
20 years have increased the concentration in the refining industry,
that is, there are far fewer refining companies. And as we can see
from Exhibit 4,4 there have been many, many mergers that have
been approved in recent years. And just to list a few of them, in
1998 Marathon and Ashland Oil merged their downstream assets;
in 1998, British Petroleum (BP), merged with Amoco; in 1999,
Exxon Corporation merged with Mobil Corporation; in 2000, BP
Amoco acquired ARCO. Many of these are mega-mergers.

Under one accepted test for concentration, 28 States would now
be considered tight oligopolies. Now, Exhibits 7 and 8 5 will dem-
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onstrate this. As you can see from these two exhibits, which use
the 4-firm concentration ratios—and that is an accepted measure-
ment of concentration of oil companies and their control of the mar-
ket in a particular area—there has been a dramatic increase in the
number of States with high levels of concentration between 1994
and 2000. In fact, the number of States which have a high level
of concentration have doubled from 14 to 28 during those 6 years.

The red areas show the levels at which the numbers reflect a
tight oligopoly, which is a 4-firm concentration ratio of more than
60 percent of the market. And as you can see from these charts,
the District of Columbia is the most concentrated market, followed
by Hawaii, Alaska, and a number of States in the Midwest, includ-
ing my home State of Michigan.

As is true in this industry, as in any other industry, the more
competition, the better for the consumer; the less competition, the
worse for the consumer. But when an industry is concentrated,
individual companies can have a significant effect on the price of
a product, like gasoline, by the decisions that they make on supply.
And that is what is happening today, in a number of markets, at
least, in the United States. The reality is that a tight balance be-
tween demand and supply and low inventories are major contri-
butors to price spikes, because in that tenuous condition, with the
demand for gas being inelastic, that is, staying pretty constant de-
spite the price, two things happen: In normal times when the mar-
ket is concentrated, prices can be spiked before holidays, for in-
stance, with less fear of competition driving it back down; and in
times when there is a market disruption, the market responds
wildly to the slightest problem or potential problem. We experi-
enced major price spikes in the Midwest in just 2 years for these
reasons.

Internal documents from several oil companies confirm that oil
companies view it to be in their economic interest to keep gas in-
ventories low and supply tight. Several documents from California
show that refiners in California sought in the mid-1990’s to prevent
imports into California in order to make the market tight. One ex-
ternal Exxon memo advises the company to ‘‘not do deals that sup-
ports other’s importing barrels to the West Coast.’’

Similarly, an internal Mobil memo counsels against importing
gasoline, saying that it would depress profit margins.

California refiners also sought to limit the overall refinery capac-
ity in that State.

One Mobil document talks about how to block the proposed start-
up of the Powerine refinery. ‘‘Needless to say, we would all like to
see Powerine stay down.’’ It then proposes accomplishing this by
buying all its product and marketing it themselves. ‘‘Especially,’’
this memo says, ‘‘if they start to market below our incremental cost
of production.’’ And then the memo notes that buying Powerine’s
product the previous year had worked and it was ‘‘a major reason
that the RGF premium’’—the reformulated gas premium—‘‘. . .
went from 1 cent per gallon to 3 to 5 cents per gallon.’’

A Texaco memo discusses how to use changes in fuel specifica-
tions to reduce supplies. The memo says, ‘‘Significant events need
to occur to assist in reducing supplies and/or increasing the de-
mand for gasoline.’’ One example of a significant event, the memo
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says, would be to seek the elimination of the requirement for an
oxygenate which, the memo says, would make oxygenate usage go
down, which would then have to be replaced by gasoline and, there-
fore, reduce the supply of gasoline. The memo says, ‘‘Much effort
is being exerted to see that this happens in the Pacific Northwest.’’

California refiners also exported gas, that is, shipped gas out of
California—to keep the market in that State tight.

An ARCO internal document discusses the need to export to pre-
vent supply from building up in the State. The memo indicates that
ARCO should export in order to intentionally alter the supply/de-
mand balance within California and not just as a passive response
to prevailing economic conditions. In that same presentation, one
strategy discussed is to ‘‘exchange and trade selectively to preserve
market discipline.’’

Another document in the Subcommittee files indicates that one
company would export gasoline out of California to the Gulf Coast,
even at a loss, with the rationale that such losses ‘‘would be more
than offset by an incremental improvement in the market price of
the much larger volumes of [gas] left behind.’’

Another company’s plan indicates that exporting gasoline can
‘‘improve market conditions,’’ and that the company was willing to
‘‘take [a] hit on price to firm up the market.’’

An internal BP document from 1999 reflects similar thinking
with respect to the Midwest. The document reflects a discussion
among senior BP executives of possible strategies to increase refin-
ing margins by reducing the supply of gasoline in the Midwest. It
discusses ‘‘opportunities’’ to increase Midwestern gas prices by 1 to
3 cents per gallon by reducing the supply of gasoline. Options in-
cluded: Shutting down refining capacity; convincing cities outside of
the Midwest to require reformulated gas that was not readily avail-
able in their areas, thereby pulling supplies from the Midwest; ex-
porting product to Canada; lobbying for environmental regulations
that would slow down the movement of gasoline in pipelines; ship-
ping products other than gasoline in pipelines; and providing incen-
tives to others not to provide gasoline in Chicago.

BP officials told the Subcommittee staff that these ideas were
only part of a ‘‘brainstorming’’ session. Well, what they were brain-
storming about at a high level was manipulating supply in ways
that are deeply troubling, and we will go through that document
in some detail later this morning.

In another document from the Midwest, an internal Marathon
document, Marathon even called Hurricane Georges a ‘‘helping
hand’’ to oil producers because it ‘‘caused some major refinery clo-
sures, threatened offshore oil production and imports, and gen-
erally lent some bullishness to the oil futures market.’’

And that is the heart of the problem with respect to gas prices
in the United States, at least in certain regions of the country. The
refining market is so concentrated that oil companies can act to
limit supply and from time to time spike prices to maximize profits,
and because there is insufficient competition, and other companies’
supplies are also kept tight, there is little to no challenge to that
action. That is the major problem, or at least one major problem,
as I see it. The ability to control supply allows oil companies to
spike prices in a concentrated market without adequate competi-
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1 See Exhibits No. 9 and 10 appear in the Appendix on pages 258 and 259.
2 See Exhibit No. 2 which appears in the Appendix on page 251.

tion to challenge them. And, also, the few companies that control
the market often keep their prices in sync with each other, going
up and down together in a fixed relationship to each other.

That is another part of the staff analysis. Most oil companies and
gas stations, at least in these concentrated markets, try to keep
their prices at a constant price differential with respect to one or
more competitors. For example, one company decided that its sta-
tion in Los Angeles should price the lower of ARCO stations plus
6 cents per gallon, or the average price of major branded stations
in the area. Another oil company followed a pricing policy in Balti-
more as follows, ‘‘We will initiate upward, we will follow Amoco,
and Shell quickly.’’

Different companies’ prices in specific markets tend to go up and
down together, with companies tending to stake out a position in
each market vis-a-vis the competitors and holding that position.
Hence, it will often appear that, over time, gasoline prices in that
market move together in a ribbon-like manner, so that as a brand
moves up and down, it nevertheless remains at a constant differen-
tial with respect to other brands. Look at the retail pricing chart
for Illinois for June 2001, and one from Maine for January to Au-
gust 2002. Those are Exhibits 9 and 10,1 and you see that ribbon-
like move with brands of gasoline staying in the same relationship
to each other price-wise as prices go up and down.

In Michigan and Ohio we found a clear leader-follower pricing
practice. Speedway, owned by Marathon, has a pricing practice
that bumps up the retail price of gasoline on Wednesdays and
Thursdays, and that is Exhibit 2.2 As the price leader in Michigan,
once Speedway goes up, the other brands follow. And you can see
those bumps on that chart on the right. The typical pattern after
that is for Speedway to come down pretty quickly in price, while
the other brands follow them down more slowly. Other companies
follow similar practices in other areas.

The Majority staff report also addresses several other important
issues with respect to gasoline pricing, including zone pricing, rec-
ommended retail prices, the advent of hyper-markets, which are
the discount superstores like Wal-Mart and Cosco that now sell the
lowest priced gasoline in the market, and the impact of boutique
fuels, which are fuels required for specific locations to address par-
ticular environmental situations.

This morning we are going to hear from top marketing executives
of five major oil companies: Marathon Ashland, British Petroleum
or BP, ExxonMobil, ChevronTexaco, and Shell Oil.

And then on Thursday, we will hear from Senator Wyden, who
has been looking into the subject of gas prices for a long time; from
three Attorneys General (the Attorneys General from California,
Connecticut, and Michigan), all of whom have been active in chal-
lenging gasoline price increases in their States; and we will hear
from a panel of economists and industry experts on the issues that
are raised in the report.

I want to just take a moment to say a special thanks to the Ma-
jority staff who worked so hard on this report and put together
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such a thorough product. I also want to express my appreciation to
Senator Collins and her staff for their support and to Senator Dur-
bin and his staff, who assisted in the interviews.

When you think about the complexity of the issues and the size
of this industry and the task of reading through tens of thousands
of pages of material, a small team produced a well-written report
in less than a year, and we are grateful to them for that effort.

[The prepared statement of Senator Levin follows:]

STATEMENT OF SENATOR CARL LEVIN

Good morning ladies and gentlemen. Today the Permanent Subcommittee on In-
vestigations opens two days of hearings on how gas prices are set in the United
States. Gas is the lifeblood of our economy, and through luck, pluck, hard work and
ingenuity we’ve been able to have the gasoline we need in this country.

Most of us take for granted the fact that in most urban areas, we can go a few
blocks and find a gas station that has gas and with the five minutes it now takes
to fill up our tanks, we can be off and about our business in no time. It’s easy to
lose sight of the fact that the gas we put in our tanks is the product of an incredibly
complicated, worldwide network of countries, companies, and individuals who, using
advanced technology and science, take crude oil from under the ground or under the
seas, put it in tankers the size of two football fields, ship it across the ocean to ports
in New York, California, and the Gulf Coast, pipe it into refineries, heat it under
the most dangerous circumstances and produce gas in that process. That gas is then
piped or barged across the country to terminals where trucks unload it and deliver
it to individual gas stations. It’s an amazing process that goes on day after day,
hour after hour, 24–7 as they say, to enable America’s ready access to the liquid
that makes our lives run.

With the central role that gas plays in all of our lives, it is no wonder that the
public is highly attuned and sensitive to its price. And when the price of gas jumps
dramatically at the pump without any apparent reason, and when all stations re-
gardless of brand appear to raise and lower their prices at the same time and by
the same amount, the public gets suspicious. That’s what happened over 11 months
ago when we started this investigation. The Midwest had just experienced for the
second year in a row a price spike leading into the Memorial Day holiday. (Exhibits
1 and 2) Consumers were upset; they didn’t trust the answers from the oil compa-
nies that the price spikes were just supply and demand at work.

In Michigan, the price of gas seemed to leap up overnight by the same amount
across all brands of gas at all stations. If there were real competition in the indus-
try, people asked, why would the prices of different brands go up and down together
and just before the holidays?

Since the spikes in spring of 2000 and 2001, the Midwest has also witnessed a
Labor Day price spike last year and nationwide, gas prices have increased in the
last few months faster than at any time in the past 50 years. Price spikes are be-
coming a way of life in the United States and not without serious consequences. (Ex-
hibit 3.) At the same time each year not only does the groundhog look for his shad-
ow but for rising gas prices as well. But there are serious consequences to this new
pattern. Sudden increases in gasoline prices are costly to the consumer and disrupt
our economy, because the cost of transportation, which is based on the cost of fuel,
affects the cost of all our goods and services. Last year’s increases in the price of
gasoline helped push the American economy into a recession, and this year’s in-
creases are threatening the current recovery.

Increased gas prices also represent a significant shift in wealth. For every 1 cent/
gallon increase in the price of gas, the income to the oil companies goes up $1 billion
a year.

To try to get to the bottom of questions about gas prices, I asked the staff of our
Permanent Subcommittee to investigate just how gas prices are set. After inter-
viewing representatives from the oil companies, distributors, service station owners
and dealers, trade association representatives, lawyers and economists; after ana-
lyzing data from the Energy Information Administration and wholesale and retail
price data purchased from the Oil Price Information Service; after reviewing over
250,000 documents subpoenaed from a number of major oil companies and one pipe-
line company, the Majority Staff of the Subcommittee issued a 400 page report yes-
terday laying out their findings.

The report includes an analysis of the operations and structure of the oil industry
with particular focus on the downstream portion—that is, from the refinery to the
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pump. Due to staff and time constraints, the staff looked in detail at just three re-
gions of the country: the West Coast (California in particular); the Midwest (Michi-
gan, Ohio and Illinois, in particular); and the East Coast (Maine and the Wash-
ington, D.C. area, in particular).

The Majority Staff’s findings are contained in the Executive Summary at the front
of the report and provide the basis for these two days of hearings. (For those unable
to obtain a hard copy, the report is available on the PSI website.) The Majority Staff
found that the mergers in the oil industry over the last few years and the closing
of many refineries over the past 20 years have increased the concentration in the
refining industry, that is there are fewer refining companies. (Exhibit 4.) Under one
test for concentration in at least 9 states the refining and marketing industry is
highly concentrated and in at least 28 states it is at least moderately concentrated.
Under another test for concentration, 28 states would be considered tight oligop-
olies. Let me explain.

The Department of Justice and the Federal Trade Commission measure market
concentration in two ways. One is the Herfindahl-Hirshman Index or HHI; the other
is the 4-firm concentration ratio. The report describes how each of these measures
of concentration works. This morning, we have charts showing these measures for
all 50 states and the District of Columbia. (Exhibits 5–8.) As you can see from these
charts, there’s been a dramatic increase in the number of states with moderate to
high levels of concentration between 1994 and 2000. The red areas show the levels
at which the numbers reflect high concentration. Under Department of Justice
Guidelines, an HHI of between 1000 and 1800 is ‘‘moderately concentrated,’’ and an
HHI over 1800 is considered to be ‘‘highly concentrated.’’ A 4-firm concentration
ratio of more than 60 percent shows a ‘‘tight oligopoly.’’ As you can see from these
charts, D.C. is the most concentrated market, followed by Hawaii, Alaska, and a
number of states in the Midwest; my home state of Michigan is considered a ‘‘tight
oligopoly’’ under the 4-firm ratio and just below ‘‘highly concentrated’’ using the HHI
index.

As is true in this industry as in any other, the more competition, the better for
the consumer; the less competition, the worse of the consumer. But when an indus-
try is concentrated, individual companies can have a significant effect on the price
of a product, like gasoline, by the decisions they make on supply. That’s what’s hap-
pening today, in a number of markets in the United States. The reality is, that a
tight balance between demand and supply and low inventories are major contribu-
tors to price spikes, because in that tenuous condition, with the demand for gas
being inelastic, that is, staying pretty constant despite the price, two things happen:
1) in normal times when the market is concentrated, prices can be spiked before
holidays, for instance with less fear of competition driving it back down; 2) in times
when there is a market disruption, the market responds wildly to the slightest prob-
lem or potential problem. We experienced major price spikes in the Midwest in just
two years for those reasons. Let’s walk through each of those prices spikes.

Low inventories have helped to create the conditions for price spikes in the Mid-
west, which have occurred when demand has increased (near driving holidays) and/
or the supply of gasoline was disrupted. Not unlike oil companies nationwide, oil
companies in the Midwest have adopted just-in-time inventory practices, resulting
in crude oil and product stocks that frequently are just above minimum operating
levels. And, in the spring of 2000 and 2001, the conversion from the production and
supply of winter-grade gasoline to summer-grade gasoline further contributed to low
inventories just prior to a seasonal increase in demand. With the stage set by those
two factors, the oil companies took actions over these past two years in accordance
with their profit maximizing strategies that significantly contributed to the price
spikes when disruptions in supply occurred:

—During the spring of 2000, three major refiners determined it wasn’t in their
economic self interest to produce any more RFG [reformulated gas] than that re-
quired to meet the demands of their own customers, and so in that year they pro-
duced 23% less RFG than in the prior year, not enough to supply everyone who
wanted to purchase it. That contributed to the short supply in the spot market for
RFG, contributing to the price spike of spring 2000. While Marathon did have sur-
plus RFG, it withheld some of it from the market so as to not lower prices.

—In the summer of 2001, major refiners deliberately reduced gasoline production,
even in the face of unusually high demand at the end of the summer driving season,
contributing significantly to the price spike of 2001.

Nationwide, in the winter of 2001–2002, demand fell and inventories rose fol-
lowing the tragic events of September 11, 2001. With reduced demand and higher
inventories, prices fell. As a result, refining profits fell and refiners cut back on pro-
duction in order to obtain higher profits. Along with the increase in the price of
crude oil and market speculation, these reductions in production and the increase
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in industry concentration significantly contributed to the run-up in price in the late
winter and continuing into the early spring of this year.

Internal documents from several oil companies confirm that the oil companies
view it to be in their economic interest to keep gas inventories low and the supply
and demand balance tight.

Several documents from California show that refiners in California sought in the
mid-90’s to prevent imports into California in order to make the market ‘‘tight.’’

• One internal Exxon memo advises the company to ‘‘not do deals that supports
other’s importing barrels to the West Coast.’’

• Similarly, an internal Mobil memo counsels against importing gasoline, saying
it would depress margins.

California refiners also sought to limit the overall refinery capacity in the state.
• One Mobil document talks about how to block the proposed startup of the

Powerine refinery. ‘‘Needless to say,’’ the memo says, ‘‘we would all like to see
Powerine stay down.’’ It then proposes accomplishing this by buying all its prod-
uct and marketing it themselves. ‘‘Especially,’’ the memo says, ‘‘if they start to
market below our incremental cost of production.’’ The memo then notes that
buying Powerine’s product the previous year, when it was below Mobil’s ‘‘incre-
mental cost of production’’ had worked and it was ‘‘a major reason that the RFG
premium . . . went from 1 cent per gallon to 3–5 cents per gallon.’’

• A Texaco memo discusses how to use changes in fuel specifications to reduce
supplies. The memo says, ‘‘Significant events need to occur to assist in reducing
supplies and/or increasing the demand for gasoline.’’ One example of a signifi-
cant event, the memo says would be to eliminate the requirement for an oxy-
genate which, the memo says, would make oxygenate usage go down which re-
duces total volume of gasoline supplies. The memo says, ‘‘Much effort is being
exerted to see that this happens in the Pacific Northwest.’’

California refiners also exported gas—that is, shipped gas out of California—to
keep the market in that state tight.

• An ARCO internal document discusses the need to export to prevent supply
from building up in the state. The memo indicates that ARCO should export
in order to intentionally alter the supply/demand balance within California and
not just as a passive response to the prevailing economic conditions. In that
same presentation, one strategy discussed is to ‘‘exchange and trade selectively
to preserve market discipline.’’

• Another document in the Subcommittee files indicates that one company would
export gasoline out of California to the Gulf Coast, even at a loss, with the ra-
tionale that such losses ‘‘would be more than offset by an incremental improve-
ment in the market price of the much larger volumes of [gas] left behind.’’

• Another company’s plan indicates that exporting gasoline can ‘‘improve market
conditions,’’ and that the company was willing to ‘‘take [a] hit on price to firm
up market.’’

An internal BP document from 1999 reflects similar thinking with respect to the
Midwest. The document reflects a discussion amongst senior BP executives of pos-
sible strategies to increase refining margins, and it mentions ‘‘significant opportuni-
ties to influence the crude supply/demand balance.’’ It notes that these ‘‘opportuni-
ties’’ can increase Midwestern prices by 1 to 3 cents per gallon.’’ The memo dis-
cusses strategies to reduce the supply of gasoline in the Midwest. It lists some pos-
sible options, including: shutting down refining capacity, convincing cities to require
reformulated gas that is not readily available, exporting product to Canada, lob-
bying for environmental regulations that would slow down the movement of gasoline
in pipelines, shipping products other than gasoline on pipelines that can carry gaso-
line, and providing incentives to others not to provide gasoline in Chicago. BP offi-
cials told the Subcommittee staff that these ideas were only part of a ‘‘brain-
storming’’ session and that none of the options for reducing supply were adopted.
We’ll go through this document in some detail later this morning. In another docu-
ment from the Midwest, an internal Marathon document, Marathon even called
Hurricane George a ‘‘helping hand’’ to oil producers because it ‘‘caused some major
refinery closures, threatened off-shore oil production and imports, and generally lent
some bullishness to the oil futures market.’’

And that is the heart of the problem with respect to gas prices in the United
States today—in certain regions of the country—the refining market is so con-
centrated, that oil companies can act to limit supply and from time to time spike
prices to maximize profits, and because there is insufficient competition, there is lit-
tle-to-no challenge to that action. That’s the major problem as I see it. The ability
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to control supply allows oil companies to spike prices in a concentrated market with-
out adequate competition to challenge them.

The Majority Staff made some other significant findings. Oil companies do not set
wholesale (rack) or retail prices based solely upon the cost to manufacture and sell
gasoline; rather wholesale (rack) and retail prices are set on the basis of market
conditions, including the prices of competitors. Most oil companies and gasoline sta-
tions try to keep their prices at a constant price differential with respect to one or
more competitors. For example one company decided that its station in Los Angeles
should price the lower of ARCO stations plus 6 cents per gallon, or the average price
of major branded stations in the area. Another oil company followed a pricing policy
in Baltimore as follows:

‘‘We will initiate upward, we will follow Amoco, Shell quickly . . . we will be slow
to come down in a dropping market.’’

Because many oil companies and gasoline retailers set their retail price on the
basis of the prices of their retail competitors, prices in each specific market tend
to go up and down together. And oil companies tend to stake out a position in each
market vis-a-vis the competitors and hold that position. Hence, it will often appear
that, over time, gasoline prices in that market move together in a ‘‘ribbon-like’’ man-
ner—so that as a brand moves up and down it nonetheless remains at a constant
differential with respect to the other brands. Look at this retail pricing chart for
Illinois for June 2001, and this one from Maine for January-August 2001. (Exhibits
9 and 10.)

In Michigan and Ohio we found a clear leader-follower pricing practice. Speedway,
owned by Marathon, has a pricing practice that bumps up the price of gasoline on
Wednesdays or Thursdays. As the price leader in Michigan, once Speedway goes up,
the other brand follows. The typical pattern after that is for Speedway to come down
in price pretty quickly, while the other brands follow them down more slowly. You
can see this very clearly in these charts from January to August 2001 and April
2001. (Exhibits 11 and 12.)

Oil companies also use a system of what they call ‘‘zone pricing’’ in order to maxi-
mize the prices and revenues at each gas station. Since under the antitrust law,
they are prohibited from selling wholesale product at a different price to similarly
situated retailers, the oil companies have developed a system for differentiating
among retailers in the same immediate area. In doing so, they can charge the retail-
ers different wholesale prices for their gasoline. The way they accomplish this is by
dividing a state or region into zones. A zone is supposed to represent a particular
market, and the stations in that zone are supposed to be in competition with each
other. The oil companies use a highly sophisticated combination of factors to identify
particular zones. For example, if most people buy their gas on their way home from
work instead of on their way to work, a station on one side of a rush hour street
may be treated as in one zone and the same brand station on the other side of the
street in another zone. The oil company will then charge those two gas stations dif-
ferent prices for their gasoline, because the station on the side of the street with
easy access for evening rush hour traffic may be able to get a higher price for its
gas than the station on the other side of the street. That’s the kind of thinking that
goes into the zone pricing system, and it allows the oil companies to charge the
highest possible amount for their gas in a given area.

Another pricing practice the Majority Staff uncovered has to do with how gas sta-
tion owners set their retail prices. The Majority Staff learned that for those stations
that lease from a major oil company (about one-fourth of the 117,000 branded sta-
tions) the oil company actually recommends to the station dealer a retail price. Now
by law, the oil company is prohibited from telling a lessee dealer what it can charge
for gasoline, but that doesn’t keep oil companies from ‘‘recommending’’ a price. And
the Majority Staff was told by several dealers that if they don’t charge their retail
customers the recommended price, the next delivery of gas from the oil company will
reflect any increase instituted by the dealer. These dealers are saying that if they
decide to price their gas at $1.40/gallon when the oil company recommends $1.35,
the next delivery of gasoline to the station (and deliveries are sometimes daily for
busy stations) will have a 5 cent/gallon increase in the price to the retailer. If these
allegations are true, then the practical effect would be that the recommended price
is subtly or not so subtly being enforced.

The Majority Staff report also address several other important issues with respect
to gasoline pricing—including the advent of hypermarkets, those are the discount
super-stores like Wal-Mart and Cosco that now sell the lowest priced gasoline in the
market; and the impact of boutique fuels, fuels required for specific locations to ad-
dress particular environmental situations. This morning we will hear from the top
marketing executives of five major oil companies: Marathon Ashland, BP,
ExxonMobil, ChevronTexaco, and Shell Oil.
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On Thursday we will hear from Senator Wyden, who has also been looking into
the subject of gas prices; three Attorneys General, from California, Connecticut and
Michigan, all of whom have been active in challenging gasolines price increases in
their states; and we will hear from a panel of economists and industry experts on
the issues raised in the report.

I want to take this opportunity to say a special thanks to the Majority Staff who
worked so hard on this report and put together such a thorough product. The Sub-
committee’s thanks go to Dan Berkovitz, the lead writer of the report; Laura Stuber,
counsel to the Subcommittee who oversaw the dozens of interviews with individual
gas station owners and operators and ably drafted portions of the report and
oversaw its development; Edna Curtin, a detailee from the General Accounting Of-
fice who did a substantial portion of the price analysis and chart development; Cliff
Tomaszewski, a detailee from the Department of Energy who provided background
research on the oil industry and the production and marketing of gasoline; Bob
Roach, chief investigator who was responsible for the discussion of the Wolverine
Pipeline case; and Mary Robertson, the Subcommittee’s Chief Clerk who again,
amazed us all with her ability to pull together a complex report for production.

I also want to express my appreciation to Senator Collins and her staff for their
support and to Senator Durbin and his staff who assisted in the interviews.

It has been a team effort, and when you think about the complexity of the issues,
the size of the industry, and the task of reading through tens of thousands of pages
of materials, it is highly impressive that such a small team produced such a well-
written report in less than a year.

Senator LEVIN. Senator Collins.

OPENING STATEMENT OF SENATOR COLLINS

Senator COLLINS. Thank you, Mr. Chairman.
First, let me thank the Subcommittee Chairman, Senator Levin,

for convening these hearings to examine the pricing of gasoline and
the causes of price spikes. Oil and gasoline are vital to virtually
every aspect of our economy, which depends on stable and reason-
able energy prices to prosper.

Consumers are justifiably concerned and confused about the high
price of gasoline. From the first week to the last week of March,
for example, gasoline prices rose about 23 cents per gallon nation-
wide. This increase is a record for a 4-week period. This price jump
is particularly noteworthy as it pre-dates both the seasonal transi-
tion from winter to summer gasoline that takes place beginning
May 1, as well as the beginning of the driving season that typically
starts around Memorial Day.

While price spikes have been most dramatic in the Midwest,
Maine and other regions of the country have not been immune to
price spikes and price volatility. In recent weeks, gas prices in
Maine have edged up sharply, with recent price increases ranging
from 8 to 20 cents in just 1 week’s time.

Just as inexplicable are gasoline prices that are significantly
higher in one Maine town than in other towns further from supply
points.

High gasoline prices have a negative effect on the U.S. economy
overall, but particularly on low-income families and small busi-
nesses.

Geographically, Maine is a large State, and many Mainers have
to commute long distances to get to work, to go to school, and to
go shopping. Gasoline prices affect all sectors of the economy by
raising the cost of transportation. I have met frequently with truck-
ers, for example, in my State who talk about the impact of rising
diesel prices on their ability to earn a living. As our country strug-
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gles to strengthen the economy, it is vital that high gasoline prices
or price spikes not derail these efforts.

The gasoline industry has changed dramatically over the past 20
years. Perhaps the most significant change that has occurred is the
increased concentration in the industry that the Chairman has
mentioned, including such mergers as Marathon and Ashland Oil;
Exxon and Mobil; BP and Amoco, and then ARCO; and Chevron
and Texaco, to name just a few. The two largest mergers, I would
note, between Exxon and Mobil, and BP and Amoco, were approved
during the Clinton Administration, as was the Marathon and Ash-
land Oil merger. Clearly these mergers have had an impact on
competition within the marketplace. This trend has resulted in in-
creasingly concentrated refining and marketing industries, which
can then result in higher prices for consumers.

According to the 2002 annual report on competition in the retail
petroleum markets prepared by Maine’s Attorney General, Maine’s
gasoline markets are relatively concentrated, which means that the
level of competition within these markets is generally low. Maine’s
more rural counties tend to be extremely concentrated, meaning
that there is even less competition. Competition is more healthy in
the more populous areas of my State. Overall, however, the Attor-
ney General’s report indicates that concentration has been inching
up gradually over the past few years, a troubling development.

Another change is the closure of more than half of the refineries
in the United States. Yet refining capacity has remained nearly
what it was before the refinery closures. This is due to increased
efficiencies and a very high rate of capacity operation, about 96
percent. By contrast, the average capacity utilization rate in other
U.S. industries is 82 percent. This means that the 150 refineries
still operating in the United States are responsible for producing
ever more product as demand continues to grow. It also means that
there is no room for error, either through a refinery breakdown or
a demand miscalculation on the part of refiners.

Yet another significant development has been the proliferation of
gasoline blends. Prior to 1995, only conventional gasoline was sold
in the United States. Now there are more than 16 different blends
of gasoline due to various Federal, State, and local fuel require-
ments. As a result, when an area has a supply disruption due, for
example, to a refinery fire or a pipeline rupture, it is more difficult
to meet the demand with gasoline from another area, particularly
if one of those areas also requires a unique blend.

Many of Maine’s gasoline distributors have told me that they are
very concerned about the impact of the proliferation of gasoline
blends and the difficulties this creates in getting enough of the ap-
propriate type for each market. Not only do the number of blends
make it harder to get each type of gasoline for each market, but
it also creates the need for additional infrastructure. In particular,
terminals need more tanks to store each type of gasoline. These are
other costs that are undoubtedly passed on to the consumer in the
form of higher prices, and I want to explore with our witnesses the
impact of boutique fuels on prices.

In Maine, we have two types of gasoline. Conventional gasoline
is sold year round in much of the State. But during the summer,
in the southern counties, because of concerns over water quality,
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we use a State-required blend that helps to improve water quality,
yet doesn’t appear to result in as severe groundwater pollution as
the Federal reformulated fuel. In Massachusetts, eastern New
Hampshire, and Connecticut, however, Federal RFG is sold, which
makes a total of three types of gasoline required in just one small
corner of New England.

Today we will hear testimony from representatives of several of
the largest oil companies. I look forward to discussing with them
the increased concentration in the industry, which I view as a neg-
ative development, as well as to hear their explanation of gasoline
price spikes and the recent price hikes that people in Maine have
been experiencing, as well as citizens elsewhere. I look forward to
hearing what can be done to avert price spikes that cost consumers
millions of dollars and threaten our economic recovery.

Senator LEVIN. Thank you, Senator Collins. We will use the
early-bird rule here. Senator Akaka.

OPENING STATEMENT OF SENATOR AKAKA

Senator AKAKA. Thank you very much, Mr. Chairman. I want to
thank you for holding the first of 2 days of hearings on this very
important and timely matter.

The rising cost of gasoline across the United States is alarming,
and I applaud your efforts to uncover the reasons for this trend so
that we may devise a plan to protect American consumers. I would
like to take this opportunity to thank you for this report and the
good work by your staff.

High gasoline prices are not new to Hawaii. According to the
Subcommittee report, Midwestern gasoline prices spiked to the
highest in the Nation during the spring of 2000 and 2001. During
this time, prices in the Midwest eclipsed those in the State of Ha-
waii to earn the dubious distinction of highest in the Nation.

For more than 20 years, Hawaii has consistently had the highest
gasoline prices in the Nation. From 1995 through the first half of
1998, gasoline prices in Hawaii averaged more than 30 cents per
gallon higher than the U.S. mainland prices.

We don’t have price spikes in Hawaii. We have had one long con-
tinuous spike.

On any day that you check www.gaspricewatch.com, you will find
a gas station in Hawaii at the top of the list. On Monday, for exam-
ple, the record for the highest price for regular unleaded gas in the
Nation was held by a station in Pukalani, Hawaii, at $1.89 per gal-
lon.

According to the Attorney General of Hawaii, higher prices can-
not be attributed to higher refining costs within the State of Ha-
waii or higher transportation costs to the State. For example, the
price of gasoline in Hawaii has exceeded the cost of buying refined
gasoline in California and transporting it to Hawaii by more than
20 cents per gallon. Moreover, the cost of transporting crude oil to
Hawaii or refining gasoline in Hawaii is not higher than similar
costs on the mainland. As such, the State’s higher retail prices may
be the result of having a highly concentrated market. Hawaii has
only two refineries and four firms selling wholesale gasoline. This
leaves the State with one of the highest concentration levels of re-
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fining and gasoline supply in the Nation—a significant problem ac-
cording to your report, Mr. Chairman.

Once again, Hawaii has the highest gasoline prices in the Na-
tion. Just last week the American Automobile Association reported
that the national average price of regular unleaded gasoline was
$1.41 per gallon. At the same time the average regular unleaded
gas price in Hawaii was approximately $1.69 per gallon. California
was second with an average of $1.66 per gallon. Such high prices
hurt the hard-working men and women in Hawaii and in the rest
of the country. As your report states, this could push the American
economy back into a recession.

Currently Hawaii State lawmakers are seeking information on
how gas prices are set as they look at ways to bring the State’s gas
prices more in line with the national average. Over the weekend
a conference committee of the Hawaii State legislature reached an
agreement on a bill to regulate gas prices in Hawaii. I understand
that many other States are concerned with this issue and may be
looking at similar proposals. I am hopeful that Chairman Levin’s
interest in gasoline prices will spur continued attention to this
issue, specifically for States with higher prices such as Hawaii.
Because Hawaii has such consistently high gasoline prices, it gen-
erally does not draw the attention that unusual price spikes com-
mand.

I would like to know, and my constituents would like to know,
what happens at the pump. Why are some States always faced
with higher gasoline prices than others? I anticipate the testimony
we receive today and the information in your report, Mr. Chair-
man, will aid in answering this critical question and lead to lower
prices for States like Hawaii.

Thank you very much, Mr. Chairman.
Senator LEVIN. Thank you, Senator Akaka. Senator Lieberman.

OPENING STATEMENT OF SENATOR LIEBERMAN

Senator LIEBERMAN. Thanks very much, Senator Levin. I want to
commend you and your staff and Senator Collins and her staff for
working so hard on a matter of such critical importance to the
American economy and to millions of American consumers. You
have produced a very substantive, thoughtful and important report,
and as Chairman of the full Senate Governmental Affairs Com-
mittee, may I say I am very proud of the quality and constructive-
ness of this report.

When gasoline gets dramatically more expensive, as it seems to
do every spring, summer and other times of the year, all Americans
pay the price. The entire economy feels the pinch. Just this spring,
as the Permanent Subcommittee on Investigation’s Report points
out, retail prices have increased faster than at any time in the past
50 years. American consumers obviously remain wary of future
price hikes, puzzled and angered by the forces that seem to make
the price of gas as volatile as gasoline is combustible. They are not
alone. Even those in government with a statutory responsibility to
understand the energy industry have been working hard to learn
precisely how gas prices are set. This Permanent Subcommittee on
Investigation’s Report is a major contribution to that effort, and it
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appropriately focuses our concentration on the oil industry’s grow-
ing concentration.

Over the past 20 years and particularly over the past 5 years,
big oil companies have been merging, and these larger and larger
corporations have been squeezing small refineries out of the mar-
ket. They are also controlling more and more gas stations, setting
prices and carving out market share through sole supplier agree-
ments and zone pricing plans.

But the American consumer is often left at the short end of the
pump, at the mercy of wild price fluctuations and big price spikes.
That is made worse by the fact that while their own pocketbooks
are being pinched, consumers see the oil companies making huge
profits. As PSI’s report points out, the increase in gas prices from
1999 to 2000 had been matched only once in history, and the year
2000 income for major energy companies from refining and mar-
keting was up 57 percent from 1999. In other words, the hundreds
of additional dollars paid by the average consumer for gasoline re-
sulted in unusually large profits for the oil industry. Over the
course of a year every 10-cent increase in the price of gasoline re-
sults in approximately $10 billion in additional oil company reve-
nues.

Now, a free market economy like ours is a wonderful thing, but
the price of that freedom, as we have learned from the Enron deba-
cle, is constant vigilance against market abuses. And the question
before us today is: Are the interests of consumers being served by
the increasing domination of the gasoline and oil markets by fewer
and fewer large companies? Each of the mergers that has changed
the landscape of the oil industry has been approved by the Federal
Trade Commission, but given the effects of these mergers on the
marketplace, it does seem to me to be worth asking whether the
Federal Trade Commission is using all the right criteria for evalu-
ating these mergers, and whether its policy of ordering newly-
merged companies to divest their refineries is in fact good for the
American consumer. The net effect of those divestitures, as has
been pointed out, has been to reduce the responsiveness of the mar-
ketplace when demand goes up and therefore increase the likeli-
hood of price spikes.

As William Baer, then Director of the FTC’s Bureau of Competi-
tion, said in 1999, ‘‘Competition is critical to this industry, and that
concentration, as well as increases in concentration, even to the
levels that the antitrust agencies call moderately concentrated, can
have substantial adverse effects on competition.’’ The main point
being that concentration can have adverse effects, and from this re-
port certainly appears to have had such effects on competition.

Mr. Chairman, I want to conclude by pointing out how critical an
energy policy priority today’s hearing should underline, and that of
course is energy diversification. The tremendous volatility of gas
prices is in part the result of volatility of global politics and eco-
nomics. We have had turmoil in Venezuela, fourth largest provider
of imported American oil. We have had, obviously, a serious and
ongoing crisis in the Middle East. So that even in a maximally
competitive and healthy marketplace, these global changes would
make oil prices volatile, and therefore would put periodic price
pinches on American gasoline consumers. That calls on us to have
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the foresight to diversify our energy supply to plan new sources of
energy, rather than continuing our long-term reliance on oil so that
the U.S. economy and policy is not at the mercy of such fluctua-
tions. The energy bill passed by the Senate last week, in my opin-
ion, offers us an opportunity to start doing that.

But let me come back to the beginning, Mr. Chairman. I thank
you and your staff for an extraordinary piece of work that is clearly
in the public interest. Thank you very much.

Senator LEVIN. Thank you very much, Senator Lieberman. Sen-
ator Carnahan.

OPENING STATEMENT BY SENATOR CARNAHAN

Senator CARNAHAN. Thank you, Mr. Chairman.
If you were to ask most Americans what the current price of gas-

oline is, I am certain that they would be able to tell you. They can
probably even tell you what the price is at two different stations
in comparison. Americans pay attention to gas prices. Why? Be-
cause travel, and thus fuel, impact virtually every part of their
lives, from driving to work, to taking the kids to after-school activi-
ties, to whether or not they can afford a family vacation. And the
ripple effects of gas price spikes extend to businesses as well. As
gas prices rise, costs to businesses also increase. And when the cost
of doing business is greater, someone has to pay.

Whether directly or indirectly, gas prices have a tremendous im-
pact on the American family’s bottom line. Consumers are the ones
that bear the burden of spikes and increases in gas prices. For
those living on a fixed income, like most seniors in Missouri, the
price spikes have an even greater negative effect. Last summer, for
the second year in a row, the Midwest experienced significant in-
creases and fluctuations in gas prices, and we want to know why.

So I applaud Senator Levin for initiating and overseeing this in-
vestigation. When constituents ask why our gas prices are increas-
ing, they deserve an answer, and this report provides that answer.

However, that answer is complex, and we find it is not just one
factor that is the cause, but rather, a set of market trends that
have combined to cause price spikes. Several of these trends are
troubling. First is the more frequent fluctuation in gas prices. Of-
tentimes prices fluctuate more in a month than they previously did
in years. Second, there is the refiners’ ability and willingness to in-
fluence prices by controlling supply. And third, the decrease in
competition brought on by mergers in oil companies and with it an
increase in prices.

The message of this report is unsettling. The situation is worse
than it has been in a long time, and there are no signs that these
trends that have caused volatility will end any time soon. These
are significant findings that we need to keep in mind as we develop
policies that impact the gasoline market. In such a volatile and
concentrated market, we must be vigilant on behalf of consumers.
And I hope that this Subcommittee will continue monitoring this
issue and help us to develop policies that protect our economy, our
businesses, and our consumers.

Thank you, Mr. Chairman.
Senator LEVIN. Thank you very much, Senator Carnahan. Sen-

ator Voinovich.
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OPENING STATEMENT OF SENATOR VOINOVICH

Senator VOINOVICH. Thank you, Mr. Chairman, for holding this
hearing.

The impact of high and unpredictable gasoline prices is a prob-
lem that has plagued consumers in my home State of Ohio for the
past few years, and I would like to commend the Chairman for the
time that you and your staff have put in on this important issue.

I would also like to welcome our witnesses, particularly Gary
Heminger, who is the President of Marathon Ashland Oil and who
has a large installation in the State of Ohio, and one of our great
corporate citizens; and Mr. Pillari, even though I am very unhappy
with BP moving their North American Headquarters out of Cleve-
land, Ohio, to Chicago, you still have a large presence in our State.
I will never forget that while I was Governor of Ohio, because of
an enormous investment of money made by BP, we brought down
the emissions in the Toledo area and helped us obtain our ambient
air standards there which was very, very helpful.

Two years ago the full Committee, at my request and several
other Senators, held a series of hearings looking into this same
issue: Gasoline price spikes. It is very interesting that the players
have changed but the companies are the same here before us.

At that time, politicians, analysts, and business owners were
busy pointing to a whole host of reasons for the 2000 price hikes.
Alleged price gouging and collusion among oil companies was one
thing. Lack of domestic production, reformulated gasoline, econom-
ics and the law of supply and demand; pipeline and other transpor-
tation problems; you name it.

At the time the Federal Trade Commission also was asked to in-
vestigate the Midwest gasoline price situation. I would like to point
out that that was the Federal Trade Commission that was under
the jurisdiction of President Clinton. I supported the investigation,
because I believed that my constituents had the right to know why
their gasoline prices were high and if the actions by the oil compa-
nies were behind the high prices. In March 2001 the FTC issued
their report and found that there was no evidence of collusion. The
report did find that the high gas prices were caused by a mixture
of structural and operating decisions with primary factors including
refinery production problems, low inventory levels, and pipeline
breaks.

And, Senator Levin, you and I experienced them. We had a break
in the Wolverine pipeline coming down from Michigan and then
there was another one, the Explorer coming up from Texas, that
were both ruptured.

The FTC report also found that the damage was minimized be-
cause the industry responded quickly with an increased supply of
gasoline to the Midwest. Unfortunately, similar price increases
were seen last year and we have seen similar gas prices this year
and will, I am sure, see even more of them with what is going on
in the Middle East and Persian Gulf.

Well, there have been signs that gasoline prices are dropping.
That is of little consolation to families in the Midwest where prices
are still high. I am concerned about that, just like everyone else.
I watch those gas station prices.
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Most people who have been around, as long as I have been, re-
member the Arab oil embargo of 1973, when costs went up, gas
shortages were everywhere, and people sat in long lines to get gas.
Some of the younger people in this country do not remember it. I
remember it. At that time the United States only relied on 35 per-
cent foreign oil to meet our domestic needs. Today our reliance on
foreign oil averages 58 percent. And when we had the crisis a cou-
ple of years ago, it got up to over 60 percent.

The American people want to know why nothing has been done
in the last 29 years to reduce our dependence on foreign oil. In my
opinion, we botched one opportunity when we in the Senate did not
provide for exploratory drilling in ANWR. I have been around this
business over 35 years. All too often in government, when a prob-
lem comes up, we have a tendency to treat it as if it were a barking
dog. Give it a bone, a little attention and it stops barking, and
when it stops barking, ignore it until it starts barking again. That
is what we have done in this country in terms of the supply of gas-
oline.

Such neglectful treatment of such a vital component of our Na-
tion’s economy is unconscionable. We lack an energy policy by this
country, and hopefully we are going to have one by the end of this
session.

With the Senate’s passage last week of the energy bill, I think
we are one step closer to preventing these unpredictable gas price
spikes. However, in my opinion, there are still many issues that
must be addressed before we are going to be able to have a reliable
and predictable gasoline supply.

The report prepared by the Democratic staff of the Subcommittee
recognizes that the number of refineries in this country went from
a high of 324 in 1981 to 155 in 2001. Additionally, I think it is im-
portant to remind my colleagues that there have been no refineries
constructed since 1976. Additionally, it is extremely unlikely that
a new refinery will be built because of the difficulties with siting
new refineries, many of them environmental, and many of them
have to do with the rate of return on building a new refinery. I
would like to hear from the witnesses why we cannot get more re-
fineries built in the United States of America. In 1982 there were
over 300 refineries in this country; just over 68 percent of their ca-
pacity was being utilized. Today our Nation’s refineries operate at
near peak capacity. If a refinery has a problem, you can almost see
it immediately reflected in the price of gasoline. While increased re-
fining capacity has increased by nearly 1 million barrels per day
since 1986, that still does not replace the 3 million barrels per day
that was lost in the closure of 120 refineries during the 1980’s.

At the same time I am concerned about our Nation’s infrastruc-
ture for distributing gasoline. In 2000, distribution problems were
one of the major contributing factors to the extreme price hikes ex-
perienced by my constituents. I already mentioned the two pipe-
lines. Until they were back operating at full capacity, they signifi-
cantly limited the amount of gasoline that was being brought into
Ohio, resulting in higher prices. This situation is not unique. Na-
tionwide our pipelines are operating at capacity, and if a break or
other problem is experienced, then the gasoline being distributed to
gas stations will be limited. The best way to eliminate this problem
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with our distribution system is to improve our infrastructure. Only
by expanding pipeline capacity can we improve reliability and com-
petition and lessen the risk of unexpected price hikes.

Finally, I would like to point out that the report prepared by the
Subcommittee focuses only on the downstream industry, leaving
out one of the most variable factors in gasoline pricing, the price
of crude oil. According to the Energy Information Administration,
in March this year crude oil accounted for 41 percent of the cost
of gasoline. Over the last 4 years crude oil prices have varied dra-
matically—listen to this—from $11 a barrel to $33 a barrel. It only
makes sense that if you have significant differences in crude oil
prices, then you will see price spike in gasoline.

I would like to thank the witnesses for being with us today and
I look forward to your testimony.

Senator LEVIN. Thank you very much, Senator Voinovich. Sen-
ator Bunning.

OPENING STATEMENT OF SENATOR BUNNING

Senator BUNNING. Thank you, Mr. Chairman.
Gasoline is what makes this country move. We rely on it to get

to work, pick up our kids from school, travel on business, and de-
liver goods and services to companies and homes across this coun-
try. Americans use 123 billion gallons of gasoline each year. Did
you hear me? 123 billion gallons. In the Commonwealth of Ken-
tucky we used about 2.1 billion gallons in the year 2000. We are
all concerned about fluctuations in gasoline prices. It affects how
much disposable income Americans have left over at the end of the
week. It determines the health of our economy and the ability of
businesses to operate. I routinely hear from Kentuckians who are
concerned about gasoline prices, particularly after prices spiked
last year post September 11. Gas companies and gasoline stations
should be fair with their customers, and any activity like price
gouging or collusion should not be allowed.

There is probably no other commodity Americans regularly pur-
chase that fluctuates as much as gasoline. Refiners and retail
stores should be held to the highest standards. Recently price fluc-
tuations seem to have become wilder and lots of people want to
know what has been going on. If they are like me the average con-
sumer does not know why prices have been going up and down, but
they would like to know more. So this hearing gives everyone a
chance to explain things and gives us a chance to look at the regu-
latory and delivery systems we have now. I have heard reports that
margins between supply and demand in the gas market have be-
come smaller in recent years, and so mistakes in matching up the
two can lead to price swings.

Some also complained about market concentration among retail
brands and how that affects price and availability. I do not know
if either of those claims are true, but I am interested in hearing
from those in the industry who have come here today. Also as a
part of any discussion, we also have to make sure that the govern-
ment role as regulators does not contribute to the problem. In fact
we need to know what we can do in the opposite direction to en-
courage companies to make investments in our Nation’s infrastruc-
ture, including what Senator Voinovich said, in new refineries that
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will help ease this problem in the future. For example, I under-
stand some producers are having problems building a pipeline that
could move gas and help alleviate some of the gas price problems
that occurred last summer in the Midwest. The industry is trying
to build a new pipeline called the Cardinal that would run 150
miles through Ohio and West Virginia and would end up in Ken-
tucky. The Corps of Engineers is hassling this project, not allowing
it to be completed and making it very difficult to complete. Red
tape has slowed this process. We need to work harder to construct
a smarter more efficient regulatory framework.

I appreciate the time our witnesses have taken to come and tes-
tify. I look forward to hearing from them.

Thank you, Mr. Chairman.
Senator LEVIN. Thank you very much, Senator Bunning.
Let me also note the presence of Senator Wyden, who I indicated

will be testifying before us on Thursday. He has joined our panel
and he has been long involved in investigating gas prices and try-
ing to understand and transmit to the public the reasons for the
gas price spikes that we face.

Senator LEVIN. Let me now introduce our panel of witnesses who
are with us this morning. We are grateful for their presence and
appreciate their presence. They are all executives from five of the
top oil companies in the world. And we invited these witnesses be-
cause they are in charge of U.S. operations for each company, so
that they have the expertise to answer some of the questions that
we will be asking. We have at the witness table James Carter, who
is the U.S. Regional Director of ExxonMobil; Gary Heminger, Presi-
dent of Marathon Ashland Petroleum; Ross Pillari, Group Vice
President for U.S. Marketing of BP; David Reeves, President of
North American Products for ChevronTexaco; and finally, Rob
Routs, President and CEO of Shell Oil.

And we look forward to hearing your views, and pursuant to
Rule VI, all witnesses who testify before this Subcommittee are re-
quired to be sworn, and I would ask you to please stand and to
raise your right hand.

Do you swear that the testimony that you will give before this
Subcommittee this morning will be the truth, the whole truth, and
nothing but the truth, so help you, God?

WITNESSES: I do.
Senator LEVIN. Thank you. We will be using a timing system

today, and approximately 1 minute before the red light comes on,
you will see lights change from green to yellow, giving you an op-
portunity to conclude your remarks. All your testimony will be
printed in the record as written. We ask that you limit your oral
testimony to no more than 10 minutes. We will have a lunch break
approximately at 12:30.

Mr. Carter, please proceed.
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1 The prepared statement of Mr. Carter with an attachment appear in the Appendix on page
130.

TESTIMONY OF JAMES S. CARTER,1 REGIONAL DIRECTOR, U.S.,
EXXONMOBIL FUELS MARKETING COMPANY, FAIRFAX, VIR-
GINIA

Mr. CARTER. Thank you, Mr. Chairman. I am Jim Carter, Re-
gional Director, U.S., ExxonMobil Fuels Marketing Company. I ap-
preciate this opportunity to discuss the causes for price volatility
in the gasoline marketplace and our recommendations to help deal
with these fluctuations.

ExxonMobil markets fuel products in 47 States and the District
of Columbia. Our goal is to provide reliable supplies to our cus-
tomers at competitive prices while respecting the environment and
protecting the safety of the communities we serve. In the interest
of time, I will summarize my remarks and ask that my written tes-
timony be entered in the record.

Senator LEVIN. It will be. Thank you.
Mr. CARTER. Our company understands the public sensitivity to

price swings and the impact of fluctuating prices on consumers’
budgets. The market for gasoline is one of the most visible of all
consumer goods. Customers see our prices every day, as some of
you have mentioned, and readily know when they are rising and
falling. In fact, customers often contact us when they are rising.

I aim to leave you today with the following messages: Gasoline
prices reflect a fiercely competitive market operating with high
transparency and a tight supply/demand balance. The market effi-
ciently sets gasoline prices that reflect supply and demand bal-
ances, and consumers benefit in the long term when the free mar-
ket is allowed to work. U.S. refiners and gasoline marketers com-
pete vigorously, as evidenced by low margins and returns. Over the
last 20 years, combined refining and marketing returns on capital
have averaged 5 percent. New players have recently entered both
of these businesses.

Marketing has evolved over the past several decades from a focus
on automotive needs such as service and gasoline to now service
and convenience. The market today includes not only so-called
major brands such as Exxon and Mobil but also convenience store
chains, supermarkets and discount retailers or hyper-markets. The
traditional major suppliers combined have 45 percent of the gaso-
line retail market today. Over the next 3 to 5 years the
hypermarket share is projected to grow from 3 to 4 percent today
to almost 16 percent, which is higher than ExxonMobil’s current
market share.

With more choices than ever before, gasoline consumers are
clearly benefited by this increased competition. Both gasoline mar-
gins and retail prices have declined over time. After adjusting for
inflation, average retail gasoline prices have exhibited a general
downward trend during the past 80 years. Of course, there has
been some interim fluctuation based on true oil prices.

Measured in 1999 dollars, gasoline prices have declined from
around $2.50 in 1920 to about $1.50 in 2000, even as taxes have
increased. Today taxes make up 30 percent of the retail price.
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1 The prepared statement of Mr. Heminger with attachments appear in the Appendix on page
146.

There are three main causes for gasoline price volatility:
Changes in crude oil prices, market transparency, and the pro-
liferation of fuel specifications. Crude oil prices currently comprise
about 40 percent of the retail gasoline price. Since late January
crude oil prices have increased by over $7 a barrel, accounting for
15 to 20 cents of the total gasoline price increase of roughly 30
cents per gallon.

Instant availability of global news has made markets highly
transparent. Prices in commodity futures markets respond quickly
to world events. High transparency makes markets more efficient,
but it can also increase volatility.

Today’s many boutique gasoline specifications place significant
demands on the refining industry. Summer grades are more dif-
ficult and expensive to make because they require additional proc-
essing to meet environmental standards. This reduces refining ca-
pacity in the summer when demand is the highest. A disruption at
a single refinery can quickly upset the balance. Boutique gasolines
also present logistics challenges. They limit distribution system
flexibility and reduce interchangeability of supply among termi-
nals.

Industry consolidation, which the Subcommittee has raised as an
issue, based on refining concentration analysis by State, has not
contributed to increased price volatility. Refining concentration
should be analyzed regionally, as most States are not self-contained
refining markets. Even with recent mergers, there are still a large
number of independent refiners and marketers.

To minimize the effects of market disruptions and increase in-
dustry capacity we recommend three changes. First, reduce the
number of boutique gasolines. That will increase our flexibility in
refining and distribution. Second, appropriately sequence future
changes in product specifications to eliminate overlap and bunching
of requirements, which will help ensure that necessary investments
can be completed without affecting supply stability. Finally, ensure
appropriate interpretation and enforcement of regulations that af-
fect capacity and supply.

I would be happy to address your questions that you might have.
However, I hope that you will understand that due to the competi-
tive concerns, it would not be appropriate for us to discuss com-
pany sensitive data. I’d prefer to address that in another setting.

Thank you for the opportunity to comment.
Senator LEVIN. Thank you very much, Mr. Carter, and we in our

exhibits have also tried to protect those proprietary matters that
would cause disclosure of information which would not be appro-
priate to competitors, and we have made that effort as well.

Mr. Heminger.

TESTIMONY OF GARY HEMINGER,1 PRESIDENT, MARATHON
ASHLAND PETROLEUM, FINDLAY, OHIO

Mr. HEMINGER. Thank you, Mr. Chairman, and Members of the
Subcommittee. I thank you for allowing me the opportunity to meet
with you today.
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I am Gary Heminger, President of Marathon Ashland Petroleum.
Mr. Chairman, I, too, have a written report for the record.

Senator LEVIN. Thank you.
Mr. HEMINGER. We are a Midwest company headquartered in

Findlay, Ohio. We have major facilities and a number of employees
in several of the States of the Members, including 2,000 employees
in Illinois, 2,500 in Indiana, 3,200 in Kentucky, 3,200 in Michigan,
and 8,000 in Ohio.

Unlike many refiners we consistently supply all segments of the
gasoline market including independent distributors and retailers.
In fact, these customers represent our largest single customer mar-
ket.

We appreciate the Subcommittee’s interest in this very important
topic and agree with a number of findings in the just-released re-
port of the Subcommittee staff, including No. 1, the finding that
our new Cardinal and Centennial Pipeline projects should make a
positive difference to the Midwest consumer. We obviously agree.
No. 2, the finding that the mandated winter to summer fuel
changeover reduces inventories just before the warm weather driv-
ing season, that has a price effect. And No. 3, the finding that our
company made and sold 33 percent more reformulated gasoline in
2000, a period when many other refiners had cut back their pro-
duction.

A central question in this hearing is whether my company delib-
erately withheld reformulated gasoline from the market in the
spring of 2000 to boost prices. The answer is an emphatic no. The
fact is that Marathon Ashland Petroleum produced 33 percent
more reformulated gasoline than the year before and we sold every
drop. Let me repeat that. We produced 33 percent more and sold
every drop. Any assertion to the contrary is just plain wrong.

Our pricing procedures also follow sound business models. We
consider our cost of supply, the amount of supply, the anticipated
demand and a range of market indicators. Fuel markets every-
where follow the price of crude oil. However, individual markets
have their own unique sensitivities. In the Midwest, for example,
consumers use 25 percent more fuel than the Midwest refineries
produce. The balance is shipped to the region by pipeline or barge
usually from the Gulf Coast. Any disruption in transportation serv-
ice has the potential to produce price volatility. We understand
that the ups and downs of gasoline price upset consumers. Despite
volatility, the Lundberg survey found that motorists in the Mid-
west actually paid 1.6 cents per gallon less than the U.S. average
from 1998 to 2001. In fact, adjusted for inflation gasoline now sells
at close to an all-time low. This is true for very few other products.
But then few markets are as uniquely competitive as the one that
brings America’s motorists to approximately 180,000 retail gasoline
outlets, a market that is growing even more competitive with the
emergence of hypermarket gasoline retailers.

I believe that few companies have been as responsive and cus-
tomer focused as Marathon Ashland. I am extremely proud of the
people and how they responded during the periods of supply imbal-
ance in 2000 and 2001. During those years we increased our refin-
ing throughput, testing to the design limits, our plants already
running at the high end of historic norms. When a major pipeline
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failure took about 400 million gallons out of the market, we ran ad-
ditional transport trucks 24 hours a day, 7 days a week to supply
our customers as best we could. We flew in additional drivers to
fill the greatly expanded route schedules and driving times. We
also took the highly unusual step of shipping gasoline from far
away as Newfoundland. We increased our sales. In fact we sold
more product than we produced. In 2000, for example, we sold ap-
proximately 2 billion gallons more gasoline than our plants refined,
an outcome possible only because we dedicated our logistics re-
sources to bringing fuel from where it was made to where it was
needed. We took extraordinary steps to keep our customers sup-
plied.

One reason the supply disruption of 2000 and 2001 produced
such dramatic price effects is that the Nation’s refining and deliv-
ery systems are severely constrained, particularly during periods of
peak demand. Understanding this context is important to appre-
ciating why prices may spike when a refinery goes down or a pipe-
line connection to the Gulf Coast is interrupted. It is estimated
that the Midwest has a refined product shortage of about 42 mil-
lion gallons a day, and this puts a great burden on our ability to
move fuel from where it is made to where it is needed. Yet our dis-
tribution is highly constrained.

During periods of peak demand pipelines can’t grant suppliers all
the shipping capacity they need. If there is an outage for a reason,
there is very little if any makeup capacity. At Marathon Ashland
we’re trying to address these issues. On the production side we
have a new coker at our Garyville, Louisiana, refinery that pro-
duces enough gasoline for about 60,000 cars a day with no addi-
tional crude oil throughput. A major capital investment project is
now under way at our Catlettsburg, Kentucky, refinery in addition
to numerous smaller projects completed or under way. We are con-
stantly looking at cost effective ways to improve our refineries to
increase production, reduce emissions, and improve efficiency.

We’re also working to address the delivery issue. Earlier this
month the Marathon Ashland joint venture began operation on
Centennial Pipeline, a new refined products pipeline that connects
the Midwest with the Gulf Coast. We also plan to build the Car-
dinal Products Pipeline to link one of the Midwest fastest-growing
markets, Columbus, Ohio, with the Ohio River and our Catletts-
burg, Kentucky, refinery. These projects are expensive. In fact, just
since its inception in 1998 Marathon Ashland has invested a total
of more than $2.5 billion in refining, marketing and transportation.
We plan to continue to invest heavily to meet clean fuel regulations
and the growing needs of our customers.

Three of our Midwest refineries, St. Paul Park, Minnesota; Can-
ton, Ohio; and Detroit, Michigan, are very small. They lack either
the inherent efficiencies of larger facilities or the location advan-
tage of Gulf Coast refineries. Every refinery in this size or class is
vulnerable. Were it not for the efficiencies realized from the com-
bination of the downstream assets of Marathon Oil and Ashland,
Incorporated, it is questionable whether either company would
have been able to survive as an independent refining and mar-
keting company.
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Marathon Ashland and its employees are committed to help the
Midwest growing energy needs. These government measures would
help: Regulatory certainty, appropriate rule phase-in, policies that
encourage investment in the industry, and expedited permitting.
The Department of Energy indicates petroleum hydrocarbons are
likely to be the predominant source of transportation fuel in Amer-
ica for at least the next 20 years. Government and industry need
to work together to help assure supply reliability and affordability
for America’s fuel customers.

I look forward to making the effort a productive and long-lasting
one. And I appreciate the opportunity to appear before this Sub-
committee. Thank you, Mr. Chairman.

Senator LEVIN. Mr. Heminger, thank you very much. Mr. Pillari.

TESTIMONY OF ROSS J. PILLARI,1 GROUP VICE PRESIDENT,
U.S. MARKETING FOR BP, WARRENVILLE, ILLINOIS

Mr. PILLARI. Thank you, Mr. Chairman. Good morning. My name
is Ross Pillari and I am a Group Vice President of Marketing for
BP. BP is a supplier of fuels for transport and power in the United
States under the BP, Amoco, and Arco brands. I, too, have sub-
mitted a written report for the record, Mr. Chairman.

Senator LEVIN. Thank you.
Mr. PILLARI. I am pleased to appear here this morning to speak

on behalf of my company and address the issues of gasoline price
volatility. It is a subject that attracts the attention of many inter-
ested parties, but most importantly is on the minds of our cus-
tomers as they make their buying decisions.

The price of gasoline is also a business issue for the thousands
of gasoline dealers, distributors, refiners, and energy companies
who invest their personal and corporate funds in this volatile and
intensely competitive business. As each of these businesses works
to manage within this complex market volatility, they are faced
with trying to explain increasing gasoline prices such as we have
seen in the last 60 days. However, when gasoline prices are low,
as they were in January, in some markets reaching as low as $1.05
a gallon, there are generally few questions, and little under-
standing that this effect is also a function of volatility. Yet it is im-
portant to note that in this period and in similar periods of vola-
tility, this country has, on average, maintained the most reliable
supply and the most efficient distribution system at the lowest
prices in the world. This is an important fact because it dem-
onstrates our ability to dampen at least some of the effects of vola-
tility.

In the long run gasoline prices are directly related to crude oil
prices. Over 90 percent of the change in gasoline prices is directly
related to changes in the price of crude. In just the past 24 months
crude prices have bounced from lows of around $10 per barrel to
highs of over $28 per barrel, as have already been mentioned. And
gasoline prices have moved in tandem. The increased gasoline price
volatility over the last 18 months is consistent with the volatility
in the price of crude oil. Crude oil prices react to world events.
Crude oil prices react to world economic demand. The market will
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naturally adapt to the ebbs and flows of this demand, resulting in
normal market-based volatility. As crude demand increase, crude
supply has historically increased to meet it. We have seen addi-
tional resources brought online in the Gulf of Mexico and other lo-
cations around the world. In just one of these areas, the Gulf of
Mexico, my company is spending billions of dollars to find these
new resources. These investments for additional supplies are based
on an assumed long-term price for crude oil. But this is not likely
to be a static price. It is more likely to be a volatile price based
on the many factors I have already mentioned. This same volatility
will naturally flow through and have an effect on the gasoline prod-
uct markets.

However, the cost of crude oil is just one of the factors that influ-
ences gasoline price volatility. As we have seen in the past, supply
disruptions from unexpected and in some cases catastrophic refin-
ery problems, pipeline outages, and import patterns will also cause
volatility in our gasoline markets.

Volatility tends to rectify itself with the natural actions of the
marketplace. Changes in gasoline price affects supply so that the
market reaches the equilibrium price where supply and demand is
in balance. During this balancing process, the market experiences
price volatility and initiates the market-based actions that will at-
tract the very supply that will dampen this affect.

Nowhere was this more in evidence than in the actions taken by
our company to supply gasoline to the Midwest and the West Coast
during supply disruptions of the past two summers. BP reacted to
these market conditions by taking a number of actions including
blending chemical feedstocks into the gasoline pool to maximize
volumes, moving barrels from our Toledo refinery into Detroit to
free up Chicago-based refinery barrels for sale or supply in that
market, transporting gasoline from European refineries to the Mid-
west, moving gasoline components from our Kwinana, Australia,
refinery to the West Coast, and delivering additional volumes into
Chicago via Explorer Pipeline when space was available.

As a result of these efforts, BP was able to make more of its gas-
oline available to the Midwest and West Coast, and also to dampen
the price effect of the disruptions, but not without temporary price
volatility as the market corrected itself. At the street level the U.S.
gasoline market has gone through a dramatic change over the last
10 years, primarily driven by consumer demands for quick service,
convenience products, and low prices. These changes continue. And
the driver of these changes is the consumer. The consumer is de-
manding better and more progressive retail options for purchasing
gasoline. These new outlets, whether investments by a jobber, an
integrated oil company, or a grocery store chain, are complex and
multi-faceted businesses. They require multimillion dollars invest-
ments. There is no slack in the economic drivers of this system that
would allow for increasing costs or inventory to dampen or absorb
price volatility. But we must look at the facts and analyze the im-
pact of these market factors over the last few months.

While we have seen volatility in gasoline prices due to world
crude oil market volatility, we have actually experienced lower re-
tail prices over the first part of this year. According to DOE statis-
tics, the price of gasoline during the first quarter of this year has
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averaged about $1.20 per gallon compared with $1.48 during the
same period last year. We have seen the price move from a low in
January of nearly a dollar, as I mentioned before, in some markets
to their recent highs, in some cases as high as $1.60 in the Illinois
market, which are still nearly 15 to 20 cents below the highs of last
year. But as the price of crude oil has begun to stabilize, so have
retail gasoline prices. They are beginning to come down already.

At the same time gasoline production in the United States has
increased by 3.6 percent over last year, and nationwide inventories
of both RFG and regular gasoline are at or above their prior year
levels. No single factor is the cause of volatility. It is the totality
of these factors that makes the market work so effectively in
achieving each period of equilibrium. Consumers in the United
States continue to benefit from the intensely competitive U.S. refin-
ing and marketing industry. More sophisticated and cost efficient
business models are constantly evolving in the marketplace at an
ever-quickening pace. In the last few years the market has seen
the entry and growth of large format independents, convenience
store chains, the addition of gasoline at hypermarkets and grocery
store chains, and the accompanying growth in their market share.
The consumer has more offers and better offers to choose from.

At the same time the need to realize economies of scale, reduce
costs, access new markets and better manage risks, while con-
tinuing to deliver value to shareholders has resulted in a number
of mergers, acquisitions, and consolidations. The net result is that
cost reductions and efficiencies from mergers have resulted in
greater value for the consumer as evidenced by prices the same or
lower than in previous years. To this end we continue to operate
our refineries at high levels of production, maintain our inventories
at levels required to meet our customers’ needs, and establish our
role as a preferred supplier.

The marketplace works. And while it is working, it will reflect
the realities of the actions required to balance supply and demand.
Artificial interventions are likely to result in consequences and un-
predictable results.

As we have throughout this discussion, BP is prepared to con-
tinue to work with this Subcommittee and to be as helpful to you
as possible. I will be pleased to take questions.

Senator LEVIN. Thank you very much, Mr. Pillari, and we thank
you all, by the way, and your companies, for your cooperation with
this Subcommittee. We have sought out a significant amount of in-
formation. We have obtained that information, and we are appre-
ciative of it, and we appreciate your willingness to continue to work
with the Subcommittee on that basis.

Mr. Reeves.

TESTIMONY OF DAVID C. REEVES,1 PRESIDENT, NORTH AMER-
ICA PRODUCTS, CHEVRONTEXACO CORPORATION, SAN
RAMON, CALIFORNIA

Mr. REEVES. Thank you, Mr. Chairman and Senators. It’s my
pleasure to be here today to testify before the Subcommittee. My
name is Dave Reeves and I’m the President of North America Prod-
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ucts, which is the ChevronTexaco entity responsible for refining,
marketing, and distribution in the United States.

In the United States we refine and market gasoline under the
Chevron brand, and I’ll be referring throughout my testimony to
our United States’ operations as Chevron. Although our corporate
name is ChevronTexaco, we do not own, operate, or supply any of
the former Texaco refineries or retail outlets in the United States.
The FTC required that those facilities be sold as a condition of our
merger last year.

To cover the issues the Subcommittee asked us to address, let me
talk briefly about gasoline production and delivery. Chevron oper-
ates six fuel refineries in the United States with a total refining
capacity of roughly 900,000 barrels a day. Our largest refineries
are located in Pascagoula, Mississippi, and El Segundo and Rich-
mond, California. We have one medium-sized refinery in El Paso,
Texas, and two smaller refineries, one in Hawaii and one in Salt
Lake City.

Chevron’s share of the gasoline market in the United States is
roughly 6 to 7 percent. We sell gasoline in 28 States and the Dis-
trict of Columbia through about 8,000 Chevron branded retail serv-
ice stations. Over 90 percent of our stations are operated by inde-
pendent jobbers or dealers who choose to brand with Chevron. Less
than 10 percent of our stations are owned and operated directly by
Chevron. We market on the West Coast, throughout the South, Ha-
waii, Alaska, and in portions of the Rocky Mountains. We are a
smaller marketer in the Mid-Atlantic region through jobber-served
stations. We do not refine or market in the Midwest or the North-
east.

With respect to the Subcommittee’s question about the adequacy
of the industry infrastructure, I can best comment on my company.
We continue to invest substantial sums to ensure that our infra-
structure is adequate to meet our customers’ needs. For example,
our Pascagoula, Mississippi, refinery has begun work on its clean
fuels project. When completed next year it will be one of the first
refineries in the Nation capable of producing both low-sulfur gaso-
line and on-highway diesel fuel outside California. The project will
be completed in advance of the national deadlines, primarily to
meet local fuel requirements in Birmingham, Alabama, and At-
lanta, Georgia, which are key marketing locations for the
Pascagoula refinery. In general, while I think it has been noted
that the capacity of the industry is strained in some parts, I do be-
lieve it will continue to grow to meet demand as long as the condi-
tions to do so are economic.

One concern of the Subcommittee is the series of mergers over
the last 6 or 7 years, and like mergers in other business sectors,
the mergers have been driven, I believe, by both a need to improve
efficiency by reducing costs, and a need to compete in a world that
requires strong companies capable of finding, developing, and deliv-
ering energy for the future generations. Those were major factors
in the merger with Chevron and Texaco.

Turning to gasoline pricing, I believe the Subcommittee’s report
accurately reflects that gasoline prices are set based on competi-
tion. They are the result of the combination of complex factors of
supply, demand, and competitive forces. At Chevron our primary
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aim is to keep our independent dealers and jobbers competitive
with the station down the street. As a result of competition, gaso-
line prices in constant dollars have been generally declining over
a 20-year period and are a good value compared to many other
goods and services, and to gasoline prices in many other countries.

I recognize that those facts alone may be little comfort to families
whose budgets are strained when gasoline prices increase rapidly,
and I recognize that gasoline prices do tend to fluctuate, both up
and down, more than many or most other products. It’s important
to recognize in addition that there are many factors that cause
price fluctuations, including rapidly-changing crude oil prices, the
ever-growing demand for gasoline, temporary refinery outages, and
in some cases the annual changeover from winter grade to summer
grade gasoline specifications. That changeover reduces inventories
at the same time seasonal demand begins to increase for the sum-
mer driving season.

Gasoline prices have also been a concern of many government
agencies, and there have been obviously many investigations of
gasoline pricing and fluctuations in the last several years. Those
investigations have consistently shown that there have not been
any conspiracies or antitrust violations, but rather that the fluctua-
tions simply reflect that the market is working as it should. For ex-
ample, the California Energy Commission concluded that the price
spike in California in 1996 was caused primarily by a fire at a com-
petitor’s refinery, which removed some 10 percent of the supply for
several months. Gasoline prices did in fact increase rapidly, which
dampened demand and created the incentive to import gasoline
from as far away as Finland. Prices then returned to lower levels.
And as the Energy Commission put it, ‘‘The market worked.’’

I’ve reviewed the Subcommittee’s report, and while I can’t say
that I have fully digested all 396 pages, I’d like to offer a few addi-
tional comments on it. First of all the report appears to miss the
most basic reason for fluctuations in gasoline prices, and that is the
changes in crude oil. The report notes that the average gasoline
price across the United States went up by 35 cents from early 1999
to 2000. Two things are important about that observation. First,
the report uses early 1999 as the starting point even though gaso-
line prices were at historic lows at that point so that the increase
appears larger than if the report focused on a different time period.
And more importantly, as Senator Voinovich noted earlier, it fails
to take into account that the cost of raw materials, crude oil, in-
creased by an even greater amount during that period of time.

In addition the report refers to the various mergers and acquisi-
tions that have taken place, most of them in the last decade, and
suggests that they have reduced competition. I believe that they
have increased competition. The mergers created stronger compa-
nies which were more efficient and thus better able to compete.
The FTC also typically required the merging companies to divest
refining and marketing assets, where retaining the assets could
have been a competitive problem. The end result, as shown by the
Subcommittee’s charts—I think it’s on page 84 in your report 1—is
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that industry gross margins and operating costs have been declin-
ing, while net margins and rates of returns have remained fairly
constant and low. Industry rates of returns have averaged about 5
to 6 percent, reflecting the fierce competition that we face. Con-
sumers have been the beneficiary of the competition.

One more observation on the report. It refers to documents used
in a California case entitled Aguilar dealing with California gaso-
line prices. What is not particularly clear in the report, however,
is that all three levels of courts in California considered those very
same documents and determined that they did not establish any
wrongdoing. The trial court and the California Court of Appeals
threw out the case as unfounded, and the California Supreme
Court unanimously affirmed that decision.

Finally, the Subcommittee has asked what can be done regarding
gasoline price fluctuations. Speaking for Chevron, our people are
doing our very best to operate our refineries and distribution sys-
tem safely and reliably. It is our No. 1 priority. We devote a lot of
resources to making sure that we continue progress to being world
class in reliability. We’re also doing our best to be fully ready to
meet new government requirements for fuels. The government can
also take steps to ensure that reliable supplies of gasoline and
other fuels are available for the American consumer. For example,
the government can set performance-based standards for fuels, so
that refiners have the freedom to use the most efficient methods
to meet those standards. The government can also take steps to
minimize and eliminate things that interfere with markets such as
mandates and subsidies, and the government can streamline per-
mitting wherever possible, which we believe can be done without
compromising environmental protections.

Thank you again, Mr. Chairman and Senators for the oppor-
tunity to testify before your Subcommittee today, and I would be
happy to answer any questions as the hearing goes on.

Senator LEVIN. Thank you very much, Mr. Reeves. Mr. Routs.

TESTIMONY OF ROB ROUTS,1 PRESIDENT AND CHIEF EXECU-
TIVE OFFICER, SHELL OIL PRODUCTS US, HOUSTON, TEXAS

Mr. ROUTS. Thank you, Mr. Chairman. Whatever I am going to
say is going to be a repeat by now, but I would like to go through
my remarks, anyway.

Mr. Chairman, Members of the Subcommittee, for the record, my
name is Rob Routs, and I am the president and CEO of Shell Oil
Products US

Shell Oil Products US is a marketer of fuels, lubricants, services,
and solutions to consumer and business-to-business customers in
the automotive, commercial, and industrial sectors. Shell Oil Prod-
ucts US operates refineries, a lubricants business, and a pipeline
and terminal system. Together with its affiliate Motiva Enterprises
LLC, Shell Oil Products US supplies nearly 22,000 branded service
stations.

I have been asked to share with the Subcommittee our thoughts
on the United States’ motor fuels market and the factors that con-
tribute to the volatility of the price our customers pay at the pump.
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America’s growth has been fueled in large part by the stable sup-
ply of reasonably priced energy. In fact, the price of gasoline has
remained fairly constant when adjusted for inflation.

A recent analysis by the American Petroleum Institute stated:
‘‘In inflation-adjusted 2002-dollar terms, today’s price is low com-
pared to the historical 84-year record of recorded pump prices. In
fact, motor gasoline prices are 45 percent lower than the 1981
record high of $2.64 per gallon. Between then and now, the real
cost of motor gasoline to consumers fell by $1.19 per gallon. This
decline can be attributed largely to lower crude costs, but manufac-
turing, distribution, and marketing costs are lower as well.’’

Shell remains committed to ensuring that we meet the needs of
our customers by providing them with a reliable supply of quality
products at competitive prices.

Still, there are a number of factors that have contributed to the
volatility of the recent past. These factors still exist today and will
continue to influence the price of gasoline in the future.

One of the greatest challenges we face as an industry is sup-
plying an ever increasing number of boutique fuels to an ever ex-
panding number of niche markets. Prior to 1990, there were six
kinds of gasoline sold in the United States. Today, requirements
imposed by Federal, State, and local governments have contributed
to the creation of an ever expanding number of motor fuels and
other petroleum products. Again, according to the American Petro-
leum Institute, ‘‘One pipeline company, Atlanta-based Colonial, de-
livers 90 different products for 85 shippers to 270 terminals and
more than 1,000 storage tanks. In any given month, Colonial may
ship 30 different grades of gasoline.’’

When a region, State, or city requires a unique fuel, it becomes
a fuel island, unable to use nearby supply should the delivery of
their special blend be interrupted. The smaller the market, the
more isolated they become, and the more difficult it is for us to
move products into that area on short notice.

Not only are we being asked to supply a greater number of fuels,
but the specifications of these fuels often change with the seasons.
These seasonal fuel variations require us to draw down inventories
as we switch from one fuel to another. We conduct this fuel switch
in April and May and September and October. When we switch
fuels in the spring, we must draw down inventories to ensure that
our fuel remains compliant. During this time markets are particu-
larly exposed to volatility should a supply disruption occur.

In an effort to address the proliferation of the fuels in America,
we have been working with Congress on the establishment of a
study to look at the issue. This study is included in the Senate’s
energy bill. We look forward to participating in the development of
policies and programs intended to reduce the number of fuels used
in this country without compromising environmental quality.

At the same time, the infrastructure for producing and distrib-
uting fuels has been running at a very high utilization rate. Amer-
ica’s refineries, for example, were running at 94 percent utilization
last summer. At these high rates, there is little reserve capacity
that can be turned on when demand peaks or another source of
supply shuts down. Likewise, pipelines, particularly those that
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bring product to inland markets, are also operating at or near ca-
pacity.

In recent years, oil has been as low as $10 a barrel and as high
as $30 a barrel. Today that same barrel costs $25.

The factors influencing the cost of crude are global in nature.
Crude oil is a commodity that is traded on various exchanges
around the world. As with most commodities, supply and demand—
real and perceived—determine what participants in the market are
willing to pay for a barrel of oil. As a result, factors that range
from regional conflict to the shut-in of platforms in the Gulf of
Mexico can all influence the price of crude oil. These types of
events can often contribute to short-term price volatility.

Finally, the business of refining and marketing fuel is itself
changing as merchant refiners and non-integrated marketers have
grown. They rely on the spot market for selling and acquiring prod-
uct, and it is often the gasoline spot market that leads prices high-
er during disruptions in the supply and distribution system.

Together, boutique fuels, high utilization rates, seasonal fuel re-
quirements, fluctuating crude prices, and the growth of merchant
refiners have all contributed to the volatility in the price of gaso-
line that has become common over the last couple of years.

Given that the price of a gallon of gasoline is determined by a
marketplace that is influenced by a variety of factors, many of
which are not within the control of those who refine, market, and
distribute fuel, is there anything that can be done to ease this vola-
tility?

First, we must stem the proliferation of boutique fuels so that
product can be shifted from one market to another when supply
disruptions occur or demand peaks. As I said earlier, we support
the establishment of a study to look at this issue and provide rec-
ommendations.

Second, we must look for ways to streamline the permitting and
construction of new and expanded facilities used in the production,
transportation, and distribution of fuels.

More importantly, we must let the free market work and avoid
the development of schemes intended to control or influence the
price of gasoline.

In the years ahead, I expect that we will continue to see mergers,
acquisitions, and divestments in the oil industry. Like any busi-
ness, we continually search for opportunities that will make us
more competitive relative to our peers. The efficiencies and
synergies we often recognize through these types of transactions
allow us to continue to provide our customers with a competitively
priced product.

In some instances, the consolidation in the industry, particularly
in refining, is being driven by the huge capital investments needed
to meet ever more demanding regulatory requirements. Many
smaller companies simply cannot justify the investment in plants
and facilities needed to produce today’s cleaner burning fuels.

Finally, the Subcommittee has expressed an interest in how we
price our product. Let me first say that the members of our indus-
try never discuss amongst themselves how we price our product.
Not only would that be illegal under Federal antitrust statutes, but
it would also disadvantage our ability to stay competitive in the
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marketplace. I can tell you that we price our product relative to the
market and that we are constantly striving to provide our cus-
tomers quality motor fuels at a price that is competitive. Of course,
the cost of crude is the single greatest cost in a gallon of gasoline.
Many other elements contribute to the price of a gallon of gasoline.
According to the Energy Information Agency, ‘‘Federal, State, and
local taxes are a large component of the retail price of gasoline.
Taxes, not including county and local taxes, account for about 28
percent of the cost of a gallon. Within this national average, Fed-
eral excise taxes are 18.4 cents per gallon, and State excise taxes
about 20 cents a gallon. Also, some States levy additional sales
taxes, some applied to the Federal and State excise taxes. Addi-
tional local county and city taxes can have a significant impact on
the price of gasoline.

‘‘Refining costs and profits comprise about 14 percent of the re-
tail price of gasoline. This component varies from region to region
due to the different formulations required in the different parts of
the country.

‘‘Distribution, marketing, and retail station costs and profits com-
bined make up about 12 percent of the cost of a gallon of gasoline.
From the refiner, most gasoline is shipped first by pipeline to ter-
minals near consuming areas, then loaded into trucks for delivery
to individual stations. Some retail outlets are owned and operated
by refiners, while others are independent businesses which pur-
chase gasoline for resale to the public. The price on the pump re-
flects both the retailer’s purchase price cost and the other costs of
operating the service station. It also reflects local market condi-
tions and factors, such as the desirability of the location and the
marketing strategy of the owner.’’

Remember, the final price for a gallon of gasoline is determined
by the retailer. And that price, which is included in the last 12 per-
cent from the above, is set after he or she adds their costs or profits
to the price they pay for the product.

I hope that I have helped you understand the many factors that
influence the price of a gallon of gasoline and why that price some-
times can be volatile. I hope you can also appreciate the substan-
tial capital investments and long-range planning that is required
for the oil industry to quench the thirst our country has for the
fuels that keep us mobile.

Yet despite all of the challenges I have outlined, and many more
I have not, I believe a gallon of gasoline remains a great bargain
in constant dollars. I look forward to answering any questions you
might have. Thank you.

Senator LEVIN. Thank you very much, Mr. Routs. Thank you all
for your statements.

Let me just say at the outset that I think we all recognize that
the price of gas is directly affected by the factors that you have all
identified. That is not in dispute. We chose to look at the down-
stream market. We did not look at, for instance, the price of crude
oil as a factor, even though it is obviously a major factor.

By the way, the price of crude oil was not a factor in the price
spikes of 2000 and 2001. It was those price spikes which really
caused me to begin this investigation. And as we saw from the ear-

VerDate 11-MAY-2000 08:36 Aug 29, 2002 Jkt 000000 PO 00000 Frm 00040 Fmt 6633 Sfmt 6601 80298.TXT SAFFAIRS PsN: SAFFAIRS



33

1 See Permanent Subcommittee on Investigations’ Majority Staff Report, Gas Prices: How Are
They Really Set, which is reprinted in the Appendix on page 322.

lier charts, those spikes had nothing to do with the price of crude
oil.

There are other factors which you have mentioned: The growing
number of boutique fuels, increasing and inelastic demand for gaso-
line in the United States, supply disruptions, reduction in the num-
ber of refineries, and a number of other factors which you men-
tioned. Those are factors. But what we want to focus on is what
our staff investigation disclosed, which is strong evidence that you
don’t simply respond to market factors, but that you actively help
to create and maintain a tight market.

Now, where there is little competition—in other words, in areas
of high concentration—the creation and maintenance of tight sup-
ply gives undue power over price to those companies that are en-
gaged in that market. I want to go through some of the documents
that the staff identified and go through the words of the company—
not mine, not consultants, not my staff, but the words of the com-
panies themselves in these documents.

I want to start with a document that is found in the BP files
from 1999. This is found on pages 274 and 282 of the staff report.1
I have enlarged portions of it so we can all look at it. It is from
a meeting of the Business Unit Leaders, or BULs, at BP on June
1, 1999, and it discusses BP’s Midwest/Mid-Continent strategy, in
the words of the document.

Now, we were told that the BULs, as they are called, are compa-
nies’ executives at the senior vice president level, so these are top
people in the BP organization.

First of all, Mr. Pillari, how many are of these senior executives
who attended this meeting? About how many?

Mr. PILLARI. Probably about six or seven.
Senator LEVIN. Thank you. Now, this meeting is not just a casual

meeting. It is taking up the time of top executives at BP. It is a
continuation of a discussion that started in April because the first
part of the agenda for the meeting is a recap of the presentation
from that April meeting.

The presentation makes it clear that the purpose of the meeting
was to come up with a strategy for the company, and this was not
just presented by a low-ranking employee to the top executives,
some employee who was dreaming up options on his own or her
own. To be presented at this level, it had to have had some direc-
tion or support from a high level, presumably under the super-
vision of a senior officials. And, obviously, it is the product of a lot
of work and a lot of thought.

One part of this document refers to the Midwest/Mid Continent
as a niche, I assume a market niche. I am just wondering first, Mr.
Pillari, what is——

Mr. PILLARI. Those are actually designations of two of the busi-
ness units. There was a Midwest Business Unit and a Mid Con-
tinent Business Unit. So it would be describing those two organiza-
tional functions.

Senator LEVIN. What is meant by niche?
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Mr. PILLARI. Well, since I wasn’t there, I don’t actually know. I’m
assuming if you look at it, that given we were organized around the
Midwest and the mid-continent, they would look at that geographic
market and refer to it as the geography of the mid-continent and
the Midwest.

Senator LEVIN. Now, at the top box on page 277,1 the presen-
tation says that, ‘‘We can influence niche value [1 to 3 cents per
gallon] but our actions need to be significant [greater than 50,000
barrels per day] to be sustainable [more than 3 years].’’ I take that
to mean that you can affect the price of gasoline in the Midwest
by 1 to 3 cents a gallon if you take certain actions, and just stop
me if that is an inaccurate presentation of what it is because I
want to get to the point.

Then the memo goes on to present ways that you can achieve
that increase in the price of gasoline. And so to achieve that goal,
there are a number of options that are discussed at that meeting
and presented, I gather many of which or most of which were not
adopted but nonetheless considered as options to achieve that goal.
And the rest of the page goes on to make some general observa-
tions about the Midwest market.

The second dot from the bottom says that, ‘‘There are significant
opportunities to influence the crude supply/demand balance.’’

And then it goes on to say—or to discuss the market levers that
are available to BP to influence the supply/demand balance in the
Midwest, and I want to look at market lever No. 1, and this is on
page 281.1 This is the product short market lever. There are two
pages in the presentation on product short market levers. One is
product short (1), which is page 281, and then there is product
short (2), and I want to go over these thoughts that were presented
to these executives, these options that were presented.

On product short (1)—Exhibits 13,2 I am informed. On product
short (1), the first bullet is ‘‘shut down niche internal supply.’’ That
would mean reducing supply inside of the Midwest. Then it goes
through a number of ways to achieve that. The first way to achieve
that reduction of supply is ‘‘to offer supply agreements in exchange
for capacity shutdown,’’ which means that BP would promise to
supply gasoline if other refiners would agree to shut down their re-
fineries or their capacity at their refineries, which would give BP
greater control over supply.

I understand you did not adopt that recommendation. First, I am
wondering why you did not adopt that recommendation.

Mr. PILLARI. Well, sir, first of all, I would say you are correct
when you say these were presented to the business unit leaders.
They were rejected by the business unit leaders. They were rejected
because it is inappropriate to have this kind of activity in the mar-
ketplace, and it’s naive to think that activities like this could influ-
ence the marketplace.

Senator LEVIN. So the people who were presenting these options
to the senior executives were presenting a bunch of inappropriate
options. They had been first presented in April and then presum-
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ably not rejected in April but then recapped in June. Is that cor-
rect?

Mr. PILLARI. The issues presented in April—and if I could, the
context for this group, it was a study group that was involved in
the integration of the company back then. So we were looking at
the Midwest and the mid-continent where we had two refineries,
two logistics systems, and two of everything. And the study group
was asked to go away and think through scenarios or possibilities
or options as a result of this integration.

In April, they returned to the business unit leaders and to the
group and said there were some obvious things. We could ration-
alize the number of trucks that we had because we were now going
past similar retail outlets. So we had synergies that we could make
that were very obvious. In April, none of these issues was dis-
cussed.

In June, it’s my understanding—because I wasn’t there, but it’s
my understanding that these options were presented to the BULs,
who rejected them and they never went past that group.

Senator LEVIN. All right. Did the people who presented these in-
appropriate options, were they fired or disciplined in some way?

Mr. PILLARI. They have certainly been counseled and trained on
understanding the appropriate way to behave and the regulations
in the marketplace. These were not senior people who did the stud-
ies.

Senator LEVIN. To the other oil companies here, have you ever
entered into a supply agreement or offered to enter into a supply
agreement in exchange for the shutdown of refinery—excuse me, in
exchange for the shutdown or reduction of refinery capacity? Mr.
Carter.

Mr. CARTER. Absolutely not.
Senator LEVIN. Mr. Heminger.
Mr. HEMINGER. No, Mr. Chairman.
Senator LEVIN. Mr. Reeves.
Mr. REEVES. No, Mr. Chairman.
Senator LEVIN. Mr. Routs.
Mr. ROUTS. No, Mr. Chairman.
Senator LEVIN. Thank you.
The second option presented to the BULs was to purchase capac-

ity and to shut it down. I assume that that means to buy a refinery
and shut it down. Have any of you ever engaged in that activity?
Mr. Carter.

Mr. CARTER. No, Mr. Chairman.
Senator LEVIN. Mr. Heminger.
Mr. HEMINGER. No, Mr. Chairman.
Senator LEVIN. Mr. Pillari.
Mr. PILLARI. No, Mr. Chairman.
Senator LEVIN. Mr. Reeves.
Mr. REEVES. I’m sorry. I missed the question, Senator.
Senator LEVIN. Have any of your companies ever purchased ca-

pacity and then shut it down?
Mr. REEVES. No, sir.
Senator LEVIN. Mr. Routs.
Mr. ROUTS. To my knowledge, no, sir.
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Senator LEVIN. OK. We are going to talk a little bit later about
a Mobil memo from California when Mobil was considering what
to do with the Powerine refinery. Is that the right pronunciation
of ‘‘Powerine’’?

Mr. CARTER. Mr. Chairman, I believe it’s ‘‘Powerine.’’
Senator LEVIN. What to do with the Powerine refinery that was

undercutting the price of gasoline by providing reformulated gas, or
RFG, at a low price. The memo discussed buying all of Powerine’s
output as well as just shutting it down. We will come back to that
memo.

The third option, back to BP’s memo, lobby for the elimination
of oxygenates/tax breaks for same, and the two oxygenates are
MTBE and ethanol.

Now, the thinking here in presenting this option is that
oxygenates as an additive reduces the amount of gasoline otherwise
needed, so that by eliminating oxygenates, you replace the
oxygenates with gasoline and thereby increase the demand for gas-
oline.

Now, as a matter of fact, is it not true, Mr. Pillari, that BP has
lobbied for the elimination of MTBE?

Mr. PILLARI. Sir, we’ve done a number of things. First of all,
we’re the largest buyer of ethanol in the United States. We are con-
cerned about some of the health issues around MTBE, and we have
discussed openly with many constituencies our concern about that
and how it could be alleviated.

Senator LEVIN. My question was a little different from that, not
whether you have discussed with other entities or other people, but
whether or not BP has lobbied for the elimination of MTBE and the
oxygenate requirement.

Mr. PILLARI. I’m not aware of lobbying to eliminate MTBE. We
still use MTBE. I am aware of the discussions around——

Senator LEVIN. If it were eliminated, you wouldn’t be using it,
though. My question is: Have you lobbied for the elimination of the
requirement? Has your company lobbied? It is a very direct ques-
tion.

Mr. PILLARI. I’m not aware of it, sir.
Senator LEVIN. OK. Let me ask the other companies: Do you

agree with the assessment that the elimination of the oxygenate re-
quirement will increase the demand for gasoline in the Midwest,
thus tightening the available supply? First of all, do you agree with
that? I am not asking you yet whether you lobbied for it, just
whether you agree with the—that the elimination of that require-
ment would have that effect. Mr. Carter.

Mr. CARTER. I haven’t looked at that specifically, but I’d be
happy to answer the question about the lobbying.

Senator LEVIN. OK. Mr. Heminger.
Mr. HEMINGER. Mr. Chairman, taking MTBE out will reduce

available supply; however, it would be replaced by ethanol.
Senator LEVIN. OK. Thank you. Would you agree with that?
Mr. PILLARI. Yes, I agree with that statement.
Senator LEVIN. Mr. Reeves.
Mr. REEVES. We don’t market in the Midwest, so I’d rather not

answer conditions there, but directionally, I agree with these gen-
tlemen on that.
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Senator LEVIN. OK. Mr. Routs.
Mr. ROUTS. Directionally, I agree. I believe, though, that there

will be enough ethanol around to replace MTBE.
Senator LEVIN. I am talking about elimination of the oxygenate

requirement period. Now the question is: Have you lobbied for the
elimination of that requirement? Mr. Carter.

Mr. CARTER. We have been opposed to the oxygenate mandate
because it, in fact, requires us to use MTBE, and we have been in
favor of phasing down the use of MTBE in gasoline.

Senator LEVIN. OK. So is it fair to say you have lobbied for the
elimination of that requirement?

Mr. CARTER. Yes.
Senator LEVIN. Thank you. Mr. Heminger.
Mr. HEMINGER. Yes, Mr. Chairman, we have lobbied to reduce

MTBE.
Senator LEVIN. And to eliminate oxygenate requirement gen-

erally?
Mr. HEMINGER. I would say not to eliminate oxygenate require-

ments generally. We believe there should be no backsliding whatso-
ever in the Clean Air Act.

Senator LEVIN. In the what?
Mr. HEMINGER. In the Clean Air Act.
Senator LEVIN. So you have not lobbied for the elimination of the

oxygenate requirement.
Mr. HEMINGER. Not to the best of my knowledge.1
Senator LEVIN. Thank you. And you don’t know?
Mr. PILLARI. Well, your question was on MTBE. On oxygenates

in general, we have said we prefer a results-based regulation such
that we would have the option to use oxygenates, particularly eth-
anol, where it makes the most sense.

Senator LEVIN. Which, I think, in plain English means that you
would therefore prefer the elimination of the requirement, leaving
it optional.

Mr. PILLARI. Correct.
Senator LEVIN. Now, when I asked you before, did you lobby for

the elimination of the oxygenates/tax breaks for same, you said not
to the best of your knowledge.

Mr. PILLARI. I’m sorry, sir. I misunderstood the question. I
thought you were asking me specifically about MTBE.

Senator LEVIN. No. I was very precise. It was oxygenates.
Mr. PILLARI. Well, then I misspoke. I heard the question incor-

rectly. We would prefer to have the option to use oxygenates rather
than have it mandated.

Senator LEVIN. OK. Then is it fair to say that you have lobbied
for the elimination of that requirement?

Mr. PILLARI. Yes.
Senator LEVIN. Therefore, you have, in fact, done one of the

things, at least, that is in that document, because that document
says that in order to reduce supply, No. 3, that you will lobby for
the elimination of oxygenates/tax breaks for same, and you now ac-
knowledge that you have done that. Previously you said you didn’t
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do any of these things, you didn’t adopt any of these recommenda-
tions. Now you acknowledge you have, in fact, done one of the three
things that were recommended.

Mr. PILLARI. What I would say, sir, is that the desire to have an
option to use oxygenates so that we can use ethanol where it
makes the most sense actually increases the gasoline pool, and that
decision is about increasing the production of gasoline and the
clean aspects of gasoline. It has nothing to do with this report.

Senator LEVIN. Let me just go back to this. I want to get this
really clearly for the record. Have you lobbied for the elimination
of oxygenates?

Mr. PILLARI. We have lobbied to make oxygenates optional for a
results-based formula.

Senator LEVIN. So it is fair to say that you have lobbied to elimi-
nate oxygenates as a mandate?

Mr. PILLARI. Correct.
Senator LEVIN. And you are saying that is different from what

that recommends?
Mr. PILLARI. Yes, it is.
Senator LEVIN. OK. We also have a memo from Texaco—that is

now part of Shell that we will discuss a little bit later—stating that
the elimination of the oxygen mandate would be a good way to
tighten supply in California. Is that accurate? Let me ask you that
right now since we are on this subject.

Mr. ROUTS. Is that the memo that was produced in the Aguilar
case, sir?

Senator LEVIN. Yes.
Mr. ROUTS. First of all, Shell was not involved in the situation

10 years ago.
Senator LEVIN. Let me ask Texaco then, if you don’t know the

answer to that. Did Texaco state that the elimination of the oxygen
mandate would be a good way to tighten supply in California?

Mr. ROUTS. This is the first time I have seen this internal memo
in Texaco the way you produced it. The reference to Shell in the
memo is—I mean, I’m not aware of anything, and we haven’t been
able to trace anything in this short time period, sir.

Senator LEVIN. Let me then ask——
Mr. ROUTS. Let me put it this way: It’s my belief in the situation

that we’re seeing today that importing into California—importing
CARB gasoline into California wouldn’t have been the cheaper op-
tion. I think they were dreaming in what they were doing at the
time.

Senator LEVIN. OK. Well, we are going to come back to that doc-
ument.

Now, the fourth option that was presented to the executives at
BP was to eliminate exemptions for small refiners. Was that——

Mr. PILLARI. Well, that was rejected.
Senator LEVIN. Right. So you didn’t take any steps in that. Now,

increase product demand, this is product short (1) on page 281.1
The first option, lower prices. I know you didn’t implement that.
The next way to increase product demand is to convince swing cit-
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ies on Gulf Coast supply to require reformulation that is not read-
ily available from the Gulf Coast, in other words, to pull RFG from
the Midwest to those other cities, even though they may not need
it. So here you have the consideration by BP of promoting govern-
ment regulation, promoting the use of RFG, which is a boutique
fuel, to reduce supply in the Midwest.

Now, here is what EPA says about this. This is not just me. It
is the EPA. In its report on boutique fuels, it says that, ‘‘Some re-
finers have promoted boutique fuels in order to create tight mar-
kets for those fuels.’’ That is an EPA finding. Yet we have Lord
Browne, who is the head of BP, saying that boutique fuels cause
price spikes. So EPA has found that some refiners have actually
promoted boutique fuels to create the tight markets for those fuels,
and I think the head of your company—is he still the head of it—
Lord Browne?

Mr. PILLARI. Yes, he is.
Senator LEVIN. Says that boutique fuels cause price spikes, or

help cause price spikes. Now, I want to jump to product short (2),
which is page 282,1 and this is, again, options presented to your
executives to reduce supply.

The first category on this page for reducing supply is to ‘‘export
products from the Midwest.’’

Second, to ‘‘move product into southern Ontario.’’ I presume by
that you mean to just take product from the Midwest and export
it to Canada to make supplies tight in the Midwest.

Third item, ‘‘use Xylene line or others to move product south or
out of the area.’’

Next category is options called ‘‘fill import logistics’’ which would
make it difficult to import products into the Midwest, and the first
option in this category is to ‘‘ship crude substitutes and/or inter-
mediates/blendstocks on product lines.’’ That sounds like a plan to
use products—to use the pipelines for products other than gasoline
so that the pipelines won’t be available to carry gasoline to the
Midwest. Have you ever followed that strategy at BP?

Mr. PILLARI. All of these that you have just mentioned have been
rejected and never implemented.

Senator LEVIN. The next option is ‘‘don’t incent pipeline conver-
sions to products,’’ threat of swing or seasonal production to deter.
That sounds complicated, but I think the option that was presented
there to the BP executives is that BP would threaten to increase
its own production and thereby depress prices if other companies
seek to create more pipeline capacity into the Midwest. That threat
you say was presented and then it was rejected.

The next strategy, to incent—‘‘incentivize,’’ I presume that
means—‘‘Koch not to ship into Chicago.’’ Koch is a major supplier
of reformulated gasoline in Chicago, and this strategy is to get
Koch not to ship into Chicago.

You weren’t at the meeting, but perhaps you can help us out
with this. What kind of incentives could BP use had they adopted
that strategy to get Koch not to ship into Chicago? Do you know?

Mr. PILLARI. I have no idea, sir.
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Senator LEVIN. OK. The next option is to lobby for elimination
of drag-reducing agents for environmental reasons, and this is No.
8 on page 282.1 Now, those are chemicals that are put into pipe-
lines to make the product in the pipeline move more easily and
more quickly, and by using DRAs, pipelines can ship gasoline fast-
er and at less cost than if DRAs are not used.

This suggestion is that you should lobby to eliminate the use of
DRAs, slowing the delivery of gasoline into the Midwest, and to use
the argument that DRAs are not good environmentally.

Did you, in fact, lobby for the elimination of DRAs?
Mr. PILLARI. No, sir. To my knowledge, we did not since all of

these options were rejected.
Senator LEVIN. Thank you. Did any of the companies here lobby

for the elimination of DRAs, do you know? Mr. Carter.
Mr. CARTER. No, Mr. Chairman.
Senator LEVIN. Mr. Heminger.
Mr. HEMINGER. No, Mr. Chairman.
Mr. ROUTS. No, Mr. Chairman.
Mr. REEVES. No. We have increased the use.
Senator LEVIN. The next category on this chart is ‘‘change behav-

ior of shippers to support niche uplift,’’ which we assume means to
raise prices in this area. These proposals were to increase the cost
of transporting product to the Midwest, and one way would be to
support market-based tariffs which would presumably lead to in-
creased costs for transporting product to the Midwest, and the
other way would be to simply raise tariffs.

Has BP supported higher tariffs on products going to the Mid-
west?

Mr. PILLARI. No, sir.
Senator LEVIN. Thank you.
And the last option is ‘‘reduce product inventory in the niche’’ or

in the area. And you say that you did not act to do that?
Mr. PILLARI. No, all of this was rejected, sir.
Senator LEVIN. Thank you.
Now, on June 28, 2001, in a Chicago Tribune article, Sir John

Browne, who is your CEO, talks about price volatility in the United
States. This is Exhibit 14.1 Mr. Browne is quoted as saying that
the shortage of refining capacity is not causing the price spikes. Do
you agree with that?

Mr. PILLARI. Sir, what he was referring to was a briefing that I
had given him about the problems with the Explorer pipelines, the
CITGO fire problems. So the context of this discussion would have
been is it a basic refining problem or are there logistics interrup-
tions.

Senator LEVIN. And, in his judgment, is there a shortage of refin-
ing capacity?

Mr. PILLARI. Well, I think what he was saying is we—and he
means BP—does not need any more refineries in the United States.

Senator LEVIN. All right. He says that the problem is ‘‘that prod-
ucts can’t flow easily to where shortages develop.’’ It seems pretty
clear that shortages—that short supplies are intended by compa-
nies—that you intend to have a tight supply. And we just went
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through a lengthy presentation of top officials about how to achieve
that goal. We were told that those particular methods were not
used. But the presumption here is that the people who made that
presentation were aiming to achieve that goal of tightening supply
for BP. I mean that, it seems to me, has got to be indisputable.
They may at this meeting have rejected or not used those methods,
although we have a difference over the one issue involving lobbying
to eliminate the oxygenate requirement. Nonetheless, the goal of a
tight supply in a market was the purpose of looking at all of those
options. Is that correct, Mr. Pillari, that that was the purpose of
considering those options?

Mr. PILLARI. Sir, I would be speculating on what they did since
I wasn’t there——

Senator LEVIN. Not what they did. What the purpose of the pres-
entation was.

Mr. PILLARI. I would be speculating on the purpose of the presen-
tation. The request that they were given was to take a look at the
integration of all the facilities in this area and develop some sce-
narios so that management could then decide the way forward.

Senator LEVIN. All right. Would you agree with me that those
suggestions are outrageous?

Mr. PILLARI. Yes, I would.
Senator LEVIN. If these are outrageous recommendations, didn’t

anyone call these folks on the carpet?
Mr. PILLARI. Yes. It’s my understanding that the BULs did,

which is why the business unit leaders would never have taken it
forward. I mean, these were rejected immediately. The people were
counseled on the inappropriateness of it, and it never went any far-
ther than that.

Senator LEVIN. And did the senior person who was overseeing
that presentation ever say to the people making the presentation
this is wrong, it should not be presented to our executives?

Mr. PILLARI. I don’t know exactly what they had said, but since
it never came forward and since I know that they were counseled,
I would assume that something like those words were said.

Senator LEVIN. OK. Let us know for the record, would you?
Mr. PILLARI. I will.1
Senator LEVIN. Find out.
Mr. Carter, the Majority staff report contains a document from

February 1996, and that is on page 225.2 It is a series of E-mails
between Mobil officials discussing how to block the proposed start-
up of the Powerine refinery or to at least prevent its output from
reaching the market. Apparently, according to the E-mail, Mobil
had successfully kept the Powerine product from reaching the mar-
ket the previous year, and the way they did that was they bought
all the Powerine product and then Mobil marketed it.

In one of these E-mails, one Mobil official said the following:
‘‘Needless to say’’—and this is Exhibit 15,3 by the way, now on
page 228. ‘‘Needless to say, we would all like to see Powerine stay
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down. Full court press is warranted in this case and I know Brian
and Chuck are working this hard.’’

What do you think is meant by ‘‘full court press’’ to keep
Powerine down, to keep their production down?

Mr. CARTER. Mr. Chairman, Powerine was a refinery in Cali-
fornia that had chosen not to make the investment required by
California regulators to produce and sell gasoline that was in com-
pliance with the regulations there, to clean up the air in California.
And they had petitioned the California Air Resources Board, the
regulatory authority, to be allowed to sell gasoline that was not in
compliance with the regulations of California. And we opposed
that.

We had made a unilateral decision to upgrade our own refinery.
We had spent millions and millions of dollars to produce gasoline
that was in compliance with the air regulations of California. Hav-
ing another refinery be able to sell environmentally unfriendly gas-
oline and not make the investments to upgrade their refinery
seemed to us to present a playing field that wasn’t level, and we
did, as we have a right to do, oppose their selling of this gasoline.
And that’s what I understand to be meant there.

Senator LEVIN. So you didn’t buy their product. You bought the
product before they in any way changed it or affected it?

Mr. CARTER. That’s correct, sir.
Senator LEVIN. Powerine was selling RFG below the cost of

MTBE, and you bought it and marketed it at a higher price. Is that
what you understand that E-mail to be saying?

Mr. CARTER. I don’t understand exactly what they did the year
before. They did say they bought Powerine’s output and marketed
it through Mobil. I’m not sure what price they charged for it.

Senator LEVIN. You are not aware of the fact that they had
bought that at a higher price, your company bought it at a higher
price and then marketed it?

Mr. CARTER. I’m not sure I understand you, sir. We bought it at
a higher price and then marketed it?

Senator LEVIN. That is correct, and you marketed it instead of
allowing them to market it.

Mr. CARTER. I’m aware that we marketed it, yes. I’m not aware
of what price we paid.

Senator LEVIN. So what you are saying is that you were trying
to protect the environment? You weren’t trying to protect your own
company?

Mr. CARTER. In the case of Powerine producing gasoline that
wasn’t in compliance with the regulations of the California Air Re-
sources Board, we thought it was unfair, that it was an unlevel
playing field, and they should have to make the same investments
that we made and comply with the regulations.

Senator LEVIN. And how would buying all their production
achieve that?

Mr. CARTER. I believe that was in the prior year, sir, before——
Senator LEVIN. But you were proposing to do the same thing. It

says, ‘‘might be worth buying out their production and marketing.
. . . Last year when they were dumping RFG at below cost of
MTBE, we purchased all their avails and marketed ourselves
which I believe was a major reason that the RFG premium last
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year went from [1 cent per gallon] in January to [3 to 5 cents per
gallon] thru to their shutdown.’’ In other words, the price of RFG
went up 3 to 5 cents because you shut them down the year before.
Isn’t that what that E-mail says?

Mr. CARTER. I believe, if I can get the question right——
Senator LEVIN. Page 228.1
Mr. CARTER. If in the case they started the refinery up and pro-

duced non-compliant gasoline, was it an option for us to buy it and
resell it, and that was the second option. The first option was to
oppose that they produce non-compliant gasoline to protect our in-
vestment and to make the playing field as level as we thought we
could. A second option was to buy the gasoline in that case. Again,
I believe this was in the Aguilar case. This has been thoroughly in-
vestigated. It went to the California Supreme Court, and our com-
pany was not found to be in violation of any regulations or laws.

Senator LEVIN. That is not the question here whether or not you
violated a law by doing this. The question is whether or not that
was a way of maintaining the control over the supply of a product.
That is what we are talking about here today. And the way you did
that was that, according to this E-mail that is on page 228, it
‘‘might be worth buying out their production and marketing our-
selves, especially if they start to market below our incremental cost
of production.’’

It doesn’t say anything here, by the way, about environment but,
nonetheless, this is what the E-mail says. ‘‘Last year when they
were dumping RFG at below cost of MTBE, we purchased all their
avails and marketed ourselves which I believe was a major reason
that the RFG premium last year went from [1 cent per gallon] to
[3 to 5 cents per gallon] thru to their shutdown.’’ So you benefited
economically when there was 3- to 5-cent premium for RFG gas in
California, and after you purchased all of their production so that
they couldn’t undercut your price, you benefited by having a higher
price for all of your output. Isn’t that what happened? Isn’t that
what that says, that E-mail?

Mr. CARTER. We were protecting our investment. We thought
that was the best way to level the playing field.

Senator LEVIN. And then it says, ‘‘. . . if they do start up, I’d se-
riously consider this tactic.’’ Did you?

Mr. CARTER. I don’t believe they started up, sir.
Senator LEVIN. OK. Senator Collins.
Senator COLLINS. Thank you.
I want to follow up on an issue that the Chairman has raised

about the industry’s lobbying efforts on MTBE and the oxygenate
requirement in general, because I think the record is confused right
now as to motivation of the various industry representatives here
today in lobbying on these issues.

In Maine, the MTBE additive has caused some serious ground-
water contamination, and, thus, in our State the legislature, and
the governor, supported by the entire congressional delegation,
have called for a phase-out of MTBE. The implication, however, in
the BP-Amoco exhibit that Senator Levin used is that the oil com-
panies lobbied to remove the oxygenate requirement because it
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would reduce the supply of gasoline and presumably drive up
prices.

All of you in response to Senator Levin’s question have com-
mented on your various lobbying efforts regarding the oxygenate
requirement. So I want to ask you directly for the record: What
was your motivation in lobbying for the removal of the requirement
for MTBE in particular or the oxygenate requirement in general?
And I realize, Mr. Heminger, that you gave a slightly different an-
swer than your colleagues in this area.

Mr. Carter.
Mr. CARTER. Thank you, Senator. As I previously said, we

thought that phasing out of MTBE or phasing down of MTBE was
a good idea. We had used some MTBE prior to the Clean Air Act
Amendments, but it was a very small amount. The Clean Air
Amendments that require the oxygenate, in effect, because of the
supply of oxygenates, basically dictated that we use MTBE and we
thought it should be phased out. So for that reason, we thought
that elimination of the oxygenate mandate was a good idea.

Senator COLLINS. But was your motivation to also try to tighten
to supply and drive up prices?

Mr. CARTER. No, Senator.
Senator COLLINS. OK. Thank you. Mr. Heminger.
Mr. HEMINGER. Yes, Senator. When we looked at MTBE, we, too,

understand the problems it has with groundwater, and we did not
lobby to tighten the supply. In fact, we supported ethanol as a re-
placement for the MTBE. We have a very small manufacturing ca-
pacity of MTBE, but we did support the new proposal to increase
the amount of ethanol.

Senator COLLINS. Mr. Pillari.
Mr. PILLARI. Yes, our position on oxygenates is not related to a

supply decision. Our position on oxygenates is related to our desire
to have clean fuels and to have them be results-based and to have
the option to use oxygenates when it’s the most efficient, economic
way to make clean fuels.

Senator COLLINS. Mr. Reeves.
Mr. REEVES. Yes, Senator, we have actively proposed and sup-

ported the phase-out of MTBE, primarily because our customers
and regulators around us prefer not to have it in the fuel. In 1990,
when the oxygenate mandate became a part of the Clean Air Act,
we actually did design in the use of MTBE as we expanded our re-
fining capacity in California to meet the new requirements of Cali-
fornia fuel.

We continue to support the Governor in California to remove
MTBE, are somewhat disappointed that he extended that ban
delay, delayed it an additional year, and we would continue to sup-
port it. It really is not targeted at a volumetric issue. It’s because
the customers and regulators prefer to have it out.

Senator COLLINS. Mr. Routs.
Mr. ROUTS. We have supported it because customers and regu-

lators have asked us to remove MTBE. We have also very actively,
through API, supported the growth of ethanol in the country to ad-
dress just the issue that you’re talking about, to make sure that
the total volume sold is stable.
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Senator COLLINS. Mr. Reeves, in your testimony you talked about
the seasonal transition between summer and winter gasoline, and
most of you identify the changeover to summer fuels as one of the
reasons for causing an increase in prices. You also blame the start
of the summer driving season.

I guess my reaction to that is you know that is going to happen
each year. You know that consumers are going to drive more dur-
ing summer months. You know that you are going to have to make
this seasonal transition between winter fuels and summer fuels. So
you also know from experience that there can be glitches such as
refinery fires or a pipeline breakdown. So why don’t you plan bet-
ter? I mean, it seems to me that you could take steps to deal with
this issue and, thus, remove one of the price spikes that are so
harmful to our economy and so burdensome to consumers. Mr.
Reeves.

Mr. REEVES. Thank you, Senator. Perhaps it is a good idea to get
a mental picture of what’s actually happening as inventories are
drawn down and the transition between one grade to another oc-
curs. I think as other people have mentioned, something like 97 or
98 percent of the fuel that is delivered out to the retail stations ac-
tually goes through terminals, not delivered directly from the refin-
ery. And when you go to a terminal, there is a diesel tank and a
jet fuel tank and probably three tanks for various grades of gaso-
line. And what happens is you have to draw those gasoline tanks
down out at the terminal level and then replenish it with the new
specification fuel for whatever seasons you’re moving into. So there
really is no capacity in the pipeline terminals out.

Now, you could argue that we could choose to invest, to expand
put in more tanks and carry more inventory. I think generally in
the concept of inventory, while I think it’s true inventory can help
dampen volatility, I happen to believe that if you have to invest
and carry a lot of inventory, the average price would actually in-
crease, and our incentives are to keep as low working capital as we
possibly can. So I guess that would explain our motivation, Sen-
ator.

Senator COLLINS. Well, that does bring me to my next question.
Every 10-cent increase in gasoline prices results in approximately
$10 billion in revenues to oil companies over the course of a year.
So if you have a spike of even short duration, it results in consider-
able profits to the oil companies. And yet I am hearing today that
one of the reasons for price hikes and for price volatility is a lack
of capacity, a lack of refining capacity, not enough pipelines.

Given those kinds of profits, why aren’t investments being made?
If I look, three of the companies that are here today were in the
top 50 on the Fortune 500 list released in April. Clearly there are
profits available that could solve some of these infrastructure prob-
lems that have been cited repeatedly as the causes of these glitches
that produce these very onerous price spikes.

So why aren’t additional investments being made to keep your
refineries in better condition and to build additional storage tanks?
Mr. Carter, we will start with you and go down the line.

Mr. CARTER. That’s an excellent question, Senator, and, in fact,
we have made considerable investments to upgrade our capacity
and to be able to produce more of these boutique gasolines.
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If we take the Midwest, for example, in the year 2000 we started
up our investment to make RFG with ethanol at our Joliet refinery,
and we never operated that unit before. It was brand new. And we
had some difficulty when we first came out of turnaround. We
learned to use it better, and the next year we made even more gas-
oline there that met the requirements there.

In addition to that, we learned to make components that can be
blended to make RFG with ethanol at our Baton Rouge refinery,
and we found new barges to ship that material up the Mississippi
River to the Midwest. I think this was one of the advantages of the
merger between Exxon and Mobil. That probably wouldn’t have
happened short of the merger.

So we’ve taken a lot of steps. That’s just one example.
Senator COLLINS. Mr. Heminger.
Mr. HEMINGER. Thank you, Senator, and as Senator Bunning

stated, for 41⁄2 years now, we have attempted to build a new pipe-
line and invest in a pipeline that would take product from the
Catlettsburg refinery in Kentucky up to Columbus.

In addition to that, I’ll show a picture here of Creal Springs. This
is the endpoint of the new Centennial pipeline which has the ca-
pacity to move 200,000 barrels a day into southern Illinois. This is
just a picture which illustrates the 2.2-million-barrel tank farm
that we have built, and that system is now operating and has the
ability to bring that to the Midwest.

And, last, I stated our refinery in Garyville, Louisiana, invested
$300 million to build a new coker which provides enough fuel for
another 60,000 cars per day. So we have invested heavily.

Senator COLLINS. Mr. Pillari.
Mr. PILLARI. Yes, Senator. We’ve invested in our Toledo and

Whiting refineries to be able to make more RFG product in the last
2 years, and we have maintained our terminaling system as it has
been.

I would say in coming back to the fundamentals of this that one
of the things that has to happen with investing in terminals or in-
ventory is it has to be a good economic decision for the long run,
not just for 3 or 4 days. And I think in our company’s case, we are
more of a buyer on the marketplace than maybe some others. We
buy almost 40 percent of our product from other suppliers.

Senator COLLINS. Mr. Reeves.
Mr. REEVES. Thank you. I think it’s fair to say that over the last

decade or so, the vast majority of our investments in the refining
and marketing business have been to do two things: Improve the
reliability and meet the environmental standards on refining, and
to grow our retail business. That’s it essentially—and they’re
roughly equal.

I think you’ve heard a lot of testimony in the opening comments
about the returns on the refining investment—the refining and
marketing business in the United States which have historically
been very low. The industry does not attract a lot of discretionary
capital, and, therefore, we just have chosen to invest in the things
that we need to do to run reliably and make sure that we get the
value out of the assets that we already own.

And if I could just correct the record, Senator Levin asked me
earlier on a question which we passed by quickly, did we ever buy
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1 See Exhibit No. 30, May 14, 2002 clarification letter from ChevronTexaco which appears in
the Appendix on page 287.

or sell—buy capacity and then shut it down. And I said no. During
the Gulf merger in 1985, there were some refineries that came with
that merger. One was in Philadelphia that ultimately did shut
down. It was one of those that you heard of. So we didn’t buy it
to shut it down, but it was shut down. And then we have sold—
we did sell our Port Arthur, Texas, refinery to Clark back in the
early 1990’s, just to correct the record.

Senator COLLINS. Mr. Reeves, I want to follow up on that point
then. Why would you shut down a refinery when there is a short-
age of refining capacity?

Mr. REEVES. Well, certainly at the time Philadelphia was shut
down, that wasn’t the case.1 It was in the middle of the 1980’s.
There was plenty of surplus refining capacity, and it was uneco-
nomic to run.

Senator COLLINS. Mr. Routs, my original question.
Mr. ROUTS. Senator, in the 1990’s, we invested about a billion

and a half in our refineries for clean fuels and CARB fuels. We are
looking forward to investing over the next 5 to 7 years another bil-
lion dollars in low-sulfur gasoline, low-sulfur diesel, the consent de-
cree that we have done with the EPA on the emission side of the
business. We started up last year a $300 million coker in Deer
Park in Houston that is delivering more product to the market.
And we’re investing a lot of money and human capital in getting
the reliability of our refineries and systems up, because in the end,
getting our refineries to run properly is going to create more vol-
ume for the market. We’ve had in the past some trouble doing that,
and right now we’re investing 200 man-years in order to train peo-
ple properly to get the most out of those places, and that will help
the consumer.

On the pipeline side, we’ve heavily supported the expansion of
the Explorer pipeline that is now in the process of getting ex-
panded by about 100,000 barrels. That will bring more volume into
Chicago. And we’re actually in construction of the Two Rivers pipe-
line which will bring more volume from the mid-continent into the
Ohio region. So there is a fair bit of investment going on as we
speak, and that should help the end consumer in the years to come.

Senator COLLINS. Mr. Chairman, since two—well, now one of our
colleagues has not had a chance to question yet and the hour is
late, I am just going to make one final comment in the hopes of
letting Senator Bunning question before we break for lunch, and
that is that consumers are not the cause of refinery glitches,
whether it is a fire or—nor are they to blame for industry supply
miscalculations, nor are they to blame for infrastructure short-
comings.

It concerns me that every year, as predictable as Memorial Day,
are price spikes; we just know that is going to happen. And it
seems to me that the industry could do more to try to even out the
pricing and prevent those spikes. And I still don’t feel like I have
gotten a good answer to why these investments have not been
made before now, why they are not being made more aggressively,
and that is what leads people to conclude, perhaps completely un-
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fairly, that the industry is manipulating supplies or wants tight
suppliers or wants shortages in order to drive up prices and, thus,
profits.

So I think at the least that you need to give us a better under-
standing of what you are doing to learn from past experience and
prevent these disruptions that are so burdensome to our economy
and to the average consumer.

Thank you, Mr. Chairman.
Senator LEVIN. Thank you very much, Senator Collins. Senator

Bunning.
Senator BUNNING. Let me start off by saying nothing lights up

my phone more in my local office, in my Washington office, when
we see a 10- or a 15- or, for that matter, a 20-cent-per-gallon in-
crease today or tomorrow, and then over a period of time it gradu-
ally reduces down maybe about to where it was, and then all of a
sudden we have another increase of 15 cents a gallon, like we did
2 weeks ago. Nothing more infuriates the consumer because they
do not understand the complications that go into it.

The question I want to ask, can you explain how zone pricing
works for each of your companies? The Subcommittee report points
out that some retailers here in Washington, DC, felt that they were
not able to compete with other stations just across the river in Vir-
ginia, for instance, because of the zone they were in. How do you
respond to this? Is it the zoning price that causes the great big
fluctuations or is it something else?

We will start with the ExxonMobil people.
Mr. CARTER. Thank you, Senator.
The way we establish zones is we go into the marketplace, and

we look at competition. And where we have a group of dealers that
face similar competition, we set up a price zone for them so we can
price to them, at a level which allows them to compete with their
local competition, and we do that all over the country. We have
been doing it for at least 30 years, my entire career.

Senator BUNNING. Let me explain. I can go over in Virginia and
buy gas 25 cents less for unleaded regular than if I buy it in Wash-
ington, DC. Is that taxes or what is it? What causes that?

Mr. CARTER. I’m not familiar with the taxes in Washington, DC.
I would be happy to get back to you with that. I can tell you that
it is extraordinarily difficult to build a service station in Wash-
ington, DC. We would love to build more stations here. The last
time we tried to build a new-to-industry station here, we spent over
a million dollars to buy a piece of property on the expectation we
would be able to get a permit, that the community would welcome
another service station. In fact, after a number of years, we could
not get a permit, and we had to sell that piece of property at a sig-
nificant loss.

So there are fewer stations in Washington, DC, because of
permitting——

Senator BUNNING. I know that land costs are high, but——
Mr. CARTER [continuing]. And the land costs.
Senator BUNNING. Are they trying to recoup the land costs from

the price of the gasoline, do you think?
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Mr. CARTER. We, and our dealers, try to recoup our cost, and the
dealer is ultimately—there are no company-operated stations in
Washington——

Senator BUNNING. So it is dealer operated.
Mr. CARTER. Right, it’s the dealer that does the pricing.
Mr. HEMINGER. Senator, Marathon Ashland Petroleum does not

market here in Virginia or Washington, DC.
Senator BUNNING. OK, but you have a zone pricing.
Mr. HEMINGER. But for zone pricing, within our Marathon-brand

stations, we have zone pricing, and each station is set up on its
own price grid, and therefore a zone. And they are priced individ-
ually against the grid or against the competition on that zone. So
I would say each one of those grids is competitive against its own
other market competitors.

Senator BUNNING. No matter how much the cost of the product
that you are sending into that zone?

Mr. HEMINGER. The cost of the product is a big part of how we
decide to set the price on a daily basis.

Senator BUNNING. What we are getting at is the Midwest, obvi-
ously, because of the huge spikes in the prices that occurred in the
Midwest in the past couple of years. That is what I want to know.
I know you are located right in the middle of the Midwest, did the
Midwest structure differ from where you sell out of the Midwest?

Mr. HEMINGER. Within the Midwest, I see the Midwest, as other
parts of the country, but specifically the Midwest, as being one of
the most fiercest, competitive areas in the marketplace. Every day
we look at our prices. And we have a very small number of cus-
tomers that are on zone pricing, the balance are through our
Speedway stores, which are direct-operated stations. Every day we
look at those, and our strategy has always been, as we shared with
the staff, is to be the lowest price on the street. And every day as
you——

Senator BUNNING. That is hard to do because there’s independ-
ents who probably buy a product from you and someone else who
will take a lesser of a margin on that same gallon of gasoline that
drives the price down. I use convenience stores and other independ-
ents. I do not know where they are getting their product, but obvi-
ously the wholesale price of that gasoline that they are buying,
they are getting a less markup on because they are underselling
your Speedway stations in my area.

Mr. HEMINGER. Well, Senator, we attempt to match the lowest
price on the street, and therein goes the volume that we sell on a
daily basis. If we do not match the lowest price on the street, and
we are a very big supplier to the balance of the independents in
the marketplace, you are absolutely correct, but if we don’t match
the lowest price on the street, just a penny, therein goes our sales.
So we watch that every day to ensure that we are competitive on
the street.

Senator BUNNING. Let me ask you something different because it
is really—BP has a station in Highland Heights, Kentucky. It is
the lowest priced gasoline in my whole area, but BP also has a sta-
tion right across from my office in Northern Kentucky that is one
of the highest priced gasoline in my area—as much as 20 cents
more a gallon. Now how do I explain that to somebody who calls
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me and says, ‘‘What are you doing about the price of BP’s gasoline
over here in Fort Wright, Kentucky, when I can go over in High-
land Heights, Kentucky, and buy it for 20 cents a gallon cheaper?’’

Mr. PILLARI. Well, first of all, I’m pleased that you have noticed
us. I hope you are a customer.

Senator BUNNING. I wouldn’t know your two stations.
Mr. PILLARI. I have never been to those stations, but in that area

we are basically jobber and dealer. So those locations in that area
would buy product from us and then set their own retail price, and
each dealer or jobber would determine how they want to set that
price. Some of them prefer a low-volume, high-price strategy to get
the cash they need to run their business. Others will prefer a lower
price and try to get a higher volume to get the cash to meet their
economic needs. And so you can see big swings within the market
based on how each individual——

Senator BUNNING. Even in your own stations.
Mr. PILLARI. Yes.
Senator BUNNING. Even with your BP markets.
Mr. PILLARI. Yes, absolutely.
Senator BUNNING. Mr. Reeves.
Mr. REEVES. Thank you.
Of course, we don’t operate in the Midwest, so I will give you a

broader answer than just the Midwest.
Senator BUNNING. All right, zone pricing.
Mr. REEVES. Zone pricing. I’ll go back to the original question,

thanks.
I always think of zone pricing, and I was reminded actually this

morning, when I paid my hotel bill, zone pricing sounds mys-
terious, but it’s really meeting local, relevant competition, and
that’s why hotel bills are different in Washington, DC, or across
the river in Virginia or in Kansas City or elsewhere. It’s the dy-
namic of meeting competition, and that’s our basic philosophy.

Zone pricing is just that. It is figuring out what’s a relevant area
of competition, and who do you want to compete against and why,
and figuring out where to set your price relative to those, so that
you can get the volume that you need and the balance between vol-
ume, and price, and margin is what generates the cash to run the
business. And it sounds mysterious, and it sounds complicated, but
it is actually as simple as meeting local competition.

Senator BUNNING. It is hard to explain to the average
consumer——

Mr. REEVES. Very hard. I’ve been trying to do it for a lot of years.
Senator BUNNING. And that is who we are trying to explain it to

every day, why there is a 15—today, we were buying gasoline at
94 cents for regular unleaded at one time just like 4 months ago,
and now it is at $1.44 for regular unleaded in the same area. So
that’s a 50-cent-per-gallon increase, and boy that will bring the
consumer right to your door.

Mr. ROUTS. Basically, the same story. It’s all determined and set
by the competition in the neighborhood. I must say cases like you
mentioned of across the river and across the street we will look at
because it is not a very healthy circumstance when one side of the
road has one price and the other side of the road has another price.
Then you start looking at things like is there a median in the

VerDate 11-MAY-2000 08:36 Aug 29, 2002 Jkt 000000 PO 00000 Frm 00058 Fmt 6633 Sfmt 6601 80298.TXT SAFFAIRS PsN: SAFFAIRS



51

street, and are people going to take that detour to actually go to
the lower price range? So all of that is being balanced in order to
arrive at the right situation in the end.

Senator BUNNING. I know how the price of gasolines compare
over the last 30 years, and even longer. We are getting a bargain,
actually, here in the United States. If you travel anywhere, our
prices per gallon are much cheaper than they are, for instance, in
Europe and other places. But the Midwest seems to chronically be
short of product. Please explain why that is.

Mr. HEMINGER. Senator Bunning, as I testified, the Midwest im-
ports approximately a million barrels per day of gasoline and diesel
fuel above and beyond what is manufactured in the Midwest, and
when you go back and look at the amount of product that is coming
in from the Gulf Coast, there were two major pipelines, an Ex-
plorer pipeline and TEPPCO pipeline, which had the ability to ship
about 750,000 barrels a day into the Midwest at peak. We just
started up, as I stated, the Centennial pipeline, which will have the
ability to bring another 200,000 barrels a day.

Since the Midwest only refines approximately 75 percent of its
demand, it’s important, and the only way to really bring it, we
bring a little bit from the East Coast, from the harbor market, but
the majority of it comes from the Gulf Coast. The Gulf Coast is the
flywheel supply to the United States. And we have attempted here
to lay this new pipeline that is going to go from Catlettsburg, a
240,000-barrel-a-day refinery, into Ohio to take some of the pres-
sure off of the Midwest. And as I stated earlier, we’re still 41⁄2
years into the project to try to get a permit.

Senator BUNNING. A regulatory quagmire, I understand that.
Mr. HEMINGER. Yes.
Senator BUNNING. We will try to get you out of that, but the

point being that there is 75 percent only being produced in the
Midwest that is being used. That is correct.

You talk about capacity and refineries. Are any of your compa-
nies thinking about building new refineries, since it has been well
over 20-plus years that we have built new refineries in the United
States, any of you?

Mr. REEVES. No.
Mr. ROUTS. We are not.
Mr. PILLARI. No, sir.
Mr. HEMINGER. No, sir.
Senator BUNNING. And the reason is that it is not environ-

mentally possible, it is not economical? What is the reason?
Mr. ROUTS. I think it’s been said before the refining business

over the last 10 years has had returns of an average of about 5 per-
cent.

Senator BUNNING. So it is cheaper to bring it in.
Mr. ROUTS. That’s right.
Senator BUNNING. Just buy it and put our dependency on foreign

crude and foreign gasoline at a higher—we are going to be over 60
percent very shortly.

Mr. ROUTS. If you will allow me, Senator, we had a refinery in
Wood River in the mid-continent, and we decided to sell that to
Tosco at the time because of the very low returns that refinery had.
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2 See Permanent Subcommittee on Investigations’ Majority Staff Report, Gas Prices: How Are

They Really Set, which is reprinted in the Appendix on page 322.

So that’s the kind of a view we had on the refining industry at the
time.

Senator BUNNING. Thank you very much, Mr. Chairman.
Senator LEVIN. Thank you, Senator Bunning.
I think we are going to, if it is all right with our witnesses, I

think what we will do is work right through the lunch hour. We
may be able to finish by 1:30, depending on whether colleagues
come back or not. Is that agreeable with all of you?

Mr. PILLARI. That is fine.
Senator LEVIN. I want to go back to the ExxonMobil E-mail that

is on Page 228. It is Exhibit 15.1 Mr. Carter, this is where—back
to Powerine, where it says, ‘‘Needless to say, we would all like to
see Powerine stay down. Full court press is warranted in this case
and I know Brian and Chuck are working this hard.’’

Can you tell us what that ‘‘full court press’’ entailed?
Mr. CARTER. Yes, Senator. My understanding is that that meant

that we were going to oppose their petition before the regulatory
body in California to allow them to manufacture and sell in Cali-
fornia gasoline that didn’t meet the air requirements.

Senator LEVIN. Is that all that was done?
Mr. CARTER. To my knowledge, that’s correct, sir.
Senator LEVIN. Mr. Pillari, on Page 219,2 I want to refer you to

a document from 1996. This document came from ARCO, which BP
Amoco acquired in 2000. It is a presentation to senior ARCO man-
agers, and it says the following:

‘‘From time to time, APC,’’ which is ARCO, ‘‘may need to endure
brush fires to discipline the market, exchange and trade selectively
to preserve market discipline.’’

Can you explain to us what you think ARCO meant by ‘‘dis-
ciplining the market’’ or ‘‘preserving market discipline.’’

Mr. PILLARI. Sir, I don’t know what they meant. This was quite
a long time ago before we were involved.

Senator LEVIN. Have you ever heard the term ‘‘preserve market
discipline’’? Have you ever used the term or heard it?

Mr. PILLARI. No, sir.
Senator LEVIN. This is another example where it is not just sort

of market factors which are controlling, this is another example of
companies taking very specific actions to impact that market—in
this case, exchange and trade.

Now I want to talk to you about this memo on Page 273.2 This
is a document from the Marathon files, dated October 1, 1998, and
it appears that Marathon was pleased that Hurricane George came
through and knocked out a refinery. Here is what the document
says:

‘‘As OPEC and other exporters’ efforts to rein in output began
bearing fruit, nature stepped in to lend the oil producers a helping
hand in the form of Hurricane George, which caused some major
refinery closures, threatened off-shore oil production and imports,
and generally leant some bullishness to the oil futures markets.
However, this storm-induced optimism is likely to prove temporary,
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leading to some pullback in prices prior to the heavier worldwide
demands for crude in late fall and early winter.’’

Mr. Heminger, it is quite an amazing document, actually, that
you would view the hurricane as nature providing oil producers a
helping hand. What do you have to say about that memo?

Mr. HEMINGER. Mr. Chairman, first of all, I apologize for any in-
ference whatsoever that is taken from this document or anything
taken out of context in this document that states that my company
would find pleasure in any natural disaster. That is totally an in-
correct interpretation.

What that document is, is on a monthly basis we basically recite
the EIA, OPIS, other industry magazines, other industry reports
about what is going on in the crude oil market and what we expect
the future price is going to be. This merely recites what was stated
at that point in time for the cause of the increase in crude oil
prices. But we have employees in the Gulf of Mexico working on
a LOOP platform, we have employees at our parent company work-
ing on production platforms and a number of employees working in
the marine business that would be off of the Gulf of Mexico. We
certainly would never want anything to happen to anyone.

Senator LEVIN. Well, first of all, I think you will agree I read the
whole paragraph. I did not take words out of context; is that not
correct?

Mr. HEMINGER. That’s correct, Mr. Chairman.
Senator LEVIN. And, second, I want to get to the heart of the

matter, which is that reining in output, reducing supply helped oil
producers; is that correct?

Mr. HEMINGER. What that document is discussing is crude oil
prices only. And when it talks about they had to shut down plat-
forms, in a hurricane disaster and safety procedures, you have to
shut in the platforms, and many times we shut in pipelines that
are bringing off-shore crude oil into the marketplace.

Senator LEVIN. How does that help producers? How does closing,
major refinery closures, it says here, help oil producers?

Mr. HEMINGER. Closing a major refinery, Senator, never helps a
producer.

Senator LEVIN. Let me read it to you again, putting aside the ref-
erence to Hurricane George for a minute.

‘‘As OPEC and other exporters’ efforts to rein in output,’’ reduce
output, ‘‘began bearing fruit, nature stepped in to lend the oil pro-
ducers a helping hand, in the form of Hurricane George, which
caused some major refinery closures.’’

Now, putting aside the fact that it was Hurricane George which
did that, the closing of major refinery closures is referred to in that
document as lending oil producers a helping hand.

Mr. HEMINGER. I cannot—I did not write the document, first of
all, but closing a major refiner or refinery would never help a pro-
ducer because that would take additional demand off of the mar-
ketplace.

And what that report back at that time was discussing was the
global crude oil market. And as you are aware, OPEC’s back-and-
forth stance on whether they’re going to produce more or produce
less, that was specifically speaking to reports from the EIA and
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from other industry reports talking about the global crude oil mar-
ket.

Senator LEVIN. Do you know who wrote this document?
Mr. HEMINGER. I’m aware, yes, sir.
Senator LEVIN. Who is it?
Mr. HEMINGER. A gentleman in our Economics Department.
Senator LEVIN. Have you talked to the person and said, ‘‘My God,

what are you saying here? You are saying exactly what Senator
Levin is saying, which is that reducing supply can help us here.
Controlling supply, having a tight supply is good for oil producers.
That is what Senator Levin is saying, and my gosh you put it all
there right in the first paragraph’’?

Did you talk to this man about this?
Mr. HEMINGER. I have not spoken to this man yet, no.
Senator LEVIN. I am sure you will after this hearing.
Mr. HEMINGER. Yes, sir.
Senator LEVIN. Now let’s go to the first few words. ‘‘As OPEC

and other exporters’ efforts to rein in output began bearing fruit.’’
That is bitter fruit for most consumers. When OPEC reins in out-
put, it is bitter fruit for the consumers of America. We fight that,
and yet here is your economist saying that when OPEC and other
exporters rein in output, it bears fruit.

How does he—explain those words.
Mr. HEMINGER. First of all, reining in production, from a pro-

ducer’s standpoint, has no benefit whatsoever to the downstream
part of our business. So I never like to see increased crude oil
prices.

Senator LEVIN. It says here it ‘‘lends oil producers a helping
hand.’’ ‘‘Nature stepped in.’’

Putting aside the reference, the crude reference out of Hurricane
George, OK, put that aside, just the fact that OPEC is reining in
output is bearing fruit, that is a positive reference. Bearing fruit
means it is good. Your economist says that is good. You are saying
it is not. Your document says it is. Why? It lends oil producers a
helping hand, and it talks about closing major refineries. That is
a plus.

It is evidence of exactly what the report’s conclusion here is, it
seems to me, but I want to just again give you a chance, just on
the OPEC issue, reining in output is referred to as bearing fruit,
and I just want to be sure you are saying, from your perspective,
that is wrong.

Mr. HEMINGER. From my perspective, that is discussing about a
crude oil producer, not a refiner and a marketer.

Senator LEVIN. Your company is a refiner and marketer, is it
not?

Mr. HEMINGER. Yes, Mr. Chairman.
Senator LEVIN. ‘‘And this storm-induced optimism is likely to be

temporary.’’ The good news is like to be temporary; isn’t that what
this is saying?

Mr. HEMINGER. Any time there is a natural disaster and we have
to take our employees out of the Gulf of Mexico or close down a
refinery is generally very temporary, and it’s never good.

Senator LEVIN. The staff report, now turning to California, found
that ‘‘a number of refiners sought to limit the amount of supply in
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order to get higher margins. And to reduce supply, the refiners
sought to increase exports, limit imports, eliminate the oxygenate
mandate and prevent additional refinery capacity from operating.’’

I just want to repeat it. This is what the staff report finds, and
it has got the evidence set forth right there, bountifully.

‘‘A number of refiners sought to limit the amount of supply in
order to get higher margins.’’ How do you reduce supplies? Refiners
sought to increase exports from California, limit imports to Cali-
fornia, eliminate the oxygenate mandate and prevent additional re-
finery capacity from operating.

I want to just look at a couple of memos here now on limiting
imports into California. First, on Page 218, and it is Exhibit 18.1
This is a Texaco memo, and the Texaco representative is reporting
a conversation that he had with a representative from Shell re-
garding Texaco’s plan for manufacturing gasoline under new stand-
ards that were brought about to take effect in the fear that Texaco
would import gasoline. So that is the fear. This is 1992. Now the
Texaco official reports that the Shell representative said the fol-
lowing:

‘‘Shell and the other oil companies are extremely concerned about
Texaco’s silence—’’ Let me read that again.

‘‘Shell and the other oil companies are extremely concerned about
Texaco’s silence and the lack of activity concerning our plans to-
ward CARB Phase 2 compliance.’’ The Shell representative called
Texaco a ‘‘wild card’’ and said, ‘‘We are nervous about it.’’ The Tex-
aco official said that an ARCO plant manager expressed the same
concerns at a refinery managers meeting in April.

I am going to address this to you, Mr. Routs, because you now
speak for not just Shell, as I understand it, but for part of the old
Texaco; is that correct?

Mr. ROUTS. Indeed. We went into a joint venture with Texaco in
1998 and bought them out in 2002.

Senator LEVIN. The document here, the memo, talks about Tex-
aco’s silence. What silence would that be referring to?

Mr. ROUTS. Not having been involved in these discussions, Sen-
ator Levin, I have no idea. I have to assume that the industry was
announcing what they were going to do about this whole thing, in
terms of capital investment, and that Texaco hadn’t announced, but
again that is a speculation, but that’s what happens in other parts
of the world.

Senator LEVIN. The memo refers to Texaco as a ‘‘wild card.’’ Do
you know what that means? Are the other companies known or——

Mr. ROUTS. It’s not the kind of language that I would allow in
my company today, Senator.

Senator LEVIN. OK. Is it standard practice within your company
to ask other refiners about their plans for refining gasoline?

Mr. ROUTS. It is not.
Senator LEVIN. That would be borderline collusion, wouldn’t it?
Mr. ROUTS. That would be absolutely forbidden, and our

lawyers——
Senator LEVIN. Because it might be collusion.
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Mr. ROUTS. Our lawyers would take action. We think it’s
anticompetitive, yes.

Senator LEVIN. OK. Now the Shell representative here appar-
ently said of Texaco imports, ‘‘Shell will seek a tax on the importa-
tion of RFG.’’

Do you know anything about that effort, Mr. Routs?
Mr. ROUTS. I don’t know anything about the effort, Senator.
Senator LEVIN. It looks like a direct threat to Texaco. That would

surely be an anticompetitive action, would it not?
Mr. ROUTS. Believe me that I find it incredible that if a conversa-

tion like this has taken place in the past, that it is absolutely not
acceptable in our norms and ethics of today and at the time, for
that matter.

Senator LEVIN. Let me just interrupt for one second. We decided,
I hope, with everybody’s consent, although you weren’t here to give
it to me, that we would work right through the lunch hour. And
so you can, any time you are ready, if you have additional ques-
tions, I can just stop and pick up——

Senator VOINOVICH. You are going to continue?
Senator LEVIN. I am going to continue for some time.
Senator VOINOVICH. This is Governmental Affairs, and we are in-

volved in looking at the entire operation of the government and
how it operates. If I recall correctly, when I met with a representa-
tive from BP in my office, he indicated to me that they didn’t need
more refineries here in the United States, and also there was an
indication that the boutique gasoline problem, our various RFG for-
mulas, were not that big a problem.

I heard this morning that these various numbers of gasoline,
over 91—you used to have 6 and now you have 90—is a problem,
that looking at that situation and changing it would help ease the
spikes that we are seeing.

The other thing that I am concerned about is that if we only
have limited refinery capacity and if one of them goes down, again,
we see prices spike. I would like to eliminate all of the causes that
you have put on the table that cause spikes. Now we can’t do much
about the issue of crude oil, and that is a problem that we have
had, and we are going to continue to have for a long time. I think
it is going to get a whole lot worse before it gets better, but that
is something that we are going to have to spend some time with.

But the issue of refineries, I would like to hear from all of you
how do we get another refinery built here? I think we need more
refineries. The first question is do we need more refineries? I want
to hear from each one of you, do we need more refineries?

Mr. CARTER. Senator, my company doesn’t need any more refin-
eries. We have done a really excellent job of expanding the ones we
have. They are large refineries. They are highly efficient. Under
previous regulations, we have been able to expand those and have
added considerably to our capacity over the years.

This incremental growth of refining capacity, however, is threat-
ened by current New Source Review regulations. They are difficult
to interpret. They are being interpreted retroactively. The DOE
and EPA are studying those. We have submitted a report to them
with our recommendations. I would be happy to get you a copy of
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that report, but in our view, that is the largest threat out there to
increasing refinery capacity.

Senator VOINOVICH. So, as far as your company is concerned, you
have the facilities and, with clarification of New Source Review,
you think you’d be OK in terms of your refinery; is that right?

Mr. CARTER. With that exception, and also in my testimony, I
mentioned the new sulfur regulations, potential phase-out of
MTBE, the need to coordinate these changes in gasoline regula-
tions so that we have the time to make the investments, and they
don’t gang up on us. The NPC has done a study of that. They have
raised some doubts whether the industry will be in position to meet
all of the new software requirements, as well as MTBE phase-out.
So I think those should be coordinated as well, sir.

Senator VOINOVICH. So we have to coordinate the MBTE phase-
out, and you are going forward with the sulfur regulation, but you
think you are going to have a problem in complying with it, as Con-
gress has mandated; is that correct?

Mr. CARTER. The NPC found that. I, personally, have a lot of con-
fidence in my company, but when the NPC looked at the entire in-
dustry, they raised some doubts about the industry’s ability.

Senator VOINOVICH. How about the sulfur implementation?
Mr. CARTER. All of these together.
Senator VOINOVICH. Mr. Heminger.
Mr. HEMINGER. Yes, Senator, we have invested heavily in our re-

fineries. In fact, I stated we just invested $300 million to upgrade
our plant in Garyville, and we are going to have to invest between
$600 and $700 million just to meet the low-sulfur regs for gasoline
and diesel by 2006 to 2008 time frame. So we are going to continue
to invest, but that is investment just to keep today’s capacity where
it is. If you take between $600 and $700 million of investment,
with basically no return off of that investment because I look at
that as ‘‘stay in business’’ capital, I would say it is going to hurt
us to continue to invest in new refineries.

To go back to your other question, would we invest in a new re-
finery? We certainly would give strong consideration to that. I be-
lieve, though, it needs to be on the same pipeline or the same cor-
ridor of the pipeline and the infrastructures that we have available
in the country today. But as I have also stated how difficult it has
been to get a permit to do a very small pipeline, we find it many
multiples more difficult to be able to try to increase refining out-
put.

Senator VOINOVICH. Mr. Pillari.
Mr. PILLARI. Thank you, Senator.
We are investing heavily in our core refineries, those that we be-

lieve have the best long-term future. As you know, we have been
selling refineries. All of them are still operating in the market-
place, but we have been selling them because we believe that the
economics of the business support an alternate purchase rather
than an investment in a new refinery.

Senator VOINOVICH. Is all of the crude oil that comes into this
country refined here or is some of it refined when we bring it in?
Is all of it refined in the United States? How much?

Mr. PILLARI. All of the crude oil that we bring into the country?
Senator VOINOVICH. Yes.
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Mr. PILLARI. Everything we bring into the country is refined
here.

Senator VOINOVICH. It is refined in the United States?
Mr. PILLARI. Yes.
Senator VOINOVICH. Why don’t you bring in refined oil?
Mr. PILLARI. We also bring in refined oil products.
Senator VOINOVICH. So you have options. BP has options. You

can either have somebody refine it here or you bring in oil that is
refined.

Mr. PILLARI. Correct.
Senator VOINOVICH. Why doesn’t that take care of the problem

when a refinery breaks down, if you can just bring it in from some-
place else?

Mr. PILLARI. Well, it takes a little while to get it here, and I
think there are two things about it. First off, when something un-
usual happens, if it is significant, like the fire at the Citgo refinery
last year, something that major that takes a lot of product out of
the marketplace, it takes a little while, particularly in the Midwest,
for the product to come in through the Gulf Coast or through New
York or somewhere to get up there. So there are logistics issues for
getting up there, and at the same time, you are also then dealing
in the spot market, which is reacting to the marketplace.

Senator VOINOVICH. Does BP think we need more refineries in
the United States?

Mr. PILLARI. We think we don’t need more refineries.
Senator VOINOVICH. I know that because you got rid of one in

Lima, and thank God a company picked it up and it is refining. I
don’t know what we would have done if they had shut that place
down.

Mr. Reeves.
Mr. REEVES. Similar to earlier answers, Senator, the vast major-

ity of our capital over the last certainly 6 or 8 years has gone into
meeting environmental performance requirements, and very much
of that driven in California. That is where the majority of our refin-
ing capacity lies.

Also, looking at California, I find it inconceivable that in Califor-
nia’s climate today a new refinery could be built. We also have a
large refinery in Mississippi, which is under construction right now
to meet the new clean fuel standards. There will be some minor ex-
pansion of capacity there, but certainly nothing major.

The answer to the second question, which is do we need more re-
fining capacity, ultimately, demand is going to outstrip the capacity
of the refining industry in the United States over the next 20
years. The question is how do you meet that? Is it going to be im-
ports? Is it going to be constructed? Generally, today there is ade-
quate refining capacity in the world to import products to meet
U.S. demand, and barring any unforeseen circumstances, I would
guess that is how it is going to evolve.

Senator VOINOVICH. No new refineries. Mr. Routs.
Mr. ROUTS. No new refineries. Actually, we are going the other

way. The refinery coverage is about 70 percent of our branded
sales. We have sold over the last couple of years two refineries.
They are still operating. But this is a business, as I said earlier,
that has very low returns, and where we have to spend billions of
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dollars in order to meet the requirements of clean fuels and the re-
quirements of emissions. And don’t take me wrong, I think those
things are necessary to protect the environment, but in the end, it’s
not a business that makes a lot of money. So what we are looking
at actually is to, through a global trading system, to bring more
gasoline into the country.

Now you asked a question why doesn’t it happen all of the time?
Time requirements are one, but the other one also is arbitrage.
Gasoline might just be more expensive in Europe, and prices have
to come in this country, in terms—for gasoline to move from Eu-
rope to the United States.

So all of those things have to adjust and get balanced before a
cargo gets sent this way.

Senator VOINOVICH. So, basically, all of you are saying that none
of you are going to build any new refineries. In fact, many of you
are selling them because the rate of return on them is not that
good, those are environmental problems of going forward with
them, and you’ve got a problem with the ones you have right now
because you don’t know where you stand on New Source Review;
is that about it?

But what it basically says is, if a major refinery goes down in the
United States, the people in the United States, depending on where
it is, can experience what we did 2 years ago in the Midwest; is
that right? And if we import it here, we are going to pay more for
it because of where it is coming from. So that is a question that
we ought to discuss, Mr. Chairman, as to what can we do to create
an environment where companies are willing to build more refin-
eries here in this country.

My last question adresses the problem of reformulated gas, the
various degrees of reformulated gas that we have.

What is the answer? Is it a problem or isn’t it a problem?
Mr. REEVES. Well, I’ll take a shot at it, Senator.
It is a problem for the distribution system. To date, it has been

a problem that can be overcome, but generally creates or at least
is a contributing factor to some of the price volatility. I think it’s
important to remember that those boutique fuels were created as
our legislative, and environmental, and regulatory communities,
and the business communities tried to seek a balance. They weren’t
created with ill will, they were created to match local environ-
mental conditions and then place requirements on the people that
manufacture fuels that are sold there.

So I think the boutique fuel issue, looking ahead of us, is going
to be very difficult to overcome because it almost either requires
everybody to come up to the highest possible standard, which can
place some costs on people that don’t currently reflect those costs
in their prices, or it asks people to lower their environmental per-
formance expectations in certain markets, to lower them to the av-
erage, and I don’t see that as a very easy thing to change.

Senator VOINOVICH. Is there anybody from the industry that is
looking at these 90 different RFGs to find out if there is an easier
way of skinning the cat, and getting the job done and respecting
the environment? Are they?
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Mr. HEMINGER. Senator, I know the National Petroleum Refining
Association and the American Petroleum Institute have been work-
ing on that question.

Mr. ROUTS. As the chair of the Downstream Committee of the
API, we have been pushing very strongly to get the number of gas-
olines reduced, and we have had a proposal in, and actually in the
new energy bill some of those proposals are going to be worked. So
we think there is a solution in sight. It is just a matter of arriving
at the right balance between what we can put in our distribution
system and what is acceptable to the environment.

Senator VOINOVICH. So your suggestion is that we ought to see
if there is a way that we can smooth it out a bit and get rid of some
of the jagged edges. But the public has to understand that if you
are doing this kind of gasoline, that they are going to have to pay
more for it at the pump.

I remember well, as governor of Ohio, we had the issue of our
reformulated gas in Cincinnati, and the choice was we go RFG or
we go to emissions testing. I opted for emissions testing because I
knew that if we went to the reformulated gasoline, it would cost
more money for our people, and we could comply with the law in
a cheaper way by doing the emissions testing.

I think that one of the things that the public has to understand
is that the environmental considerations have had a dramatic im-
pact on your businesses and that, as you point out Mr. Reeves, in
many instances they are proper requirements, but the fact of the
matter is that you are going to have to pay for it.

There is a public perception that the oil companies are making
money hand over fist. I would like to know from you, Mr.
Heminger, what has happened to your stock price in the last sev-
eral years. Are you making out like a bandit because of these
spikes at the pump?

Mr. HEMINGER. Well, our stock price is really reflected in both
parents, Marathon and Ashland, and I would say that, no, our
stock price has been relatively flat over the last number of years.

Senator VOINOVICH. What do you mean by flat?
Mr. HEMINGER. We have not seen any sustainable increase in

rates of return. Therefore, we have not seen any growth or any in-
creased value in the market capitalization of our stocks.

Senator VOINOVICH. There was a brief period there where the
stock prices went up, and then they came down again, correct?

Mr. Pillari, you are worldwide, BP?
Mr. PILLARI. Correct. Our share price has been almost as volatile

as gasoline prices in the last 5 or 6 years. I think today we are
probably sitting somewhere in the low fifties. We have dropped $3
or $4 just in the last month or so, and we have been as low as the
forties. So we’ve seen quite a bit of volatility.

Senator VOINOVICH. Mr. Reeves.
Mr. REEVES. That would be the same for us. We’re right now in

the mid eighties, up as high as the mid to high nineties and to the
low seventies over the course of the last 21⁄2 years.

Mr. ROUTS. Royal Dutch shares, same thing happened in the mid
sixties. We are right now trading around fifty.

Senator VOINOVICH. Mr. Carter.

VerDate 11-MAY-2000 08:36 Aug 29, 2002 Jkt 000000 PO 00000 Frm 00068 Fmt 6633 Sfmt 6601 80298.TXT SAFFAIRS PsN: SAFFAIRS



61

1 See Permanent Subcommittee on Investigations’ Majority Staff Report, Gas Prices: How Are
They Really Set, which is reprinted in the Appendix on page 322.

2 See Exhibit No. 19 which appears in the Appendix on page 272.

Mr. CARTER. Same answer. Our stock today, I mean, it fluctuates
as well, but if you look at it today versus 2 or 3 years ago, it is
lower.

Senator VOINOVICH. Mr. Chairman, I have no other questions at
this time.

Senator LEVIN. Thank you, Senator Voinovich.
Let me ask, first, Mr. Carter a question about a document on

Page 214.1 It is a document that discusses limiting imports into
California, and it is a strategy discussion by officials from Exxon
who were looking at the West Coast supply picture.

And then on the last page of that memo, which is Page 214,
there are several general strategy considerations, and I want to
just make reference to one of them. In the first bullet, there is a
proposal that Exxon, ‘‘Should not do deals that support others im-
porting barrels to the West Coast.’’ What kind of deals would that
bullet be referring to?

Mr. CARTER. Mr. Chairman, I am not absolutely familiar with
the memo. I can tell you about our practices on the West Coast.
Many times we have manufactured California-grade gasoline in our
refinery at Baytown, Texas, and we have shipped it all the way
around, up the West Coast, into California at considerable expense,
and in many cases we have lost money on that gasoline.

As the report indicates, the California and West Coast market-
place is isolated. It’s sometimes long of product, it’s sometimes
short of product. In short periods, we have often manufactured the
gasoline on the West Coast, the East Coast or Gulf Coast and
moved it all the way around.

I take this memo to refer to those times when the supply is long.
That is the only thing I can assume that it’s referring to.

Senator LEVIN. Now, there is also a ChevronTexaco memo, which
is Exhibit 19,2 and this——

Mr. REEVES. I’m sorry, Senator, what page would that be?
Senator LEVIN. This is Exhibit 19. That is on Page 202.
Mr. REEVES. Thank you.
Senator LEVIN. This is a study which says the following:
‘‘Exports becoming a more important factor in balancing light

product supply and demand.’’
So this memo starts or that reference highlights the use of ex-

ports of gasoline to keep supplies tight. And then it goes on to
make another important statement. It says the following:

‘‘Market is dominated by limited number of large, committed re-
finer/marketers whose individual actions can have significant mar-
ket impact.’’

Now that is pretty much what our conclusion is in the report, so
I am going to read it again.

‘‘Market is dominated by limited number of large, committed re-
finer/marketers whose individual actions can have significant mar-
ket impact.’’

That’s what a highly concentrated market is all about. I’m just
wondering whether or not, let’s see, this would be you, Mr. Reeves,
do you agree with that statement from your document?
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Mr. REEVES. Well, actually I’ve been with the Chevron organiza-
tion long enough that I was actually part of the study team that
put this together.

Senator LEVIN. Better yet.
Mr. REEVES. So I can reply to it.
Senator LEVIN. Do you agree with what you wrote?
Mr. REEVES. I do, yes. I guess I’d parse it into two pieces; one

is the large committed refiner/marketer, and it is true that is a re-
flection of the West Coast competitive structure, and probably the
most important word there is ‘‘committed.’’ Given the volatility of
the West Coast refining and marketing business, it’s my belief,
when you look back over at history, that small companies who don’t
have the financial wherewithal to see it through the ups and the
downs, have elected not to remain in that business, and so that is
the reflection of the large and committed and why it is significant.

Individual actions, I think you’ve seen that actually play out.
This is a document I think from 1993 or somewhere back then
when we were actually long on product, but even then you could
see that if there were significant incidents and disruptions in the
marketplace, that there was a lot of volatility in the price. So, yes,
I would certainly stand by what we wrote then.

Senator LEVIN. Is the market in California dominated by a few
large refiners that can have a significant market impact?

Mr. REEVES. Well, the refining capacity has not really materially
changed over the last, oh, 9 to 10 years. The ownership has been
moving around quite a bit, mostly as a result of the mergers and
the required FTC divestments. It is characterized by larger refiner
marketers, large integrated oil companies, and now an emerging
group, companies like Valero-UDS, who are now actually the larg-
est refiners in the United States or close to it.

Senator LEVIN. Going back to the statement, is it true that the
market is dominated still by a limited number of large, committed
refiner/marketers, and these now are the key words ‘‘whose indi-
vidual actions can have significant market impact’’? Is that true?

Mr. REEVES. I think I’ve already agreed with that statement,
Senator.

Senator LEVIN. You have? I didn’t hear a clear agreement with
it.

Mr. REEVES. It was, yes.
Senator LEVIN. Thank you. Now, relative to an ARCO presen-

tation, this is Exhibit 17,1 Page 223, and this advocates exporting
gasoline in a number of places.

On Page 223, Exhibit 17b, if you look up at the upper right hand,
under ‘‘Take Action,’’ it says, ‘‘Export to keep the market tight.’’

So let me ask, is that still the policy of ARCO?
Mr. PILLARI. Well, since we have owned ARCO, we have not been

exporting product. We are a net buyer of product in the market,
and so we are quite short.

Senator LEVIN. And so ARCO did not follow that?
Mr. PILLARI. I don’t know what ARCO did back then. I think this

was, what, the mid-nineties or something?
Senator LEVIN. This document, I believe, is 1996.
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Anyway, you don’t know whether that action was taken, when-
ever the date of the document is?

Mr. PILLARI. No, I don’t, but today we are a net buyer.
Senator LEVIN. Now let me ask ExxonMobil, has ExxonMobil ex-

ported gasoline from California to maintain high refining markets?
Mr. CARTER. No, Mr. Chairman.
Senator LEVIN. I mean, high refining margins.
Mr. CARTER. The California-grade gasoline we manufacture is

sold in California.
Senator LEVIN. All right. Let me ask Shell, has Shell exported

gasoline from California to maintain high refining margins?
Mr. ROUTS. No, we have not, Senator.
Senator LEVIN. Thank you.
If you take a look at Exhibit 20,1 this is a Texaco document from

the Aguilar case. This is a 1996 memo, and it is on Page 238.
Texaco’s ‘‘position is to fight the proposed specification changes

because it will increase fuel costs and not deliver commensurate
benefits to consumers.’’ That sounds good.

Then the next paragraph says the following:
‘‘Incremental improvements to refinery margins from reducing

supplies can be achieved in a number of ways. One way—’’ I want
to point out here this is what this report is all about is increasing
refinery margins from reducing supplies. This memo says it can be
achieved in a number of ways. ‘‘One way would be to promote the
more restrictive mandated specification changes to reduce supply of
product; another would be for refiners to voluntarily reduce refin-
ery production, without incurring added costs or suffering attrition
[admittedly unreasonably idealistic, but the best option.]’’

Now the goal then, as stated in this memo, is to reduce the sup-
ply of gas in order to increase refining margins; is that correct?

Mr. ROUTS. I can’t comment on it, Senator. I don’t know what the
goal was at the time that this memo was being put together.

Senator LEVIN. OK. Texaco has taken a position of opposing one
particular plan for new specifications for fuel. This memo is con-
templating changing that position in order to tighten supply; is
that correct? That is what the memo was doing, saying maybe we
ought to change our position about whether we support or oppose
a particular plan for new specifications in order to tighten supply.

Am I reading it correctly, to begin with?
Mr. ROUTS. I agree with you that you can read that memo that

way, Senator.
Senator LEVIN. Now, in the BP memo that we discussed earlier,

BP seemed to be opposing oxygenate requirements or at least was
considering it, in order to tighten supply, because without the oxy-
genate more gasoline is needed. So it appears as though, whether
or not companies support or oppose fuel specifications could depend
on whether or not those fuel specifications increase or decrease the
supply of gasoline. That is what it appears from these memos.

Now another proposal in this memo, which is on Page 238, is to
‘‘voluntarily reduce refinery production.’’ That just means shutting
down a refinery in order to reduce supply; is that right? Did Texaco
do that?
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Mr. ROUTS. I can’t answer that question on behalf of Texaco, sir.
Senator LEVIN. Let me just ask Shell. Has Shell ever done that?
Mr. ROUTS. Could you repeat the question?
Senator LEVIN. Yes. I think you may have answered this before,

this issue that is coming up now. Has Shell ever reduced refinery
production or shut a refinery just to reduce supply?

Mr. ROUTS. As I said earlier, the main reason why we have sold
or shut capacity is because it was no longer economic to run.

Senator LEVIN. All right. I want to go back to what Senator
Voinovich was asking about also, which is whether or not the
United States needs more refineries. And the answer, I believe,
from each of our witnesses was that your company doesn’t need
more refineries. Is that correct?

Mr. ROUTS. That’s right.
Senator LEVIN. With the one exception, I think, of someone——
Mr. HEMINGER. I said we would consider an investment in refin-

ing.
Senator LEVIN. You would consider. The other companies, I be-

lieve, said that you have adequate refinery capacity. Is that cor-
rect?

Mr. REEVES. That’s right.
Mr. CARTER. We don’t need another refinery. I did not say we

would not add refining capacity, and I talked about the New Source
Review requirements and things like that.

Senator LEVIN. OK. That is correct. You don’t need another refin-
ery. So the only company that is considering an additional refinery
then would be Marathon. Is that correct?

Mr. HEMINGER. We would consider that, yes, sir.
Senator LEVIN. All right. Now let me ask you this question: Put-

ting aside your own company’s situation relative to the need for ad-
ditional refineries, is the United States now short of refineries? Mr.
Carter.

Mr. CARTER. Well, my company is not short. We run our
refineries——

Senator LEVIN. In your judgment, is our country short?
Mr. CARTER. No, sir.
Senator LEVIN. In your judgment, is the United States short of

refineries, Mr. Heminger?
Mr. HEMINGER. I would say we are short of refining capacity be-

cause we’re importing refined products today.
Senator LEVIN. All right. So you believe our capacity right now

is too low?
Mr. HEMINGER. Mr. Chairman, when you look at the rates that

we’re running all the refineries today, we are running them full out
for the majority of the year. And if we’re importing—in fact, the
question came up a while back on Venezuela. We’re importing a
significant amount of refined product from South America and from
Europe, so it’s clear to our company that more capacity could be
used in this country.

Senator LEVIN. OK. Mr. Pillari.
Mr. PILLARI. Given the imports coming in, I would say we are

finely balanced, just a tad bit short.
Senator LEVIN. OK. Mr. Reeves.
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Mr. REEVES. A similar answer. I think we clearly are importing
products, and it is—at least, I think returns are telling us that is
the most economic solution right now. If demand continues to
grow—and that is an unknown—out over another couple of dec-
ades, I think the situation would have to be looked at differently.

Senator LEVIN. OK.
Mr. ROUTS. Imports will cover our needs. It’s more economic for

us at this point.
Senator LEVIN. I think from at least most of your answers, it is

clear at least that there is not—in terms of trying to look at the
cause for price spikes, you can’t point to the shortage of refineries
since most of you say there is no shortage of refineries. Most of you
say there is no shortage of refining capacity. Sometimes that is
given as the reason for price spikes. But I don’t think we can use
that excuse. I don’t think that particular justification or rationale
washes, given at least the bulk of your answers here.

I want to talk just a minute about concentration in Michigan.
The Department of Energy’s Energy Information——

Senator VOINOVICH. Mr. Chairman, excuse me just a minute.
Senator LEVIN. Please.
Senator VOINOVICH. It is my understanding that when we have

had refinery fires and shutdowns, prices have been impacted.
Senator LEVIN. That is correct. There is a disruption in supply.
Senator VOINOVICH. There is a disruption in supply, and that re-

fineries do have an impact on these spikes.
Senator LEVIN. On spikes where there has been a disruption in

supply, but our recent spikes are not. The issue also is inventory,
not just refining capacity. They maintain 3 days of excess inven-
tory, which means they keep the supply very tight. The report says
that gives, in a highly concentrated area, the ability of a few com-
panies then to have an impact on price without fear of significant
competition. That is the result of maintaining a very tight supply.
That is the finding of the report.

Senator VOINOVICH. The issue is the competition.
Senator LEVIN. That is correct.
Senator VOINOVICH. And whether or not the competition is there

in terms of the refineries, and is it cheaper to raise the price than
to import refined oil in from some other place.

Senator LEVIN. The issue is lack of competition. That is what our
focus has been in the highly concentrated areas, and the fact that
there is inadequate competition and what effect that has on price.

Senator VOINOVICH. But the bottom line is that we have been
told that the return on investment in building refineries is not that
good, and that is why they are getting rid of them and they are
selling them off. Also, they have a problem with regulations in
terms of building them.

Senator LEVIN. They can argue the return on capital, that is
something they may wish to argue, although if you look at all the
other industries and businesses, it is somewhere in the middle.
But, nonetheless, they can make the argument, but it can’t be,
under their testimony, that the lack of refineries causes price
spikes, because they just said we do have enough refineries. And
presumably they don’t support price spikes. At least that is what
we have been told this morning.
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Senator VOINOVICH. Well, I would like them to respond to that.
Senator LEVIN. That would be fine. Are refineries—the shortage

of refineries the cause of price spikes? Mr. Carter.
Mr. CARTER. That was not my testimony, Mr. Chairman.
Senator LEVIN. Thank you. Mr. Heminger.
Mr. HEMINGER. That was not my testimony.
Senator LEVIN. Mr. Pillari.
Mr. PILLARI. No, sir.
Senator LEVIN. Mr. Reeves.
Mr. REEVES. No, I believe it is the regional imbalance that

causes the spikes, and then markets require some time to equili-
brate. Ultimately they go down. So it is the time lag to resupply.

Senator LEVIN. OK. Mr. Routs.
Mr. ROUTS. I agree with Mr. Reeves. I think we have an ample

refining capacity, though not necessarily in the right place.
Senator LEVIN. OK. And, of course, a separate issue here is in-

ventory and the way that is kept very low with a 3-day supply, and
when inventory goes down because of the disruption or whatever,
at that point you have got a problem. But that is a decision to
maintain a low inventory level, which the oil companies have main-
tained.

The EIA, the Energy Information Administration, says that in
my State of Michigan four firms—Marathon, BP, ExxonMobil, and
Shell—provide about two-thirds of the gasoline sold within Michi-
gan. And it is my understanding that the EIA is measuring which
companies are either manufacturing gasoline within the State or
bringing it into the State from elsewhere. So we are not talking
here retail sales. We are talking about those companies which are
manufacturing in the State or bringing it into the State.

So the EIA says that this reflects a tight oligopoly in this mar-
ket. That is not me. That is the Department of Energy which says
there is a tight oligopoly in the Michigan market and in other
States in the Midwest and California and other States.

Do you disagree with this characterization? First let me ask
Exxon.

Mr. CARTER. Well, sir, as I testified, we looked at the Midwest,
not at individual States. Individual States are not generally refin-
ing markets.

If you go back to January 1, 1997, prior to all the mergers that
have been discussed here, there were 27 gasoline-producing refin-
eries in the Midwest owned by 19 companies. If you come forward
to today, there are still 25 refineries owned by 18 companies, so
only one less company.

If you use the Herfindahl Index or whatever people use—my
economists do that—the Midwest is by that classification ‘‘not con-
centrated’’ in 1997 and it retains that classification today.

Senator LEVIN. Not heavily concentrated?
Mr. CARTER. ‘‘Not concentrated,’’ is the FTC wording.
Senator LEVIN. OK.
Mr. CARTER. That’s in my written report, Mr. Chairman.
Senator LEVIN. OK. Thank you. Mr. Heminger.
Mr. HEMINGER. Mr. Chairman, we believe that the Midwest is

one of the most fiercest competitive marketplaces, and I stated that
in my testimony. And, in fact, when we look at the Midwest and
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the State of Michigan, we supply 2 billion gallons more product, so
we believe we have acted very responsibly in being able to supply
the market.

Senator LEVIN. OK. Thank you. Mr. Pillari.
Mr. PILLARI. We only make about 60 percent of what we sell in

the Midwest. We have refineries in Toledo and Chicago, and the
rest we buy on the open market.

Mr. REEVES. I’m not qualified to comment on the Midwest.
Senator LEVIN. Thank you. Mr. Routs.
Mr. ROUTS. We have no refineries in the Midwest.
Senator LEVIN. Do you generally agree that high concentration

leads to higher prices? Mr. Carter.
Mr. CARTER. I couldn’t disagree with that, sir.
Senator LEVIN. Mr. Heminger.
Mr. HEMINGER. I disagree with that.
Senator LEVIN. OK. Mr. Pillari.
Mr. PILLARI. I don’t think it’s automatic.
Senator LEVIN. Mr. Reeves.
Mr. REEVES. I would disagree with that as per my testimony.
Senator LEVIN. Mr. Routs.
Mr. ROUTS. I don’t think it’s automatic either.
Senator LEVIN. Would you generally agree the more competition,

the better, in terms of consumers?
Mr. CARTER. I think competition is good for consumers, yes.
Mr. HEMINGER. I agree.
Mr. PILLARI. Yes, sir.
Mr. REEVES. I would.
Mr. ROUTS. As a consumer, yes, sir.
Senator LEVIN. Let me give you the concentration numbers, that

same HHI Index which was referred to, for the United States gaso-
line wholesale market in 1994. There was moderate concentration
in 22 States. That went up to 28 in the year 2000, and there was
high concentration in 1994 in 5 States, and that went up to 9
States.

So 37 States, according to that same index which you quote, the
HHI Index, 37 of those States are either highly or moderately con-
centrated, and that is an increase from 27 States just 6 years be-
fore.

Now, those are the HHI numbers that we have in terms of con-
centration. The other index which is used shows a doubling of the
States that are in high concentration areas. So by either index,
there has been a significant increase in concentration between 1994
and the year 2000.

Let me just ask Marathon a question here. I want to talk to you
about a practice that we witnessed in Michigan and Ohio, some-
thing that I call Speedway bumps—not speed bumps but Speedway
bumps. And I call them that because it is quite apparent in Michi-
gan and Ohio that Speedway takes the lead in bumping up the
price of gasoline dramatically on Wednesdays or Thursdays by a
dime or more, and then letting it slowly fall over the weekend. And
then once Speedway does that, it is apparent that the other brands
follow, some to a greater degree—Shell, for example—some to a
lesser degree—Mobil, for example. And you can see that in those
two figures.
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This is the last price spike, by the way, that we are looking at.
There, again, no relationship to the price of crude, but you can see
the difference in rack and retail prices, wholesale and retail prices
in Michigan from January to August 2001.1 The other one shows
Michigan retail prices by brand for the month of April 2001.2 You
can actually see those Speedway bumps on that right-hand chart
and on the left-hand chart. We have enlarged it on the right-hand
chart. Up for the weekend, then down; up for the weekend, then
down; up for the weekend, then down, and so forth.

Mr. Heminger, let me ask you about that pricing policy. First of
all, do you agree that you appear to be the price leader in Michi-
gan, that other companies, other retailers follow your lead?

Mr. HEMINGER. Mr. Chairman, our pricing policy is every day, as
I had in my testimony. We look at our cost, we look at our sales,
and we look at how the competitors are pricing, and we elect, as
I stated, to always match the lowest price on the street.

And then there comes a time when our costs have increased that
we elect to raise our retail price to try to recover some of our costs.

Senator LEVIN. Would you agree with me, though, that when you
look at the history of pricing and who is a price leader, who follows
whom, that in Michigan you appear to be the price leader, that oth-
ers follow your price? Would you agree with that?

Mr. HEMINGER. Mr. Chairman, every day we attempt to be—to
match the lowest price on the street, and there are times—you
stated it in your question Wednesday or Thursday. I hope that we
are not that predictable. In fact, we look at our prices every day,
and we make decisions based on the cost of that given day and
time.

Senator LEVIN. Well, you can see Wednesdays or Thursdays on
that chart. Those are peaks, little mountains. It doesn’t get to Ev-
erest until a little later, but there are some peaks, valley, peak,
valley, peak, valley, peak, valley, on Wednesday and Thursday. You
are just saying that is a coincidence?

Mr. HEMINGER. No, sir. I said that every day we look at our
price. There are times—in fact, many times, Wednesday or Thurs-
day is when we will elect or we historically have elected, better
said, to increase our price. It is not every week. And when you look
at the charts and you really look over the period of time of the
spring and summer of 2001, in comparing that back to the crude
oil price, and as Senator Voinovich just stated, it wasn’t a cause
of refineries or it wasn’t a cause of crude oil prices in that time
frame. It was because of two big fires, one with the Tosco refinery,
another one in Lamont, which is southern Chicago, and the prior
year it was because of two pipeline failures, is what caused those
spikes in the summer months.

Senator LEVIN. I want to talk to you about parallel pricing just
for a minute. I want to put the Illinois chart up, if we can get it,
for June 2001.3 Now, this shows how companies maintain a price
relationship to each other, and this is true in many areas. The
same company typically will be at this level; the next company, a
penny or a fraction of a penny above it; another company, a penny
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or a fraction above that, and so forth. So you’ve got like four or five
fingers moving down, up or down together, rarely crossing each
other. It is called parallel pricing. It is not illegal under current
antitrust law. But it sure is no coincidence, either. It may not be
illegal, but it is not a coincidence.

In a foot race, if all the competitors of equal speed came across
the finish line in the same order race after race after race, some
would think that something was fishy.

Now, when major brands in a market region change their prices
at the same time, stay in the same relationship, moving in the
same direction and by the same amount, do you not agree that the
consumer out there is going to believe and, I will add, reasonably
believe that there is a conscious decision to maintain a relationship
price-wise between those brands? Would you not agree with that,
Mr. Carter? What is a consumer to think when he sees that par-
allel pricing, that ribbon with the four companies in the same rela-
tionship to each other?

Mr. CARTER. Mr. Chairman, I notice my company is missing from
the chart so I don’t know from that what my relationship was. We
look at our prices every day. We look at the individual zones where
our dealers operate. And we try to provide them with a price that
allows them to compete in their zone.

If you take Washington, DC, the gasoline we are supplying here
today was put in a pipeline in the Gulf Coast 30 days ago. If our
price is extraordinarily low, we are going to run out before the next
amount of gasoline gets here. If our price is extraordinarily high,
then we are not going to sell anything. And since this is the end
of the Plantation pipeline, we won’t know what to do with the gaso-
line when it gets here.

So it’s a very careful balancing act to keep our supply in balance
and to compete with our competitors. As several of the Senators
said, it’s a very visible marketplace; everybody can see our prices
every day right out on the street without even getting out of their
cars.

Senator LEVIN. OK. Do you want to comment on that, Mr. Hem-
inger?

Mr. HEMINGER. Mr. Chairman, as this chart illustrates, Speed-
way is always the lowest price on the street on this chart, and that
has been our strategy, and we hope that our customers look at us
as being a value pricer at the street.

Senator LEVIN. OK.
Mr. PILLARI. Sir, if you take a look at this data, it shows that

our company was trying to determine where the consumer would
put us in their buying decision, and in some cases our price was
up quite a bit higher. And if you look at the end of the period, you
would see we were quite down in the middle of the pack. So it
doesn’t seem to be as consistent as a set approach.

Senator LEVIN. Is parallel pricing illegal?
Mr. PILLARI. Not to my knowledge, no, sir.
Senator LEVIN. Do you have any problem with making it a pre-

sumption that when companies go down or up together and stay in
the same price relationship with each other, that that should be
evidence that there is something at work which should not be at
work? In other words, is there any problem with making that a
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presumption of illegality that is rebuttable by the industry that you
can see?

Mr. PILLARI. I’m not sure I understand the presumption you’re
asking me to——

Senator LEVIN. Parallel pricing, under the current law, which is
what that is—where companies stay basically in the same relation-
ship, going up and down together—is not illegal under current law.
Would you have a problem with making it presumptively illegal
subject to rebuttal?

Mr. PILLARI. I’ll be honest, sir. I don’t know what ‘‘presumptively
illegal’’ means.

Senator LEVIN. OK. Thank you. Mr. Reeves.
Mr. REEVES. To answer your question, I would object, and I hap-

pen to think that the reflection of a reasonably stable relationship
of prices is actually an indication that the market is working ex-
actly as it should.

Senator LEVIN. Even when the companies stay in the same——
Mr. REEVES. Yes, sir.
Senator LEVIN [continuing]. Relationship to each other?
Mr. REEVES. And the reason I say that is our pricing is the cu-

mulative effect and response of millions of consumers’ decisions,
and they choose which brand they care to shop at. They choose for
what reasons they choose to shop at a particular company. And the
fact that market prices are going up and going down and that indi-
vidual companies are in relative position, not changing quite often,
is, in fact, an indication to me that the market is working. So a
presumption of guilt would be completely inappropriate in my view.

Senator LEVIN. Is there any reluctance on your part to say that
your company engages in parallel pricing?

Mr. REEVES. I don’t know the correct definition of parallel pric-
ing. I only know as it’s been described here, and I’ve just said that
I think that’s a perfectly good reflection of an active and healthy
and competitive market.

Senator LEVIN. So you don’t know what parallel pricing means?
Mr. REEVES. I don’t know.
Senator LEVIN. Thank you. Mr. Routs.
Mr. ROUTS. This to me is an example of a highly competitive

market where people react to each other or react to each of the
pricings. We measure on a daily basis the volumes that go through
our stations. If the price is high, we see that the volumes come
down immediately. It’s very competitive.

Senator LEVIN. And if companies stay in the same relationship
to each other price-wise, up and down, does that trouble you?

Mr. ROUTS. No, it doesn’t trouble me, sir.
Senator LEVIN. OK. Does it trouble you, Mr. Carter?
Mr. CARTER. Mr. Chairman, as I stated, I think this marketplace

is highly competitive. I went through how we price and so forth.
In my testimony I indicated that gasoline prices last year were
about $1.50 a gallon, down significantly across time. I understand
CNN reported this morning that gasoline prices today are $1.39. In
1999 dollars, I guess that’s around $1.30, the lowest prices it’s been
in a month.

I checked into my hotel room last night, and I found this there.
I had a bottle of water. A liter of water, about a quart, is $6. If
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I convert that to per gallon, that’s $24 a gallon for water, which
comes out of the ground. They don’t have to refine it. They don’t
have to meet all these regulations. And while the marketplace is
volatile and I’m concerned about the volatility, I think the absolute
price out there is pretty good for consumers.

Senator LEVIN. Well, first of all, I think I’d change hotels. But
putting that aside—— [Laughter.]

I think if you saw the price of bottled water go up and down to-
gether every day, every week, with the same brands staying in the
same relationship to each other, I think you would think that
something is fishy, too. But my question is: Would it trouble you
if brands stay in the same price relationship to each other up and
down and up and down? Mr. Heminger.

Mr. HEMINGER. Mr. Chairman, as I say, our strategy is every day
to give that value price. We’re talking about a global commodity,
and if we didn’t have NYMEX and if we didn’t have the Chicago
Exchange, maybe all of those prices wouldn’t be transparent. But
they are, and all that is traded, and all that reflects costs every
day. And we have to take into account how we price our gasoline,
and if we want to be the value leader on the street, as this chart
illustrates, we really have to pay attention to where our consumers
are buying.

Senator LEVIN. OK. Thank you. Would it trouble you if four or
five brands stayed in the same price relationship with each other
up and down, Mr. Pillari?

Mr. PILLARI. Sir, I believe the consumers set the price relation-
ship based on their view of the value of each brand, and so it will
be where the consumers allow it to be. So, no, it doesn’t trouble me.

Senator LEVIN. It doesn’t trouble you at all. OK.
Mr. Reeves, I think you have answered the question already. Mr.

Routs.
Mr. ROUTS. It doesn’t trouble me in the sense that I think that

is indeed what the market drives us to do.
Senator LEVIN. It drives you to engage in parallel pricing?
Mr. ROUTS. That’s not what I said.
Senator LEVIN. What does the market drive you to do?
Mr. ROUTS. The market drives us to be very competitive and to

stay close to our competitors in terms of pricing.
Senator LEVIN. OK. Let me ask about zone pricing. It is a very

specific question. Are a large number of your zones single-dealer
zones? Mr. Carter.

Mr. CARTER. No, Mr. Chairman.
Senator LEVIN. Do you know about what percentage of the zones

are single-dealer? Would it be less than 10 percent?
Mr. CARTER. I don’t know the exact number. I expect that it’s

less than 10 percent.
Senator LEVIN. OK. Mr. Heminger.
Mr. HEMINGER. Mr. Chairman, they are all single-dealer zones.
Senator LEVIN. Every zone has just one gas station?
Mr. HEMINGER. Yes, sir.1
Senator LEVIN. OK. Mr. Pillari.
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Mr. PILLARI. As far as I know, the only single-station zones we
would have would be out in the rural areas, and that would be rel-
atively small.

Senator LEVIN. OK. Mr. Reeves.
Mr. REEVES. It would be a very small percentage of ours.
Senator LEVIN. Mr. Routs.
Mr. ROUTS. Fifty-three percent, I am just informed, of our areas

are single-dealer.
Senator LEVIN. OK. On the lessee dealers, is it generally correct

that lessee dealers do not negotiate the price of the product that
you provide to them, that it is set by the company and that they
are obligated under the lease to pay whatever they are charged by
the company? Is that generally true?

Mr. CARTER. Well, Mr. Chairman, there are two caveats to that.
There are laws that prescribe how we price to our dealers, UCC,
I believe. I’m not an attorney, but I get a lot of advice from them.
And, second, our dealers feel very free to let us know when they
think their price is not a price that allows them to compete. I don’t
agree that that’s negotiation, but certainly they feel free to express
their views and we take it into account.

Senator LEVIN. But by the lease, are they obligated to pay the
price that you charge?

Mr. CARTER. That’s correct, Mr. Chairman.
Senator LEVIN. Mr. Heminger.
Mr. HEMINGER. Yes, Mr. Chairman, by the lease they’re obligated

to pay the price, and we have very few lessee dealers.
Senator LEVIN. OK. Mr. Pillari.
Mr. PILLARI. We have very few also, but, yes, they’re obligated

to comply with the brand. They can only sell our brand through
branded dispensers.

Senator LEVIN. Well, that wasn’t my question, though. Are they
obligated to pay the price that you charge?

Mr. PILLARI. Yes.
Senator LEVIN. Mr. Reeves.
Mr. REEVES. That would be the case for us as well.
Senator LEVIN. Mr. Routs.
Mr. ROUTS. As far as I’m aware, that’s the case, sir.
Senator LEVIN. And do you recommend retail prices to your

branded stations?
Mr. CARTER. We do not today, Mr. Chairman. There was a time

when one of our predecessor companies would tell the dealers what
the recommended price was. They would also in the same commu-
nication tell them that they were free to set it as they chose.2

Senator LEVIN. OK.
Mr. HEMINGER. Not to our branded stations, Mr. Chairman.
Senator LEVIN. Not to your lessees?
Mr. HEMINGER. We do not recommend the retail price to our les-

sees or lessee dealers.
Senator LEVIN. OK. Mr. Pillari.
Mr. PILLARI. It’s against policy.
Senator LEVIN. It is? Thank you. Mr. Reeves.
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Mr. REEVES. We do not encourage that, no. We don’t give them
a recommended price.

Senator LEVIN. OK. Mr. Routs.
Mr. ROUTS. We don’t tell our dealers what to charge.
Senator LEVIN. No, that is not my question, though. Do you give

them a recommended price for their retail?
Mr. ROUTS. We have discussions with them about the pricing in

the zone, but they can still make their own decisions after that.
Senator LEVIN. You discuss with them, but do you publish a rec-

ommended price to your dealers——
Mr. ROUTS. We don’t.
Senator LEVIN [continuing]. Or do you give them in writing a rec-

ommended price?
Mr. ROUTS. We don’t, sir.
Senator LEVIN. OK. So, orally, what you discuss with them you

don’t consider to be a recommendation?
Mr. ROUTS. No, we don’t consider it a recommendation, and,

again, they don’t have to act upon the discussion.
Senator LEVIN. Senator Wyden.
Senator WYDEN. Thank you, Mr. Chairman.
First, Mr. Chairman, let me thank you for allowing me to partici-

pate. I think this is a superb report, and I would only say that I
think you and I both know that this litany of anti-competitive prac-
tices that you found and that I found in my inquiry in Oregon—
it really extended to the West Coast—these anti-competitive prac-
tices have been documented again and again. But the fact is that
these problems are growing, and the reason that they are growing
is that the law under which they could be stopped is full of loop-
holes. And what we have found is that unless people are engaged
in some textbook case of collusion, which these companies are far
too intelligent to do, it is very hard to bring a successful action to
protect the consumer. And that is why I am especially interested,
Mr. Chairman, in exploring this idea that you and I have talked
about in the past, and that is, when there are anti-competitive
practices that as of today are not per se illegal and you have a con-
centrated market, that you create a presumption that this is rais-
ing an anti-competitive issue unless information is proven to the
contrary. And I am going to address that more fully on Thursday
when I testify, but I appreciate the chance to work with you on it.

I think for purposes of this afternoon I want to start with you,
Mr. Pillari. At an April 25, 2001, hearing before the Commerce
Committee, Mr. Malone, who is your Western regional president,
refused to make any commitment to stop exporting Alaskan oil to
Asia. And as you know, we have seen E-mail that essentially says,
hey, this is a no-brainer to export oil from Alaska to Asia at a dis-
count because you can stick it to people on the West Coast of the
United States, in Oregon, Washington, and California, in order to
make up the difference.

Now, the company, of course, has said that this person didn’t
speak for the company, and I understand all of that.

What I would like to do this afternoon is get a sense about your
current policy and commitments that you are willing to make to
the public. My understanding is you are not exporting Alaskan oil
outside the United States today, but I would like to ask you to com-
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mit today that BP is not going to export Alaskan oil overseas, pe-
riod. Can you make that commitment this afternoon?

Mr. PILLARI. Sir, let me respond by saying we’re a net buyer of
Alaskan crude oil. We have to buy a significant amount of our
needs. So as a net buyer, exporting has not been an issue for us.

Senator WYDEN. But that is not my question. My question is, be-
cause we have obtained E-mail from your company, sir, saying it
is a no-brainer. Now, again, these are not my words or the words
of some consumer advocate. These are the words of people in your
company, calling it a no-brainer to export oil from Alaska to Asia.
So what I would like to know is whether you all are willing to
make a commitment. Mr. Malone was not. Mr. Malone basically
said, ‘‘We’re going to export oil any time it’s in our economic inter-
est. We’re not doing it today, but whenever it’s in our economic in-
terest, we are going to export oil overseas.’’

So what I would like to hear from you is not about your situation
today with you as a buyer or this or that. I would like to hear cat-
egorically whether you will commit not to export oil from Alaska
overseas.

Mr. PILLARI. As I said, we’re a net buyer. What I would say
about the future is it can’t be predicted. I don’t know what will
happen in the future and I would not commit to limit my commer-
cial flexibility.

Senator WYDEN. Well, that was my understanding. I appreciate
your candor, and of course, that is, in my view, why this whole no-
tion of making this country energy independent, something I
strongly support, is directly undercut when an oil company execu-
tive says, ‘‘Look, I’m not going to commit to anything. If it’s in our
economic interest, of course we’re going to export.’’ And that is why
so many people on the West Coast of the United States are un-
happy about that particular policy. Frankly, I mean, we have a
whole host of anti-competitive practices that we are facing. We
have had juries handing out awards for redlining for millions of
dollars, redlining our markets. I am going to talk about that on
Thursday, but I will tell you it is very disappointing to my constitu-
ents and people all up and down the West Coast, that you will not
commit, at a time when the oil companies are saying, ‘‘We’ve got
to be energy independent, got to make this country strong and en-
ergy secure.’’ You again have restated what I thought was the posi-
tion, and that is that you will not commit to banning the exports
of Alaskan oil.

Let me ask then the panel, if I might, about their views, and put
it in the context of the situation with respect to the Arctic National
Wildlife Refuge, ANWR. My sense is with the way your companies
have been merging, ExxonMobil, BP Arco, ChevronTexaco, spin-
ning off assets right and left in the past few years, any of your
companies could end up with leases and drilling rights in the Arctic
Refuge. So what I would like to do is just go down the row and see
if each one of you would pledge this afternoon not to export any
oil you get from the Arctic Refuge if it ends up being opened up
to drilling?

Why don’t we just go right down the row.
Mr. CARTER. Well, we are a major exploration company. We ex-

plore all over the world. We produce a lot of oil and gas. To my
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Appendix on page 282.

knowledge, we haven’t been spinning off assets since we merged ex-
cept as required by the FTC. We do favor additional exploration.
If I recall—I’m not an upstreamer, but if I recall correctly, we op-
posed the export of Alaskan crude, and as you know, the law re-
quired it to stay in the United States at one time. To the best of
my knowledge, it does stay here. I have no authority to commit us
on what would happen if ANWR—but I can tell you what our prac-
tices have been.1

Senator WYDEN. I would just like to get an answer because you
all are the leaders in the field, to hear a pledge not to export any
oil you get from the Arctic Refuge if it is opened to drilling. It is
a simple question. I mean it is a chance for you to make a strong
statement about energy independence, and if anything, the arctic
issue makes it even more stark. I mean everything about this arc-
tic debate has been about let’s get that oil and make us energy
independent. Now, if you all will not pledge to keep this oil here,
if anything, it is going to make us more energy dependent because
we will be drilling in Alaska, selling it to Asia at a discount, and
sticking it to people on the West Coast of the United States.

So I am just going to go right down the row and the question is
just that simple.

Mr. HEMINGER. Yes. Senator, my company, we’re just refining,
marketing and transportation. We have no equity production, so I
can’t comment.

Senator WYDEN. OK.
Mr. PILLARI. Sir, I would not change my earlier view.
Mr. REEVES. Senator, to my knowledge, we don’t produce much

if any crude oil out of Alaska. I would say the answer to your ques-
tion was, I don’t have the authority to make the decision, but if I
did, I would say that it would be irresponsible for any company,
certainly our company, to try to accurately predict what we would
do in commercial circumstances, 5, 10, or 20 years out.

Mr. ROUTS. I cannot comment. I represent Shell’s downstream,
and have very little to do with the upstream at this point.

Senator LEVIN. Senator Wyden, we suggested that we would try
to stop at 1:30, and they have been here a long time.

Senator WYDEN. Mr. Chairman, you have been kind to me, and
I will look forward to Thursday.

Senator LEVIN. Thank you.
Let me close first of all by thanking our witnesses. It has been

a long hearing, and you have been cooperative in your production
of testimony and materials. We again appreciate that as a Sub-
committee.

Just one word about our responsibility and yours. You represent
large and successful corporations, and it is to be expected that you
are going to act in ways to maximize your profits. That is what you
are in business to do. The government has a responsibility, on the
other hand, to the public as a whole. And government’s job is to
make sure that the markets stay competitive and that anti-com-
petitive practices be prevented, and that the consumers of this
country get a fair shake.
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Our analysis of the oil industry is that it is highly concentrated
in a number of markets in the United States, and that in these
highly-concentrated markets, major oil companies take actions that
limit supply in order to keep prices higher, and because of insuffi-
cient competition in those highly-concentrated markets, they can
succeed more readily in keeping prices up.

The number of mergers in the last few years is dramatic. When
you have Chevron merging with Texaco and BP with Amoco, and
whoever would have thought that Exxon would merge with Mobil,
but it happened. And as the industry has gotten more con-
centrated, the lifeblood of this country, gasoline, is in the hands of
fewer and fewer players, and that means that if those players can
effectively control supply in order to have a significant impact on
price, a healthy economy is in jeopardy, and that is not what the
American public wants.

The question is what can we do about this, and I think there are
at least a number of steps that we ought to take or consider taking.
First, the Federal Trade Commission should be more cautious
about approving mergers. The current situation is bad enough in
terms of concentration in the oil industry. Any additional mergers
should be subject to strict scrutiny, and the presumption should be
that any merger that the oil industry is proposing should be not
only scrutinized carefully, but the burden of proof, it seems to me,
should clearly be on the people who are proposing those mergers
and should be against the merger occurring. The presumption
should be against any further mergers.

Moreover the Federal Trade Commission needs to make sure
that when it requires assets to be divested as part of a merger ap-
proval, the divested assets are viable as a competitive factor. There
is concern that while the FTC has ordered certain divestitures in
approving mergers, those divestitures haven’t been to a sufficiently
viable entity, so that they end up being a competitive force over
time. I would recommend that the FTC study the mergers in the
oil industry over the last 5 years to determine what the results of
the ordered divestitures have been, to find out, in other words,
whether the FTC was successful in achieving the desired level of
competition that they thought that they were going to achieve.
Those are responsibilities of the FTC.

Second. I think we ought to at least consider changing the law
with respect to the issue of parallel pricing. Right now parallel
pricing is legal. To bring an antitrust case with respect to parallel
pricing requires additional proof, proof that there was some agree-
ment or collusion or conspiracy. But parallel pricing can be an anti-
competitive act, and the courts have said that any plaintiff bring-
ing an antitrust suit with respect to parallel pricing, cannot under
current law get to a jury without some showing of agreement or
collusion. It seems to me with respect to this issue that we should
consider allowing parallel pricing cases to go to a jury if there is
sufficient evidence of parallel pricing alone to make that rebuttable
presumption, but nonetheless sufficient evidence to get to the jury.

Oil companies, through their legal counsel try to avert or try to
avoid overt collusion. But the reality is that with exchange agree-
ments, the use of common consultants, public postings of prices,
and common statistical resources and analysts, the market can, in
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the words of one oil company, ‘‘be disciplined.’’ And it can be dis-
ciplined in areas of significant or heavy concentration without overt
collusion.

Now, with all the evidence that the plaintiffs in the Aguilar case
had assembled to demonstrate anti-competitive behavior in Cali-
fornia, the courts threw out a case and granted a motion for sum-
mary judgment because of the absence of overt conspiracy. But I
think that new circumstances ought to at least have us look at pos-
sible changes in current law so that again we would allow proof of
the fact of parallel pricing to be enough to withstand a motion for
summary judgment and to get a case to the jury.

Finally, I think Congress should consider the possibility of re-
quiring the oil companies to maintain a certain level of inventory
of gasoline in order to avoid price spikes and price fluctuations.
Four countries in Europe have such a requirement: France, Swit-
zerland, Germany, and the United Kingdom. And we ought to at
least look at that possibility as an appropriate approach for the
United States so that supply is not so tight as it is in these highly
concentrated areas. The oil companies have reduced their inventory
levels dramatically over the past few years, so that now we have
only 3 days worth of emergency supply at the Nation’s current con-
sumption rate. The tight balance between supply and demand and
the low inventories, when combined with market concentration,
have contributed to the recent price spikes and gas price volatility.
It may be time to require a cushion of gasoline supply.

On Thursday we will hear, in addition to Senator Wyden, from
three State Attorneys General, who have been investigating the
practices of oil companies for the last few years, as well as from
a number of oil experts who can respond to the issues that were
raised here today and in the Majority Staff’s report.

The hearing will begin at 9:30 on Thursday. It will not be held
in this room. It will be held in room 342 of the Dirksen Building,
which is the Governmental Affairs Committee hearing room.

Again, I want to thank our witnesses for volunteering to come
forward, for the cooperation of their companies, and for their testi-
mony here today. It will be made part of the record in its entirety
as drafted and presented to the Committee, and of course your oral
comments here will be helpful to the Subcommittee.

We will stand adjourned.
[Whereupon, at 1:42 p.m., the Subcommittee was adjourned.]
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GAS PRICES: HOW ARE THEY REALLY SET?

THURSDAY, MAY 2, 2002

U.S. SENATE,
PERMANENT SUBCOMMITTEE ON INVESTIGATIONS,

OF THE COMMITTEE ON GOVERNMENTAL AFFAIRS,
Washington, DC.

The Subcommittee met, pursuant to notice, at 9:36 a.m., in room
SD–342, Dirksen Senate Office Building, Hon. Carl Levin, Chair-
man of the Subcommittee, presiding.

Present: Senators Levin, Lieberman, and Collins.
Staff Present: Linda J. Gustitus, Chief of Staff for Senator Levin,

Senator Levin; Mary D. Robertson, Chief Clerk; Laura Stuber,
Counsel; Dan Berkovitz, Counsel; Edna Falk Curtin, Detailee/Gen-
eral Accounting Office; Cliff Tomaszewski, Detailee/Department of
Energy; Kathleen Long (Senator Levin); Kim Corthell, Minority
Staff Director; Eileen Fisher, Investigator to the Minority; David
Mount, Detailee/Secret Service; Hilary Keilp (Intern); Joyce
Rechtschaffen, Staff Director, Government Affairs Committee; Lau-
rie Rubenstein and David Berick (Senator Lieberman).

OPENING STATEMENT OF SENATOR LEVIN

Senator LEVIN. Good morning, everybody. Today the Permanent
Subcommittee on Investigations will hold its second of two hearings
on the reasons for dramatic fluctuations and recent increases in the
price of gasoline. On Monday of this week, the Subcommittee re-
leased the report of the Majority staff following a 10-month inves-
tigation. One of the basic conclusions of the report deals with the
effects of increased concentration in the oil industry on the whole-
sale supply market.

Due to a series of refinery closures and mergers within the oil
industry, the wholesale supply market is now more concentrated
than ever. According to information provided by the Department of
Energy’s Energy Information Administration, the wholesale supply
market is moderately to highly concentrated in a total of 37 States.
By another accepted measure of concentration, 28 States are con-
sidered tight oligopolies.

In general, more competition means lower prices for consumers,
and lack of competition leads to higher prices. The oil industry is
no exception to these general rules.

In areas of high concentration, where a few refiners control most
of the retail sales, by keeping supplies tight refiners can raise the
price of gasoline without great fear of competition. One way to
maintain a tight supply is by keeping only a minimal amount of
gasoline in inventory. One effect of doing that is that any supply
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disruption will cause a shortage of gasoline because there is no re-
serve capacity to bring to market.

This invariably leads to price increases, and because gasoline is
such an essential commodity in our lives today, most Americans
have no choice but to pay more and more when prices rise.

Keeping supplies tight and inventories low in highly con-
centrated areas makes it possible for companies to spike prices
without great fear of competition. Since all the companies maintain
minimal inventories, no company need fear a competitor will gain
market share by keeping their prices low because they would
quickly run out of gas.

James Carter, Regional Director, U.S., for ExxonMobil, testified
to that on Tuesday. He said, ‘‘If our price is extraordinarily low, we
are going to run out before the next amount of gasoline gets here.’’
So the few companies in these areas raise and lower prices together
and in the same price relationship to each other, a practice called
‘‘parallel pricing.’’

One of the key findings in the staff report is that in a number
of highly concentrated markets, oil companies are not just passive
actors who respond to whatever the supply and demand situation
is at a given moment; but, rather, they are active players, seeking
to shape and structure the market in such a way so as to make
the refining business more profitable.

The investigation found a number of documents, which we dis-
cussed Tuesday, indicating that oil companies seek to tighten sup-
ply in highly concentrated markets to increase prices. While the oil
company executives who testified on Tuesday said either that their
companies didn’t adopt the options set forth in their memo to limit
supply, or that they didn’t have any knowledge of the activities dis-
cussed in another memo, or that actions described in a third memo
were against corporate policy, the evidence presented in the Major-
ity staff report demonstrated many instances when refiners acted
to limit supply to raise prices.

Most of the oil companies that testified on Tuesday do not believe
we need additional refineries in the United States. These compa-
nies believe that a shortage of refineries has not been a cause of
any of the recent price spikes.

Now, although the price of crude and government regulatory ac-
tions obviously have a large effect on wholesale and retail prices
in this country, or in the case of regulatory actions, surely con-
tribute to the cost of gasoline, the staff investigation looked at ac-
tions taken by the oil companies, within their control, downstream
from the crude oil production process.

Today we will hear from a number of distinguished public offi-
cials and economists about this subject. First we will hear testi-
mony from Senator Ron Wyden. Senator Wyden has been working
on the issue of gasoline prices and industry concentration for many
years.

Following Senator Wyden, we will hear from a panel of Attorneys
General. Attorney General Jennifer Granholm is here today from
my home State of Michigan. Attorney General Granholm has been
very active on a number of consumer issues, including gasoline
pricing in Michigan. She successfully forced gasoline stations that
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gouged the public after the tragic events of September 11 of last
year to return some of their ill-gotten gains.

Attorney General Richard Blumenthal from Connecticut is also
on our panel today. Attorney General Blumenthal has been very
active in gasoline pricing issues. Over a number of years, he has
aggressively advocated for a competitive gasoline marketplace on
behalf of Connecticut motorists.

I am also pleased that Thomas Greene, Assistant Attorney Gen-
eral from California, will be here to represent the California Attor-
ney General’s views. As our Majority staff report shows, the effects
of high concentration and vertical integration in the refining and
marketing industries are acutely seen and felt by consumers in the
State of California.

A few years ago, the California Attorney General issued a report
on gasoline pricing in that State. That report addressed many of
the issues that we have been looking at. We are looking forward
to Mr. Greene’s testimony.

On the third panel today, we will hear from four economists. All
four of these panelists have studied one aspect or another of the
petroleum industry. We are grateful for their presence, and we look
forward to hearing from them as well.

Senator Collins.

OPENING STATEMENT OF SENATOR COLLINS

Senator COLLINS. Thank you, Mr. Chairman.
First, let me commend you and your staff for your in-depth inves-

tigation into this very important issue of how gasoline prices are
set and the causes of high gasoline prices and price spikes. Volatile
prices are a major source of concern to Americans, particularly
lower-income families and small businesses. Given how vital oil
and gasoline are to every aspect of our economy, gasoline prices
play an important role in our country’s ability to recover from the
recession.

On Tuesday, we heard testimony from executives of several of
the Nation’s largest oil companies who explained the industry’s
practices in distributing and establishing prices for gasoline. I was
particularly interested to hear what the witnesses had to say about
the impact on supply of the seasonal transition between winter and
summer gasoline, a time of year when price spikes are common.

The perennial glitches that occur during this seasonal transition
are contributing factors to price spikes in some areas of the coun-
try. The oil industry argues that the stringent transition calendar
that the EPA has put in place is at fault. I must say, based on my
review, I do not understand why, after years of experience in the
oil business and several years of dealing with the various Federal
and State environmental regulations on gasoline, the industry has
not been able to plan more effectively for these transitions to avoid
price spikes. After all, summer always is going to follow spring,
and the summer driving season is going to begin every year around
Memorial Day.

In addition, I remain concerned that the oil companies have not
made the necessary investments in infrastructure and to maintain
U.S. refineries. Refinery breakdowns were a major cause of gaso-
line price spikes in the Midwest, especially in the spring of 2000.
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While the oil companies clearly are profitable, they testified that
they had made investments in refineries of only a few million dol-
lars, mainly so that they could stay in compliance with environ-
mental regulations. With refineries operating at near 100 percent
capacity, any glitches usually lead to limited supplies and higher
costs to consumers—costs to the tune of $1 billion in revenue annu-
ally for the industry for every penny increase at the pump.

I also share Senator Levin’s concern about the impact that indus-
try mergers in recent years have had on competition. That has led
to greatly increased concentration in the industry, and a basic rule
of economics is more competition produces more choice for con-
sumers and lower prices. We seem to be going in the opposite direc-
tion in the oil industry.

For that reason, I am particularly interested in hearing the testi-
monies from the three States’ Attorneys General. They will discuss
their investigations into competition within the gasoline industry
in their home States.

I also look forward to hearing the statements from several econo-
mists and oil industry analysts who have studied the effects of
mergers and the resulting increased concentration levels in the in-
dustry. This raises questions about the effectiveness of the FTC’s
review of mergers during the Clinton Administration.

I also look forward to hearing their opinion on the industry’s con-
tention that U.S. refinery capacity is sufficient for our needs. I just
don’t see how that can be with the refineries operating at nearly
100 percent capacity. It seems to me that leaves no room for error.

Consumers in Maine and across the Nation are justifiably con-
fused and frustrated by the recent high gas prices and price fluc-
tuations. I again want to thank Senator Levin for shining a spot-
light on this important issue and for exploring what can be done
to protect American consumers.

Senator LEVIN. Thank you again, Senator Collins, and thank you
again for your support and the support and assistance of your staff
in this matter.

Now the Chairman of our full Committee, Senator Lieberman.

OPENING STATEMENT OF SENATOR LIEBERMAN

Senator LIEBERMAN. Thank you, Senator Levin. I am glad to be
here for this second hearing on gas prices, and once again I would
like to, in my capacity as Chairman of the Senate Governmental
Affairs Committee, thank you and Senator Collins and your staffs
for the extraordinary work that you have all done that led to a very
substantive and informative hearing a few days ago. And I am sure
the same will be true today.

I want to thank our colleague, Senator Wyden, who has been a
real leader on behalf of consumers in this and so many other areas
over the years and to welcome particularly a couple of generals
who are here today, I say as a former Attorney General, General
Granholm of Michigan and my own Attorney General, Dick
Blumenthal, from Connecticut, along with the senior Assistant At-
torney General Greene from California. I know that they have very
important testimony to offer.

This Permanent Subcommittee on Investigations report on gaso-
line pricing raises some very serious questions. Is the oil industry
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as competitive as it ought to be? And is government doing every-
thing it can, we can, to safeguard consumers?

I want to go back in history a bit. The government broke up
Standard Oil 91 years ago, ending one of the most egregious distor-
tions of free and fair markets in our history. There is a wonderful
quote from a book by Thomas Lawson called ‘‘Frenzied Finance,’’
which was published in 1905. I believe that it may have been given
as a present to Senator Thurmond’s parents on his birth.

Anyway, I quote from it: ‘‘Standard Oil has, from its birth to
present writing, been responsible for more hell than any other
trust or financial thing since the world began. Because of it, the
people have sustained incalculable losses and have suffered untold
miseries.’’

Well, obviously, the oil market is much more free and more fair
today than it was back then. But today, as this Subcommittee’s in-
vestigation has shown, we are still faced with mergers and mar-
keting practices that may well be constraining the marketplace
rather than lubricating the gears of competition.

The possibility of market manipulation in oil and gas is particu-
larly troubling because, as we know, higher gas prices hit middle-
and low-income workers and families the hardest. They are regres-
sive. For the American who earns $30,000 per year, for instance,
and has to drive 30 miles back and forth to work each day, the
price at the pump can mean the difference between making ends
meet and being unable to pay all the bills.

That is why we should be disturbed by the PSI investigation’s
finding that gas prices in America are so volatile not because of a
responsive market, but because of a market that is unhealthy. And
its illness can be seen through two sets of symptoms: Concentration
in the wholesale markets on the one hand and restrictive practices
in the retail markets, such as zone pricing and redlining, on the
other.

In testimony to the House Judiciary Committee 2 years ago, At-
torney General Blumenthal called zone pricing ‘‘invisible and insid-
ious.’’ In fact, there are big signs outside every station with the
price of gas, but consumers are actually kept completely in the
dark when it comes to the workings of zone-pricing schemes.

One major oil company operating in Connecticut, our geographi-
cally small State—we have just eight counties—had 46 different
zones just in our State. That is astonishing. How can the market
work as effectively as possible when wholesalers offer different dis-
tributors, who have no choice but to accept them, dozens of dif-
ferent prices for the very same product?

I did some work on this when I was Attorney General during the
1980’s. General Blumenthal has done very strong and effective
work. And I must say I agree with his assessment that zone pricing
is both invisible and insidious.

Based on the Permanent Subcommittee’s investigation, it does
appear that oil companies could be charging more in some areas to
squeeze as much as they possibly can out of retailers and con-
sumers wherever and whenever they think they can get away with
it. If gasoline dealers had more freedom to shop around, we would
probably be seeing a much fairer and more fluid market in which
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prices were kept down by the natural pressures of supply and de-
mand and not artificially inflated.

To date, the Federal Government has not sent a clear signal on
the legality of either zone pricing or redlining. Last year, the Fed-
eral Trade Commission closed an investigation into Western States’
gasoline pricing after determining that there was insufficient evi-
dence to show that any of the Western States refiners’ practices
caused higher wholesale or retail prices for gas. But in a concur-
ring statement, Commissioner Mozelle Thompson expressed his
concern about some of the redlining practices being employed, and
he concluded, ‘‘The Commission has vigilantly protected the com-
petitiveness of the Nation’s energy sector for years through its en-
forcement actions. I, therefore, am confident that should the Com-
mission find evidence in any future investigation that site-specific
redlining results in anti-competitive effects without generating
countervailing consumer benefits, it’’—the Commission—‘‘would
challenge the practice.’’

With all respect, I am not confident that such effects could be
discovered because of the lack of information revealed by big oil
companies about their pricing policies. And government cannot
challenge what it doesn’t know. Fair and competitive markets are
the foundation of a strong free economy, but the current level of in-
formation about how the oil industry really operates isn’t enough
for oversight agencies to ensure that these markets are fair and
competitive. That needs to change, and quickly. And Attorney Gen-
eral Blumenthal has, I think, a very constructive proposal to bring
that about.

So, Mr. Chairman, I thank you again. I look forward to hearing
this morning’s testimony, and I am eager to make sense of these
practices, and maybe even to figure out how we can save con-
sumers a few cents a gallon at the same time. Thank you very
much.

Senator LEVIN. Thank you very much, Senator Lieberman.
With respect to your zone-pricing point, one of the witnesses on

Tuesday said that every single gas station is a separate zone.
Senator LIEBERMAN. That is quite a statement.
Senator LEVIN. Quite a bit of testimony.
Let me now introduce our first witness this morning, our friend

and colleague, the senior Senator from Oregon, Ron Wyden. Sen-
ator Wyden, as I mentioned, has worked for years on the issue of
gas prices and their volatility in Oregon and on the West Coast. We
are pleased to have you before our Subcommittee this morning for
your views on the subject.

As you know, pursuant to Rule VI, all of the witnesses before
this Subcommittee are required to be sworn, and so I would ask
you to stand and be sworn in at this time. Do you swear that the
testimony you will give before the Subcommittee will be the truth,
the whole truth, and nothing but the truth, so help you, God?

Senator WYDEN. I do, Mr. Chairman.
Senator LEVIN. Thank you. Please proceed.
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TESTIMONY OF HON. RON WYDEN,1 A U.S. SENATOR FROM THE
STATE OF OREGON

Senator WYDEN. Thank you, Mr. Chairman, and let me begin by
saying, watching you, Mr. Chairman, and your colleagues question
the oil company executives a couple of days ago was like watching
a teach-in on how to do oversight right. And I just want to com-
mend you and the staff for a superb job both with the report and
with the hearing that was held several days ago.

Senator LEVIN. Thank you very much.
Senator WYDEN. As you know, I have been investigating the oil

price issue for several years, and I have brought with me this
morning just a portion of the pile of government reports, including
my own, that have detailed oil company anti-competitive practices
over the years. The findings of the Subcommittee closely track
what each of those investigations have shown, and that is, anti-
competitive practices are rampant in the gasoline markets.

Now, essentially in these reports is everything: That oil compa-
nies redlined; they sought to keep independent wholesalers from
competing in markets by refusing to let independent dealers buy
better-priced gas from the local jobber; they zone-priced; they
charged different prices for the same gas at their own branded
stores and adjacent neighborhoods, pricing it as high as the market
would bear. They kept the market for themselves. They kept down
refineries that could have increased supply and introduced competi-
tion. And they stuck it to the consumer on the export issue. The
big oil companies, BP specifically in their internal E-mail, called it
a no-brainer to export gas and oil to Asia at rock-bottom prices and
just make up the difference by sticking it to people on the West
Coast of the United States.

It seems to me that cumulatively these practices just strip the
competitive gears out of the gasoline market and hammer the con-
sumer. And what is especially ominous is when you look at these
reports and study the controlling law in this area, there isn’t a
whole lot that can be done right now to turn this situation around.

So I wanted to come this morning and say I think there is really
one question for the Congress at this point: Is it going to be busi-
ness as usual with these reports just becoming an annual dust-
collecting exercise? Or is the Congress going to move to rein in
market manipulation and require meaningful consumer protection
reforms?

And I think—and this is what I am going to outline this morn-
ing, Mr. Chairman—moving to these reforms is critical now.

I was in a small town in Oregon Saturday last, a small town on
the Oregon coast called Brookings. The situation there is so bad
that they are trying to form a nonprofit organization so that they
can buy gas at a wholesale price because they are getting killed
with retail prices. You have senior citizens, in my view, in Maine
and Oregon and in small towns across this country basically trying
to figure out how to do this kind of thing because the competition
is being drained out of the gasoline markets.

So here is my sense of what would constitute real reform, Mr.
Chairman. First, I think the controlling statute in this area needs
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to be changed and broadened. The current law states that there
must be one of three kinds of outright collusion taking place to stop
these anti-competitive practices. One, there has got to be a contract
or an agreement between companies to fix prices. Two, there has
got to be a combination or a formal alliance of companies fixing
prices. Or, three, there has got to be a conspiracy, which is basi-
cally like a bunch of people getting together for dinner and saying,
Well, Bob, what do you think the price of unleaded should be?

Now, we all know the old saw that the certainties in life are
death and taxes. There is another one. You’re not going to find
smart oil companies holing up in a room colluding in that kind of
way to set prices. They are just too savvy and the problem is sub-
tle. Supplies are being manipulated and competition is being re-
stricted in broad daylight.

For example, the FTC found that redlining was used to discour-
age competition and raise prices while providing no benefit to the
consumer. But because the Commission found no evidence that the
refiners met either of those three tests for collusion, redlining could
just go forward unabated.

I believe it’s time to make these anti-competitive practices illegal
once and for all. So I would propose that, in addition to collusion,
the statute be broadened to bar anti-competitive practices by a sin-
gle company where the market is concentrated, where you have
four or fewer players controlling a significant majority of the mar-
ket. This would raise the bar to expect better business practices
from the oil companies.

When a company tries to squeeze an independent jobber out of
a market by telling branded stores what gas they can and can’t
buy, the law wouldn’t have a loophole anymore. So I think that
would be change No. 1, making a change in the controlling statute
to broaden out beyond that three-part test with respect to collusion.

But I would propose changes in a second area, specifically
changes to the law that authorizes the Federal Trade Commission
and governs its oversight of markets. Under the FTC Act, I believe
the Federal Government should consider establishing consumer
watch zones in these concentrated markets. At Tuesday’s hearing,
ChevronTexaco’s North American President David Reeves admitted
that the West Coast gasoline market is dominated by a limited
number of refinery marketers who, acting alone, can evade the
laws of supply and demand. There’s no need for oil company execu-
tives to get together in a smoke-filled room to collude on price
when they’ve got the individual power to manipulate markets in
that kind of fashion. And I believe that when you have a market
that is highly concentrated, you ought to go beyond the question of
whether there’s collusion between competitors. And in these con-
sumer watch zones, when oil companies employ anti-competitive
practices like redlining or zone pricing, I believe the burden of
proof should shift onto them to prove that those practices are not
harming consumers. So that would be the second change that I
would advocate, Mr. Chairman, as to the FTC statute in these con-
centrated markets, when you find practices like redlining and zone
pricing, the burden of proof should shift to the companies to dem-
onstrate that it is not harming the consumer.
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My sense was, Mr. Chairman, you were suggesting almost the
same sort of thing with respect to parallel pricing, and I support
those kinds of efforts as well.

In the same way, the whole litany of anti-competitive practices
should be considered an area that is substantively questionable
until proven otherwise. That would include redlining, exporting at
a discount, pressuring independents, all of the practices that ma-
nipulate supply or limit competition. The second set of changes I
believe would go a long way towards helping American consumers.

I would also empower the Federal Trade Commission to take
more immediate action when you have those problems in a con-
centrated market. Under the FTC Act, I would like to see the agen-
cy have the ability to issue cease and desist orders to companies
that participate in the anti-competitive practices so as to provide
the consumers protection. It seems to me the Federal Government
should not be powerless to regulate anti-competitive practices that
can raise gas prices for the consumer.

In addition, I would use this watch zone concept, this question
of how you proceed in concentrated markets to serve as an early
warning signal with respect to the antitrust statutes. If a proposed
merger of oil companies would create a consumer watch zone,
again, with four or fewer players controlling 70 percent of the mar-
ket, I would say that kind of merger should require a closer level
of scrutiny. A higher standard of evidence—of review would de-
mand evidence before the merger would be allowed to proceed,
again, to protect the consumer.

Americans shouldn’t have to wait for what amounts to an oil oli-
gopoly to start gouging the consumer to get some protection from
high prices.

The Federal Trade Commission has already said that Americans
shouldn’t have to suffer because of bad decisions made by regu-
lators years ago. The agency recently instituted a new policy of
looking back at previously approved oil company mergers to see if
there are any lingering anti-competitive problems. If the agency
finds such problems, they’re going back in to fix them. Why not
make a change so as to do the appropriate amount of investigating
on the front end before you let another anti-consumer merger kick
in and, in my view, stop the anti-competitive practices before they
start?

Let me be clear on this point, Mr. Chairman and colleagues.
When I suggest changes to the laws that govern oil companies and
oil markets, I want to propose that those changes only be made in
the case of concentrated markets where a predisposition to con-
sumer abuse has been documented. Legislation along those lines
would ultimately take the country in a more constructive direction.
I don’t think the country would be taken in a more constructive di-
rection by some of the proposals that we heard in the last few days,
such as weakening the Clean Air Act. We even heard Tuesday that
the Clean Air permitting process, known as New Source Review,
needs to be streamlined; it’s been a deterrent, according to the com-
panies, to increase capacity in the country. But I think there is
something wrong with that picture when Mr. Reeves from
ChevronTexaco testifies they have made significant expansions at
their Mississippi refinery. He also states it’ll be one of the first re-
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fineries in the Nation capable of producing both low-sulfur gas and
highway diesel fuel outside of California. The project will be com-
pleted in advance of national deadlines for these requirements.

So it seems to me by their own words, the words that you heard
Tuesday, Mr. Chairman, the oil industry’s claim that the Clean Air
Act requirements are deterring refineries from increasing their out-
put doesn’t exactly match up with what’s happening in the real
world at ChevronTexaco’s refinery.

There’s also something wrong with this picture when we hear re-
peatedly that no new refineries have been built in decades and that
the Clean Air Act is at fault. Yet when asked whether the United
States needs additional refineries, all of the executives at Tuesday’s
hearing said no. The real reason has more to do with return on in-
vestment, in my view, than anything to do with the Clean Air Act.

There isn’t going to be any more competition under the industry’s
proposals to streamline the Clean Air permitting. What I tried to
offer today was a proposal to open up the free enterprise system
in the gasoline business, and I think that ought to be a base by
which the Congress proceeds rather than an approach that would
advocate dirtier air and reward the same oil companies who perpet-
uated the gasoline supply crunch in the first place. These are the
companies that deliberately worked to keep down refineries. You
and I have talked specifically about Powerine in California, but
these are the kinds of examples that are in these reports, Mr.
Chairman.

I want to commend you and your staff again on a very thorough
report. It documents a litany of anti-competitive practices the oil
companies use to manipulate supply and price in gasoline markets,
and close by coming back to that question that I think is central
to this debate.

Mr. Chairman, we could pile these reports over the next 10 years
up to the ceiling, and yours is superb and the work that you’ve
done and Senator Collins and Senator Lieberman is excellent. I
think the question now is: Are we going to do more than stack up
the reports? I think that it is time now to get beyond the statute
today that makes it virtually impossible to protect the consumer.
These companies are not going to go into a back room, have a big
supper, and say, ‘‘Joe, what do you want the price of gas to be?’’
They’re just not going to do it. But that’s virtually what you have
to prove in order to bring an action to protect the consumer.

I think we can do better on a bipartisan basis. In my State, Sen-
ator Smith shares many of the same views that I do. Senator Col-
lins has a long record of consumer advocacy in this area. There is
not going to be anything partisan about doing this job right, in my
view, and I thank you and your staff, Mr. Chairman. You have
given me a lot of time in recent months to work on an area I feel
strongly about, and I’m very appreciative.

Senator LEVIN. Well, thank you, Senator Wyden, for your testi-
mony and for your long, energetic, persistent effort to protect con-
sumers in this area. As we have discussed, a number of reforms are
needed in the law to tighten up the law. I would only add to that
very general point that the Federal Trade Commission does have
power under existing law which it has not exercised to try to pre-
vent some of the mega-mergers which have occurred and some of
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the lack of competition which has resulted. But I very much appre-
ciate your very specific testimony. That is very helpful to this Sub-
committee, and I would ask my colleagues if they have any ques-
tions. Senator Collins.

Senator COLLINS. No, thank you, Mr. Chairman.
Senator LEVIN. Senator Lieberman.
Senator LIEBERMAN. No, Mr. Chairman.
Senator LEVIN. Thank you again.
Senator WYDEN. Thank you.
Senator LEVIN. I would now like to introduce our second panel

of witnesses. Welcome to this Subcommittee. Richard Blumenthal,
Attorney General for the State of Connecticut; Jennifer Granholm,
Attorney General from my home State of Michigan; and Tom
Greene, the senior Assistant Attorney General for the State of Cali-
fornia. This is a very distinguished, a very knowledgeable panel.
We look forward to hearing your views on gasoline volatility and
your experiences in your respective States and what we can do
about it.

Pursuant to Rule VI, as I have indicated, all witnesses who tes-
tify before the Subcommittee are required to be sworn, and so I
would ask each of you to stand at this time and raise your right
hand. Do you swear that the testimony that you will give this
morning before this Subcommittee will be the truth, the whole
truth, and nothing but the truth, so help you, God?

Mr. BLUMENTHAL. I do.
Ms. GRANHOLM. I do.
Mr. GREENE. I do.
Senator LEVIN. Thank you. I think we will start with Attorney

General Blumenthal.

TESTIMONY OF RICHARD BLUMENTHAL,1 ATTORNEY GEN-
ERAL, STATE OF CONNECTICUT, HARTFORD, CONNECTICUT

Mr. BLUMENTHAL. Thank you, Mr. Chairman, and I would like
to second a number of the remarks that have been made about the
quality of the staff report that has been done. I know that very fre-
quently we compliment the staff on the work they do, but this re-
port really is extraordinarily insightful, penetrating, and revealing
about the practices of this industry, and I think it will provide real
ammunition for effective reform, and I want to thank you, Senator,
and Senator Lieberman and Senator Collins for your excellent work
in this area and for making sure that this report will be as useful
and productive as I hope it will be.

Price spikes have become almost a national norm at this point
in gasoline pricing, and, unfortunately, they affect very deeply not
only American consumers, particularly those of low and moderate
means, but also our economy. And as you have remarked, Mr.
Chairman, they have probably stifled our recovery and perhaps
precipitated the recession that we are now seeking to undo. So
there are implications to these kinds of price abuses beyond the
simple consumer protection issues. They affect all of us, and their
effects are tremendously far-reaching and fundamental.
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Market concentration has enabled the industry to manipulate
prices, to take advantage of low supplies and even disruptions that
may be the result of temperature, refinery fires, pipeline problems,
and so forth. The industry has exploited those problems for its own
benefit, and the Subcommittee report very dramatically documents
that conduct. It also indicates that there has been conduct verging
on the illegal, if not an outright violation of the antitrust laws. A
number of the discussions and memos that are evidenced in the re-
port show that there is a need for further investigation and en-
forcement. And one of the reasons that we have such high degrees
of concentration is indeed the lack of effective enforcement. It has
been a bipartisan failure on the part of the FTC, on the part of
Federal enforcers, and the proposal that I am making today really
is the result of that lack of effective enforcement that has brought
us to such high degrees of market concentration.

I am proposing a moratorium on all major mergers and acquisi-
tions within this industry, whether at the wholesale or retail or
other levels, a moratorium that would enable the Congress to fash-
ion more effective remedies, and not only to empower but also to
require Federal enforcers to do a better job. And I believe that a
moratorium of this kind may be regarded as a kind of last resort.
It ought to be for at least 1 year. It would affect only major merg-
ers and acquisitions and so provide an exception, for example, if
there were failing companies or if their market share were less
than a certain HHI degree or number. But I believe that the record
now more than justifies that kind of halt to any further major
mergers and acquisitions in this industry.

The second proposal that I believe is well merited would involve
the kind of change that Senator Wyden and you have mentioned,
Senator Levin, that would make admissible evidence of parallel
pricing, the kind of conscious parallelism that in a market so high-
ly concentrated as this one certainly ought to be regarded as evi-
dence of an antitrust violation. I believe that the proposal that he
has just made would also apply to concentrated markets that have
a predilection or a predisposition toward abuse, those changes in
the standard itself are worth consideration as well. But I think at
a minimum there ought to be admissibility for common pricing pat-
terns or conscious parallelism under our antitrust laws where there
are highly concentrated markets, and that would certainly apply to
this industry. And perhaps in some instances, with a sufficient
threshold showing, it ought to be a per se violation. Obviously
there are arguments pro and con to that kind of proposal, but I be-
lieve it’s worthy of consideration.

And then to promote more effective enforcement at the State as
well as Federal level, I think there needs to be better information.
Quite simply, there should be under the Energy Information Ad-
ministration a central data bank that is accessible and more com-
plete in real time so that it is truly useful to Federal antitrust en-
forcers and to State enforcement officials, such as those before you
today and our colleagues around the country who have our own
antitrust and consumer protection responsibilities.

Right now, we have to spend tens and sometimes hundreds of
thousands of dollars doing the kind of work that California did in
its study, that Connecticut has sought to do over the last 10 years
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while I have been Attorney General simply to make a case, wholly
apart from the use of subpoenas and other investigatory tools.
Basic information is simply not as available and accessible as it
should be.

Finally, I propose again and urge very strongly a ban on zone
pricing. I recognize that you have heard testimony from the indus-
try that would seek to justify it on a competitive basis. In my view,
zone pricing really is not a competitive measure. In fact, it is anti-
competitive. And I have cited in my testimony pricing conduct that
has been documented in our local media. The Stamford Advocate,
for example, has reported price differentials in a very close prox-
imity of 7 to 12 cents. It now happens that a truck can be deliv-
ering the same gasoline that is exactly the same product to the
same city, indeed sometimes the same street, out of the same
truck, and often to the same owner of two different stations located
within blocks of each other; and simply because of these artificial,
geographic, discriminatory means and distinctions, the prices will
be different substantially to the consumer. The industry relies on
computer programs and secret calculations as to how much profit
the consumer will bear, not what competition will enable or pro-
vide.

And so I believe that the Robinson-Patman Act and the Petro-
leum Marketing Practices Act ought to be amended to specifically
prohibit the single-source requirement, which is at the root of this
abuse, or specifically, discrimination based on location of stations,
discrimination in pricing, and close the loopholes that now exist in
those two statutes.

I recognize, finally, that conservation has a role to play. All of
the members of this panel have commented very eloquently on the
importance of conservation, fuel efficiency, and mass transpor-
tation, other measures that can help us to save and conserve as
well as to eliminate the abuses that artificial shortages and low in-
ventories have created.

I again thank this Subcommittee for this opportunity to comment
on an area that I think has come of age. It certainly is an issue
whose time has come. These practices for the most part are invid-
ious and insidious. They are often invisible to consumers, but their
effects are real and dire. And I offer my continuing help in address-
ing them. Thank you.

Senator LEVIN. Thank you very much, Mr. Blumenthal. Attorney
General Granholm.

TESTIMONY OF JENNIFER M. GRANHOLM,1 ATTORNEY
GENERAL, STATE OF MICHIGAN, LANSING, MICHIGAN

Ms. GRANHOLM. Thank you very much, Mr. Chairman. It’s great
to be invited here to talk about such an important subject. I very
much appreciate the opportunity.

I’m the Attorney General of Michigan, and for nearly 3 years, my
office has been involved in the review of gas pricing, as well as in
independent actions from our office to curb excesses. We joined
with the FTC in looking at their investigation following the spikes
in the year 2000. In the wake of the terrorist attacks, of course,
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many of us saw prices go through the roof, and in Michigan, it was
between $2 and $5 per gallon, and our office filed notices of in-
tended action against 46 gas stations who jacked up those prices
and did get refunds. Thank you for mentioning that.

In my role as legal counsel for our Michigan Public Service Com-
mission, which is the body that regulates utilities, my office inter-
vened in a FERC matter regarding the Wolverine pipeline and its
lack of competition with respect to access to the pipeline and with
respect to rates, which was so well documented in your report.

So I would like to propose a couple of things. First of all, I think
that General Blumenthal has made some excellent points. I agree
on the issue of a moratorium—a moratorium particularly with re-
spect to wholesale mergers. I was interested to hear Senator Wy-
den’s comments about four suppliers controlling 70 percent of the
market as being sort of a threshold. If you look at the HHI index,
in Michigan we approached that almost tipping point. We are al-
most at 1,800 on that tipping point. And one more merger would
push us over the top.

Now, if you use that index as a means sort of across the board
of saying when do we apply a moratorium, when do we believe
there’s too much concentration—and that’s, of course, the threshold
that the FTC and the DOJ use, anyway—I think that is a great
way to start, at least where we might be able to apply the existing
criteria and know that we’ve got to take another look before there’s
any more concentration of a market. So I agree fully with the mor-
atorium idea.

A couple of other things that I think are relevant, and I know
that they were discussed before. First of all, I know Senator Collins
was speaking particularly about the industry capacity levels being
at almost 100 percent. And, of course, when that is the case, before,
when they were much more fluid and you could shoot gas to an
area where there was a disruption, there was an ability for the
market to self-correct in a much more ready fashion. The inventory
levels, the reformulated gas problems—and in Michigan, we don’t
have a reformulated gas requirement, but certainly the availability
of supply from other States is more limited when other States have
got different requirements. And when you combine that with this
inventory level problem, that’s, of course, exacerbating the spike
problems. And in Michigan, we’ve had the Wolverine pipeline,
which is our main pipeline, break down, huge gas spikes as a re-
sult of inability to access quick supplies.

Now, the notion about that, though, that the market could self-
correct and that the industry can take advantage of the arbitrage
possibilities that previously existed when the prices were high in
one area, and the other area with lower prices could shoot gas over
and see the sort of equilibrium arise, they are much more limited,
of course, when there is a concentration of market power in one
area. And so in Michigan, I just want to address this issue of—be-
cause we have seen amazing price differentials from one adjacent
area to the next, where you would think that the ability to take
advantage of the arbitrage capability would really create a much
more level pricing scenario, and they have not.

We’ve seen as much of a 10-cent difference from the Chicago
market to the West Michigan market, and the reason is—I mean,
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1 See Permanent Subcommittee on Investigations’ Majority Staff Report, Gas Prices: How Are
They Really Set, which is reprinted in the Appendix on page 322.

even a 2-cent differential would cause gas to shoot from one place
to another. But a 10-cent difference, you’d really have to say: What
is going on here? Who’s taking advantage of something? And it’s
because in West Michigan—because we have had a merger, first of
all, of Marathon and Ashland Petroleum. That occurred in 1998.
And then the two of them merged with Ultramar Diamond Sham-
rock.

Now, the resulting merger means that five companies in Michi-
gan control 80 percent of the market, and in West Michigan, this
concentration is particularly egregious because really the Marathon
Wolverine pipeline—the Wolverine pipeline is owned by a number
of these very same companies, and they control access to the tanks
at the pipeline. So not only do you have a concentration of supply,
but you have a concentration of the means of distribution and the
tank—access to the tanks as well.

As a result, we have seen—and the reason for this big disparity
that I mentioned between Chicago and West Michigan is because
people have difficulty accessing the terminals when the terminals
are owned by one entity, which in this case is Marathon Ashland
Petroleum. They were not allowing others to have access, which is
why our office intervened with FERC to allow an independent
wholesaler to have access to the terminals. But the result of these
mergers was to limit access, and that is another area that I think
this Subcommittee can look at. So it’s not just the concentration
and the ability to control capacity, but it’s also the ability to control
distribution and access to these terminals that we have seen the
increases—where the increases have been so disturbing.

Merger mania within the industry, in the last 5 years—I know
you have documented this. This wave of mergers has obviously re-
duced competition enormously. But because Marathon Ashland Pe-
troleum in our State alone has 28 percent of the terminal capacity
market, and the next one down is British Petroleum Amoco, which
merged, which has 14 percent, so the No. 1 person has more than
twice what the next one has. And there’s five who control the mar-
ket. Exxon is the next one. Equilon and Citgo, and they have near-
ly 80 percent of the petroleum terminal capacity in Michigan.

So I know that when you’ve got that concentration and you have
an inability of independent jobbers to access the terminals or to ac-
cess the pipeline or to access capacity, you have these independents
having an inability to compete, and often they are not just com-
peting with the retail establishments like Speedway, which is
owned by Marathon, but they are also competing because they are
purchasing their supply from the owners of Speedway. So their
supplier is competing with the other retailers. You’ve got no ability
for greater independence in the market when the entity from whom
the independents are buying from is the same entity that’s sup-
plying their competition, the retailers, the other retailers. It’s all
coming from one place and, therefore, the competition is just not
there.

Consequently, in your report, which was very interesting, on the
graph that you showed on page 361 and 362,1 has, of course, all
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of these spike fluctuations in Michigan. But this one down here
shows who leads the fluctuation. And in this case, it is Speedway
stations that are always leading the price up or down, it’s Speed-
way that is doing it. Speedway, of course, is the one that is owned
and controlled by the largest capacity operator.

So the concern, of course, that one entity is being able to not just
control the market but control the prices is of great significance,
and the independent folks have to compete and often lose money
when the big players are lowering their prices. I think you have
Justine Hastings who’s testifying later today, and she will tell you,
I’m sure—because she’s written this—that the independent station
is the only type of station that can purchase gasoline from any re-
finer and independently set its retail markup and, thus, increase
competition at the wholesale and retail level. But if you reduce
their ability to compete, obviously, then you have much higher
prices.

My suggestion, respectfully, to the Subcommittee in the wake of
the great report that you have done, is to dovetail on General
Blumenthal’s request for a moratorium. Again, in Michigan, I
would suggest that it would go to wholesale suppliers because there
may be some very small retailers that are being acquired that may
be independent gas stations, that may not affect the market as
much, but wholesale, absolutely, terminal owners, etc.

I would like to see also that there be adequate resources for
merger review at the FTC and the DOJ so that they can really
focus in on this. I’m not sure that they’ve got the ability to assess
in the way they ought every merger that is being proposed, and I’d
like to see that occur as well. Not every merger, of course, is a bad
thing, but with the resource constraints and the overwhelming
number of mergers in the past few years, I think that there are a
number of anti-competitive mergers slipping through the cracks.

And then I also believe that there should be a review of whether
the transportation and the access to terminals’ bottlenecks preclude
normal market forces from responding to the higher prices as well.
I dovetail, too, as well on what General Blumenthal said with re-
spect to having access to information from the Energy Information
Administration. It would be very good, particularly for States that
don’t have their fingers in the pie as much, to be able to have ac-
cess to that information to know whether they can bring an action.

So, again, I want to thank you very much for the opportunity to
testify and talk a little bit about what has happened in Michigan
because of the concentration of market power. And I truly do hope
you’re able to achieve some great results, too.

Senator LEVIN. Thank you, General—‘‘Jennifer,’’ I almost said.
Ms. GRANHOLM. That’s OK.
Senator LEVIN. General Granholm, thank you so much for the

testimony. Mr. Greene.
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TESTIMONY OF TOM GREENE,1 SENIOR ASSISTANT ATTORNEY
GENERAL FOR ANTITRUST, CALIFORNIA DEPARTMENT OF
JUSTICE, SACRAMENTO, CALIFORNIA

Mr. GREENE. Thank you, Mr. Chairman and Members, and cer-
tainly thank you on behalf of Attorney General Bill Lockyer of Cali-
fornia, who could not be here this morning.

I think that the panel has already spoken eloquently to the key
problems here. Let me just tick off the major points from my per-
spective.

The first is that inventories, that key safety margin between
enough supplies and shortage, have razor-thin margins. We are
now at a point in which inventories are measured in days rather
than weeks or months. The implication of that is that even a minor
refinery outage, a minor fire, can throw markets into complete dis-
array. Our experience in 1999 in California, and more recently con-
sumer experience in the Midwest, is that a 5- to 10-percent reduc-
tion in supply can kick the spot price up 50 to 100 percent. So this
is a market in which volatility is increasingly a normal aspect of
the marketplace.

I think this has a number of critical implications. The first from
my perspective is the necessity for aggressive, affirmative antitrust
enforcement. That’s what I do on a day-to-day basis. I would cer-
tainly echo Attorney General Granholm’s perspective that re-
sources are critical to this process. I was personally involved in the
ExxonMobil transaction in which, at least from a California per-
spective, a major refinery was spun off. So we did what we refer
to in the business as a zero delta deal, which is—from the perspec-
tive of our markets, the competitive situation did not change.

But in that particular transaction, we received and analyzed over
10,000 boxes of material. When you deal with these kinds of trans-
actions, you’re talking about huge amounts of material that must
be analyzed and reviewed. So I think both State resources and Fed-
eral resources must be adequate.

We are increasingly familiar with the importance of retail in the
competitive picture for this industry. We think of the oil industry
as going from Kuwait to Kansas to California. They are enormously
large corporations, among the largest in the world. But one of the
things that has happened, largely because of the existence of new
computer technology, the ability to communicate by satellite link
on a daily basis between individual retail stations to the home of-
fice and to a very small group of consultants, actually, that help
set the retail price, what is increasingly happening is a process
which is called ‘‘retail-back pricing’’—that is, prices are set based
on what’s happening in the marketplace at the local corner. It’s not
a question of prices being set by the price of crude with a markup.
It is what the market makes possible in a local situation.

That is affected in a very dramatic way by what’s already been
spoken to, and that is, zone pricing. In a situation in which we
have retail-back pricing, the lack of independence in those zones
means that prices will not fall. There will be much less competition
than we would otherwise expect.
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One of the implications of that, at least one of the things that
we believe we’ve observed in California markets, is what we refer
to as ‘‘a rockets and feathers pricing pattern’’—that is, when there
is a refinery outage, prices rocket up, but they do not fall at a simi-
lar speed. They rocket up and then feather back down. We believe
one of the reasons for that, indeed perhaps the major reason, is a
limited amount of retail competition. There aren’t effective competi-
tive forces at retail at the local level to push those prices down as
quickly as they rose.

As a professional prosecutor in this area, let me speak to what
I think may be important limits to current antitrust jurisprudence
in this arena, and this has been touched on earlier. Largely unbe-
knownst to the public at large, there has been a major sea
change—starting with the Federal courts which is now working its
way into the State courts as well—increasing substantially the bur-
den of proof for prosecutors in showing that there has been an
agreement within the meaning of the antitrust laws. A generation
ago, actually, 10 years ago, approximately, the Ninth Circuit de-
cided, In Re Petroleum Products Antitrust Litigation, that allowed
us to use substantially circumstantial evidence to prove up the ex-
istence of a conspiracy.

Far more recently, actually, last year, the California Supreme
Court in its Aguilar decision looked at facts that were very similar,
frankly, when you really examined the two cases, and determined
that there was insufficient evidence to determine the existence of
a conspiracy.

When you are dealing with highly concentrated, oligopolized in-
dustries, communications of a very limited sort can have enormous
implications in terms of providing and facilitating coordination be-
tween ever more concentrated players in this marketplace.

There may be some other implications which I would certainly
like to surface for the Subcommittee. Because of California’s
insularity due to its physical location and its unique fuel blend, we
are beginning to look seriously at the possibility of creating a State
physical hedge, a strategic inventory of fuel which would allow us
to begin to move fuels into the marketplace if there are small per-
turbations in the supplies from the refineries as a way of address-
ing these very volatile price spikes. Whether that makes sense on
a national basis, we would certainly leave it to the Subcommittee
and its expert consultants. However, I would certainly commend to
the Subcommittee the consultant reports that I’ve supplied with
my testimony.

There is another competitive issue which you need to be aware
of. This affects us very directly in California, but insofar as refor-
mulated gasoline becomes much more a part of the national pic-
ture, the existence of certain key patents, may become critical.
Unocal sat in on the regulatory meetings, knew what was the arc
of development of our fuel blend. At the end of the process, it was
discovered both by the other major oil companies and by regulators,
to the chagrin of all, that Unocal had patented the key blending
technology. So our clean fuels are now possibly subject to patent
challenge.
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This has gone through a whole series of pieces of litigation, and
the usual patent is itself being specifically re-examined by the U.S.
Patent Office.

As gasoline becomes much more technical in terms of meeting
specific clean air goals, patent policy may become very important
here. In California, as I said, one of the reasons that we think peo-
ple are more reluctant than not to come into our market is because
of ambiguities created by the Unocal patent and whether people
will be exposed to patent litigation, licensing litigation, in the event
that they bring fuels into our market.

Let me mention two other supply points. There is in our market
a key oxygenate, methyl tertiary butyl ether, MTBE. This con-
stitutes roughly 11 percent of our supplies. We are in the process,
because of clean water problems associated with MTBE, of remov-
ing MTBE from our gasoline blends while still meeting our clean
air obligations. Indeed, as the Subcommittee is presumably aware,
California sets the most stringent clean air requirements in the
United States.

We believe that there is no fundamental chemical or environ-
mental reason why we need to include oxygenates in our fuel. Gov-
ernor Davis has written to President Bush seeking a waiver so that
we can meet clean air requirements. We’re willing to meet any of
the air standards, but we would like to meet that without the ne-
cessity of oxygenates. This could very well give us more flexibility
to create a blend which would both meet clean air standards and
not result in an extraordinary reduction in supplies. In this regard,
the 11 percent portion of our fuel stocks that MTBE represents
would also be the equivalent of one major refinery in California.
And, again, if we’re in a situation in which a 5 or more percent per-
turbation in supplies could have a very outsized effect on price, this
is a very big deal for us.

Finally, I would certainly echo the points made earlier about con-
servation. California consumers are among the thriftiest in the Na-
tion. We rank 44th in per capita gasoline consumption. That said,
we think there are still enormous opportunities for reducing the
need for gasoline both by increased support for rapid transit, and
we think, without re-arguing all the questions about fuel economy
standards, that there are still enormous opportunities in the trans-
portation sector itself.

And with those points made, I’d certainly be prepared to answer
questions from the Subcommittee. Thank you.

Senator LEVIN. Thank you very much, Mr. Greene. Thank you
all.

One of our key findings is that in areas of high concentration,
where fewer refiners control most of the retail sales, by keeping
supplies tight refiners can raise the price of gasoline without great
fear of competition. And since all the companies maintain minimal
inventories, no company need fear that a competitor would gain
market share by keeping their prices low, because that competitor
would quickly run out of gas.

We walked through with the industry representatives on Tues-
day a number of documents that we believe demonstrated that ef-
fort to tighten supply. And I want to go through a few of those with
you.
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One of the most troubling was a 1999 memo from BP which went
through a laundry list of truly outrageous methods for keeping sup-
plies of gas tight in the Midwest. The witness agreed that the pro-
posals were outrageous, said BP rejected them, and, ‘‘counseled’’
the persons who prepared them.

But that doesn’t take away from a very key fact that the goal of
the BP effort was to increase prices in the Midwest by 1 to 3 cents
by restricting supply.

The top executives in BP were working to achieve that goal.
Whether they rejected the particular methods or not is one issue
but the goal they did not reject. Their goal was to increase prices
by restricting supply, and they felt they could increase prices just
by those means by 1 to 3 cents a gallon. And, again, 1 penny a gal-
lon is $1 billion a year for the industry.

Another memo from Marathon talked about OPEC’s efforts, and
here reading the words in this memo, OPEC’s efforts to rein in out-
put as ‘‘bearing fruit.’’ For our consumers in America, it is bitter
fruit. But listen to what this Marathon memo says. ‘‘As OPEC and
other exporters’ efforts to rein in output began bearing fruit, nature
stepped in to lend the oil producers a helping hand in the form of
Hurricane Georges, which caused some major refinery closures,
threatened offshore oil production and imports, and generally lent
some bullishness to the oil futures market.’’ And they acknowledge
that was an incredibly awful way to describe a result of a hurri-
cane. But that’s the way it was viewed.

And then we had a memo from a Texaco official talking about
how Shell had told him that everyone was nervous because Texaco
wasn’t saying what it was going to do about importing CARB into
California. The memo says that Shell threatened Texaco that if
they did import CARB fuel into California, then Shell would lobby
for a tax on that import.

So now the Shell official—who now owns that portion of Texaco,
by the way—disavowed that conduct, said it would not be tolerated
in the company today. But that was the conduct: You do this, we’re
going to go and try to get a tax on your import.

A Chevron memo, one the oil company did not disavow, said the
following: ‘‘Market is dominated by limited number of large com-
mitted refiner/marketers whose individual actions can have signifi-
cant market impact.’’ So this is just some of a lot of evidence of
showing that they are aware of the fact that by limiting supply in
a highly concentrated market, that they can basically succeed to
raise prices.

Now, I have two questions. One, does that surprise you, what I
just read? And, second, would you forward to this Subcommittee
any material that is not in that report, if you have had a chance
to read it, which also shows in your States the evidence of the oil
companies’ restricting supply because of the ability in that situa-
tion, particularly in concentrated markets, to have a direct impact
on price? So let me start with you, if I could, General Blumenthal.

Mr. BLUMENTHAL. Thank you, Senator. To answer your second
question first, I would be happy to forward any documents now in
our possession or that we acquire in the future that show, as these
very powerfully do, an intent or a desire to exploit tight supplies
for purposes of raising prices and ultimately raising profits, and
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prices, as Senator Collins and the report indicated, have a very
direct and immediate impact on profits because every 10-cent in-
crease in prices produces on an annual basis $10 billion in addi-
tional revenues.

Of course, all of these documents were merely for the purposes
of brainstorming, I’m sure, as the industry has indicated. I am ac-
tually, to be very serious, not so sure that they were simply to con-
sider illegal action and then reject them, as the industry has also
said. I think they are very solid evidence that call for changes in
the burden of proof, in evidentiary standards, that make these
kinds of cases easier to detect, investigate, and prove.

There are two areas that need improvement: One, as Attorney
General Granholm has very well said, more resources so that pros-
ecutors have the wherewithal to prosecute these cases; and the
other is the standards of proof and evidence that enable them to
deal with the much more sophisticated, technologically advanced
means of communication. We don’t have the smoke-filled rooms.
We don’t have the handwritten notes. We often lack cooperating
witnesses in these cases. But the kinds of evidence that should and
would be admissible under the proposals made this morning I
think would enable more effective prosecution.

And, finally, I would say that these documents show also that
this industry as a whole needs to move in the direction of more
independence, more independent owners and operators and refin-
ers. It needs more unintegrated patterns of dealing, and it needs
more unbranded products. Independence, unintegrated patterns of
dealing, and unbranded products all will help to open this industry
to more competition.

Senator LEVIN. Thank you, General Blumenthal. General Gran-
holm.

Ms. GRANHOLM. Yes, the euphemism of ‘‘bearing fruit’’ you were
lucky to find in a document, but I think this speaks exactly why
we do have to change the burden of proof. This is basic economics.
It’s supply and demand—wink, wink. You know, we tighten the
supply, the price goes up. I don’t even know you need a document
to tell you that. Anybody who’s in this industry knows that.

It was just interesting that you were able to find smoking guns
that revealed their knowledge of what they were doing. But we’ve
got cases that have been tossed out because—on this notion of tacit
collusion, where you’ve had a lot more—you’ve had joint price com-
munications between firms, including meetings. You’ve had price
verification calls, price changes between competitors, and the
Eighth Circuit threw that out. So it wasn’t enough.

Some courts are requiring too many factors to be able to deter-
mine that this kind of collusion is going on. But, the reality is I
don’t even think you need to have evidence of—it’s almost a basic
textbook on economics that would demonstrate that they know very
well when you turn off the spigot, the price is going to go up.

So, yes, if we have any documents that would reflect this, I
would be thrilled to forward them on to you. But I think that this
does call for a shifting of the burden of proof or of the standards
that courts might look at in order to determine whether collusion
has occurred.

Senator LEVIN. Thank you. Mr. Greene.
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Mr. GREENE. Senator, I would certainly agree. The documents
that relate to CARB certainly are part of the Aguilar litigation,
which was the case that I was referring to earlier that was decided
against the plaintiffs because they had insufficient evidence. I
think these documents are really quite remarkable.

But currently, with the Federal courts leading the way, the bur-
den of proof has gone up quite dramatically. They also illustrate,
I think, really a key point of your hearing today as well. In a fully
competitive market, if this were a grain market or this were some
other more ordinary market, if somebody were to withhold supply
from the marketplace, they would be unable to sustain that and
sustain an increase in price because other marketers would come
into that gap and fill it.

We are in a situation now in which concentration has reached
the point where it’s both in the interest of an individual company
to withhold supplies from the marketplace and others will not step
in. Now, that may be a consequence of oligopolistic coordination.
It’s sort of the classic sort of perspective here, but we have reached
the point where that certainly is theoretically possible, and we now
have direct evidence that ’s exactly what’s going on.

Senator LEVIN. Let me ask you about exchange agreements. I
know you have had experience in California with that, and I don’t
know if other States have or not. But we have several oil company
documents. Here is one from BP-ARCO. It reads: ‘‘Exchange in
trade selectively to preserve market discipline.’’ That is a direction
from a BP-ARCO executive. Then it says at another point in that
document, ‘‘From time to time, ARCO may need to endure brush
fires to discipline the market.’’

The particular witness did not know what was meant by that. He
said it occurred before his time, so that was his answer.

One way to discipline the market, I guess, would be to buy up
a competitor’s product—in the case of a product that was being sold
in California—that is selling at a price lower than yours, and then
reselling it at a higher price. Mobil apparently did that in Cali-
fornia with respect to the Powerine refinery. There is an internal
memo from Mobil, which you probably have, or you may have had,
that is talking about the Powerine refinery and the threat that it
poses to Mobil, and here is what it suggests: ‘‘One other thought.
If they do start up’’—that is, if Powerine does start up—‘‘depending
on circumstances, might be worth buying out their production and
marketing it ourselves, especially if they start to market below our
incremental cost of production.’’ And then it goes on to say that
Mobil already did that. ‘‘Last year,’’ it said, ‘‘they were dumping
RFG at below cost of MTBE, we purchased all their avails, mar-
keted it ourselves, which I believe was a major reason that the
RFG premium last year went from 1 cent per gallon in January to
3 to 5 cents per gallon through to their shutdown.’’

In other words, Mobil accomplished—at least the year before
what it wanted to—by buying out the Powerine product, selling it
at a higher price, and then increased the premium for all of the
RFG several cents a gallon by doing that.

Is that a document which you are familiar with, by the way?
Mr. GREENE. Yes, certainly.
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Senator LEVIN. OK. Now, apparently—was that one of the issues
that was debated or litigated?

Mr. GREENE. These documents came to public light through the
discovery process in the Aguilar case. We were actually amicus cu-
riae, the Attorney General was amicus curiae in that case. But just
from the analytics from an antitrust perspective, if an individual
company does things on its own, that is, buys fuel and then resells
it, that’s an individual activity.

Senator LEVIN. Sure.
Mr. GREENE. So we don’t have that key agreement or conspiracy

that Senator Wyden was speaking to. And it is also the case that
doctrinally the monopolization statutes typically now require a very
large market share, for example, 75-plus percent of a relevant mar-
ket. But it may be the case that we need to look back at actual
market power.

One of the real implications of these documents is that everybody
in these marketplaces has market power. They all have the ability
to increase the price in the marketplace based on the individual
steps that they take.

Senator LEVIN. Right. Well, I want to get to that point, though.
When you say we should look at it, a problem is that even though
this is the activity that they engaged in and were able to raise
prices 3 to 5 cents, acting on their own, without collusion, as it is
currently defined, that may not be or apparently isn’t illegal under
the current definition in the statute of collusion.

The question I would like to ask you, and perhaps the others, if
they want, is: Shouldn’t that be illegal? You said ‘‘considered.’’ I
mean, it is pretty glaring here what went on, to be able to say I
am going to buy up my competitor’s product, and as a result raise
the price 3 to 5 cents. If you have that kind of market power, if
it is that kind of concentrated oligopoly that you have got in that
market, should we not say, as Senator Wyden was suggesting, in
terms of change the definition of collusion or broaden it, shouldn’t
that be one area where we ought to look seriously at broadening
the definition of an anti-competitive practice? General Granholm.

Ms. GRANHOLM. To me, this goes to the question of using an ob-
jective standard rather than having to rely on documents like this.
If you could make this judgment based upon the HHI index as sort
of just a pure objective factor, then you could determine whether
or not that is legal or not. Do you stop a merger when somebody
arrives at a tipping point in the industry based upon objective fac-
tors? Because, otherwise, if you are relying on the subjective stuff,
what is very sophisticated language—I mean, this is a little more
obvious than what we would normally find. But, they wouldn’t put
it in writing. They would have it in a verbal meeting or something.
Everybody knows what’s going on. To have to rely on that is a little
more difficult proof-wise, which is why I think an objective stand-
ard would be easier.

Senator LEVIN. What you are then saying is that we should make
it a presumption that——

Ms. GRANHOLM. Yes.
Senator LEVIN [continuing]. You will not approve mergers in

markets that are highly concentrated by some objective measures,
and I guess there are objective measures——
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Ms. GRANHOLM. The Herfindahl—what is it?
Senator LEVIN. The HHI measure, right.
Ms. GRANHOLM. The Herfindahl-Hirschman Index would——
Senator LEVIN. We call it ‘‘HHI’’ around here because we can’t

pronounce it.
Ms. GRANHOLM. HHI is much easier, yes.
That 1,800 threshold I think is a very basic and fair way of look-

ing at it.
Senator LEVIN. OK.
Mr. BLUMENTHAL. I would add on the issue of merger approval,

not only suggesting a moratorium but also that consumer benefit
ought to be an essential ingredient or element of showing to justify
a merger to the FTC or to the Department of Justice as a part of
the standard for approval.

I think this kind of practice, and from what I know about it,
clearly an anti-competitive practice, a practice with an anti-com-
petitive effect, ought to be at the very least admissible as evidence
of an antitrust violation. And that goes to the suggestion that you
and Senator Wyden have made as to what kind of facts and docu-
ments and practices ought to be admissible, especially in a highly
concentrated market, and in a highly concentrated market ought to
be perhaps regarded as proof of an antitrust violation if otherwise
substantiated.

But I would add that part of the perspective in the courtroom
and in the court of public opinion ought to be what the effects as
well as the purposes are, because the effects of many of these in-
dustry practices have been simply to maintain market share, not
to compete, not even to gain market share. The Subcommittee re-
port is very pointed and persuasive on this point, that this industry
is very unusual insofar as a lot of its motive is to maintain market
share, which perhaps is typical of an oligopoly, but especially so in
this one—and, again, also maintaining shortages of supply. Ordi-
narily, higher sales produce more revenue and more profits. In this
industry, the goal is to keep supplies tight and squeeze inventory
so as to retain control and increase profit.

So I think that this kind of document and this kind of practice
are very pertinent to the laws that exist now, but ought to be made
part of proof in court.

Senator LEVIN. I want to talk about parallel pricing because it
really fits in exactly with what we have been talking about and
what you just testified to. In Michigan, we have a phenomenon
that I think exists in a few other States, and it is what I call
‘‘Speedway bumps.’’ Not speed bumps but Speedway bumps. And as
you can see from the chart 1 and as has been referred to already,
prices spike up on Wednesday or Thursday. You can see those
spikes in greater detail on the chart on the right, and in smaller
bumps going up on the chart on the left. The smaller peaks going
up to the big spike on the left are what I refer to as ‘‘Speedway
bumps.’’

They drift back down at the end of the weekend, and when you
look at it more closely, 1 month at a time, Speedway is running up
the price and then it is followed by other brands. And then the next
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Wednesday and Thursday, the same thing happens. So Speedway
is the price leader in Michigan. It has this pattern of weekly mini-
spikes. And I am just wondering here—General Granholm, let me
ask you about that. We asked Marathon about this, and here is
what their reaction was a couple days ago: ‘‘Our pricing policy is
every day. We look at our costs. We look at our sales. We look at
how competitors are pricing, and we elect to always match the low-
est price on the street. And then there comes a time when our costs
have increased that we elect to raise’’—‘‘when our costs increase’’—
like every Wednesday and Thursday, I guess, our costs increase—
‘‘we elect to raise the retail price to try to recover some of our costs.
Every day’’—and he repeats the ‘‘every day’’ part. ‘‘I hope it’s not
predictable,’’ he says, ‘‘because we look at our prices every day.’’

What is your reaction to that?
Ms. GRANHOLM. I tell you, you ask any person in Michigan and

you know very well what happens. Everywhere I go, people say,
how about that? Everybody fills up on Wednesday because you
know on Thursday the price is going up. They hold off on filling
up until Monday so that they can get a better deal. It is like clock-
work. I cannot believe he would say, I hope it is not predictable,
because it certainly is.

They are the leader because they are the ones that have the most
market share and they are the ones from whom the independents
are buying the gas. So they can lead the rise of the gas to perhaps
a place where they are comfortably able to make a profit, and then
on Monday, they shoot it right back down and the independents
have difficulty even meeting that because sometimes they are
below even the price that they would be charging the independents.
So the independents are finding it very difficult to compete because
they have to compete with their main competitor on the wholesale
level buying from them. That is the difficulty of this vertical inte-
gration.

Senator LEVIN. Now a question for each of you. There is another
pricing practice that is discussed in our report where lessee brand-
ed dealers enter the long-term contracts with oil companies, and
under those contracts, the oil companies set what is called a dealer
tank wagon price, or DTW price, and there is not much that the
lessee dealer can do about it. As a matter of fact, I think under
those leases, they are required to pay the price that is set by the
oil company.

Under the antitrust law, the oil company, though, cannot set the
retail price that dealer can charge. Several oil companies, however,
acknowledged when we talked to them that they do provide lessee
dealers with a recommended price for the retail price. What they
charge the dealer is unilateral. They do not admit that, but there
is a lot of evidence that even the leases themselves say you must
pay the price, if you are a lessee, the price that we charge you. But
when it comes to what you, the dealer, charge, we recommend a
price to you, but by law, you have the right to set that price.

We have heard now from several dealers the following. They be-
lieve the oil companies enforce recommended prices through their
dealer tank wagon prices. They do that, these dealers say, as fol-
lows. If the dealer charges a price that is higher than the rec-
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ommended price, the oil company will capture that increase with
a commensurate increase in the next dealer tank wagon price.

Have any of you heard those kind of allegations from dealers,
that, yes, in theory, I set the price, but because I have to pay that
wholesale price by my lease—I have no option on that—heck, if I
change the price, raise it, for instance, 2 cents, the company will
capture that 2 cents in the next DTW price that they charge me?
Is that something familiar to you? General Blumenthal.

Mr. BLUMENTHAL. Yes, it is, Senator. That practice is one of a
slew of practices that the big oil companies use, in effect, to control
and manipulate the prices and markets in the zones they establish.
It complements the zone pricing practices that are imposed in
States across the country. Those practices are documented in this
report and so are the motives for them in the MPSI study that is
referenced.

But one problem here is, and I will be very blunt to you, Senator,
what we find, at least what I find is that many of the owners, the
franchisees, that is, are very reluctant to come forward because
they are very fearful of retaliation, again, another reason for mak-
ing these cases easier to prove. The degree of fear, that is, the fear
factor simply cannot be overemphasized, and so, no doubt, your
staff and you have heard about many of these kinds of abuses, but
proving them in court through witnesses who are willing and suffi-
ciently courageous and brave to help us is another challenge.

Senator LEVIN. Do either of the two of you have a comment on
that?

Mr. GREENE. I think you are describing, Senator, a very common
practice in the industry. One of the sad realities, I think, for lessee
dealers is they are increasingly in a form of indentured servitude.
It is a problem that they are squeezed by their leases, they are
squeezed by the DTW. Much of their historic independence has
been lost. This DTW-lease combination is the way the zone pricing
system is actually enforced and works. It is through these DTW
price sets that you get differences between down the block, down
the street. So these are absolutely key mechanisms for controlling
price at the retail level. That is certainly true.

Senator LEVIN. Thank you. I have just a couple more questions
for you. One has to do with parallel pricing, which we have talked
about, where companies stay in the same fixed price relationship
with each other, going up and down. Currently, that is not a viola-
tion of the antitrust laws unless you can prove that there is an
agreement or conspiracy, some kind of explicit collusion between
the two.

This is one example. Where prices are in a fixed relationship
with each other and go up and down these peaks together, the
question is whether or not we should amend the antitrust laws to
make that at least either presumptively anti-competitive or, at a
minimum, evidence of an anti-competitive practice, which can go to
the jury. Now, I believe that one of you has testified already on
that, and I think it was you, General Blumenthal.

Mr. BLUMENTHAL. Yes, sir.
Senator LEVIN. That you have already said that should be

enough evidence to get you to a jury.
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Mr. BLUMENTHAL. In a highly concentrated market, certainly, it
should go to a jury and it should enable the case to go to a jury.

Senator LEVIN. And I think that is a very important point that
I should restate, that we are talking about in the highly con-
centrated markets when we talk about changing the antitrust laws
or making mergers presumptively not going to be approved by the
FTC in highly concentrated markets.

General Granholm, do you have a comment on the parallel pric-
ing question?

Ms. GRANHOLM. Just so that we are very clear about what the
court has done, as we currently speak, the quote from the most re-
cent court who decided this said tacit collusion, sometimes called
oligopolistic price coordination or conscious parallelism, describes
the process, not in itself unlawful, by which firms in a concentrated
market might, in effect, share monopoly power, setting their prices
at profit maximizing supra-competitive levels by recognizing their
shared economic interests and their interdependence with respect
to price and output decisions. It is well established that where a
market is dominated by a few major players, parallel pricing is not
uncommon and is generally insufficient to prove an antitrust con-
spiracy. So that mindset has got to be changed.

Senator LEVIN. OK, thank you. Did you want to add anything,
Mr. Greene?

Mr. GREENE. I think you do need to look at this very closely. If
you were to take a look at the In Re Petroleum Products Litigation
decision in the Ninth Circuit of 1990, one of the key points there
was the existence of a sawtooth pattern, much like the first one
you saw with the retail station. That was a key piece of evidence.

Under current law, that might not even survive summary judg-
ment.

So I think, at the end of the day, I personally would feel more
comfortable with evidence of parallel pricing plus, but at this point,
that combination is probably not enough to get you to a jury and
I think that is a wholly appropriate result, and insofar as the Sub-
committee could suggest legislation that would get us there, that
would be very helpful.

Senator LEVIN. And the position that you favor would be that
evidence of parallel pricing would be either enough to get to the
jury, get you past summary judgment, or precisely what is your po-
sition?

Mr. GREENE. I think that it should be parallel pricing plus.
Senator LEVIN. Plus what?
Mr. GREENE. Plus communication patterns. There is a whole

body of law that existed circa 1990, 1989, in which, basically, par-
allel pricing plus not a whole lot more would get you to the jury.
I think that is, at the very least, where we should be in this con-
centrated industry.

Senator LEVIN. But short of the explicit concerted agreement?
When you say plus——

Mr. GREENE. It is a way of inferring the existence of an agree-
ment.

Senator LEVIN. I have got you.
Ms. GRANHOLM. The only problem with having an agreement is

you do not need one. It is out there on the corner. I mean, who
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1 See Exhibit No. 10 which appears in the Appendix on page 259.

needs to talk to anybody when the price is up posted per gallon on
every street corner? So the plus part of it is what is hard to get
at when it is open and notorious.

Mr. BLUMENTHAL. And I would simply add that a jury should be
permitted to infer an agreement, in this case an illegal agreement,
from those factors, including conscious parallelism and parallel
pricing, and these kinds of patterns are so dramatic, to use the old
expression, a picture is worth a thousand words, this kind of pic-
ture should go to a jury and evidence of signaling or the oppor-
tunity to communicate and other kinds of implicit or tacit commu-
nication should be part of that case, as well.

Senator LEVIN. I am just trying to get the exhibit number there
so we can put in the record what the picture is that you are refer-
ring to. That is Exhibit 10.1

This is the response of the representative who was here from
ChevronTexaco when the parallel pricing issue was put to him. ‘‘I
happen to think that the reflection of a reasonably stable relation-
ship of prices is actually an indication that the market is working
exactly as it should.’’ He was shown the same picture. ‘‘The fact
that market prices are going up and going down and that indi-
vidual companies are in relative position not changing quite often,
is, in fact, an indication to me that the market is working.’’ Do you
have any comment on that comment? Let me start with you, per-
haps, Mr. Greene.

Mr. GREENE. Generally, the economics of this are that if it was
an unconcentrated market, again, think of a grain market, prices
will converge on a particular price. But it is not the case, typically,
that each of the players stays in an individual position vis-a-vis the
other players. I think that is a pattern much more closely associ-
ated with a concentrated market, which is what you are dealing
with here.

Senator LEVIN. Thank you.
Ms. GRANHOLM. I think, in general, players do see what the oth-

ers are doing and they respond accordingly. That is the market.
But I do think this issue of concentration is really the best place
to start to prevent that, because I think that is really much easier
to get at than this issue of parallel pricing, because that is a symp-
tom.

Mr. BLUMENTHAL. I agree, to emphasize the importance here of
market concentration in this industry, and also to, just as a foot-
note, to say that zone pricing, as the Subcommittee report shows,
actually produces disparities, in my view, artificial disparities, in
very closely located areas with no competitive or economic ration-
ale.

Senator LEVIN. I just have one more question, but on this par-
ticular subject, let me just say this, that where you already have
a concentrated market, it seems to me the question of parallel pric-
ing becomes more than a symptom. It becomes something which
may be one of the problems that you can get at if you make it pre-
sumptively an anti-competitive act, because you already have the
concentration. Your alternatives, then, are, I guess, either to break
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up the concentration, which is mighty complicated, or to go at some
of those symptoms and to try to address the symptoms.

I happen to agree with you. It is better to try to avoid the prob-
lem by preventing the mergers and the concentrated market, or
that would create a concentrated market to begin with, but that is
not the situation that we have now in half our States. We are al-
ready there, so we have to deal, I am afraid, with symptoms, and
one of the issues we will face as to whether or not the parallel pric-
ing symptom should be one that is addressed, even though it does
not get to the underlying problem.

One other symptom, and then we are going to let you go, and you
have addressed this, I believe, Mr. Greene, and that is the question
of whether we should mandate or let States mandate increased in-
ventories. I believe you said that you are considering in California
mandating a higher inventory level, which really is a critical part
of this problem. If I heard you correctly—is that right, that you are
thinking about doing that?

Mr. GREENE. That is certainly correct. The Attorney General rec-
ommended that we look, that the legislature and our expert energy
agencies look very closely at this as a possibility. Our inventories
are now so low that, literally, if a refinery coughs, we are in a price
spike situation.

So in my prepared materials, there is a very substantial report
from one of our consultants explaining how that might work. Now,
we are, as I mentioned, a very isolated market, so this may or may
not be something that the Nation as a whole may want to look at.
I would note, though, that our European partners, all of whom
have these kinds of structures to deal with pricing problems.

So I think it is something that may not be right for the Nation,
but we are certainly looking at it in our market in California.

Senator LEVIN. General Granholm, do you have any comment on
that?

Ms. GRANHOLM. I think it is something worth looking at.
Senator LEVIN. OK. Thank you.
Mr. BLUMENTHAL. I think it is worth considering, Senator. It has

potential disadvantages in costs and difficulty to manage. That is,
a regional or, in California’s case, a State reserve might be very ex-
pensive and very problematic as a management challenge.

But I do think at the Federal level, there should be much strong-
er oversight and perhaps inventories that are mandated, and I
think there are other ways, even at the State level, to intervene in
these situations. We had just a week ago the announcement from
one of our major companies, Motiva, that it is closing a 200,000
barrel terminal facility, and it is not closing it and selling it, it is
mothballing it. So that storage capacity is removed from our State
inventory and, presumably, from the supply available to consumers
at a time when, obviously, in the summer months, demand is going
to increase. I think providing the legal means for some kind of
intervention in that situation would be very welcome in a lot of
States, but I do think that inventories perhaps are a Federal task.

Senator LEVIN. Thank you. You have been a terrific panel. We
thank you all and appreciate your testimony.

Ms. GRANHOLM. Thank you very much.
Mr. BLUMENTHAL. Thank you, Mr. Chairman.
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Mr. GREENE. Thank you.
Senator LEVIN. Let me now introduce our third panel of wit-

nesses. First, Peter Ashton, who is President of Innovation and In-
formation Consultants; next, Dr. Justine Hastings, Assistant Pro-
fessor of Economics at Dartmouth; Dr. R. Preston McAfee, who is
the Murray Johnson Professor of Economics at the University of
Texas; and then Dr. Philip Verleger, President of PK Verleger,
LLC.

Let me first swear you all in, as is required by our rules. I would
ask you just to stand and raise your right hands.

Do you swear that the testimony that you will give before this
Subcommittee this morning will be the truth, the whole truth, and
nothing but the truth, so help you, God?

Mr. ASHTON. I do.
Ms. HASTINGS. I do.
Mr. MCAFEE. I do.
Mr. VERLEGER. I do.
Senator LEVIN. We have a panel of academics, experts this morn-

ing to discuss price volatility, to discuss mergers approved by the
FTC, and a number of other topics that we have discussed both
Tuesday and this morning. We would ask you, given the hour, if
you could keep your oral remarks to 10 minutes or less and we will
make sure your printed testimony is entirely in the record.

Let me just go alphabetically here. Mr. Ashton.

TESTIMONY OF PETER K. ASHTON,1 PRESIDENT, INNOVATION
AND INFORMATION CONSULTANTS, CONCORD, MASSACHU-
SETTS

Mr. ASHTON. Good morning, Mr. Chairman, and thank you. It is
certainly a pleasure to be here to discuss issues related to gasoline
pricing.

As you indicated, my name is Peter Ashton. I am the President
of Innovation and Information Consultants, an economic and finan-
cial consulting firm, and over the last 20 years, I have had the op-
portunity to act as a consultant to various States, the Federal Gov-
ernment, and also different firms in the industry with regard to
gasoline and oil pricing issues.

My comments, very briefly this morning, will relate to four
issues. First, I will talk about trends in market concentration due
to mergers in the refining and marketing industry. Second, I will
address recent episodes of price spikes, particularly in the Mid-
western region of the country. Third, I have a couple of brief com-
ments to make about your staff’s excellent report. I guess I am
telegraphing what I am going to say. And fourth, I have a few sug-
gestions and a couple of additional thoughts based on what I have
heard this morning in terms of potential policy recommendations.

Let me first start by talking about recent trends in terms of
merger activity. As you are aware, in the last 5 years, the domestic
refining and marketing industry has witnessed a wave of mergers
not unlike what was observed during the early 1980’s. During that
time frame, several larger mergers in the industry were approved
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by the Federal Trade Commission, and in a report it issued in
1989, the Federal Trade Commission commented at that time that
those mergers had led only to modest increases in concentration
and that such increases stemmed as much from closure of inde-
pendent, inefficient refineries as it had from the mergers them-
selves. The recent wave of mergers, however, has led to, I think,
a fairly different conclusion in terms of having a much more signifi-
cant impact on market concentration.

I do not need to go into and belabor what an HHI is. You have
certainly used that term and understand it. I have looked at HHIs
for both refining capacity as a whole and also just for gasoline
manufacturing capacity and there have been fairly significant in-
creases, really throughout the country, but particularly in certain
markets, such as the East Coast, what I have termed and what the
FTC has defined as a relevant market as the Upper Midwest,
which includes Indiana, Illinois, Kentucky, Ohio, and Michigan.
There, for example, the HHI in both refining capacity and particu-
larly gasoline manufacturing capacity is now over 1,800, which sig-
nifies a highly concentrated market.

And in California, which I have also spent time looking at, due
in part to its unique gasoline specifications and its location, is a
relatively isolated market. Here, the HHI for gasoline production
has risen from about 1,300 5 years ago now to close to 1,800.

Concentration has also increased at the wholesale level. This
level of the market, in my opinion, is critical to understanding pric-
ing and supply, as it is the link between refinery production and
the consumer. In my experience, this is often the point at which
the greatest control over supply may be exerted, where significant
interdependence exists, and also often where regulatory authorities
fail to adequately examine competitive impacts.

Finally, at the retail level, today, over 65 percent of all retail
sales now occur through branded stations, whereas only 5 years
ago, that number was less than 45 percent, according to DOE sta-
tistics. In some areas of the country, such as California, inde-
pendent marketers have virtually disappeared. I would note that
considerable research over the years, including by my colleague
next to me, has demonstrated the competitive importance of main-
taining a viable independent segment of the retail market.

Let me turn now to the reasons that I see for the increased gas
price volatility over the last 2 years, particularly in the Midwest.
One naturally thinks of the cost of crude oil as having a significant
impact when the price at the pump goes up. Indeed, crude oil rep-
resents about 75 percent of the cost of making a barrel of gasoline.
However, in my opinion, crude oil price increases were not the
cause of the price spikes in the late spring of 2000 or during the
spring and summer of 2001, and that is shown in two of the figures
that I have presented as part of my testimony, Figures 1 and 2.1

Other possible explanations for the increase in gasoline prices
could include supply curtailments, either caused by a reduction in
inventories or production, or surges in demand. Data on consump-
tion reveal no unexpected surges in demand that could explain ei-

VerDate 11-MAY-2000 08:36 Aug 29, 2002 Jkt 000000 PO 00000 Frm 00117 Fmt 6601 Sfmt 6601 80298.TXT SAFFAIRS PsN: SAFFAIRS



110

1 Figure 3 which is attached to Mr. Ashton’s prepared statement appears in the Appendix on
page 214.

2 Figure 4 which is attached to Mr. Ashton’s prepared statement appears in the Appendix on
page 214.

ther of the first two price increases. However, demand did increase
fairly significantly in the summer months preceding the so-called
Labor Day price spike of 2001 and may have been partially respon-
sible for the price increase.

Production did not decline in any meaningful way in the periods
leading up to and including the first two price spikes. Supply dis-
ruptions due to refinery outages do not appear to be a plausible ex-
planation for the magnitude of the price spikes that we observed.
During the third price spike, there was a nationwide decline in pro-
duction, although not in the Midwest, but this does appear to have
had some impact on prices.

Inventories, however, present a more interesting picture. First, it
is important to understand that the absolute level of gasoline in-
ventories relative to consumption has fallen significantly in recent
years. Refining and marketing companies made a conscious deci-
sion in the mid-1990’s to carry lower inventories of refined prod-
ucts, including gasoline. Such just-in-time inventories were ration-
alized as a cost cutting measure, but they appear to have led to
greater price volatility, as well. The reduction in inventory levels
is illustrated in Figure 3 2 to my written testimony, where the aver-
age carrying level has now been reduced from about 30 days’ sup-
ply to less than 24 days’ supply.

As a result, the difference between the average level of inven-
tories maintained and the minimum operating inventory level has
shrunk, so that now even brief supply disruptions can cause major
problems. This reduction in inventories means that small changes
in gasoline supply can result in very large changes in prices, and
is in my opinion the most likely reason for the increase in price vol-
atility in recent years.

Examination, for example, of inventories immediately preceding
the first two price spikes in the Midwest indicates lower than nor-
mal levels, although not necessarily of the magnitude to cause such
a huge spike in prices. And it is important to note that in each
case, inventories return to relatively normal seasonal levels within
about 2 weeks after the start of the price spike, and this is shown
in Figure 4 1 to my written testimony.

During the June 2000 price spike, for example, the surge in
wholesale and retail prices began the last week in May, when in-
ventories were at abnormally low levels. Within 2 weeks, however,
inventory levels were back to normal, yet gasoline prices continued
to rise for the next 2 to 3 weeks, on the order of 15 cents per gallon
in the Midwest.

With each of the two succeeding price spikes in the Midwest in
the spring of 2000 and late summer 2001, much of the same story
played out. The August 2000 price increase, as I already alluded
to, is somewhat more puzzling as there appears to have been not
the reduction in inventory as much as a nationwide increase in de-
mand, as well as reduction in production. This does not, however,
explain the fact that Midwest prices appeared to rise considerably
more than in other parts of the country.
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I have also done some statistical analysis of the relationship be-
tween changes in gasoline prices over the years and various other
economic factors that could explain those prices, such as changes
in crude oil prices, inventory levels, production, capacity utilization,
and the like. I have found that in normal, relatively stable times,
crude oil price changes, along with changes in inventory and pro-
duction levels, do explain a significant portion of the change in gas-
oline prices.

But changes in crude oil prices and these other factors do not ex-
plain the price spikes observed in the Midwest, and also to a large
extent on the West Coast, in the last 2 years, even accounting for
possible lags. I have also found in my statistical analysis that be-
ginning in approximately 1998, a measure of market concentration
has become a more significant statistically explanatory variable for
those changes in gasoline prices, not necessarily a large magnitude
of the change, but it has become a statistically significant factor.

Let me turn briefly to comments on the staff’s report. I have had
the opportunity to review the Majority staff’s report and I share
many of the same conclusions as contained in that report. It is a
highly professional piece of analysis and points quite correctly, I
believe, to the tightening of the supply-demand balance, as well as
increases in concentration, as ways in which supply can be affected
and which, given inelastic product demand, has allowed gas prices
to rise significantly at certain times.

Staff’s conclusions, importantly, are based on a 10-month inves-
tigation that included interviews with industry officials, trade asso-
ciations, and others, as well as review of internal company docu-
ments. It is, in my experience, rare when one is able to catch a
glimpse of the workings of an industry in this way, and staff’s anal-
ysis is more compelling to me as a result.

In light of these findings, let me talk just briefly about possible
measures to deter future price volatility. First, I do believe that the
FTC must be more vigilant in its merger review, focusing more
closely on competitive impacts, particularly at the wholesale level,
and encouraging, where possible, the competitiveness of inde-
pendent marketers and refiners.

Second, due to the fact that many markets are already highly or
moderately concentrated, the FTC, as well as other regulatory au-
thorities, including FERC, should take a tougher stand on various
practices and behavior that might be conducive to price fixing or
price signaling.

Third, and I think we heard this recommendation earlier, I think
resources should be added to the enforcement agencies, particularly
the FTC in terms of its merger oversight, and it should tend to
view these mergers not in isolation but together with other changes
going on in various markets.

Fourth, I would recommend investigation of measures to encour-
age greater supply flexibility. This would include, among other
things, increasing the role of unbranded competition, greater con-
sistency in regulatory policies, especially as it relates to gasoline
specifications, and other ways to increase the general absolute lev-
els of product inventories.

And in that vein, and I heard the suggestion from Mr. Greene
of California, I am intrigued and would at least suggest that a
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study of some kind of maintenance of minimum inventory levels,
or perhaps even a reserve. I think that might be a very interesting
option.

Finally, I have also heard this morning, I think, some interesting
suggestions about changes to both the antitrust laws as well as po-
tentially enforcement. A couple of those cases that I have heard
mentioned in the discussion earlier this morning were ones that I
was involved with and I certainly think that some of those moves
should be considered.

That concludes my remarks, Mr. Chairman. I certainly appre-
ciate being here and I would be happy to try to answer any ques-
tions.

Senator LEVIN. Thank you very much, Mr. Ashton. Dr. Hastings.

TESTIMONY OF JUSTINE S. HASTINGS,1 ASSISTANT PRO-
FESSOR OF ECONOMICS, DARTMOUTH COLLEGE, HANOVER,
NEW HAMPSHIRE

Ms. HASTINGS. Thank you. Mr. Chairman, my name is Justine
Hastings and I am an Assistant Professor of Economics at Dart-
mouth. I received my Ph.D. in economics from UC-Berkeley.

My research focuses on the effects of vertical relationships be-
tween refiners and retailers on retail and wholesale gasoline prices.
I have analyzed extensive data on gasoline market structure for a
diverse group of U.S. metropolitan areas covering the 1990’s. I have
used this data to conduct independent academic research into the
relationships between vertical market structure and competition in
gasoline refining and marketing. My independent research and my
acquired knowledge of the industry form the basis of my testimony
before the Subcommittee today.

I will now summarize the results of two of my research papers
and discuss their possible implications for government policy. Both
analyses use changes in vertical integration generated by mergers
to identify their main results.

The first study, entitled ‘‘Vertical Relationships and Competition
in Retail Gasoline Markets,’’ finds that independent retailers are
uniquely important for retail price competition. This paper uses de-
tailed station-level data for Southern California, coupled with the
1997 purchase of the independent retail chain Thrifty by ARCO to
show that the loss of independence contributes to higher retail
prices.

Specifically, the analysis concludes that retail prices in markets
affected by the acquisition increased, on average, 5 cents a gallon
relative to unaffected markets. When independents exit and are re-
placed by integrated branded competitors, competition in the mar-
ket is softened and prices increase. What matters for competition
is whether there are independent, unbranded retailers, not what
types of contracts integrated refiners have with their stations.

The second paper is entitled, ‘‘Vertical Integration in Gasoline
Supply: An Empirical Test of Raising Rivals’ Costs.’’ This work is
done with Dr. Richard Gilbert. This paper asked the following
question: Does vertical integration affect wholesale gasoline prices?
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Using Tosco Corporation’s acquisition of Unocal’s West Coast re-
fining and marketing assets, we find that integrated refiners raise
wholesale prices to independent retailers. This allows them to in-
crease prices at their own retail stations, thus increasing their own
retail profits. These results are consistent with the strategic incen-
tive to raise competitors’ input costs and show that the extent of
a wholesaler’s vertical integration into downstream markets can
have a significant impact on wholesale competition and prices.

We then look at a broad panel of 26 metropolitan areas over the
1990’s, including ones in the West Coast, Rocky Mountain, and
Gulf Coast States. We find a positive correlation between the ex-
tent of vertical integration and unbranded wholesale price, con-
sistent with the effect we identified in the Tosco-Unocal event
study. Our main result concludes that vertically integrated refiners
have an incentive to increase wholesale prices to independent mar-
keters in order to increase retail profits. This implies that it is very
important to consider such interactions between vertical integra-
tion and competition in antitrust and merger policy.

The main conclusions from my research are that independent
refiners and independent retailers are important contributors to
competition in retail and wholesale gasoline markets. Independent
retailers are uniquely important for competition because they are
incredibly price competitive and increase competition at the retail
level. In addition, they are the only type of station that can pur-
chase from the lowest price wholesaler, thus introducing and forc-
ing competition at the wholesale level. Furthermore, they allow
outside entry of other refiners into concentrated markets when
prices in those markets are excessively high.

Independent refiners are also uniquely important for competi-
tion, and this is because independent refiners do not have the in-
centive to raise rivals’ costs that integrated refiners have. Inde-
pendent refiners compete intensely on wholesale price, unlike
branded wholesalers, and because of these two factors, unin-
tegrated refiners are important to ensure sufficient wholesale gaso-
line supply at competitive prices. This is necessary for the entry
and survival of independent retailers, including new chains such as
RaceTrac, Wawa, Costco, or Wal-Mart.

What are the positive policy implications of my research? First
is that antitrust and merger policy should more carefully consider
the impacts of vertical integration on competition, both in merger
analysis and in divestiture requirements. Mergers that result in a
significant increase in the degree of vertical concentration should
be scrutinized more carefully.

In addition, competition may best be served by designing divesti-
ture requirements to increase the retail market share of inde-
pendent retailers and decrease the degree of vertical concentration
in the market. For example, divestitures required from recent
mergers consistently require the divestiture of a refinery and retail
stations to a single new integrated competitor.

Take, for example, the divestiture requirements for ExxonMobil
merger on the West Coast and the Ultramar Diamond Shamrock-
Valero merger on the West Coast. In both cases, the refinery and
stations were divested to a single integrated competitor. Why not
divest the retail stations and the refinery to separate companies?
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The results from my research imply that divesting the refinery and
station separately would do more to increase competition in Califor-
nia’s gasoline markets.

I encourage the current efforts of the Federal Trade Commission
to incorporate vertical integration issues into merger and antitrust
regulation. For example, in Michigan, mergers between Marathon
and Ashland and Ultramar Diamond Shamrock’s, or UDS’s, total
assets resulted in a significant decrease in the number of competi-
tors supplying unbranded gasoline at wholesale racks. A traditional
measure of HHI would not have picked this up. It seems to me that
we should adapt the HHI to include specifically components of
vertical integration when looking at mergers. My colleague, Dr.
McAfee, has proposed such an alternative to the HHI.

Furthermore, the Environmental Protection Agency needs to in-
corporate secondary impacts on market structure and competition
when designing environmental regulations. The current system of
boutique fuels further segments markets and leads to market
power for local refiners. It creates barriers to entry and, thus, in-
creases price levels and volatility. In addition, price volatility
caused by market segmentation drives out independent retailers in
the long run, further lessening competition. The EPA should at-
tempt to minimize the number of fuels required while still pro-
tecting the environment in order to minimize segregation of gaso-
line markets and increase price volatility.

I would now like to comment on a couple of legislative ideas that
have been proposed and are aimed at increasing competition in
gasoline markets. The first of these falls under wholesale price reg-
ulation and this legislation has the following title. It comes under
fair wholesale pricing, branded open supply, or zone price elimi-
nation legislation. These types of legislation are most likely regres-
sive policies that will lead to price increases in low-income neigh-
borhoods. Furthermore, they may lead to further vertical con-
centration, lessening competition in the long run.

What would zone price elimination do? Currently, as has been
noted here, refiners price discriminate, charging higher wholesale
prices in less price sensitive markets and lower prices in highly
competitive markets. Zone price elimination would require refiners
to charge one wholesale price. In order for this policy to lead to
lower retail prices, two things have to happen. First, zone price
elimination must lead to lower wholesale prices. Second, that lower
wholesale price must be passed on to the pump by the dealers who
set the retail price.

If refiners are forced to charge one wholesale price, it actually
could be the case that average wholesale prices would rise. In addi-
tion, they would certainly rise in low-income neighborhoods, cur-
rently the most price sensitive neighborhoods. Zone price elimi-
nation could be a very regressive policy.

In addition, if zone price elimination leads to higher average
wholesale prices, this may lead to the closure of independent mar-
keting stations. Independent dealer-owned stations may go out of
business in the long run, further increasing vertical concentration
and lessening competition.

I would also like to point out one more fact. Branded open deal-
ers pay one rack price and it is not the case that we see less price
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1 The prepared statement of Mr. McAfee appears in the Appendix on page 227.

discrimination at those stations than we do at lessee dealer sta-
tions where the oil companies price discriminate.

I would like to sum up my comments by stating that members
of your staff have worked incredibly hard to produce an extensive
and excellent report, and I am certain that, by now, they are deep-
ly aware of the following two facts. First, there is a pressing need
for more independent academic research into the factors that affect
petroleum pricing at all levels of production. Second, it is incredibly
difficult to acquire data to conduct such research.

I would like to propose creating a program at the Energy Infor-
mation Administration modeled after the excellent program that
the U.S. Census Bureau has to disseminate and make available to
highly screened researchers proprietary data that would allow for
excellent studies needed to inform public policy debates.

This concludes my comments, and I look forward to answering
your questions.

Senator LEVIN. Thank you so much, Doctor. Dr. McAfee.

TESTIMONY OF R. PRESTON McAFEE,1 MURRAY S. JOHNSON
PROFESSOR OF ECONOMICS, UNIVERSITY OF TEXAS, AUS-
TIN, TEXAS

Mr. MCAFEE. Mr. Chairman and Members of the Subcommittee,
my name is Preston McAfee. I am a professor at the University of
Texas and I have worked extensively with the Federal Trade Com-
mission in evaluating mergers. This includes the ExxonMobil, BP-
ARCO mergers, and others. I also assisted the Commission with
the summer 2000 Midwest gas price spike investigation.

As part of my studies of these mergers, I have had access to and
studied a substantial amount of information, including the docu-
ments that the FTC had gathered in the course of its investigation.
Much of this information is confidential. In the case of ExxonMobil,
it is more than 100 million pages of documents.

I am pleased to be here today to discuss the economic issues I
have researched as they pertain to your examination of gasoline
prices in the United States. I will concentrate on volatility and
antitrust.

Let me start by saying I appreciate the effort and thought that
went into the Subcommittee’s report. I want to compliment the
Chairman, the Subcommittee, and the staff on this report and I am
going to highlight a few issues considered in the report and dis-
agree with a few.

First, on volatility, a basic fact of the gasoline market is that the
combination of inelastic demand and inelastic supply magnifies the
effects of supply disruptions. Short-run price changes can easily be
three to five times the quantity changes. So a 10 percent change
in quantity can result in 30 to 50 percent price increases. This is
a feature of consumer values and production costs that cannot be
changed by policy. That is, unless you can change the way con-
sumers value gasoline, you cannot change this demand response.

Consequently, there is only a limited role for government in re-
ducing price volatility. Some level of fluctuations in price is un-
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avoidable and are caused by large-scale phenomena like demand
increases and short-term phenomena like pipeline breaks.

I want to emphasize that price controls are not a fix for vola-
tility. We have lived through the gasoline lines of the 1970’s, which
were created by price controls, and I hope never to see these again.
Preventing the establishment of market prices through price con-
trols does not change underlying conditions, but instead creates se-
vere shortages and eliminates investment.

Price volatility is increased by the proliferation of boutique fuels,
which certainly contributed to the Midwest price spikes. As a Na-
tion, we should be aware that every time an area is assigned its
own fuel specifications, the rest of us lose a little bit of insurance.
We should attempt to reduce the total number of distinct types of
gasoline in use. Currently, there appear to be 19 different regular
unleaded specifications, and that means you need 19 distinct stor-
age units for those fuels.

The greater the extent to which the Nation is interconnected, the
less will be the overall volatility of gasoline prices. Easing the con-
struction of pipelines may reduce volatility by linking geographic
areas more tightly. This is certainly relevant to Michigan.

Price volatility is not unambiguously bad. Gasoline prices are
volatile because the value of gasoline varies over time. Stabilizing
prices at a high level, which is essentially the Canadian policy, is
much worse than allowing fluctuation where sometimes we get the
benefit of low prices.

The tendency to reduce taxes when supply is temporarily dis-
rupted is a very bad policy. This was used by Illinois. The price
must rise to ration demand to the available supply. Removing the
taxes does not change this fact. It does not change the fact that
consumers must pay a higher price to reduce their demands. A tax
holiday during a price spike does not decrease the prices but, in
fact, creates a windfall gain to the oil companies by transferring
the taxes from the government to the oil companies.

In terms of the response to price spikes, long-distance transpor-
tation typically takes about 4 weeks. Refining adds another 4
weeks. So a 2-month response to an unexpected shortage is a nor-
mal competitive response.

In the case of the Midwest price spike, the possibility of EPA
waivers actually contributed to the problem. There were several
companies that expected EPA waivers that never came. Because
they were expecting waivers to the reformulated gasoline specifica-
tions, they waited, hoping to be able to supply regular unleaded.
It would be very useful for the EPA to clearly delineate the criteria
under which waivers are issued.

In the case of the Midwest, the need to clean storage tanks be-
tween summer and winter creates a window of severe vulnerability
to supply disruptions. Essentially, all companies have their storage
units empty at the same time, and that contributed to the Midwest
gas price spike. This problem is easily cured by staggering the im-
position of fuel requirements across the companies. And so just a
matter of a few weeks’ difference would actually ease this burden
and reduce our vulnerability.

Let me now turn to antitrust. Parallel pricing is a feature of both
perfect competition and collusion. That is, firms that are aggres-
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sively competing will display parallel pricing. Firms with similar
costs engage in parallel pricing. It is not possible to conclude from
parallel pricing alone anything about collusion. As a result, parallel
pricing should not be made illegal, in my opinion. It is equally evi-
dence of competition as it is evidence of collusion. Something else
is needed.

As the report noted, the West Coast gasoline market is controlled
by an oligopoly of seven firms, ChevronTexaco, Shell, BP, Tosco,
Valero, ExxonMobil, and probably Tesoro, depending on a spin-off.
It is hard to keep up with this without a scorecard. I want to note
that is actually still seven firms, just as it was before the
ExxonMobil merger. That is, the wave of mergers has not resulted
in a significantly more concentrated market in this very inter-de-
pendent market.

I agree with the Subcommittee’s finding that these firms are
inter-dependent and aware of each other’s behavior and that sig-
nificantly reduces the likelihood of competitive behavior. As Dr.
Hastings emphasizes, vertical integration exacerbates the risk of
noncompetitive behavior.

The Federal Trade Commission is quite aware of the threat cre-
ated by increasing vertical integration and the interdependence of
the firms and it actively blocks it by requiring divestitures. Unfor-
tunately, while we would like to actually improve the situation, the
law dictates that you can prevent a lessening of competition, so we
cannot force the firms to increase the competition. So we cannot
break up the vertical integration when divestitures are required. I
am sure the FTC would greatly appreciate more resources for its
investigations.

My bottom line is that the FTC does a thorough job investigating
large oil company mergers and that extensive divestitures to pre-
serve competition have been required.

Elimination of zone pricing by statute will not tend to reduce av-
erage gasoline prices. Instead, as Dr. Hastings emphasized, it will
tend to increase prices in the most competitive and also the poorest
areas. Zone pricing is essentially the same phenomenon as the sen-
ior citizen discount at the movie theater. That is, the companies
give a lower price to the more price sensitive consumers, like stu-
dents and senior citizens. My 84-year-old mother very much appre-
ciates the senior citizen discount at the movie theater and would
not like to see it made illegal.

Finally, let me turn to conclusions. Industry executives are jus-
tifiably pessimistic about the ability of this Nation to produce new
refineries, especially on the West Coast. Even in their private docu-
ments, they say there will never be a new West Coast refinery
built.

There is a role for the government to moderate the ‘‘not in my
backyard’’ mentality that makes it more difficult for us to build
adequate refineries, adequate electric power generation facilities,
pipelines, electric transmission lines, and even cellular phone tow-
ers.

And finally, for the big picture, over the past 30 years, this coun-
try has deregulated or partially deregulated trucking, airlines, rail,
gasoline, oil, natural gas, and long-distance telephony. We are in
the process of deregulating electricity and local telephony. Overall,
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1 The prepared statement of Mr. Verleger appears in the Appendix on page 239.

economic studies indicate that the deregulation of the U.S. economy
has produced enormous gains for the American consumer.

We should not let a few problems, and price spikes are a problem
and also the California electricity crisis is a problem, but we should
not let a few problems deflect us from our market economy or send
us back to the miserable regulated environment of the 1970’s. In
almost all instances, competitive industries deliver more, higher
quality goods to consumers than regulated industries do. Gasoline
lines, which are the archetypal outcome of regulation, are worse in
the long run than volatile prices.

Finally, on the presumption of guilt, let me end with this. My un-
derstanding of the American system is innocent until proven guilty.
We should not be presuming guilt for what could be competitive be-
havior. Thank you very much.

Senator LEVIN. Thank you very much, Dr. McAfee. Dr. Verleger.

TESTIMONY OF PHILIP K. VERLEGER, JR.,1 PRESIDENT, PK
VERLEGER, LLC, NEWPORT BEACH, CALIFORNIA

Mr. VERLEGER. Thank you very much, Senator Levin. It is a
pleasure to be here.

Let me start by saying I am the BP Senior Fellow in Inter-
national Economics at the Council of Foreign Relations and I also
have my own consulting firm. What I am saying here today are my
own opinions and not those of the council.

I have studied energy now for more than 30 years. I have written
extensively on commodity markets and on the linkage between
commodity prices and stocks. I am a member of the National Petro-
leum Council. I was a member of Attorney General Lockyer’s task
force to look at California gasoline, testified in the Aguilar matter,
testified to the Senate Monopolies Committee on the announcement
of the BP-Amoco merger at the request of the Chairman, consulted
on ExxonMobil, BP-Amoco, and on the Shell-Texaco joint venture.
I also testified and consulted extensively on the Unocal patent. I
am an energy person much more than an antitrust person.

Let me break the order of my testimony and start, by saying that
something has gone unmentioned here, that is the role of the new
competitors. Wawa, Sheetz, and most importantly, Wal-Mart have
entered the gasoline marketing business in many parts of the coun-
try. Where local regulations permit them and where State regula-
tions do not prevent them from charging low prices, they are bring-
ing to the consumer the same benefit that they have brought the
consumer of every other commodity. That is, they achieve econo-
mies of scope and scale and we see much lower prices.

I think your Subcommittee report noted this. It is a little hard
to get information on this, but the Federal Trade Commission has
just recently issued a letter to Virginia essentially trying to stop
legislation which would impose minimum cost selling prices. This
entry is an important change and it will progress. In Europe, it has
brought much lower prices. The officials at DG–9, which is the
antitrust group at the European Community, say that in France
and in England, where these competitors have been permitted to
enter, consumer prices have dropped sharply—I do not have a per-
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centage number—as compared to Spain and Portugal and other
countries where they are not permitted to market.

The second point is we have a fundamental inconsistency in our
national energy policy and our competition policy. In the debate on
the energy bill, the Senate and the House both decided that noth-
ing would be done, really, to limit CAFE standards. This means
that gasoline demand will probably increase by around 2 percent
per year for the next several years. Unfortunately, supply will not.
Unless imports are available, that means each summer, we have to
expect to see higher prices than the summer before to balance sup-
ply and demand. The very large sports utility vehicles that are
being sold create a demand for gasoline that we just cannot meet.

My third point is that refinery capacity in this country has in-
creased. The Federal Trade Commission will hold hearings next
week asking what has changed between 1985 and 2000, and in
preparation for this, I examined the refineries that were in exist-
ence in 1985 and the refineries that exist today. What we find is
the number of refineries has declined, but total refining capacity
has increased by about 10 percent, to 16 million barrels a day.
That is, the average refinery that remained in operation increased
in size roughly by 40,000 barrels a day.

One of the ways this occurred was by merging inefficient older
units with newer units. One of the major constraints on building
a refinery, I am told, is land. That is, if you do not have enough
land, you cannot expand capacity due to the problems associated
with fire and explosion. I regret that at least in the case of two
mergers, one in the case of Shell and Texaco, there was an oppor-
tunity to achieve some real gains in the State of Washington,
where two refineries that were next door to each other could have
been combined. Unfortunately, the FTC interpretation—correct in-
terpretation—of antitrust laws made that impossible.

The fourth point is that the sisters are diminishing in impor-
tance. Senator Hart from Michigan held an excellent hearing on
the role of the seven sisters in the oil industry years ago. Today,
you are dealing with four sisters. The Gulf has vanished, Texaco
has vanished, Mobil has vanished.

Between 1985 and 2000, the four sisters disposed of 26 percent
of their U.S. refining capacity. That is, they sold over two million
barrels a day of refining capacity, and they have gone from firms
that had surplus gasoline supplies to be essentially short, and what
we see is a set of firms that really want to supply their own needs,
their own branded dealers, and leave the other unbranded dealers
to the mercy of other firms. There is nothing wrong with this.
There is no parallel decisionmaking in this. This is just something
where we see them moving back. It also seems to be the case, al-
though I have studied it less, in the case of Marathon, Ashland,
and others.

Fifth, the big firms have been replaced by smaller firms, fringe
suppliers, that now provide 35 percent of the refining capacity in
the United States. I have been afraid for years that these firms,
one, cannot afford to make the upgrades needed to produce the
very clean gasoline that EPA is demanding, and two, would face
problems holding sufficient inventories. I note that in the last 48
hours, we have seen one of those firms, Valero, cut its capital budg-
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et by 25 percent and another of those firms, Tesoro, announce that
it may not be able to proceed with the purchase of a refinery in
San Francisco due to financial constraints.

The question, then, is what to do. What can be done? I applaud
the hearings and I applaud the report.

First, one of the reasons the gasoline market does not work very
well is there are no forward buyers. This is an arcane subject that
comes out of commodity markets, but the jet fuel markets and the
heating markets and the natural gas markets work very well be-
cause buyers are willing to make purchases 6 months, a year ahead
of time. I work with one major airline which regularly will cover
half to two-thirds of its supply ahead of time to control its costs,
and it actually reported a profit in the fourth quarter of 2001 be-
cause of its fuel management procedures offset some of their losses.
Home heating consumers in New England regularly buy their win-
ter heating oil by the end of October.

It is not possible to do this in gasoline for the average consumer
because any program you put together would conflict with the Pe-
troleum Marketing Practices Act. It is possible, however, for State
Governments and the Federal Government to enter into forward
contracted fixed prices to essentially create that forward market.
That is, the State of California could buy its gasoline in the future.

Such purchases, we know, would cause inventories to be in-
creased. We teach it when we teach commodity market economics.
You see it in grain markets. If there is a forward market, the buy-
ing causes inventories to rise and you get a net gain in inventories.

So that one of the elements is to convince State Governments,
county governments, city governments, to enter contracts to buy in
the forward market. Now, many bureaucrats will not do this for
fear of what we call adverse publicity. That is, they buy forward,
prices go down, and everybody looks at them and says, that was
a stupid decision. We are going to find somebody else to manage
the job. So there needs to be some sort of suggestion that, perhaps
even a requirement, that governments buy forward at fixed prices.
One of the largest buyers could be DFSC, the Defense Fuel Supply
Agency.

A corollary to this rule is that attempts to require stockpiles or
to build strategic stockpiles by government are a mistake. We know
from extensive studies of commodity markets that when the Fed-
eral Government or the government builds inventories, private in-
ventories go down. In my conversations last week in Brussels, I
find that there are many problems associated with the Europeans.

The third point is to echo the comments made by the Attorney
General from Michigan that one needs to focus very closely on bot-
tlenecks such as pipelines. The Wolverine Pipeline example in your
report is excellent. In California, I think we have a problem with
the SFPP Pipeline, particularly in the way they establish tariffs at
their terminal facilities, which are not regulated. These tarriffs
could raise the cost of entry for smaller independent firms.

Fourth, going to what Professor McAfee was saying on regula-
tions on fuel, Professor Bornstein of Berkeley has proposed that in-
stead of prohibitions, environmental agencies impose fees. That is,
require a supplier that wants to sell unleaded gasoline in an area
that requires reformulated gasoline to pay a fee to the government
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agency and introduce that gasoline into the market. Set a fee of 5
cents or 7 cents a gallon, for example. That would allow conven-
tional gasoline into the market and would cap the price spikes. It
is a very clever solution. It goes back to what we have learned over
the last 30 years, that prohibitions and controls are a much inferior
method to some sort of fee-based system or taxation.

Finally, I will note that gasoline prices are affected by winter
weather. The reason gasoline prices rose in the spring of 2000 was
that January 2000 was very cold and the price spike associated
with heating oil forced refiners to make heating oil for a longer pe-
riod of time, preventing the normal conversion to producing gaso-
line. Thank you very much, sir.

Senator LEVIN. Thank you, Dr. Verleger, very much for your tes-
timony.

Your reference to strategic purchasing by government raises a
question which I would like any of you who feel qualified to ad-
dress to comment on. It is my understanding that some companies
are using crude oil that is produced in the North Sea called Brent
to help fill up our Strategic Petroleum Reserve in Louisiana, to re-
place oil which had been removed from it. So they are using that
particular kind of crude oil to fill the reserve in response to the De-
partment of Energy’s program to now replenish that reserve.

The problem apparently is this, and it is sort of raised in an in-
teresting way, Dr. Verleger, by your testimony. Brent is in short
supply, as I understand it. That particular kind of crude is in short
supply. What we have been told is that some companies that
produce or trade in Brent, not exclusively, but who produce and
trade in Brent, are putting Brent into the reserve in order to cre-
ate, or at least with the effect of creating a shortage of Brent,
which then drives up the worldwide price of Brent.

Now, many other crude oils produced in Europe and Africa are
priced in relation to Brent, so that as the price of Brent increases,
the price of these other crude oils increase, also. Approximately 20
percent of our imported crude oil is from Europe and Africa, so we
may be paying more for crude oil in this country as a result of com-
panies putting Brent oil into the Strategic Petroleum Reserve, even
though other oil would be acceptable to replenish that reserve.

It is kind of triggered by your testimony about buying strategi-
cally, but this is a little different question and I am wondering
whether this resonates with any of you. Dr. Verleger.

Mr. VERLEGER. We could spend all day talking about Brent.
Brent is the benchmark of the world crude market. It is produced
in the North Sea by several companies. There are something like
25 to 30—I think, I may be wrong—500,000-barrel cargoes a
month. Over the years, the Brent system has been expanded to in-
clude certain other crudes, similar characteristics, as that produc-
tion has gone down. But it is really the reference to the world mar-
ket.

Brent has been subject to a large number of manipulations over
the years. About a year and a half ago, a firm named Arcadia,
which is owned by a Japanese firm, managed to buy in the paper
market associated with this control of all the cargoes, which they
then took to South Africa or other places, and they made, evi-
dently, a very large profit because of purchases of other crudes that
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were linked to this, and they took the position secretly. Tosco Cor-
poration sued under the antitrust laws and it was a unique anti-
trust suit. It was settled in 3 weeks. There was no discovery. There
was nothing else, and evidently, a large sum of money was paid.

I do not know about the existing rules. I have had any number
of problems with the Strategic Petroleum Reserve management
people. Two years ago September, I wrote an article on the op-ed
page of the New York Times calling for use of the Strategic Petro-
leum Reserve when crude prices were $35, forward crude was at
$22, that the government should lease it out, that is, ask firms to
take 100 barrels today and get back 105 barrels in a year. The
commodity rate of interest was a high commodity rate of interest.
The government finally did it, but if you will recall, the Depart-
ment of Energy managed to bollux the auction up so that, in one
case, about a third of the oil they auctioned was purchased by
somebody who had an apartment in Harlem. It was not purchased
by any major oil company.

I have a question of why we are putting light oil into the Stra-
tegic Petroleum Reserve. If we ever need to use the Strategic Petro-
leum Reserve, presumably, refinery operating rates will be reduced
because we will be in a shortage situation on the world market and
there will be some surplus refining capacity and most good refining
capacity can take heavier crude oils. This may be a request of some
of the smaller independent refiners that have not made the invest-
ment to upgrade it.

There are many ways that DOE could write the specifications so
that Brent would not be the crude but, say, a Bonnie light out of
Nigeria, which is the same. I just do not know the facts on this one.
I have read in the petroleum trade press that cargoes are being
purchased.

I will say that if the government imposes a requirement, say, to
deliver 10 million barrels of oil of a consistent specification, there
are very few places other than the Salom Voe terminal in Scotland
where you can go to arrange that. The companies that happen to
be equity producers have the crude, so the government may have
given them an opportunity.

Senator LEVIN. OK. Does anybody else have a comment on that?
Dr. Hastings.

Ms. HASTINGS. Sure. I understood your comment to be analogous
to what could happen in gasoline markets were the government to
engage in storage and long-term purchasing on the market and re-
selling on the market in order to smooth supply disruptions.

I would like to point out one thing. Reformulated fuel has a
much shorter shelf life than does crude oil, so if you are putting
out this one case where we once in a while have to dip into the
Strategic Reserve and then repurchase oil or produce oil and bring
it back in to replenish it, actually, for gasoline, in order for it to
meet EPA specs, this would have to happen on a very frequent
basis, i.e., the government would have to go into the business of
purchasing gasoline and reselling it as quickly as that fuel goes off
spec.

Now, it is an open debate as to how quickly the fuel goes off spec.
It depends on what additive and stabilizers you might put in,
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something about mixing the gasoline. I am not an expert on this,
but I know that it is some time between about 3 and 6 months.

So if you are worried that firms could actually use this to manip-
ulate prices, i.e., get the government to be purchasing up gasoline
and further creating a shortage, that problem is going to be exacer-
bated by the short shelf life of reformulated gasoline.

The second question is, how do you sell the gasoline? If there is
a shortage, do you sell it to the major refiners? Well, if they have
an incentive, as was brought out in many of the documents that
your staff put together, if they have an incentive to create short-
ages, what is to say that they have an incentive, then, to purchase
the gasoline from the government and supply it through if they
benefit from the shortage of the gasoline or from restricting supply?

One of the documents said that Marathon-Ashland, for exam-
ple—correct me if I am wrong—actually had reformulated gasoline.
I know there was some debate about this between the executive for
Marathon-Ashland and the Subcommittee on Tuesday, but they
had supply available during one of the price spikes and they did
not release it onto the market because they would make more
money, right? So why would they buy gasoline from the govern-
ment and then release it onto the market? So there is this second
factor to take into account.

I think what really needs to be done is that we need to encourage
the integration between markets by decreasing boutique fuels. We
also need to de-bottleneck systems, specifically in relationship to
vertical integration. So we need to make sure that independent
wholesalers, such as Quality Oil in Michigan, have access to pipe-
lines and to tankage, that those barriers of entry have not been
erected through vertical integration, that would enable tight oligop-
olies to prevent outside entry when there is a large price increase.
We need to facilitate arbitrage.

The only ones, obviously, from this case study in Michigan that
have the incentive to arbitrage are independents, like Quality Oil.
So it is not clear to me how the government reserve would actually
facilitate that or not. Second, you have this problem that the gaso-
line goes off spec at a fairly rapid rate.

Senator LEVIN. Thank you.
Ms. HASTINGS. Thank you.
Senator LEVIN. Did you have a comment on my question, Dr.

McAfee?
Mr. MCAFEE. I did. I have two comments. One is the purpose of

the Strategic Oil Reserve itself is, I think, subject to a lot of confu-
sion. If the purpose is military, then we probably should not be
buying Brent because for preparedness for a war, if we have actu-
ally run out of imported oil or imported oil is being blocked, as Dr.
Verleger said, we have excess refinery capacity and we can prob-
ably crack heavier oils. So we should, in fact, be using the cheapest
oil we can put in there.

If, instead, the purpose is economic, that is, we are going to try
to stabilize world oil prices, for one thing, I think we need a much
larger team of people figuring out, trying to out think the commod-
ities market than we are, in fact, employing. In fact, my impression
is we are employing none. The ability of government analysts to
beat the commodities market at their game strikes me as unlikely.
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But that would actually dictate a very different thinking than is
currently being used about the Strategic Oil Reserve.

The second point I wanted to make was the ability to manipulate
world oil prices is limited by the fact that there is a pretty large
pool of oil out there and there is pretty inexpensive transportation.
Now, transportation across the Pacific runs 75 cents per barrel,
maybe $1 per barrel. Transportation from the Middle East to Cali-
fornia runs about $1.50 a barrel at tops. So your ability to manipu-
late oil prices is relatively limited. A barrel has 42 gallons, and so
even at the extreme of Middle East to California, we are looking
at on the order of 2.5 cents per gallon, which is roughly one-for-
one for gasoline.

So while this could be important and something that should be
studied, it is not an explanation for high gasoline prices.

Senator LEVIN. Thank you. Mr. Ashton.
Mr. ASHTON. Senator, I have two comments which have, I think,

a common theme. First, with regard to the Strategic Petroleum Re-
serve, unfortunately or fortunately, a lot of the decisions that are
made that come out of SPRO are politically motivated or politically
driven as opposed to economically driven, and I have seen that over
a number of years, and to the extent to which perhaps purchasing
a light sweet crude like Brent is being done in a market which we
know has been manipulated in the past, it is probably not a very
good decision but may, in fact, be driven by something other than
economic motives.

The other part of your question, which I thought you were also
getting at, which is also where the political motivation comes in,
is this whole idea of trying to foster and encourage large buyers to
buy forward, such as State and local governments and those types
of entities. I have had some experience trying to convince those
types of entities to do exactly that, and I will tell you that because
of their incredible risk averseness, which is in part driven, I think,
by their short-term political position, they are not likely to do that
type of activity or engage in that activity, although it might well
make some sense.

Senator LEVIN. I see that a roll call has begun in the Senate, so
I am just going to be able to ask a few additional questions, but
I do want to get to the role of regulation and boutique fuels in
terms of whether they are one of the major causes of price spikes.
A couple of you have commented about the importance of trying to
reduce the amount of regulation, the number of different fuels that
are required, but my question relates to the role of boutique fuels
in the price spike, the large, sudden increases in prices.

Mr. Ashton, in your testimony, you said that none of the factors
which some people sometimes point to, which is the fluctuation in
crude prices or inventories, provide a rationale for these price
spikes.

Mr. ASHTON. That is correct, Senator, yes.
Senator LEVIN. What about the role of boutique fuels?
Mr. ASHTON. The role of boutique fuels, again, unfortunately, the

type of data that we would like to look at with regard to inven-
tories simply does not exist to be able to extract out for each indi-
vidual type of fuel exactly what was going on in the period prior
to and during the price spikes.

VerDate 11-MAY-2000 08:36 Aug 29, 2002 Jkt 000000 PO 00000 Frm 00132 Fmt 6601 Sfmt 6601 80298.TXT SAFFAIRS PsN: SAFFAIRS



125

But looking just more generally at, for example, RFG inventories,
in the price spike in the spring of 2000, for example, the RFG in-
ventory hit its bottom actually in late April, before the price spike
even started, and started to build again.

Now, to the extent to which boutique fuels and specific types of
formulas or specifications are required in specific areas, such as
Chicago or elsewhere, that does cause some market dislocation and
does, to some extent, exacerbate the problem in terms of creating
sort of mini-markets that cannot be served by all producers. There
is no question about that.

But you have to remember that the price spike that we observed
generally, although it was different in different areas, certainly
transcended throughout most of the Midwest during this period of
time. So it is being driven, certainly, by factors other than just bou-
tique fuels.

Senator LEVIN. Does anyone want to comment further on that?
Yes, Dr. McAfee?

Mr. MCAFEE. Where the prices were highest was Chicago and
Milwaukee, which shared a unique blend of ethanol-based RFG–2,
and those are the only places that we are using that fuel. So the
effect of the break in the Explorer Pipeline, which affected the en-
tire Upper Midwest, was that it would hit hardest in the places
that had the unique fuels because they could not, in essence, share
with St. Louis and other places.

Senator LEVIN. Yes?
Mr. VERLEGER. I think it should be added that one of the prob-

lems that Wisconsin and Chicago had was that the EPA rules pro-
hibited commingling of RFG–2 that has MTBE in it with RFG with
the ethanol in the tanks, and so there was just a—the product was
around the corner, but it could not be used.

Senator LEVIN. When you say the worst price spikes occurred in
those areas, however, price spikes occurred in other areas, as well,
but not just to the same degree. Would you agree with that?

Mr. MCAFEE. Yes, absolutely.
Senator LEVIN. OK. Just on inventory issues, this has been ref-

erenced by a number of you, about the effects of inventory changes
in the market on these price spike situations that really triggered
this investigation. A number of our witnesses have talked about
the importance of trying to have greater inventories, that would
help in terms of prices. I am wondering whether or not you believe
that increased gasoline storage in these areas of high concentra-
tion, at least, would lessen the severity and the occasion of the
price spikes. Would greater storage have that effect, Mr. Ashland?

Mr. ASHTON. Yes, Senator. I would certainly believe that greater
storage, investment in that type of infrastructure, pipelines as well
as storage capacity, would certainly help.

Senator LEVIN. OK. Do you have a comment on that? I think you
perhaps have already, but let me call on you anyway, Dr. Hastings.

Ms. HASTINGS. Sure. I have two comments. Greater storage
would alleviate price spikes, but as I pointed out, it is not clear
that if there is gasoline, it would actually be released onto the mar-
ket during a price spike.

And second, I also think that—I forget what I was going to say
second, so——
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Senator LEVIN. OK. We will come back to you. Dr. McAfee.
Mr. MCAFEE. Let me emphasize that it is greater total storage

that reduces volatility and agree with a comment made earlier that
government’s own storage will tend to crowd out private storage,
and so that you may not get much, if any, net benefit.

Ms. HASTINGS. That was my second point. Thanks. [Laughter.]
Senator LEVIN. Thank you. Dr. Verleger.
Mr. VERLEGER. I have made a career, and many economists have

in the agricultural economic business, inventories are the whole
story. If inventory levels are higher, the prices will be lower and
you do not get the price spikes. The question is, how do you get
the inventory to be higher?

Senator LEVIN. And I take it that you would not be particularly
supportive of mandates, but you would be supportive of either in-
centives or perhaps advance purchases as the way to do that, is
that an accurate summation?

Mr. VERLEGER. I have made a career of testifying before the Sen-
ate on Strategic Petroleum Reserves when that was an issue 10
years ago. Mandates do not work. One way or another, what will
happen is if you mandate it, we have seen the majors leave. They
will sell more refining capacity and we will be left with more firms
that do not have the capital and they will come and they will ask
for exemptions and the system will just become more volatile. I
think that is not the solution.

Senator LEVIN. But additional storage is a solution?
Mr. VERLEGER. That is——
Senator LEVIN. You agree with that, it is just how you get there.
Dr. McAfee, do you have any comment about the importance of

additional—you have already commented on the importance of ad-
ditional storage—as to how you get there? Would it be worth doing
even if you had to have some kind of a mandate coming out of the
Department of Energy?

Mr. MCAFEE. I think mandates are hard to make workable. It is
too easy to have storage that does not actually have any practical
use but satisfies the requirements, or lobby for exemptions, so that
mandates are generally not such a great idea because they are
hard to enforce. Plus, you create this problem that Dr. Hastings re-
ferred to of you store it and it goes bad, and then you cannot actu-
ally sell it, and then what do you do with it? It is just sitting there
being a fire hazard.

So how do you get there? Well, there are things like tax incen-
tives. The thing that I would most emphasize is where the ‘‘not in
my backyard’’ mentality is preventing the building of new facilities,
those companies would like to but they are just being blocked, the
permits are too great, any ease of that regulation may facilitate
storage increases. The more concentrated is the market, the less ef-
fective that is going to be.

Senator LEVIN. Thank you. Did you want to comment on how we
get to the increased storage capacity any further, Dr. Hastings?

Ms. HASTINGS. No.
Senator LEVIN. Thank you so much. Mr. Ashton, we are going to

wind up with you. If we needed mandates to get there, is it worth
considering?
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Mr. ASHTON. I think it is worth considering, although I think the
crowding out effect is potentially a problem. I think you also have
to evaluate sort of the trade-off of the costs and benefits of doing
that versus potentially other measures that might increase supply
or increase inventories.

Senator LEVIN. You heard the five buzzers go off, which means
you are going to see me run a little faster than usual, so we will
end right there, but let me just summarize as follows.

This testimony today has been very helpful in a lot of ways, and
I want to thank this panel, as I have our earlier panels, for your
coming today to join us and to share with us your experiences, your
testimony, your studies, and to help us take a look at some possible
solutions, particularly in areas of high concentration because that
is what we are really focusing on, where there are very few compa-
nies that have a large market share in a particular area.

One of the possible solutions or options would be to have a mora-
torium on mergers, or at least a presumption against mergers in
those areas of high concentration. We have heard pros and cons
about that. We have heard about the possibility of beefing up the
FTC staff in order to have a better understanding of the effects of
the mergers. We have not really had a good FTC study about the
impacts of previous mergers.

We have had some suggestions about modifying antitrust laws to
allow anti-competitive cases to get to a jury based on less evidence
than is currently required, in other words, less than explicit evi-
dence of agreement, cooperation, or collusion, but something more
circumstantial than that in areas in highly concentrated markets.

While I surely believe in the presumption of innocence and could
never change that, as an American who believes in the Constitu-
tion, I do believe, also, that there are presumptions that are used
all the time in court. That does not lead to criminal convictions, but
they do apply in civil cases. It will at least allow you to change a
burden of proof or to get to a jury based on evidence, but it does
not require a particular conclusion.

We also talked about inventory, increasing inventories as some-
thing which is important and how that might be achieved. We need
to have greater access to important industry data in order to un-
derstand what is going on in industry. The reference to eliminating
logistical bottlenecks was referred to both by Attorney General
Granholm and by a number of other witnesses, including two of
you, I believe, on this panel, so that we can move supplies more
readily from market to market.

We do have a serious concentration problem in the oil industry
in many States and it clearly is hurting consumers where it exists.
Competition will lower prices. We know that, and we should take
appropriate steps, and I emphasize the word ‘‘appropriate,’’ but I
also emphasize the word ‘‘take,’’ to reinvigorate competition in
highly concentrated areas. More aggressive antitrust enforcement,
I believe, is part of that, but a number of the other solutions, I be-
lieve should also be considered.

We would welcome additional comments from this panel or oth-
ers as we develop a response to what we learned in this investiga-
tion, and let me conclude just by saying this. There is not agree-
ment among all of you as to each of the issues that we discussed,
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but there was common agreement on something which is very clear
to me, which is that this staff report is extraordinary, and each of
you were kind enough to point that out.

I want to just simply conclude by saying I have been around here
a long time and I have seen a lot of staff reports. I have never seen
one that was taking on a more complex issue and doing a better
job of dealing with it than this staff report of mine is and I am very
proud of them. I thank them. I think the Nation is better off be-
cause we have this kind of an effort to look at facts, see what might
be appropriate to deal with those facts, and if that happens as a
result of this report, we will all be better off, and I am going to
do everything that I can to make sure that it does, indeed, happen
that way.

Thank you again for coming, and we stand adjourned.
[Whereupon, at 12:34 p.m., the Subcommittee was adjourned.]
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A P P E N D I X

OPENING PREPARED STATEMENT OF SENATOR BUNNING

MAY 2, 2002

Thank you, Mr. Chairman.
This is the second hearing this Subcommittee has held on gas pricing, and I ap-

preciate the time our witnesses have taken today to testify.
I think that we can all agree that pricing gas is a complex undertaking. It is not

only affected by the price of crude oil on the world market, but by a careful balance
between supply and demand, the amount of gas we have stockpiled, and our ability
to transport the fuel to certain areas of the country.

Every American notices when gas prices spike, and it always seems that prices
never fall as fast as they rise.

Like all companies, the gas industry has a responsibility to consumers, and any
acts of gouging or collusion should be investigated thoroughly.

The solutions to fixing this problem are not easy, and I think that the last thing
anyone would want is for the Federal Government to get into the game of pricing
gas. However, every summer it seems that consumers end up paying more at the
pump as prices fluctuate widely.

I hope the gasoline industry can take steps to help alleviate some of the causes
to this problem.

Also, if we are serious about helping stabilize prices, State, local and Federal lead-
ers have to recognize that the sheer number of special formulated fuels on the mar-
ket can isolate communities or even whole States for that matter.

We also need to make sure that our regulations and red tape for getting infra-
structure built—like a new pipeline or some new storage tanks—doesn’t discourage
companies from making these types of investments.

Thank you.
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