MINUTES OF THE ___SENATE COMMITTEE ON __JUDICIARY

Held in Room . 219 S at the Statehouse at _10:00 , mvaép{:m;, on__February 21 . 1979

All members were present except: Senators Steineger, Gaar and Hein

The next méeting of the Committee will be held at 12:00 _ asx/p. m., on® February 21 1979
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The conferees appearing before the Committee were:

Senator Paul Feleciano
Senator Bert Chaney
Tom G. Platis - Highway 0il, Inc.
Jack Quinlan - Independent Committee for Refiners and Marketers
Jack Pester - Pester Refining company
Steven D. Cox - Pacer 0Oil Company
. Senator Jan Meyers
Jacquelyn Hampton - Kansas Children's Service League, Kansas City
Ed Podmore - Catholic Social Service
Charles Hamm - Social and Rehabilitation Services

Staff present:
' Art Griggs - Revisor of Statutes
Jerry Stephens - Legislative Research Department
Wayne Morris - Legislative Research Department

Senate Bill No. 312 - Right to Buy Act, prohibiting,certain-sales

practices. The author of the bill, Senator Berman, waived a

hearing on the bill in order to provide more time for the hearing

on Senate Bill 314. Since no one had appeared on Senate Bill 312,
was

the request/granted.

Senate Bill No. 314 - Producers and refiners of petroleum products
prohibited from operating retail gasoline stations. One of the
authors of the bill, Senator Feleciano testified and explained
the bill. A copy of his statement is attached, as well as a

copy of a law review article presented to the committee by him.

Senate Bill 327 - Motor vehicle fuel manufacturers, retail service
station operations prohibited. Senator Chaney testified in support
of this bill, which is identical to Senate Bill 314, although

the wording in the titles to the two bills are slightly different.
He stated that these bills present a policy decision, and that it
is a philosophical question as to what degree of competition in

the petroleum industry is desired.

Senate Bill No. 314 - Producers and refiners of petroleum products
prohibited from operating retail gasoline stations. Tom Platis
testified in support of the bill. A copy of his statement is
attached. Also attached is a copy of a statement from the

) Unless specifically noted, the individual remarks recorded
. herein have not been transcribed verbatim. Individual re-
marks as reported herein have not been submitted to the
individuals appearing before the committee for editing or
corrections.
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SB 314 continued -

Department of Energy, Office of Competition. Mr. Platis testi-
fied that without this legislation, it will be just a matter of
time when there will be no independent marketers and no effective
competition.

Jack Quinlan spoke in opposition to the bill. A copy of the
position paper of the Independent Refiners Marketers is attached.
He stated that these bills would absolutely prohibit gasoline
manufacturers and retailers from operating salaried retail
gasoline service stations in Kansas.

Jack Pester testified in opposition to the bills. A copy of his
testimony is attached. He stated that in Kansas there are
approximately 3,000 service stations in business; 193 are refiner
operator stations; of those only 30 are operated by major oil
companies, and the remaining 163 are independently operated.

Steven D. Cox appered and presented his written statement. A copy
is attached.

Due to the lack of time for all who wish to appear on these bills
to present testimony, arrangements were made for a special meet-
ing of the committee at 12:00 noon today.

Senate Bill No. 326 - Relinguishment of illegitimate children.
The author of the bill, Senator Meyers, explained the bill.
She said this bill involved only relingquishment. Committee
discussion with her followed.

Jacquelyn Hampton, of the Kansas Children's Service League,
testified in support of the bill. She related problems the
league has on adoption procedures when the father cannot be
located.

Ed Podmore testified in support of the bill. A copy of his
statement is attached. He stated the bill would give clear

guidelines to the court in considering termination of parental
rights for children relinquished for adoption.

Charles Hamm testified that the SRS department supports the bill.

A spokesman for the National Association of Social workers
stated the association supports the bill.

The meeting adjourned.

These minutes were read and approved
by the committee on Ho A5-T79 .
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Testimony of
Senator Paul Feleciano, Jr.
before the
Senate Judiciary Comnittee

Wedﬁesda§, February 21, 1979

MR. CHATRMAN, MEMBERS bF THE COMMITTEE:
o
SENATE BILL 3@4 PROVIDES FOR MOTOR VEHICLE FUELS TO BE SOLD
\ ] ; ,

.
i

BY INDEPENDENT DEAHERS?AND PROHIBITS FUEL MANUFACTURERS FROM
PARTICIPATING IN DIRECT RETAIL ACTIVITY. THE BILL IS MODELED
AFTER A 1974 MARYLAND STATUTE UPHELD 7 TO 1 BY THE UNITED STATES

SUPREME COURT LAST YEAR.

FOUR MARKETING LEVELS - - PRODUCTION, REFINEMENT, DISTRIBUTION
AND RETAIL - - CAN BE IDENTIFIﬁD IN THE OIL INDUSTRY. THE RETAIL

LEVEL IS T:HE ONLY ONBE WITH MEANTNGFUL FREE MARKET ACTIVITY. ‘THE

NON-COMPETITIVE ASPECTS OF JOINWT EXPLORATION, JOINT PIPELINE OWNER-
SHIP AND CONTROL, INTERLOCKILNG DIRECTORATES, AND REGIONAL EXCHAIGE
OF CRUDE OIL SUPPLIES ARE WELL DOCUMENTED. (SEE 30 VANDERBILT LAW

REVIEW 1115).

DURING THE 1373 OLL EMBARGO THE GOVERNOR OF MARYLAND RESPONOIED
TO COMPLAINTS OF INEQUITABLE DISTRIBUTION OF GASOLINE SUPPLIES

AMONG RETAILERS BY‘ORDERING;A STATE COMPTROLLER MARKET SURVEY. HE




-2 -
FOUND MARYLAID STATIONS OPERATED BY PRODUCERS RECEIVED PREFERENTTIAL
TREATMENT. THE MARYLAND ACT WAS THE RESULT OF THAT STUDY.

SINCE THE 1973 EMBARGO, THE INDUSTRY HAS BEEN INCREASING ITS
STRANGLEHOLD IN THE RETAIL MARKET. STUDIES BY THE OIL INDUS'TIRY
ITPSELF (AMERICAN PETROLEUM INSTITUTE) AND THE DEPARTMENT OF ENERGY
INDICATE WHILE TOTAL RETAIL OUTLETS DECLINED 12% BETWEEN 197; AND
1977, AND INDEPENDENTS DECLINED 11% BETWEEN 1974 and 1976, REFINER
OWNED OUTLETS INCREASED 70%.

KANSAS INDEPENDENT SERVICE STATION OPERATORS WERE INJURED BY
THESE PRACTICES DURING THE OIL EMBARGO, AND ARE THREATENED WITH
ELIMINATION BY THESE MARKET TRENDS.

THE MATOR OPPOSITION TO THIS BILL COME3S FROM THE GIANT PRODUCERS
THEMSELVES, MAINALY THROUGH THE AMERICAN PETROLEUM INSTITUTE (APX),
ONCE DESCRIBED BY CLARENCE DARROW A3 "THE SWITCHBOARD QF THE
CONTROLLING (OIL) COMPANIES." THE APT STATEMENTS ON POSSIBLE
IMPACTS OF DIVESTITURE AMOUNT TO MERE SABRE RATTLING OF "SUPPLY
UNCERTAINTIES", INCREASED EXPENSES AND INVESTMENTS, AND POSSIBLE
LOSS OF "MARKETING SUPPORT!" SUCH AS ADVERTISING, PROMOTIONS, DEALER
TRAINING AND HIGH INTEREST CREDIT CARD SYSTEMS. THIS LEGISLATURE

SHOULD TAXE THESE SUGGESTIONS FOR WHAT THEY ARE, THE THREATS OF A



I
SPOILED MONSTER WHO WANTS TO HAVE EVERYTHING ITS WAY, LEST IT TAKE
ITS FOOI'BALL AND GO HOME. SO LONG AS KANSAS OIL CONSUMPTION PRODUCES
NEARLY $1 BILLiON IN REVENUE, PRODUCERS WILL NOT TURN AWAY OUR MONEY,
AND WILL CONTINUE TO SEND OIL TO KANSAS.

THIS BILL WILL ASSURE THAT WHEN THE CRUNCH COMES AGAIN THE
MAJOR OIL COMPANIES WILL NOT FAVOR THEIR OWN OUTLETS, RIDING ROUGHSHOD
OVER AREA INDEPENDENT DEALERS. IT WILL ALSO REMOVE THE MOTIVE AND
THE TOOL TO SQUEEZE THE INDE?ENDENT DEALER OUT OF THE MARKET PLACE
BY ARTIFICAL PRICE CUTTING.

MR. CHAIRMAN, I BELIEVE THE TIME HAS COME FOR THE LEGISLATURE
TO MAXE A CHOICE. WE CAN CAVE IN TO THESE PETROLEUM GIANTS OR WE
CAN SHOW A DECENT REGARD AND CONCERN FOR THE ECONOMIC SURVIVAL OF

OUR KANSAS SMALL BUSINESSMEN.
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BACKGROUND INWFORMATION

Senate Bill 314

T Wholesala Distribution

A,

The refianers

1.

Large integrated (major) refiners - 15

a. Amoco, Atlantic Richfield, Chevron, Cities
Service, Continental, Exxon, Getty-Skelly,
Gulf, Marathon, Mobil, Phillips, Shell,
Sun, Texaco and Union

Large independent refiners - 7 , :

a. Amerada Hess, American Petrofina, Ashland,
Sohio, Coastal States, Kerr McGee, and
Tosco

Small Refiners - 120

a. 1less than 175,000 barrels/day and less than
30% ownership or control of the crude oil

From Refinery to Retailers

1.

Petroleum terminals
a. majority refiner/supplier owned

b. distribute bulk plants, larger customer
accounts and service stations

Bulk plants
a. smaller and declining in number
b. independent bulk plant operators are jobbers

c. other middlemen: consignee or commission
agents

IT National Trends in Motor Gasoline Marketing

A,

Major and nonmajor refiner sales (January 1972-Decembper 1976) *

Total increased by 10.8 billion gallons or
Retail (dirsct) increased by 5.4 billion gallons or

Wholesaler-resellers increased by 12.8 billion gallons or

Independent dealers declined by 5.5 billion gallons or 11%

U.S. Department of Energy Study: An Analysis of the Relative
Competitive Position of Marketers of Motor Gasoline
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Retail Outlets
1. Total numbers declining

a. 1972-1977 a 12.8% decline (226,459 to 176,400)
2. Independents declining | | |

a. 1974-1976 a 11.0% declihe (169,500 to 154,706)
3. Refiner owners increasing |

a. 5 refiners added 2,140 units at a 70% increase

4, Refiner retail outlet sales’increasingv(1972—l956)

Large Independent Refiners | 53%
Large Integrated Refiners 62%
Small Refiners ‘ 86%

Kansas 1978 Statistics
1. Gasoline Service Station Sales $918, 325,000
2. Retail Outlets 3,209

3. Market Share

Amoco 11.26%
Vickers 7.74
Phillips 6.85
Derby 6.23
Coop Associations 6.06
Getty 5.77
Apco 4.40
Mobil 4.23
Texaco 3.46
Champlin _2.70 _
~ Total 58.70%

4. Self Service Comprises only 33% of sales

5. Gas Consumption (Rank 28th) 1,384 billion gallons



National 1978 Statistics

1. Gasoline Service Station Sales

a. Franchisee-owned $45.12 billion
b. Company-owned 11.53
c. Total $56.65 billion

d. Average sales/store $337,000

2. Franchisee stations 136,800
Company stations 34,200
Total 171,000

3. Market Share (Top 8)

Shell 7.53%
Amoco 7.30
Exxon 7.14
Texaco 7.11
Gulf 5.91
Mobil 5.59
Chevron 4.75
Atlantic Richfield _3.85

Total 49.18%



BRANDED RETAIL OUTLETS IN KANSAS, 1977

American Pecrgfina Inc.l ’i ‘ - 212
Amoco 0il Co. : | S 406
Clark 0il and Refining Corp.3 R S 15
Consumers 0il Statioms, Inc. o e 2
Continental 0il Co. FRR i e 240
Derby Refining Co. e S 153
Diamond Shamrock Corp. S ;?  :*;5 " v 8
Farmland Industries Ing. L IR 200
Fisca 0il Co., Inc. Co T 2
Getcyngfining and Markaeting Co. : 537
Hi-Quality Lo-CoZt Service Stations, Inc. 20
Highway 0il Inc. - ‘ 21
Kerr~%cg§e Refinigg Corp. ' ‘ | 140
Koch Refining Co.° (includes Budson 0il Co. of Delaware, Inc.) 7
KWIK Shop Inc. ‘ 28
Mico 0il Co., Ipc. | 2
Mobil 0il Corp. 230
Musket Oil Corp. ' 15
Pester Corp.8 ' 2
Phillips Petroleum Co.? 371
Rapp's U-Pump It 13
Sunmark Industries o 48
Texaco Inc. 241
Tommy O0il Co., Inc. 3
Union 0il Co. of Califormia L
Vickers Petroleum Corp. 292

3,209

p—

Includes K-T 0il Corp., Dujox Fina 0il Co., Porto Fina 0il Co.
and Tambay Fina 0il Co. .

2. Includes Omega 0il Co.

3. Includes Owens. ,

4. Includes Hi-Lo 0il Co. Inc., Workingman's Friend Oil Inc., Fairway.
01l Inc., and Cook 0il Co.

> Includes Hudson 0il Co. of Delaware Inc. and X-Cell 0il Co.

f Includes Sello, Rello, Hi-Val and Big-Bi. g

/. Includes Love's Country Stores.

3. Includes Pester Derby 0il Co. and Pester Colorado Corp.

9. Includes Pyramid 0il Co., Superior 0il Co., Aero 0il Co., Tallman

0il Co., and Metro 66 0il Co.

QURCE: 1978 National Petroleum News Factbook, Annual Reports.

1cluded in the lists are only those companies that reported. Champlin, which has a number of
tations in Kansas, apparently did not *eport on its operatioss. .

Al



HOW 011, COHTARTES HARDLE PRODUCY l)\ﬁTleﬂ]ON’

Totnal Tntal
Branded Binnded Supplied Through feance/ epvice
Petall Servier  Rupplied Jobher and Dealer Salary  Comntssion 1007 § o0y 4 nedl-
Outleta Stotlona Dlrectly Commiaslon Agente Opetated Operated Opersted  Full-Servjce Self Servicr fervice
Major Of1 Companles o T ' o

Amoco (0] Company 13,492 72,050 A,R835 13,215 21,958 &3 &9 5,471 254 2,450
Nehtl 01 Corp 19,624 Hobil maintains records on total branded retnll outletr only. ’
Texaro Inc, 26,2132 26,216 9,348 16,884 26,183 13 19 13,66) 2,680 9, RO}

Semi-tiajor 0Lt Companies ?

Contlnental 0f1 Co. 5,172 S,771 694 $,017 162 282 (3
plamond Shamrock 0it & CGan

Company 1,595 1,595 41 1,554 1,558 b1 b}
Getly Relinlnp b Harketing Co. 5,712 5,712 2,511 2,069 3,418 91 1,070 3,762 58 5o
Yot -Helee Corp. 1,63) 1,568 &45 1,123 1,380 L1 0- 157 18 1,311
Mhiillipa Tetroleum Co. 12,209
Surmntk Industries 10,829 10,829 1,000 3,829 6,850 150 8 10,000 300 . 529

Unlon Oi1 Co. of Californis 13,760 8,343 4,10 4,20 8,237 106 - 5,185 &2 2,735

Ludcpendent 01 Companies

tmerican Petrolina Inc. 4,496 3,597 ) 0 3,597 ] 0 3,021 ) 36 540
Cisrk 01t & Ref. Corp. 1,832 1,832 1,832 0 - - : - 1,517 219 36
Consumers 01 Statlona Inc. 36 36 36 0 ] 36 L] 2 9 25
Perhy Refining Co. 601 601 1R8 413 n 117 ) (15 ] 260 85 256
farmland Induntries Inc. 927 850 0 830 0 165 85 $50 100 200
Flace Of} Cn. Imc. 109 109 109 0 0 109 ) 90 ) & 15
il -quality Lo-Cont Serv. )

stations Inc. 0 20 20 [/} 0 20 ] -0 ] 15
fiighwey 011 inc. 223 223 223 0 Ly Q 23 223 0 1]
Yoch Relining Co. 265 265 265 o 0 265 ] 62 165 b
Hico DIl Co. Inc. 3 30 30 Q L] » . 29 1 |
thizket Corp. . 58 58 58 0 0 58 ] N .- s . 2
fester Corp. 199 199 199 0 ] 199 0 - ' : - -
Tormy 0{1 Co. Tmc. 51 51 0 st 9o st ] o . o . .St
Vickera Petroleum Corp. 754 132 (11, bR 34 420 ] 15‘ R ¢ ’ 38

! Thia Hisl of ofl companles Includes onty those oft companles operaling tn Kansng, however, the [igures arc for all tetr branded outlets. Ax
meationed In the taxt of the memorandum, siate by-stnle dals on how oll compntiles handle product diatrihution Is not avaliable,

2 tneluded In the tists are onfy these rompanles tha! reported. Champlin, which has a mimber of statfons In Fansns, apparently.did not
report on fts operntions,

]OURCT: 1978 Natlona! Petroleum News Factbook, Annun] Reporls.



POSSIBLE IMPACCS OF DIVESTITURE

(According to American Petroleum Institute)

"Supply uncertainties" for dealers

a. new negotiated contracts with supplies not being guaranteed

b.

Ca

new suppliers mayshave to be approached

refiners may‘have%to seek higher profits

Accelerated service s&ation closings

a. trend is towards fewer, more profitable stations

b. marginal @ndihigh‘cost stations would close

c. withdrawals, mergers or sales elsewhere may force closings

Increased investments

a-

b.

Increased expenses

d.

b.

C.

d.

dealers may have to own stations and compete with other buyers

suppliers%mqy provide; fewer equipient needs

|
individual companies or dealers having to make real estate
investments would result in higher rentals.

|

repair services !

supplizrs may reduce station maintenance and equipnent

reduction of short term credit

discontinuation of credit card programs

Reduction in lessee operations

Qe

b.

increasc in high-veplume, direct -operated stations

separated companies may be bought up by large operators
or conglomeratces

Loss of marketing supportc

a.

no credit card support meaning "more expensive crediz
arrangement.s"

no dealer training, ad support or promotions
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tThe U.S. Suprene Court in Exxon Corp. v. Governor of Maryland
upheld the validity of a Maryland shatute forcing divestiture by
0il producers or refiners of retail stations. The Supreme Courc
considered in the appeal three major contentions by Exxon as to the
validity of the statute and rejected all three. Exxon argued basically
that the statute violated the Due Process Clause, the Commerce Clause

and was in conflict with the Robinson-Patman Act,

Due Process

Exxon - Maryland statute invalid exercise of state's
police power

Supreme Court - Statute bore a "reasonable relation to the
state's legitimate purpose in controlling the
gasoline retail market."

Commerce Clause

Exxon - Maryland statute violates by

(1) discriminating against interstate
commerce

(2) unduly burdening interstate commerce

(3) being non-amenable to state regulation
due to the integrated nature of the
0il industry

Supreame Court - (1) No discrimination since Maryland':s
entire gas supply flowed in interstaie
commerce. The act didn't distinguish
between in-state and out-of-state
retail companies

(2) The Commerce Clause protected the
overall market and not particular
companies that might bear the burden.

(3) Nation-wide nature of gasoline marketing
does not pre-empt the entire field from
state regulation. State divestiture did
not present a duestion of differing
regulations.



Exxon - Congress intended to pre-empt state legislation
with the (§ 2 (b)) of the Robinson-Patman Act

Supreme Court - State act and Robinson-Patman are similar in

some ways however state is npot pre-empted by
federal law

Exxon - Maryland was singling out oil companies in
this act :

Maryland Court -Act was a legitimate state interesit: preserving
competition

Supreme Court - Not pursued.
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VANDERBILT LAW hoVIEW

u\lowma 30 NoveMmBer 1977 NUMBER 6

Vertical Divestiture of the Petroleum
Majors: An Affirmative Case
Walter Adams*

In October of 1976, the Vanderbilt Law Review published an article
on vertical divestiture of the petroleum industry by Mr. Stark Ritchie,
general counsel for the American Petroleum Institute. In his article, Mr.
Ritchie examined the economic justifications for vertical integration in
the oil industry, suggested several consequences of divestiture, and con-
cluded that the remedy would be an inappropriate and inefficient
method of increasing competition in the industry. In response to that
article, Professor Adams examines the concentration of economic power
in the petroleum industry, the relationship of vertical integratinn to the
exercise of horizontal controt, und the merits of the jiciency raitonate
for vertical integration. He concludes that functional vertical divestiture
would be both technically and financially feasible and in the public
tnterest.

TABLE OF CONTENTS
Lape
I. INTRODUCTION R . 1115
II. THE CONCENTRATED FUWER OF Big OiL . . . 1418
ITII. THE REINFORCEMENT OF SHARED MONOPOLY POWER

THROUGH VERTICAL INTEGRATION ...... .. . .. ... 1138
IV. VERTICAL INTEGRATION AND EFFICIENCY . . . ... 1139

V. THE FEASIBILITY OF VERTICAL DIVESiiiUne . Ca e
VI. CONCLUSION . . ... . ... _ RS Y
I. INTRODUCTION

On September 30, 1940, the Department of Justice filed a mas-
sive antitrust case against twenty-two major oil companies, 379 of

* Distinguished University Professor, Professor of Economics, and Past President, Mich-
igan State University; member of the Attorney General’s National Committee to Study the
Antitrust Laws (1953-1955). B.A., Brooklyn College, 1942; M.A., 1946, Ph.D., 1947, Yale
University.

11156
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their subsidiaries and affiliatc  .nd the American Petroleum Insti.
tute (which Clarence Darrow had described in 1934 as “the switch
board for the controlling companies”).! The Department articulated
the rationale for filing this comprehensive structural case, which
came to be known as the Mother Hubbard case, as follows:

This proceeding is being instituted under the Department’s policy of tak.
ircup in a single investigation or proceeding all of the restraints which aflect
the distribution of a product from the raw material to the consumer. Only in
this way can economic results be achieved. Piecemeal prosecutions against
segments of an industry are both costly and inconclusive. They do not raise
the fundamental issues which the Court should decide, and therefore do not
clarify the law. They allow restraints of trade to flourish in one segment of the
industry while they are being prosecuted in another.

In the past 10 years, the Department has been flooded with complaints
from independents and consumers against various practices in the oil industry.
These complaints have resulted in a series of piecemeal prosecutions in all of
which the Government has been successful. Yet in spite of the success of these
prosecutions, the complaints continue, prices are still inflexible, independent
enterprise is still under a handicap, because the cases applied only to segments
rather than to the entire structure of the industry.

For this reason the present action is brought. It will eventually present to
the Supreme Court of the United States for fina] decision all of the issues with
respect to the reasonableness of the present vast combinations in the produc-
tion, transportation, refining, and distribution of petroleum products.?

The complaint as originally drafted asked that the twenty-two prin-
cipal defendants be ordered to divest their transportation and mar-
keting facilities. With the outbreak of war in Europe and the United
States’ imminent involvement in the conflict, however, the Attor-
ney General agreed to delete the request for structural relief from
the complaint.® Like so many other cases of great pitch and mo-

1. A. Sampson, THE SevEN SisTERs 202 (1975).

2. Consent Decree Program of the Department of Justice: Hearings Before the Sub-
comm. on Antitrust of the House Comm. on the Judiciary, 85th Cong., 1st Sess. 123-24 (1957),
quoted in SENATE CoMM. ON THE JupiciARY, PETrOLEUM INDUSTRY CoMPETITION ACT OF 1976,
S. Rur. No. 1005, 94th Cong., 2d Sess. 105 (1976) |hereinafter cited as PETROLEUM [NDUSTRY
Comperimion Act ReporT). This report makes a cogently reasoned case, replete with docu-
mentary references, in favor of vertical divestiture.

3. Prior to filing the case, Attorney General Robert H. Jackson submitted the complaint
to the Council of National Defense. The Council in turn referred it to its Oil Industry Advisory
Commission, nine of whose eleven members were connected with either Jersey Standard
(Exxon) or Shell. Both of these companies, of course, were parties to the case and it

came as no surprise that the advisory commission found that divestiture of transporta-

tion and marketing would adversely affect the defense effort. Any effort at using the

antitrust laws to restructure the industry would, in their words, “becloud relationships

between the Government and Industry.” Attorney General Jackson acquiesced in the

Commission’s report and deleted the request for structural relief from the complaint.
PetroLEUM InDUSTRY CoMPETITION ACT REPORT, supra note 2, at 105.

1944 L0 SANSLALU I LYE LS Y Adh) 4 8 R o avias
ment, the Mother Hubbard case eventually was ed by a pusi-

lanimous consent decree.!

On July 18, 1973, the Federal Trade Commission issued a com-
plaint against the eight largest domestic oil compapies."’ 'I“he com-
plaint in In re Exxon Corp. charged the companies with maintaining
and reinforcing “a noncompetitive market structure” in the refining
industry on the East and Gulf coasts through their control of crude
oil and crude transportation. In language reminiscent of the Mother
Hubbard case, the Commission stated the rationale for its acticn as
follows:

The history of the Federal Trade Commission’s activity in the pgtroleum
industry has been characterized by a case-by-case attack on specific anti-
competitive marketing practices. This approach has, in general, been of lim-
ited success in controlling wasteful marketing practices, dealer coercion, and
the lack of competition in the petroleum industry. Despite the staff’s success
in bringing and winning cases before the Commission and in the courts, as well
as obtaining compliance orders, the petroleum industry over the last 50 years
has managed to circumvent the orders in many cases by subtle changes in
policy or practices. . . . '

The reason for the limited success of the early petroleum cases is not to
be found in the cases or remedies themselves, The staff did a thorough job in
researching, ueveloping and prosecuting the individual taovo. s av scmmewns
applied in each case were directed at the particular abuse. But the practice-
by-practice approach to antitrust attack, which sought to correct specific anti-
competitive conduct at the marketing level, did not adequatel_y address the
industry’s vertically integrated structure or its multi-level behaymr. The major
oil companies operate on four levels—crude production, refining, transporta-
tion, and marketing. To fashion a remedy for one level without cons.ldermg the
performance of a company, or the industry, at the other levels, ignares the
market power associated with vertical integration and e - Coup auw..

As in Mother Hubbard. the antitrust authorities recaonized that an
industry’s noncompetitive structure militates toward noncompeti-
tive behavior and results in noncompetitive performance. They rec-
ognized that, if the goals of the antitrust laws are to be attained,
there is no alternative to structural reorganization of the horizon-
tally and vertically integrated oil oligopoly.

4. For the deplorable record of antitrust versus the petroleum industry and some of'the
reasons for it, see Market Performance and Competition in the Petroleum Industry: Hearings
Before the Senate Comm. on Interior and Insular Affairs, Part 1, 93d Cong., 1st Bess. 370-98
(1973) (testimony of Mark J. Green). See also PeTROLEUM INDUSTRY COMPETITION ACT REPORT,
supra note 2, at 95-124.

5. In re Exxon Corp., 83 F.T.C. 233 (1973).

6. STAFF OF SENATE PERMANENT SUBCOMM. ON INVESTIGATIONS OF THE SENATE Comm. ON
GOVERNMENT OPERATIONS, 93D CONG., 18T SESS., INVESTIGATION OF THE PETROLEUM INDUSTRY 4-
5 (Comm. Print 197’3) [hereinafter cited as INVESTIGATION OF THE PETROLEUM INDUSTRY].
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More important than this latest antitrust action against the
petroleum industry, however, is the growing awareness in Con-
gress—precipitated in part by the Arab oil embargo of October 1973
and by the subsequent rise in petroleum prices and oil company
profits—that the oil industry for all intents and purposes is operat-
ing a worldwide cartel that is not subject to effective regulation by
the government, to the discipline of a competitive marketplace, or
to systematic compulsion to promote the public interest. Policy
makers grow increasingly aware that structural reform of the indus-
try is imperative and that such reform probably will have to be
achieved by legislation rather than by litigation. Accordingly, sev-
eral divestiture bills were introduced in the Ninety-fourth Congress,
some providing for functional vertical divestiture within the petro-
leum industry, others for horizontal divestiture to prevent the lead-
ing oil companies from dominating alternate sources of energy.” One
of these bills, S. 2387, was reported out favorably by the Senate
Judiciary Committee on June 15, 1976, but no floor action was
taken. Nevertheless, S. 2387 was attached as a vertical divestiture
ainendment to the natural gas deregulation bill, but was defeated
by the narrow margin of only nine votes, forty-five to fifty-four.*
Divestiture had become one of the central issues in congressional
debates during the encrgy crisis.

This article will examine: first, the concentration of economic
power in the oil industry; second, the manner in which vertical
integration reinforces the horizontal control exercised by the major
oil companies; third, the extent to which prevailing patterns of ver-
tical integration are based on efficiency considerations; and, finally,
whether vertical divestiture is a feasible remedy.

II. ToE CONCENTRATED POWER OF Big O1L

Spokesmen for the oil industry claim that it includes some
10,000 producers and that the concentration ratios, especially in
crude oil, are far lower than in other major industries, notably the
automobile, aluminum, computer, and aircraft industries. Com-
menting on this line of argument, John W. Wilson has observed:

7. E.g,8.739,8.745,8.756, S. 1137, S. 1138, and S. 2387, 94th Cong., 1st Sess. (1975),
dealing with vertical divestiture, and S. 489, 94th Cong., 1st Sess. (1975), dealing with
horizontal divestiture,

8. J. Brar, THE ConTroL oF O1L 382 (1976).

9. See, e.g., Ritchie, Petroleum Dismemberment, 29 Vanp. L. Rev. 1131, 1137-42 (1976).
See also The Petroleum Industry: Hearings Before the Senate Subcomm. on Antitrust and
Monopoly of the Senate Comm. on the Judiciary, Part 3, 94th Cong., 1st Sess. 1849-1917,
2102-29, 2217-49 (1975) fhereinafter cited as Vertical Integration Hearings).
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Despite its size, conventional concentration ratio measurements indicate that
oil is not particularly concentrated in comparison with other major industries
. . . . [W]hile the concentration ratios for the top four or top eight.crude
oil producers have increased substantially in the last twenty years, the }ndus-
try still seems to compare favorably with other leading manufacturing indus-
tries, such as automobiles, copper, computers, and aluminum. Thus, argue the
industry’s defenders, right-thinking rational men should direct their antitrust
interests toward more critical targets like breakfast cereals and beer, and leave
oil alone."

At first blush, the oil industry’s argument seems persuasive (see
Table 1), but, in fact, it is misleading for a number of reasons.

First, conceniration has been increasing steadily since the mid-
1950’s, so that by 1974 the eight largest companies controlled almost
as large a share of crude oil production as did the twenty largest in
1955.

TABLE 1

CONCENTRATION IN CRUDE PRODUCTION

1955 1965 1974

4 Top 21.2¢; 27.9¢, 31.19;
8 Top 35.9¢ 44.6¢, 54.09,
20 Top 55.7¢, 63.0, 16.9%

Source: ENERGY AcCTION COMMITTEE, DIVESTITURE FACTBOOK 15 (1976),

This trend is explained in part by the massive mergers during the
period, especially mergers between the very largest companies. In
1965, for example, Union Oil (assets of 916.5 million dollars) ac-
quired Pure Oil (assets of 766.1 million dollars). In 1966, Atlantic
Refining (assets of 960.4 million dollars) acquired Richfield (assets
of 499.6 million dollars), and in 1968, Sun Oil (assets o 1,720.5F
million dollars) acquired Sunray DX (assets of 749.0 million dol-
lars). In 1969, Atlantic Richfield (assets of 2,450.9 million dollars)
acquired Sinclair (assets of 1,851.3 million dollars). As a result, the
twenty majors of 1955 have become the sixteen majors of today.
Moreover, as Professor Walter Measday points out,

concentration in reserve ownership is even more important, particularly for the

future, than concentration in current production. And the largest companies

control most of the proved reserves. The Federal Trade Commission staff found
that in 1970 our sixteen major companies controlled 77 percent of the net

10. Wilson, Market Structure and Interfirm Integration in the Petroleum Industry, 9
J. Econ. Issues 324 (1975).
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proved oil reserves in the United St and Canada. The producer has efiec-

tive control however, over ]l of the o Yifte fncluding the shares fop rovaliy

owners and other nonworking interest holders. In terms of gross reserves, the
sixteen majors may control more than 90 percent of existing proved reserves, !

Second, the major oil companies are not the run-of-the-mill
corporate giants dominating Fortune’s list of the 500 largest in-
dustrial corporations. Rather, they are multinationals whose do-
mains ealend from Alaska to Kuwait, from Indonesiz 1o Venezuela,
Indeed, the sun never sets on their far-flung empires. Table 2 com-
pares the control over crude production exercised in the United
States, the iddle East, the OPEC countries, and the Free World
by the seven largest majors, the so-called Seven Sisters."? The per-
centage control exercised by all the majors, of course, is even higher
than that of the Seven Sisters. That these companies may no longer
own their erstwhile properties in the OPEC countries is, as shall be
demonstrated, of secondary importance. In practice, they still
control the disposition of the lion’s share of the free world’s crude
oil production.

Third, the major oil companies are intertwined with one an-
other through a seamless web of interlocking control ™ Thev de nat
function as independent or competitive units but as cooperative
entities at every strategic point in the industry’s integrated struc-

ture. They are meshed with one another like strands of spaghetti in

a syrmbiotic relationship almost inevitably precluding any genuinely
competitive behavior. John W. Wilson, the former chief of the Fed-
eral Power Commission’s Division of Economic Studies, has ex-
plained the significance of bringing “horizontally and vertically jux-

taposed firms into close working relationships with each other” as
iollows:

They must work together to further their joint interests. Consequently, each
becomes familiar with the others and with each other’s operations. Men in
such close working relationships learn to consider one another’s interests, This
nTCeSe pflenrﬂing tnlive tarether is, of course, quite laudable in certain social
and political contexts. The success of our Nation’s international relations, for
e)}ample_, depends grestly upon this process. But it is, most assuredly, not the
kind of institutional setting within which a free market economy can be ex-
pected to function efficiently. Real economic competition is made of tougher
stuff. . . . In order to function both efficiently and in the public interest, free

11, I\I/Ieasday, The Petroleum Industry, in THE STRUCTURE OF AMERICAN INDUSTRY 136
z(gth ed. W. Adams ed. 1977). For concentration in refining, see BLAIR, supra note 8, at 131-
12.  See also BLar, supra note 8, at 25-76.

13. Id. at 136-51; S. RUTTENBERG, THE AMERICAN OIL INDUSTRY: A FAILURE OF ANTI-TRUST
Povicy 41-118 (1973).
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markets must be competitive. This means that the parti 'ts mugt be strue-
turably and behaviorslly independent of each other. 'Thay precondition, quite
apparently does not apply to the petroleunm industry."

The claim, therefore, that the petroleum industry fits the structural
modei of effective competition is pure fiction.
TapLe 2

THE SEVEN SISTERS' SHARES 0F WORLD CRUDE O1L PRODUCTION

(1972)
Produe-
Produc- tion? G of
Produe- % of tion in % of Produc- T of world- world
Company tion in total U.S. Middle total tion in all  tofal wide pro-
U.s. Pro- East¥ & ME:?® & OPEC QPEC fex e duction
{Thou. duction  Libva Libya (Thou. pro- ing E. (exelud-
b/d) (Thou, pro- brdy duction Farope & ing E.
b d) uction China) Europe
{Thou. & China)
b/d)
[88] t2) 3 (4} th) (6) (7) (8)
Exxon 1,114 9.9 2,627 12.9 4,050 15.2 6,145 14.7
Texaco 916 8.1 2155 110 2674 10.0 1001 ag
Socal B 4.7 2,165 1i.0 2,614 .8 S i
Gulf 6561 5.8 1,887 9.7 2,409 9.0 3,404 8.1
Mobil 457 4.1 1,178 6.0 1,477 5.5 2,394 5.7
BP — — 3,903 20.0 4,506 16.9 4,659 111
Shell 726 6.5 1,372 7.0 2,877 10.8 5,416 12.9
Total 4,392 39.1 14,165 77.6 20,607 7.1

29,367 70.0

B
2.

Taken from company annual repoits,
Excludes Bahrain.

Souwree: Multinational Corporations and United States Foooy, .o 2¢licy: i rinys

Before the Senate Subcomm. on Multinational Corporations of the Senate
Comm. on Foreign Relations, Part 4, 93d Cong., 2d Sess, 68 (197}).

Joint ventures are one manifestation of this symbiotic relation-
ship. A joint venture establishes a community of interest among the
parents and a mechanism for avoiding competition between theia,
The mechanism provides an opportunity for foreclosing nonpartners
from access to supplies and/or from access to markets and serves as
a forum in which ostensible competitors can meet to exchange infor-
mation and coordinate plans with apparent impunity.” Most impor-

14, The Natural Gas Industry. Hearings Before the Senate Subcomm. on Awtitrust and
Monopoly of the Senate Comm. on the Judiciary, Part 1, 93d Cong., 1st Sess. 499 (1973). The
Wilson evidence on joint ventures, interties, and interlocks deserves detailed attention. Id.
at 478-97.

15. A classic example is the Cal-Tex group of companies through which Texaco and
Standard of California jointly have operated many of their foreign assets for the past 40 years.
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tant, perhaps, the device, a st in the oil industry, thus far hag
remained immune from antitrust attack. Table 3 indicates how the
major oil companies use joint ventures, now with one partner and
then with another, in a seemingly infinite set of permutations and
combinations in bidding for federal offshore lease sales. Thus,
Amerada Hess submitted no independent and 168 joint bids during
the period; Getty, no independent and 281 joint bids; Phillips, no

independent and 169 joint bids; and Union, no independent and 245
joint bids.

TABLE 3

JOINT BIDDING IN FEDERAL OFFSHORE LEASE SALES (1970-72)

Number of Number of

independent joint bids

Company ' bids  Bidding partners with each
Amerada-Hess . . 0 Signal ........ . ... B 50
Louisiana Land . ... ... .. .. . 51

Marathon ... .. ... . R 51

Texas Kastern ... ... ... . . . . 16

Amoco . ... ... ... 6 Texas Eastern .. ... . .. . ... . 117
TUNION: s s essmssusssgismssoion 96

CNG ....... .. . ... 79

Transco ... ... .. ... ... 15

. Shell ivvcsmesm, siumoemen o 14

Atlantic-Richfield .. .. ... - 12 Cities .............. ... . ... . 106
Getty ..... . ... . ... o 73

Continental . ... . ... .. . .. . 114

CheyIon; :su:smssmuinasaais. 79  Mobil ... ... ... .. o 25
Murphy ... . 17

General American .. .. .. ... 17

Pennzoil ... . o . 12

Pelto ... .. ... ... 13

Superior ... ... ... ... ... 9

Gulf . B ; 7

Burmah . ... .. ... ... . ... . 4

Mesa ................... . ... 5 4

Cities Service ............ .. 7 Atlantic ...... ... ST 106
Getty . .......... ... .. .. .. 100

Continental ... .. .. . ... ... . . . 163

Tenneco ..................... 3

~“3

31.3% and 26.5% in the two previous years. For Socal, the reliance on Caltex also
increased, but less sharply, rising to 63.9%, from 59.3% and 40.5% of Socal’s total profits
in the two previous years.

PeTrOLEUM INTELLIGENCE WEEKLY, March 22, 1976, at 5. A reasonable person might well

question whether companies whose fortunes are so closely tied to one another are competitors,
as the industry contends, or partners.

Caltex’s profits accounted for 59.5% of Texaco’s total profits [in 1975, up sharply from
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Continental . o . 27 Atlantic ... ... 114
Cities ....... ... . 163
Getty ... ... ... .. ... .. 102
Tenneco . ............ ... ... . 5
Exxon . ... ... 80
Getty ... ... .. .. ... . .. . 0  Atlantic ..... ... ... . ... . . 73
Cities .. LU0
Continental ... ... .. . .. . 102
Placid ............ ......... .. 4
Superior ........... ... ....... 2
Gulf ... .. 17 Mobil ... 17
Pennzoil ... ... ... .. ... ... .. .. 8
Standard Oil of California
(Chevron)
Marathon ... .. ... .. . 24 Signal ... . 65
Louisiana Land ...... .. . . . .. 69
Amerada . ... ... .. .. . 51
Texus Eastern .. ........... . 29
Mobil ... ... . ... .. .. 8 Pennzoil ........... .. . . . . .. 30
Standard Oil of California
(Chevron) . ....... ... ... .. . 25
MESA: . imsimire @i smnnms 16
Ryurmeth :
Gult ... 17
Ashland ... .. ... . ... .. ... .. 2
Phillips ......... . . . . . . .. 0  Skelly (Getty) ......... ... . .. 69
Allied Chemicals ..... . .. . 66
American Petrofina ....... ... 34
Shell ............ .. ... 59 Transco .............. ... .. .. 47
CNG ... .......... ...... 15
Standard Jit vs 4 Loaaa
(Amoco) . ... .. 14
Florida Gas .. .. L7
Sun oo 1156 Pennzoil ............ ... ... .. 2
Te)saco ................... 15 Tenneco ................. ... . 32
Union .............. . ... . .. 0 Amoco ............. . ... ... .. 96
Texas Eastern ............. .. 96
Texas Gas .............. .. .. 48
Florida Gas ............... .. b
Source:

The Natural Gas Industry: Hearings Before the Senate Subcomm.

Antitrust and Monopoly of the Senate Comm. on the Judiciary, Part 1,

93d Cong., 1st Sess, 481 (1973).

on

According to Professor Walter Mead, this amounts to bid rigging:

In any given sale, it is obvious that when four firms . . . each able to bid
independently, combine to submit a single bid, three interested, potential
bidders have been eliminated; i.e., the combination has restrained trade, This
situation does not differ materially from one of explicit collusion in which four
firms meet in advance of a given sale and decide who among them should bid
(which three should refrain from bidding) for specific leases and, instead of
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. Cu}‘ﬂ})'ﬁ%]'ﬂg among themselves, attempt to rotate the winning bids. The princi- ; Texaco 33.9 Exxon . . 3.5
pal difference is that explicit collusion is illega)." Sohio 17.0 Wyco Pipeline Co.
j ot : : . . .. Colonial Pipeline Co. (assets = $14,100,000):
Indeed, eX})]lClE .collusmn has .beenjlllegal per se since bid rigging (assets - $480,200,000) : Amoco ... . . 40
was condemned in 1898 by United States v. Addyston Pipe & Steel Amoca S . 14.3 TERACO .+ oo 40
Co." Atlantic-Richfield 16 Mobil . 20
The major oil companies also use joiut ventures in their control g”:t: f),::w]m ' 1319) ?&13;\;53?1:161’888138%)qo.
. . . . . Jontinenta . o R assets = ,000, :
of interstate pipelines (see Table 4). Outside of the United States, Phillips ... ..o T Continental . ... ... ... 40
the pattern is similar. In 1952, according to one report, “every im- TEXACO - oo 14.3 EXXON « oo 40
portant pipeline in existence or even proposed [was] controlled by Gulf ... e . 168 Husky L 12
the seven principal international oil companies, individually or Sohio 9.0 Union Ol ... PSR
ointly 18 . . . . Mobil ... . ... .. 11,5 West Texas Gulf Pipeline Co.
jointly.””"® The significance of this joint control over pipelines as a Union Oil .. . 40 (assets -~ $19,800,007)
vertical integration lever will be discussed below. Plantation Pipeline Co. Gulf .. .. Y&
(assets = $176,100,000): Cities Service .. ... .. ... 114
TABLE 4 Exson 00 ... 48.8 Sun ... .. o - 12.6
JOINT VENTURES 1N . - o Shell ... ... .. o 24.0 Union Oil ... ... .. AP 9.0
NTURES IN THE OIL PIPELINE INDUSTRY Refiners Oil Corp ... .. 27.1 Sohio ... ... ... 92
.- R _ Four Corners Pipeline Co. Chicap Pipeline Co.
Y T assets = $20,900,000): assets == $25,600,000) ¢
Plrjslnzf c)o.m]mny and }P?]rlce;;% I’ll?elxxmtf co‘xtx}mny and Percent ( ;E;‘:“ »$ ________ ). S o5 (%&Sn?on 'O“) o ) _ _); 434
co-owners el ' }\ co-owners held by Chevron v R Clark A 199
each each Gulf ... . _ 20 Amoco . ... T 23.4
T Continental . .. .. ... . ... ... 10 Cook Inlet Pipeline Co.:
Badger Pipeline Co. Texaco . .. .. .. . ... ... .. 17 Atlantic-Richfield . ... . . 10 Atlantic-Richfield ... .. .20
(assets = $12,400,000): Clark . . . B § Superior . ... ... . ... 10 Marathon ... . . ... .. ... .. ... 30
A't].antlc—Richfield S o84 Marathon ... . oo 10 Olympic Pipeline Co., Union Ol ... ... .. ... ... ... 30
Cities Service . . 32 Cities Service . ... . . . 8 (assets == $30,700,000): Mobil ... ... 20
Te’_‘aco FERRE e 22 Shell : . 7 Shell .......... .. ... _..... 435 Texas-New Mexico Pipeline Co.
Unjon Oil . = . . . 12 Platte Pipeline Co. Mobil ... ... .. ... .. ... . .. 2008 (assets = 336,000,0005 .
Dixie Pipeline Co. (assets: $33,000,000): Texaco ... ........ .. 27.0 Texaco .. ... ... ...... ... 45
(assets = $46,400,000): Continental .. ... ... . ... .. . .. 20 Wolverine Pipeline Co. Atlantie-Richfield . .. ... 35
Amoco L. S o120 Marathon . .. . .. e 25 (assets = $21,800,000): Cities Service ........ ... .... 10
Atlantic-Richfield 74 Union Oil ... .. . . .. .. .. 15 Union Oil . ... ... . . ..... 26 Getty ... ... .. ... 10
Cities Service ... . ... . ... . 5.0 Atlantic-Richfield . .. . ... . 25 Mobil ... .. ... 21
Continental .. .. . S 4.1 Gulf ... .. ... ... ... 15
EX;\"?‘” ------- e 11(1) V?‘c?‘ﬁt‘fhorgrl?ipeline C‘o. Source: The Natural Gas Industry: Hearings Before the Sengte Sibcomm. ov
S R 9 (““"f s $17,600,000): Antitrust and Monopoly of the Senate Comm. on the Judiciary, Part 1,
Phllhps ..... N e 14.5 Shell . C L 20 934 Cong 1st Sess. 485 (13373)
Shell . ... ... . . T Amoco . ... 165 v ' '
Texaco ... ... ... 50 Mobil ... . ... .. ... 14 Table 5 is a selected list of joint ventures by the major oil
Gulf - = 182 Texaco ... ¢ companies outside of the United States. A more comprehensive list-
Transco ........ ... .. R 1 ¢ Marathon o e 9 . f th t d } lvsi f thei ti titi .
Allied Chemical . 86  Clack . ... . 8 ing of these ventures and an analysis Ol thelr anticompetitive im-
Laurel Pipeline Co. Cities Service ... . .. ... 8 pact is found in the Federal Trade Commission’s landmark Report
(assets = $35,900,000): Continental . .. . .. R B uri the International Petroleum Curtel ™
Gulif ... .. .. ... .. AU L 5 Union Oil ... .. ... ... .. ... 5.5

N 19, Id. at 37-193.
16. Mead, The Competitive Sigrificance of Joint Ventures, 12 ANTITRUST BuLL. 839
(1967).

17. 85 F. 271 (6th Cir. 1898),
18. FTC ReporT oN THE INTERNATIONAL PETROLEUM CARTEL 27-28 (Comm. Print 1952).
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T )
SELECTED INTERNATIONAL JOINT VENTURES OF PETROLEUM COMPANIES

Petroleum Company Percent Held
(1971 crude production) Co-owners by Each
Arabian American 0il Co. Texaco 30.00
(1.45 bil. bbls.) Exxon 30.00
Chevron 30.00
Mobil 10.00
Iranian Oil Participants, Inc. Mobil 7.00
(1.3 bil. bbls.) Exxon 7.00
Chevron 7.00
Texaco 7.00
Gulf 7.00
B. P. 40.00
Shell 14.00
Atlantic 1.67
Signal .83
Getty .83
Irag Puotroleum Co. B. P. 28.750
Shell 23.150
Exxon 11.875
Mobil 11.875
Kuwait 0Oil Co., Ltd. Gulf 50.00
(1.27 bil. bbls.) ‘ B. P, 50.00

Sowrce: Horizontal Integration of the Kuergy Industry: Hearings Before the
Subcomm. on Energy of the Joint Economic Comm., 94th Cong., 1st Sess,
112 (1975).

In all, according to one estimate, joint ventures among the major oil
companies provide approximately 12,000 occasions each year for
ostensible competitors, the joint venture parents, to meet and dis-
cuss their common problems and means for resolving them.? The
devices are the cement for binding together a loose-knit cartel into
a cozy system of mutual interdependence.

Fourth, as Table 6 demonstrates, the major oil companies are
further bound together by a network of indirect interlocks. With the
exception of Gulf and Socal, as John Blair has observed,

all of the eight largest oil companies were interlocked in 1972 through large
commercial banks with at least one member of the top group. Exxon had four

such interlocks—with Mobil, Standard (Ind.), Texaco, and ARCO. Mobil had

20. S. RUTTENBERG, supra note 13, at 61.

Aty B8 8 JAN/ A2\ 0 QYD RAA0 Y Rurd L 1 K NJdNRy Laed

three (with Exxon, Shell, and Texaco), as did Stan cof Indiana (with
fxxon, Texnco, and ARCO), as well as Texaco (with Exaca, Mobil, and Stan-
dard of Indiana). ARCO was interlocked with Exxon, and Standard (Ind.), and
Shell with Mobil, 2

At the very least, Blair concluded, “meeting together presents direc-
tors of competing companies with potential conflicts of interest.”’%

f'ifth, the extensive use of cxchange agreements among the
major oil companies not only has cemented their horizontal fratern-
ity, but has given them a powerful weapon against their vertically
nonintegrated competitors. For years the United States has gone
without a meaningful crude oil market. Most crude oil is bought and
sold under exchange agreements by which the buyer of x barrels of
crude oil for his refinery at a particular location agrees to deliver an
equivalent amount to the seller at another location. Walter Meas-
day has pointed out that such exchange agreements “replace a com-
petitive market with a network of bilateral or multilateral barter
transactions from which nonintegrated firms can be easily excluded
as first purchasers of crude and which, by their very natice, inust
be less efficient allocators of resources than open markets would
be.”%

Sixth, oil companies, discontent with their control over only the
oil and natural gas industries, have expanded, largely by merger and
acquisition, into other energy industries. They have acquired coal,
uranium, geothermal, and tar sands reserves to protect their oil and
gas empires from interfuel competition (see Table 7). In 1965, one
oil company (Gulf) engaged in coal operuiiwiie o prociCed sy
than two percent of the industry’s output. Ten years later, eight oil
companies produced more than twenty porcent of the lodustry’s
output, and eleven of the sixteen majors controlled more than forty
percent or more of all privately held coal reserves. Companies like
Phillips, Mobil, Shell, Atlantic Richfield (ARCO), and Sun Oil are
all in the multibillion-ton coal-reserve class withov* ever having
mined a single ton of coal. The biggest risk they face in becoming
major producers, as Senator Kennedy has pointed out, “is that coal
may become technologically obsolete before they could exhaust
their reserves.”’*

21. BLamr, supra note 8, at 144-46.

22, Id. at 147,

23. Measday, Feasibility of Petroleum Industry Divestiture, at 8 {paper presented to
Stanford University Institute for Energy Studies, Sept. 1976) (on file at the Vanderbilt Law
Review).

24, Letter from Senator Kennedy to the Senate Judiciary Committee (Aug. 27, 1977)
(on file at the Vanderbilt Law Review) (asking for support of his amendment to the Coal
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Companics Among Top 8

EXXON CHASE MANHATTAN ]

MOBIL

FIRST NATIONAL CITY ]

STANDARD (IND.)

l
l
l
|
[ SHELL
l
|

SOCAL MORGAN GUARANTY |
TEXACO
BANKERS TRUST ]
ARCO
Other Majors CHEMICAL BANK ]

PHILLIPS

CONTINENTAL ILL.
NAT. BANK & TRUST

UNION

BANK OF AMERICA |

CONTINENTAL

I
| AMERIDA HESS
[
| cimEes service

WESTERN BANCORPORATION l

I GETTY

Source: J. BLAlr, THE CONTROL OF OiL 145 (1976).

The same takeover pattern occurred in the uranium industry.
In 1967, two oil companies engaged in uranoso-uranic oxide (U,Os)
milling operations with less than twenty-eight percent of the indus-
try’s output. In 1972 Exxon and Continental Oil entered the indus-
try, giving oil companies thirty-eight percent of the milling capac-
ity. By 1977 Atlantic Richfield (ARCO) had acquired Anaconda, the
third largest uranium producer, and Standard of Ohio also had

Conversion Bill (S. 977), which would bar future acquisition of competing coal and uranium
resources by major oil companies).

entered the field. As a result, oil companies now trol from fifty
to fifty-tive percent of the uranium industry’s rese, . . 4,%

|
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TARLE 7

Exerey Reserves oF Tor Thirty Ot CoMpanies IN TRiLLIONS oF BTU's

1975 Net

Domestic 1975 Net
Crude Domestic 1975 1875
Company OlL/NGL NATURAL GAS COAL URANIUM

. Exxon 23,374.0 23,198.7 199,332.0 1,625.0
Texaco 16,3440 15,872.0 47,460.0 —_—
Shell 10,782.2 7,101.4 23,730.0 -
Standard of Indiana 13,003.6 10,936.3 — —
Gulf 7,424.0 6,736.9 61,698.0 34,400.0
Standard of Californin 10,248.6 73411 - 1,260.0

. Atlantic-Rishfield 13,166.0 12,8205 52,206.0 —

. Mobil 5800.0 17,7824 59,325.0 o

. Getty ,488.8 34409 — £,600.0

. Sun 5,115.6 4,198.4 53,890.8 -

., Union 3,543.8 7,354.4 — —

. Phillips 1,036.8 5,462.0 47,460.0 5,375.0

. Continental 3,010.2 3,212.3 316,795.5 10,750.0

. Cities Service 4,332.6 4,710.4 —_ —

. Marathon 4,674.2 2,345.0 — —
Amerada Hess 3,132.0 1,536.0 — —
Tenneco 1,258.6 40,341.0
Louisiana Land & Exploraties 1.084.6 — —

. Pennzoil 852.6 — —

. Superior 1,160.0 — —

. Union Pacific 6814 237,300.0 R TATEY

. Santa Fe 765.6 8,780.1 —

. R.J. Reynold. N/A — —

. Iiternational Paper 580.0 — —_

. Kerr-McGee 342.2 66,444.0 62,350.0
6. Standard of Ohio 26,332.0 18,984.0 2,150,0
Gueneral American 580.% — —

. Ashland 305.4 21,357.0 —

. American Petrofina 3248 — —_

. Diamond Shamrack T13.4 — —

Source: “Horizontal” 0il Company Divestitur. and Separation Proposals, Exhibit 1V-L. (Leport to the A

the domain of substitute fuels is not difficult to conjecture. After all

merican
Petroleum Institute, Oct. 15, 1976).

The impact of these incursions by the major o1l companies into

s

no man can be expected to comy«ie with himself, nor can any man
be expected to serve two masters =nd be equally loyal to each. As
Walter Measday has observed:

Would Continental Oil encourage price and market competition between [its
subsidiary] Consolidation Coal and its traditional oil operations? Would
Union Oil push geothermal development in an area where it might cut into the
market for Union’s fuel 0il? The question extends to the exploitation of suc-
cessful R & D. According to Senator Bartlett (R., Oklahoma), 49 of 52 patents
relating to coal gasification or liquefaction issued from 1964 to 1974 went to
oil companies. Let us make the highly unlikely assumption that an oil com-
pany with extensive foreign investments were to achieve a technological break-

25. Id. A recent compilation by the Federal Energy Administration of nonpetroleum

holdings by oil companies revealed the following:
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through \,xjhich cguld make the United States sell-sullicient in energy. Would
Exxon enjoy tellmg Shei.k Yamani or would Occidental inform Col. Qadaffi
that no more Saudi Arabian or Libyan oil would be lifted for the U.S. market?

Or 'wogld there be some temptation to delay exploitation of the technology
until “it’s really needed’’?7%

NuMBer oF NonpeTROLEUM HoLpings o Oun, CoMpaNIES

0Oil Company Number of Non-Petroleum Holdings

Atlantic-Richfield

Cities-Service

Continental

Exxon

Gulf

Getty

Mobil

Shell

Standard of Calif.

Standard of Indiana

Standard of Ohio

Sun

Texaco

Phillipa

Union of Calif.

Source: FEA, THE PETROLEUM INDUSTRY, A REPORT ON CORPORATE AND INDUSTRY
STRUCTURE (1975).

26. Measday, supra note 23, at 13. These questions are not entirely rhetorical. The oil
giants have a track record in the suppression of competing fuels. Jersey Standard’s {Exxon)
handling of the hydrogenation patents, acquired pursuant to a cartel agreement with 1.G.
Farben of Germany, is a case in point:
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Such considerations lend force to current congressic 1 atiempts to
protect interfuel competition by prohibiting the oil companies from
further expansion into rival branches of the energy industry.”
Finally, the government historically has done for the oil compa-
nies what they could not do for themselves without clear violations
of the antitrust laws. Under the guise of conservation and national
defense, the Bureau of Mines has set national output quotas, the
states have authorized prorationing schemes, and Congress has ap-
proved the Interstate Oil Compact and has legislated tariff protec-
tion and import quotas. In addition, the federal government has
subsidized the multinational giants with special tax offsets and both
the domestic and the multinational producers with magnanimous
depletion allowances. In war and peace and in times of crisis, real
or imagined, the government has favored the industry with antitrust
exemptions. The State Department, according to one analyst, has

with IG, outside Germany, in the manufacture of new chemical products (erived from
petroleum or natural gas. . . .

Standard's use of its exclusive rights to IG’s processes in the oil industry shows
clearly that its main object in acquiring thein was (0 sirengihenn i o vevi con UL
industry. For the purpose, the 1G agreements performed a dual function—defensive and
offensive. Acguisition of the hydrogenation rights eliminated the most serious threat
“ which has ever faced the company since the dissolution,” according to Frank
Howard, the Standard official who played a leading role in thi¢ negotiations with 1G.
Once these rights were safely acquired, Standard and Shell showed little disposition to
use them, or to encourage others to use them, in actual productive operations. Their
acquisition forestalled the threat to the oil industry of liquid fuels and lubricants {from
coal. . . .

Standard and Shell did little to encourage widespread synthetic production of liquid
fuels and lubricants from coal, They had acquired these processes primarily to protect
their own vast interests in petroleum. Standard summarized its policy as follows:

.H.P. [International Hydrogenation Patents Company] should keep in close touch
with developments in all countries where it has patents, and should be fully informed
with regard to the interest being shown in hydrogenation and the prospect of its intro-
duction. . . . It should not, however, attempt to stir up interest in countries where none
exists. 1f the Management decides that in any country the interest in hydrogen
scrious, or that developments in such country are likely to affect LH.P.'s positirn ad-
versely, then L.H.P. should discuss the matter actively with the interested parties, and
attempt to persuade them that its process should be used. . . .

If coal, tar, etc., hydrogenation be feasible from an economic standpoint, or if it is
to be promoted for nationalistic reasons or because of some peculiar local conditions, it
is better for us as oil companies to have an interest in the development, obtain therefrom
such benefits as we can, and assure the distribution of the products in question through
our existing marketing facilities.

G. STockinG & M. WATKINS, CARTELS IN ACTION 491-93 (1946) (footnotes omitied).

dion is

27. See, e.g., Interfuel Competition: Hearings Before the Senate Subcomm. on Anti-
trust and Monopoly of the Senate Comm. on the Judiciary, 94th Cong., 1st Sess. (1975);
Horizontal Integration of the Energy Industry: Hearings Before the Subcomm. on Energy of
the Joint Economic Comm., 94th Cong., 1st Sess. (1975) [hereinafter cited as Horizontal
Integration Hearings).

To Standard, these agreements promised, first, ownership and control, outside Ger-
many, of IG's hydrogenation processes and any future IG processes for making syntheti-
cally products having similar uses to those of the customary petroleum refinery products,
from whatever raw material they might be derived; and, second, a junior partnership
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been the industry’s law firm, thc  cerior Department its Washing-
ton otfice.™ No wonder that the industry is sometimes depicted as

28.  See R. ENGLER, THE BroTHERHOOD OF OlL: ENERGY PoLicy AND THE PuBLIC INTEREST
(1977); R. EnGLER, TnE Pomtics oF Ow: A Stupy or Private Power anp DemMocraTic
Directions (1961). The erstwhils description of the political influence of oil—according to
which “the Rtandard has done everything with the Pennsylvania legislature except to refine
it"—may no longer be apt, but the omnipresence of oil in the corridors of political power is
unshaken. Respectable men with bulging briefcases still penetrate the portals of government.
As Sampson reports, the oil companies contributed

generously to the Republican Party, and President Nixon's fundraisers, Maurice Stans
and Herbert Halmbach, leaned heavily on them to help finance the notorious 1972
campaign. Four of the sisters contributed substantially, mostly through individuals.
Officials of Exxon gave $217,747 led by the chairman, Ken Jamieson ($2,500), the presi-
dent Jim Garvin ($3,200) and the head of their Greek affiliate, Thomas Pappas (*'the
Greek bearing gifts™) ($101,672): while the Rockefeller family gave $268,000. Socal gave
$163,000, led by their chairman, Ottc Miller ($50,000) and including $12,000 from John
McCone. Mobil gave only $4,300, and Texaco (whether through caution or meanness)
apparently gave nothing. By far the biggest contributor was Guif whose offerings in-
cluded a million dollars given clandestinely by Richard Mellon Scaife, a major Gulf
shareholder with his own political ambitions; and at least $100,000 which was produced
through the Bahamas subsidiary of Gulf by the chief lobbyist of the company, Claude
Wild. The eventual discovery of these illegal gifts, and of others, was to bring back all
the old public suspicions of the corruptions of oil money.

The global scope of the oil money, however, was not to emerge until 1975, when the
Securities and Exchange Commission began investigating political contributions. In
April 1975 Gulf were eventually compelled to admit, in their 1975 proxy statement, that
between 1960 and 1973 “approximately $10.3 million of corporate funds were used in the
United States and abroad for such purposes, some of which may be considered unlaw-
ful”’, Soon a succession of cbuntries— Venezuela, Bolivia, Peru, Ecuador—demanded to
know whether their politicians had been bribed, and Peru even expropriated Gulf's
properties. Eventually the chairman of Gulf, Robert Dorsey, had to confess to having
paid bribes of $4 million from 1966 onwards to the ruling party in South Korea; and to
having given another $350,000, together with a helicopter, to the late General Barrientos
in Bolivia. The limelight then shifted to Exxon, whose chairman, Ken Jamieson, had to
admit in May 1975 that his company had made political contributions in Canada and
[taly; and a new uproar ensued.

Samps0oN, supra note 1, at 206-07. One indication that such efforts are not in vain is the
generous tax treatment Congress has accorded the oil industry over the years:

U.S. Taxes Paip By THE AMERICAN SISTERS®

1972 1962-1971

Net income Y% paid Net tncome % paid

before taves in U.S. before tawes in U.S.
Company ($ billions) ta.ves ($ billions) taxes
Exxon 3.700 6.5 19.653 7.3
Texaco 1.376 1.7 8.702 2.6
Mobil 1.344 1.8 6.388 6.1
Gulf 1.009 1.2 7.856 4.7

Socal 0.941 2.05 5.186 2.1

Aare by 4 B3 VNI RAR SN ATE AT A ¥ ASAS A K A N A as PP

a government-sanctioned, government-protec , government-
subsidized cartel operating a finely tuned scheme o restrict output
and maintain prices on a worldwide scale.”

In summary, introduction of the “moderate’”’ concentration ra-
tios recorded in Table 1 as proof that the oil industry is competitive
in structure is disingenuous indeed. These ratios, as has been dem-
onstrated, seriously understate the pervasive horizontal control ex-
ercised by the petroleum giants and, when simplistically accepted
at face value, conceal the worldwide dominance of these giants over
energy reserves.

II. THE REINFORCEMENT OF SHARED MonoPOLY PowER THROUGH
VERTICAL INTEGRATION

Vertical integration by corporate giants is the capstone of con-
trol in the petroleum ir:dustry. As the mechanism for harnessing and
transmitting market power through the successive stages of produc-
tion, refining, and marketing, vertical integration constituies the
primary barrier to new competition. Specialized firms at any one
stage of the industry must live at the sufferance of the integrated
majors—vulnerable to the constant threat of price squeezes, the
denial of supply, and the foreclosure from markets. The very fact
of vertical integration, therefore, militates against workahle comne-
tition in the petroleum industry and relegates competition to the
interstices and fringes of the marketplace.

For example, the combined effect of vertical integration and the
depletion allowance encouraged the integrated companies to report
their profits at the crude oil stage rather than at the refining or
marketing stage. The majors accomplishsd this objective by posting
a high price on crude oil, which they then sold to their own refineries
as well as to independents. For the vertically integrated companies,
the high price for crude was simply a bookkeeping transaction. Its
feffect was to increase profits on crude, to reduce tax payments, and,
in spite of lower profits at the refining stage, to increase total profits
for the integrated concern. For the independent refiner, by contrast,
the increase in crude prices meant a decrease in both refining profits

“Source: Multinational Corporations and United States Foreign Policy: Hearings
Before the Senate Subcomm. on Multinational Corporations of the Sen-
ate Comm, on Foreign Relations, Part }, 93d Cong., 2d Sess. 104
(1974), quoted in SAMPSON, supra note 1, at 205.

‘ 29. See, e.g., Hortzontal Integration Hearings, supra note 27, at 108; INVESTIGATION OF
THE PETROLEUM INDUSTRY, supra note 6, at 27.
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and total profits; nonintegrat  he could not recoup the narrowed
piargins in refining at some otner stage of operations.™

To illustrate, assuming a 27.5 percent depletion allowance, an
integrated concern that could supply seventy-seven percent of its
refinery needs with its own crude oil production stood to gain from
an increase in crude prices even if the increase was not passed on
at the refining stage. If the integrated company had a self-
sufficiency ratio in excess of 38.5 percent, it stood to gain even if it
passed on only half of the crude oil price increase.’ In other words,
an integrated company could decide to operate its refineries at zero
or subnormal profits and thus discipline, squeeze, or bankrupt the
nonintegrated refiners who are both its customers for crude and its
competitors in the sale of refined products. (Incidentally, fifteen of
the top seventeen refiners in the United States have a crude oil self-
sufficiency ratio in excess of 38.5 percent.?)

As the Federal Trade Commission concluded in its recent petro-
leum report, “The vertical integration system contained all the ele-
ments essential to a squeeze on refining profits and could be over-
come only if the potential refining entrant could enter the industry
on a vertically integrated basis.”* By thus raising the cost of entry
at the refining stage, vertical integration in and of itself becomes a
formidable entry barrier that few newcomers can afford to hurdle.
The system is also a barrier to established, independent refiners,
many of whom eventually give up the battle for survival and sell out

to their integrated rivals. (Incidentally, acquisitions of independent .

refiners accounted for 40.7 percent of the increase in refining capac-
ity among the top twenty oil companies between 1959 and 1969.%)

The control of pipelines by the vertically integrated majors
poses a similar problem. A pipeline rate set well above the competi-
tive cost of transporting crude oil, for example, imposes no burden
on the majors who own the pipeline. For them, the high price is
simply a bookkeeping transaction involving a transfer of funds from
the refinery operation to the pipeline operation. To the noninte-
grated refiner, however, an excessive pipeline charge is a real cost
increase that he cannot recoup elsewhere and that places him at a

30. INVESTIGATION OF THE PETROLEUM INDUSTRY, supra note 6, at 12-31.

31. M. DE Cnazeau & A. KAHN, INTEGRATION AND COMPETITION IN THE PETROLEUM
InpusTRY 221-22 (1959). See also Kahn, The Depletion Allowance in the Context of
Cartelization, 54 AM. Econ. Rev. 286-314 (1964). )

32, INVESTIGATION OF THE PETROLEUM INDUSTRY, supra note 6, at 20.

33. Id. at 26.

34. Market Performance and Competition in the Petroleum Industry: Hearings Before
the Senate Comm. on Interior and Insular Affairs, Part 1, 93d Cong., 1st Sess. 1664 (1973).

A
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competitive disadvantage vis-a-vis his integrate ~ >mpetitors.
The implications of the integrated majors’ control over pipe-
lines has been explained by Beverly Moore as follows:

Almost every one of the major pipeline systems constructed since World
War 11 is jointly owned by the few companies which dominate the marketing
areas which the pipelines serve. From the standpoint of the owners, the ar-
rangement is perfectly natural,

If a few companies wish to exploit a market by constructing a joint venture
pipeline to it, they will have little interest in inviting all their actual and
potential competitors to come along with them. Likewise, the owners will have
an incentive to lay the line so that it or its feeder spurs will pass in close
proximity to their own refineries and marketing terminals, but not to those of
their nonowner competitors. The ownerz will have an incentive to provide
input and output facilities, storage tanks, and synchronization geared to their
own operations, but again not to those of their nonowner competitors,

The result is that, while joint venture pipelines are theoretically common
carriers, equally accessible to all, access can be substantially more expensive
for nonowners than for owners.

This initial disadvantage is widened by the fact that the nonowner must
pay the full rate or tariff while the owner actually pays only the pipeline cost,
recouping the difference through the pipeline company’s dividend payments
to himn. The rate-cost differential which measures this further degree of dis-
crimination is commonly as high as 20 to 30 percent, %

The integrated majors also can use their control of pipelines as
an entry barrier if they choose to exclude or limit flows of crude oil

to the independents. According to the Federal Trade Cominission’s
1973 report:

This can be done by (1) requiring shipments of minimum size, (2) granting
independents irregular shipping daies, (3) limiting available storage at ine
pipeline terminal, (4) imposing unreasonable product standards upon inde-

35. Anticompetitive Impact of Qil Company Ownership of Petroleum Products Pipe-
lines: Hearings Before the House Subcomm. on Special Small Business Problems of the
House Select Comm. on Small Business, 92d Cong., 2d Sess. 129 (1972). The argument that
pipelines are common carriers regulated by a government agency is hardly convincing when
one examines the following profits data:
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p(‘n(vk‘m‘ customers of pipelines, an emploving other harassing or delaving
tacties.”

The companies controlling the pipelines control, to a large ex-
tent, the oil moving through those lines and determine the alloca-
tion of that oil among nonintegrated refiners. In addition, as Inter-
state Commerce Commission statistics for 1973 indicate, ninety-two
percent of the crude going into reporting lines was owned individu-
ally or jointly by the sixteen majors.¥ Thus, through control of crude
oil supplies or through ownership of pipelines, vertical integration
gives the majors dominating the petroleum industry the power to
mollify, discipline, coerce, and exclude their nonintegrated rivals.
It empowers them to determine the conditions for entry and the
rules for survival in the petroleum industry.

The consequences of vertical integration by the major oil com-
panies are particularly striking in the international sphere. The

PirELINES: AVERAGE ANNUAL RETURN ON PAID-IN INVESTMENT, 1968-72

Average for all
manufacturing
corporations.”
Arapuahoe
Colonial

Cook Inlet
Four Corners
Laurel

Olympic

Platte

Southeap

West Shore

West Texas Gulf

*FTC, QUARTERLY FINANCIAL REPORT FOR MANUFACTURING CORPORATIONS (1968-
72).

Lource: 1CC, TRANSPORT STATISTIC: 1N THE UNITED STATES, PIPELINES, PART 6,
(1968-72),

36. INVESTIGATION OF THE PETROLEUM INDUSTRY, supra note 6, at 26.
37. ICC, TrANSPORT STATISTICS IN THE UNITED STATES, PIPELINES, PART 6, at 8-11 (1973).

Iy PR I B R S O S R S A S e -

ability of OPEC to limit output and to maintain aise its revenue
levels rests upon its ability to proration production cutbacks satis-
factorily among its member countries. OPEC, in other words, needs
an agency to perform for it the same function as the Texas Railroad
Commission traditionally performed for the domestic indusiry. To
the extent that OPEC can rely upon the integrated oil companies
to serve as its prorationing and marketing agent or, in other words,
to the extent that it can rely upon these companies to exercise
coalescing rather than countervailing power, it can assure the via-
bility of its worldwide control over oil prices. That the companies
more or less willingly have lent themselves to the attsinment of that
objective was made clear by the Church Committee:

First, access to crude oil is the necessary precondition for an oil company
to stay in business. In a supply-limited situation a refiner without secure
access to crude is faced with the high probability of being unable to operate.
Second, the price at which OPEC sells oil to companies other than the tradi-
tional concessionaries has, up to this time at least, been somewhat higher than
the cost of similar oil to the established majors. One reason for this differential
has been that the established companies have continued to lift some part of
the oil produced within their concessions at tax paid cost, i.e., the cost of
production, plus royaitis: plus taxes rather than at the higher Loy oacls pricc
Finally, certain tax advantages which reduce the real cost of oil accrue to a
company from its ownership of equity oil in a foreign producer couniry. Thus,
for example, a company which lifts part of its foreign oil at tax paid cost may
presently credit the income tax portion of that cost against its U.S. tax liability
on other foreign income.

Multinational oil corporations are currently engaged in a series of negotia-
tions designed to ensure their exclusive right to “buyback” oil—oil which has
become the property of the producer countries by virtue of th. various pacii
pation “agreements”’, and which those countries now wish to sell back to the
previous company concession holders. The four Aramco shareholders—Exxon.
Texaco, Socal and Mobil-—by joint negotiations seek to establish a special
relationship with Saudi Arabia which would give them preferential access to
the Saudi crude oil supply at a discount off the going market price, even should
that country acquire 100 percent of Aramco.

The multinational oil companies, on the other hand, provide the OPEC
with important advantages. As vertically-integrated corporations, the major
oil companies guarantee OPEC members an assured outlet for their production
in world markets. The primary concern of the established major oil companies
is to maintain their world market shares and their favored position of receiving
oil from OPEC nations at costs slightly lower than other companies. Ta main-
tain this favored status, the international companies help proration production
cutbacks among the OPEC members. Their ability to do this derives from the
existence of their diversified production base in OPEC countries.®

The importance to the OPEC countries of maintaining common

38. Senate ComM. oN ForeiGN RELATIONS, 93D ConG., 20 SEss., REPORT ON MuLTl-
NAaTIONAL O1L ComrporaTIONs AND U.S. ForeioN Poricy 10 (1975) [hereinafter cited as
Murrinational O CORPORATIONS).
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interests with the int Gled
ers in the cartel. Said Sheik

of Petroleum:

.. . Nationalization of the u
itably deprive the majors of any
levels. They would then become

pstream (production) operations would inev.
further interest in maintaining crude-oil price
mere offtakers buying the crude oil from the
producing countries and moving it to their markets in Burope, Japan and the
rest of the world. In other words, their present integrated profit structure,
whereby the bulk of their profits are concentrated in the producing end, would
be totally transformed. With the elimination of their present profit margin of,
say, 40 cents a barrel from production operations, the majors would have to
make this up by shifting their profit focus downstream to their refining and
product-marketing operations. Consequently, their interest would be identical
with that of the consumers—namely, to buy crude oil at the cheapest possible
price®

In other words, by avoiding national
crude oil properties and instead entering into participation agree-
ments with them. the companies would be given an incentive to
identify with OPEC interests rather than with the interests of con-
suming countries. In the words of Sir Eric Drake, the companies
would not valy be the tax collectors for the producers;* they now
would be much closer partners, serving also as OPE(C’s prorationing
and marketing mechanism. In effect, as Professor M.M. Adelman
has stated, thoy would be the “ageuts of a foreign power,”*"

The Church Committee summed up the symbiotic relationship
between OPEC and the integrated majors in the following fashion:

Thus the current changeover from the concession system to exclusive long
term, large-volume supply contracts does not alter the interest that the inter-
national oil companies have in helping OPEC sy out its production and
pricing policies. So long as the individual OPEC countries have assured outlets
for their oil through exclusive joint arrangements with the major oil compa-
nies, the divisions within OPEC are unlikely to manifest themselves in lower
oil prices, even in the face of a worldwide surplus of crude oil productive
capacity estimated at over eight million barrels per day. There are, thus,
parallel interests hetween OPEC and the major oil companies in which the

companies ensure their access to the crude but at the price imposed by OPEC
regardless of a theoretical crude oil surplus.#

ization of the integrated majors’

39. Id. at 11.

40.  SaMmPsoN, supra note 1, at 236, :

41, Id. As Adelman put it to the Senate Committee on Foreign Relations, “The cartel
governments use the multinational companies to maintain prices, limit productiv.. wud
divide markets. This connection, I submit, is the most strategic element in the world oil
market.” Multinational Corporations and United States Foreign Policy: Hearings Before the

Senate Subcomm. on Multinational Corporations of the Senate Comm. on Foreign Relations,
Part 2, 94th Cong., Ist Sess. 3 (1975).

42. MurTiNaTIONAL OIL CorroraTions, supra note 38, at 11,

[Vol. 3011115

Hlajois was 1ol lost on the prime mov.
Zaki Yamani, Saudi Arabia’s Minister
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' i Lo ion hus pu ed the

ottt ery dogic of vertical integralion nus pen o«
[n short, the very logie of ve . ‘ . e
Seven Q{sterq and the lesser international majors to enjoy a te??luthe
o : i indiss ar Atht
co-habitation arrangement. if not an indissoluble marriage w
OPEC producers, . learle

The implications for consumer interests have been clearly
spelled out by Walter Measday:

So long as they can control the market,ing' of OPEC'I(‘)li]l(;ytzjlaenl;tf\iirthxgg
i : i ¢ se OPEC price increases. ass suc
majors have little reason to oppose OF. : increases. Thoy can B odoe
inc s through into the prices of their own product: re in | ’ .
?}leartess;petitorgs, who are also their customers, are not getting oil m‘\)gct}}lﬁ-i}\)lz%
Théy may, indeed, enjoy positive benefits from OPEC price increases
the enhan’ced values of the reserves which they still pos?e::a. et one dollar
The Prudhoe Bay feld alone provides an example here. LAZ](,t‘ & dolla
increase in the value of a reserve barrel raises the Nort‘h Slqu asse ;() Jbabl\‘r
Atiantic Richfield and Sohio/BP by a minimum of $10 billion zm) ] prf) ably
much more—the improvement in asset values is ?ortlehthle 'ltessort{'gu)s(,faoti\ o
ie that haa gd
. X ce sheet. A good case can be made that  not | ‘ :
xf’irzgsb?llxinl\lorth Slope would have besn a financial disaster, gflven thte eflc(z)irl]ztaq
: i i 3 3 it i t estimate forecasts profits
. : inel construction costs, As it is, a r.ecen ¢ for ste prohts
'tilo?h?rg}réi ;?8312.00 a barrel for production delivered from this area. brlll‘l}il]ael 1{\;
1North Sea oil has been made profitable orrl\l_Ty\'Tt‘,}()\roggh O‘P:I*]\(?k?(?tmns. ere is,
in s o great divergines now thal QPTG o7 cohiputt o o
gaé}g(;réx; l;ccipted»—between the interésts of the international majors and the
interests of OPEC member nations.® N
: o ety
All that has happened since 1973 is the replacement of qeveiu R ,1:t§ns
private cartel by a cartel of OPEC governments working .mmlnm‘l
glove with a consortium of vertically integrated international ol

giants.

IV. VERTICAL INTEGRATION AND KFFICIENCY

In appearances before Congr.egs a_nd in relea_seslt_,o tthiar?i(;ili%
industry spokesnien are fond of picturing the'x'ertlca integ ttion of
major oil companies as a finely tuned machine assurllrilg ta nooth
and continuous flow of materials from the crude_ﬁe ds (;ds,,’,al;e
stations. Tampering with that machine, th'ey claim, wlodu Pzzit e
coordination and planning of supply more difficult, wou ; TS :,»311y
wasteful duplication, would increagse overhea@ COStS.,’im G :they
would entail sizable losses of e{ﬁme.ncy. Vertical dl&tﬁ;;;&a.;ﬁt.,l ’and
say, would saddle consumers with higher costs for heating fue

soline. 1 - -
* Little hard-core evidence supports these c]almsl. Ti?dLgicll],tst}ilre;
evidence produced by the integrated majors themselves p

43, Measday, supra note 23, at 11.

] stimony of
44, See, e.g., Vertical Integration Hearings, Part 1, supra note 9, at 131 (testimon)

Frank lkard).

|
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the opposite directi irs
U tion, First, the, 3 TR it ‘
: flow from a major’s crude field to i’tsno chhft,hmg &+ a continuous each function is independent and not unitary to, or an integ  art of, any
‘ 0 1ts own refinery and through i ‘ other function.”
own marketing organization into i Irough its |
ration into its own brar i i i i
was noted above, the major companies syst;iei.gafl pumps. As Apparently oblivious of the industry’s claim that divestiture
crude as well as refined products throug}; 2 Systom écfa 1y elxchange would result in the wasteful multiplication of company headquar-
simultaneous ters, one of Exxon’s senior vice presidents explained the organiza-

BN

‘ : . in a conti : : D
through its own vertical system. Exxon admitted as ntmﬁo.ust flow ments to the Wisconsin Commission as follows:
o much in testi- i
mony b . . . , . .
1&’5):’ efore the Senate Antitrust and Monopoly Subcommittee in ! [Elach of the operating departments had its own separate management re-
1. ’ sponsible for the proper conduct of that operation. Each of these management

managers had a technical staff to provide all the supporting technical service
that he needed to operate his particular operation. He also had the administra-
tive stafl when necessary to assist him. Each of these departments had its own
separate and distinct field organization which conducted the operations in the

field.

It is not possible to trace Exxon-owned feeds

cmdeI %roﬁgctxon is often commingled with put'(():;};s;etg :r{ilcc?e r;f;?tel;});'thEgign’s

;;;;;;;ka Séﬁm ?%17(1 to othe{s, and some Exxon crude is sold outright Fr‘rc;r

N ’b ?g 974, Exxon’s net crude plus condensate production waé 701
n barrels per day]. We purchased 868 [million barrels per day] from

L [Wlhen all these elements are taken together the entire organization of

others (including royal i
yalty oil), and we sold 780 [milli

. ) , ion b 5 . | !

others.* { arrels per day] to each of these separate functional segments is designed to permit them to

In oth . operate independently and separate from each other segment . . . [Tihey

; ler words, Exxon operates a crude oil business, supplied in part e o e b hich wan prosided a the e

rom its own wells andl in past by outeide firmn oo 0P, iy It Coordination and Service Departments which was provided at the «rpurate
) stributed in level. These departments were free to consult with those staff departments, if

part éo Exxon’s refineries and in part to other refiners
e Second, the majors repegtedly argue, when the argument suits
eir purpose, that the functional components of their vertical or-

ganization operate quite inde
a ndependently from one anoth
Exxon told the South Carolina Tax Commission: e hus

they felt it was necessary.”

Equally revealing is the testimony of Dr. Ezra Solomon, a for-
mer member of the President’s Council of Economic Advisors, ap-
pearing on behalf of Exxon before the Wisconsin Commission. Dr.
Solomon gave the following answers in response to questioning by

Each f i e
ot B o el and acountd fron o unction Exxon’s counsel
each has its own accountin t n s] total corporate enterprise, but
and staff. its own r(llﬁnttmg,tbud'getmg apd forecasting, its own management Q. Do you have an opinion . . . asto whether Humble [i.e., Exxon] was
faci]ities,,etc. The I})Jroﬁt gf?o(;:’olfts O?Y‘nfmve?tm?nt center, its own physical a unitary company?
§ ol each tunction is separately and accurately A. No, by mv definition. If it is integrated, it is by definition not unitary.

computed. ¥
Q. And on the same basis do you have an opinion as to whether the

functional operations of the Humble Explorstion and Production Department,

Similarly, bef i :
, before the Wisconsin Ta e
argued: X Appeals Commission, Exxon the Refining Department and the Marketing Department were carried on as
separate businesses?
[Njunie of [Exxon’s] functional d . A. Yes, there are three separate unitary businesses, and if T remember
business composed of all functiollepampe,ms are mtggral parts of a unitary right, there were even more, but these are the major important stages that a
§ com {med; rather it [Exxon] will show that vertically integrated-company combines.
45. Th : ] T - Q. Each stage, E and P, Refining and Marketing, you would say were
e Industrial Reorganization Act: Hearings on the Energy Industry Before the separate businesses?

Senate Subcomm. on Antitrust and Monopoly of the

9, 94th Cong., 1st Sess. 529 (1975) Senate Comm. on the Judiciary, Part A. Yes.

rofessor Adelman underscored this point in his assess- Q. On the same basis do you have an opinion as to whether or not the

ment of the logic of vertical int jon i ' ;
The industry’s job fn egratlxon n petroleum; Wisconsin Marketing operations were an integral part of the Humble E and P
B austry's job, of arranging an immense flow of stick busti iquids, i f ion?
made no casier or harder by common ownershi y combustible liquids, is unction?
paper is balanced and produces * OS»nerS ip of the segments. A company that on A. No, they are not.
of much of most of it to others o'ir}ough crude for its own use actually has to dispose Q. Did you find any economic dependence between the Wisconsin opera-
- Uilis where you find it, scattered in thousands of fields tion and the E and P Department?

all over the country or the world. 1
2 - It often doesn’t pay to bring i
PetrOLEUM INQUST‘RY COMP.ETITION Act REPORT, supra r{ot,e 2 atg]thf)home.
46. Vertical Integration Hearings, Part 2, supra note 9' at 117;1 ;’ :; 5(; at 1222%102%
, : . . a )y be .
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A. No, nene whatever It appears th, {umble’s F oand D Diepartinent

was a functoning unit even belore there were any Wisconsin operations,

[Dr. Solomon] A. Could Humble's E and P Department zever its re]

a-
tionship with the Wisconsin operation without affecting the Wisconsip
operation?

[Mr. Ragatz] Q. Right.

A Yes imagine it could.

Q. And could the Wisconsin Marketing operations have been severed
without damage to the E and P function?

A. Yes, the Wisconsin Marketing end of it didn’t exist for a while, and
after it existed, it could have been severed without affecting the E and P
viability.

Q. Now, on the same basis as I previously asked, do you have an opinion
as to whether the Wisconsin Marketing operations were during the years in
issue an integral part of the Humble Refining Department?

A. They were not.

Q. Was there any economic dependence in that relationship?

A. Not that one could see from the record at all. The Refining Depart-
ment was a unitary business that could have functioned witis or without the
Wisconsin Marketing.

Q. And so there was no—or the Department could have been feasibly
economically severed without damaging the Wisconsin Marketing operations?

A. You could have a Wisconsin Marketing operation without having a
Refining Department.

Q. Then in other words, there was an ample supply of products without
obtaining them from Humble Refining?

A. That's correct.

Q. Could the Wisconsin Marketing operations have heip feasibly eco-

nomically severed without damaging Humble's Refining Department
operations?

A, Ves,

Q. So there was an ample demand for Humble's Refining product with-
out the Wisconsin market?

A, Yes.

Q. And going back to the E and P Department for a minute, I take it
that in the market there would be an ample demand for crude oil without the
Humble Refining Department being in the picture so that Humble’s E and P
Department could have disposed of its crude oil produced?

A. Yes. Many companies exist as crude oil producers.

Q. nd as to the Refining Department, there wus an ample supply of
crude oil in the market so that the Refining Department was not economically
dependent upon Humble's E and P Diepartment?

A. Not in the sense that I am using the word here.

Q. And the two departments could have been economically severed on
a feasible basis?

A. The very fact that refineries exist as independent refineries and prod-

ucers exist as independent producers and on a fairly large scale suggests that
this can be done.#

Later, after counsel for the State of Wisconsin had finished his

cross-examination, Exxon’s counsel resumed his questioning of Dr.
Solomon:

49. Id. at 1739-42.

[Vol nvyras
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Q. Professor Solomon, on cross-examination you were asked qt \fm;:(‘.
that u(i‘mmd to be driving at a dependent relationship hs-tweents}fpar(anf‘e;t "
ns 1 ©Wo ou comment on the conc
ions of integrate : any. Would you commen
tions of an integrated oil compan) _ O vt of
) 3 ; ket itself as to whe
3 ¢ in lerms smand and supply in the marke o
dependence in terms of den ' B e e e and
ery 2 iness has some dependency on mar ,
or not everybody in business has sc ) tions enc
distinguish that from an economic dependency in terms of the concey
anitary” . . ce
A, Well. in the case of a unilary business, the degree of de;z;gger;cre
hetween the subcomponents that (‘omlpnse ‘(fl1at'§11111t, are.:r?;ytzté;);x’i.econzmy
[ R
i v BTe NeCcess ould not feasibly run it \
essential, they sre necessary, You ¢ . . s econorty
20 : ing about, without all of those components.
or whatever economy we are tal.kmg , : nts.
In the case of a vertically-integrated company, the px%sencedof E:S';s cse
or unitary businesses within the vertical combmat,l(lm,' t,he1 epe:eeandVamage
M . . . . 0 OI .
5 t weaker. There is, obviously, s
as strong at all, It is quite a bi | ! fously, some advaniage
itary busines a family of businesses. Hize lo
for each unitary business belciging in ) s, S 7 :
provide some help. That deyrce of dependence is sort of trivial compared t
j Athin euc it itself.
the interdependence within zsch un ‘ 4
Q Inlthe market could you say that the dependence for & 1egne}ryt\xt'%\élli
be that there be a supply of crude in the general m‘arket ”“f‘f”,““ dt 14 (her
not he a dependence between ownership of a producing function and are g
function? . o .
A. Well. the common ownership of the two functions is 1\10(, (m;itt}]i(;~
important in terme of t7¢ demand and supply of the flow of prl(l)c uct, either
. e oon wp]loot s
coude or the products shat come out of thmn..Tlaue eonowe L here
market for crude petroleum. It has a daily quotaﬁxon,{A r(elfmeéytgf:rxe )i\:atclea;
Likewise, at the refined en : ;
a crude producer can sell there. ' 5€, ]  there B8 o
ts in which a lot of people engag
cut market for petroleum product ngage and in Which
there are daily quotations so that the degree of dependence is net that g
t all. . ‘ - |
a Q. In other words the refinery can get crude. fxgm market lsqutllufrs()élgii
have no ownership relationship to the refinery and. in turn, ca‘nfe its prod
mar out s that have no owneiship 1o Goneity 0w o ;
to the market sources that have n 4 v o
A. Quite. The total demand and supply for crude is balagced. Irt)tre;?llsé
doesn’t matter where vou get it. It’s the same kind of thing and you get 1
the same price anyway .

3 3 1 \ A Q
“Truth,” it seems, depends upon the forum in which .th'e ;mmm
3 X . . : ]
happen to be testifying. In one case, vertical integration is m1 1spent
in 3 1 3 IS - - X!
sable for efficiency and cost minimization; 1n another, it does no
seem to make much difference. o o
Professor M.M. Adelman, who, incidentally, dogs no’t Bupport
thr y 7
vertical divestiture, has made perhaps the most forthright judgmen
of the industry’s efficiency argument:

The industry's contention, that vertica‘f ?n‘tegration helps eﬁmenci);,héi
unfounded. Common ownership of these activilies, by one cq{nlaatxy,‘lleel‘i]]e'
saves money nor costs any. (There are bound to be some ex‘c.eptxo?stig | e r ag(;
relatively, they are unimportant.) Most companics \‘)ecamc mtebgld ; ' ).;é,re 15
for reasons that are now historv. They have stayed integrated because ¢
no reason to change.®

50. Id. at 17560-52. ' ' .
51. Washington Post, April 30, 1976, § D, at 9, col. 7, quoted in PETROLEUM INDUSTRY
CoMpETITION AcT REPORT, supra note 2, at 139,
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In addition, interposing ¢ .ne markets hetween suceessive stapes
of the oil industry would not impair eflicient operations. Given past
experience, however, such markets certainly would enhance compe-

tition by lowering the entry barriers to newcomers at all levels of the
industry.

V. Tug FrEASIBILITY OF DIVESTITURE

After extensive hearings on S. 23817, the Senate Subcommittee
on Antitrust and Monopoly concluded that divestiture of the verti-
cally integrated petroleum majors is not only desirable, but feas;-
ble.®? Divestiture is technically feasible because, as has been noted
already, the majors operate their departments as functionally sepa-
rate units. Several companies, including Gulf, Sun, and Continen-
tal, already have restructured their organizations to place produc-
tion activities within wholly owned subsidiaries that are separate
from other functional subsidiaries. Other companies have a similar
functional separation in their organizations, although they operate
through separate divisions rather than through distinct subsidiaries.
In other words, they already have accomplished technical divesii-
ture as a result of internal management decisions. As counsel for
Exxon told the Wisconsin Tax Appeal Commission:

The evidence will show that Humble [Exxon] was organized on a func-.
tionally independent basis, and that its separate functions were operated as
separate businesses in competition with other oil companies having similar
functions and other companies which only operated in the business activity of
a particular function.

We intend to develop through the evidence the functional independence
of the various departments.®

As for the financial feasibility of divestiture, courts are fully
equipped to handle the remedy's problems—problems no less rou-
tine than those arising from bankruptcies and voluntary spinoffs in

cases of corporate reorganizations. As one expert in the field told the
Subcommittee,

All of the activity which I have described in general terms should provide
us with a measure of comfort, in that we are not without the requisite legal,
accounting and financial expertise to accomplish complex corporate transac-
tions of substantial magnitude without making economic tidal waves and
without transcending the constitutional limitations of due process and on dep-
rivation of property rights. These have heen accomplished in the main, with-
out denigiating the rights of shareholders, debtholders, or other creditors and

52.  PETROLEUM INDUSTRY COMPETITION ACT REPORT, supra note 2, at 147-50.
53.  Vertical Integration Hearings, Part 2, supra note 9, at 1219-20.
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where the rights of shareholders, debtholders or creditors have been affected.
our judicial system has adequately dealt with these situations.

Experience with the Public Utility Holding Company Act of 1935
indicates that massive divestiture can take place without crippling
the reorganized industry, damaging the efficiency of its operations,
or riding roughshod over the interests of stockholders or creditors.®

Rearranging stockholder equities would be the simplest prob-
lem. If past practice is followed, the petroleum majors would be
reorganized into functional subsidiaries whose stock would either be
sold off or, more likely, distributed to existing stockholders with the
proviso, of course, that the interests controlling the company before
divestiture would not control more than one of the functionally
separate successor companies, Management of the corporate debt,
issued with the backing of the full faith and credit of a corporate
entity that is to be altered substantially by divestiture, would pose
a stickier problem. Debt under covenants of this type clearly might
have to b financed. If securities issued in the past at a relatively
low rate of interest must be vefinanced at a time vhon intaraat ¢
are higher, the major concern would be the effect on the embedded
cost of a company’s debt. As Walter Measday points out, however,
such problems are not insoluble:

An example of one such solution is the recent divestiture of Northwest
Pipeline by El Paso, which affected 26 series of El Paso’s long-term debt. By
court order. each of these series was replaced by an El Pasn issue ans: 4 North.
west issue | .ring the same maturities as the original series but with a 1/8
percent higher interest rate ““to sweeten the deal,” The ratio between the two
companies’ debt is the proportion between the taxahle hasis of properties
retained by El Paso and thoss transferred to Morthwest. In other words, an
investor in El Paso 5's issued in 1962 and maturing in 1982 now hclds El Paso
5-1/8’s and Northwest 5-1/8's, still maturing in 1982, The increase in interest
rate is minor compared to the inflation in rates since 1962, while the value <
the securities to investors has been enhanced.®

Such problems, although obviously not devoid of complexity,
clearly are soluble without prejudice to investor interests.
Moreover, companies threatened with divestiture would not
likely find the raising of needed funds in the capital market an
impossible task. For example, Georgia Pacific, which was the sub-
ject of an FTC divestiture action, was able to raise nearly 500 mil-
lion dollars in debt on favoraile terms in the short period between

54, Id., Part 3, at 2049,

5. Study of Monopoly Power, Hearings Before the Subcomm. on Study of Monopoly
Power, House Comm. on the Judiciary, 81st Cong., 1st Sess. 1339-53, 1460-69 (1949).

56. Measday, supra note 23, at 21-29,
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the announcement of the | s complaint and the spinotf of
Louisiana-Pacific pursuant to a voluntary consent settlement.”
Similarly, in the six years between the filing of the FT'C’s complaint
against Kennecott, in which the government sought divestiture of
Peabody Coal, the company raised at least 700 million dollars on
terms &t least as favorable as those available to most other large
corporations. Indeed, six months after the Supreme Court denied
certiorari in the case, Kennecott obtained a revolving credit of 250
million dollars—at the prime rate for two years and thereafter at
one-fourth above the prime rate until the last two years of the loan,
during which an interest charge one-half above the prime rate was
to be in effect.” The investment community apparently views the
“uncertainties” of divestiture with considerably more equanimity
than many other risks to which its business clients may be subject.”

A vertical divestiture action against the petroleum majors
should be an even less than average cause for concern. Contrary to
the industry’s dire forebodings about “disintegration” and “dis-
memberment”—implying that the majors would be broken down
to the size of the neighborhood gasoline station—the successor
companies still would be corporate entities of impressive size and
power. In the words of the Senate Subcommittee;

Exxon was the largest U.S. manufacturing company, in terms of 1974
assets, on the Fortune “500” list. Divested, Exxon’s manufacturing—refining,
chemicals, etc.-—and marketing assets would have totaled about $15.8 billion,
surpassed only by General Motors—$20.5 billion. Exxon’s producing opera-
tions—$§10.5 billion in assets—would have been in sixth place—behind General
Motors, Exxon manufacturing and marketing, Ford, IBM, and, by a narrow
margin, I.T.&T. Exxon Pipe Line Co., with assets of €709 million, would have
been nearly within the top 200 companies.

Marathon Oil, smallest of the majors in assets, ranked No. 77 on this
basis among U.S. companies in 1974, The surviving producing operation—
$883 million in assets—would still have been among the top 200 companies.
as would refining and marketing—$751 million, Even Marathon Pipe Line
Co.’s assets—§102 million—were within the range spanned by the 500 largest
coinpanies.™

If the successor companies resulting from divestiture of the pe-
troleum giants were to find survival difficult or if they were to find
raising capital impossible in spite of sound management, the 99.8

percent of United States manufacturing firms that are smaller than
those successors must abandon hope.

57. PerroLeuM INpusTRY COMPETITION AcT REPORT, supra note 2, at 134-35.
58. Id. at 133-34.

59. Measday, supra note 23, at 22.

60. PerroLEUM INDUSTRY COMPETITION AcT REPORT, supra note 2, at 132-33.
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V1. ConNCLUSION

In its report on 8. 2387, the Senate Judiciary Committeg recom-
mended that the eighteen vertically int/egrate.d pe‘i:mleurp giants be
reorganized into separate producing and reﬁm.ngnmarketmg compa-
nies and that all pipelines be reconstituted as mdependent_ common
carriers having no interest in the crude oil and products being trans-
ported through them.” The Committee assured the Senate that the
proposed divestiture could be accomplished:

Without the loss of mansagerial and operating efficiencies;
Without inhibiting needed capital investments;

Without injuring investors in the companies; Cw
Without inhibiting the timely growth of energy supplies.

The Committee ¢xpressed the confidence that implementation
of its divestiture proposal would:

Allow the development of free markets in crude and products;
Bring about increased efficiencies in the mdpstry;
Deliver products and services at the best prices to consumers; ‘
Protect the independent refiners and marketers from extinction without
requiring Government intervention; ‘ . .
¢ Rexﬁove the Government from various phases of the industry’s operation;
Put pressure on the operation of the 'O ’E?EC cartgl;
Forestall the nationalization of the oil industry.
In the light of available evidence, these contentions seem em;jyy’x@ntly
reasonable, especially because the policy alternatives to <..~1v‘e'st1-
ture—the status quo, governmental regulation, or nation:iiza-
3 ' M ~ oy e 3 Ydar
tion—clearly are deficient in protecting the public " tovest.

681. Id. at b,
62, Id. at 6.
63. Id.
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My name is Tom Platis. I am General Counsel for Highway 0il, Inc. I am
also General Counsel for Hi-Lo 0il Co., Inc., Workingman's Friend 0il, Inc.,
Fairway 0il, Inc., and Cook 0il Co., Inc.

Highway 011, Inc. was started in 1959 as a new marketing concept in the
retail sale of gasoline by Mr. A. B. Hudson. Prior to the formation of High-
way 0il, Mr. Hudson was involved with his family who owned and operated service
stations since 1932. |

Highway 011, Inc. and its affiliates retails motor gasoline through 220
stations in 28 states. In addition to gasoline, it retails motor oil and
transmission fluid, but is not involved in any service work or tires, batter-
ies and accessories programs. It accepts no credit cards, making 100% of its
sales to the ultimate consumer on a cash basis. We obtain supplies from the
best available source. We do not advertise, and we avoid expensive locations.
The sale of motor gasoline is through two twin-dispensing pumps during the
hours of 6:00 a.m. and 9:45 p.m., seven days a week and uniquely operates
with only one driveway attendant per shift. Generally, we would be classified
as full service inasmuch as we deliver the product to the vehicle, wash the
windshield and make proper change. However, in recent months, we have in-
stalled a new set of pumps which offers the public self-service. Gasoline
supplies are purchased on a spot basis from pipeline terminals or water ter-
minals most convenient to the particular stations which are in need of
product. Delivery to the stations from the terminals is accomplished by common
carrier transport truck. In a few instances product is purchased from jobbers

or distributors who deliver in their own private truck. Historically, this



type of purchase and delivery is the manner in which nonbranded, independent
marketers have obtained their supplies. It has been the most convenient method
since the inception of service stations and provides purchase leverage in favor
of fhe nonbranded independent marketer since he is not committed to any contract
from any particular supply. If for example gasoline is available for any one
station at a cheaper price, it is a small matter to inform the common carrier

to discontinue loading from one supplier in favor of the cheaper priced product.

MARKETING
Highway 0i1 enjoys the largest per unit gallonage average in the retail
sale of mofor gasoline which, in one year, was in excess of 120,000
gallons per month per station. Our marketing philosophy is responsible for that
high figure which centers around those concepts of no credit cards, a limited
size outlet, an overall low overhead cost and the philosophy of selling our

product on the street at the same price or lower as the lowest competitor.

SUPERVISION
The Company is headquartered in Topeka, Kansas, and the home office is
responsible for the overall administration and supervision of all retail out-
Tets all of which are wholly-owned and operated by the Company. We have 23
District Supervisors who are responsible for approximately 10 stations each.
Our station personnel are salaried with commission incentive and all employees
are totally answerable to Highway 0il1 for compliance with all policies and

procedures. Highway 0i1 is respected in the industry for having the tightest



inventory and cash control with losses minimized to the point that insurance

coverage is not beneficial.

However, there has been a change in the marketing of gasoline at the
consumer level since the shortage of gasoline supplies in 1973. The shortage
brought home the fact that suppliers were given preferential treatment to
their own service station outlets. During the time of the shortage in 1973,
Highway 011 had to padlock over 40 service stations because the gasoline we
had been buying from our suppliers was diverted to their own service stations.
This shortage in 1973 was a direct threat to the small businessman who was
operating his own service station. The direct effect on Highway 01l was
that we can no longer boast that the average gallonage per unit is 120,000
gallons per month. It is easy to see when there is a shortage of product
why the manufacturers of gasoline can manipulate the market and freeze out
independent, small businessmen. A more difficult situation to explain is
what happens where there is amply supply of the product. Having had a taste
of what a major oil company can do when there is no supply, the oil companies
took 1ittle time in developing steps to freeze out the independent, small
businessman at the retail level.

I wanted to come to this Committee with hard, cold facts on what the
manufacturers of gasoline are trying to do. However, circumstantial evidence
indicates that the manufacturers are driving out the independent, small
businessman through a program of subsidizing their pump prices. A study
by the Department of Energy, Office of Competition, supports this view.

Subsidization of vertically integrated refiner/marketer operations is



in evidence when the tank wagon prices to jobbers is near or the same
as rack prices at the terminals. Integrated firms must treat their cost
increase on an integrated firm basis rather than allocating costs to the
level at which they are incurred. This results in the increased costs of
refiner-owned retail outlet operations being reflected in the wholesale price
charged by the refiner to competing independent marketers. Under the Federal
Regulations, "a refiner which sells more than 5% of its gaso1%ne through
directly operated retail outlets must treat its cost increases on an inte-
grated firm basis. That is, the product and nonproduct cost increases at all
Tevels, production, transportation, refining and marketing are aggregated on a
weight-average basis. The resulting average figure is then uniformly added to the
base period price at each marketing level for each class of customer. Therefore,
retailing cost increases are reflected in the wholesale price charged to inde-
pendent marketers which must compete with the refiner-owned retail outlets."
This subsidization not only has the effect of giving refiner-operated stations
an inherent price advantage over their independent competitors, but actually
exacts subsidization payments from those independent marketing customers as a
result of wholesale prices which reflect retail costs.

This subsidy has another effect which compounds and grows like cancer
in that it encourages downstream vertical integration by a refiner. The
refiner can integrate forward by building or expanding retail outlets and
pass the interest, depreciation and operating costs of that expansion on

to its wholesale customers as a result of the cost increase passthrough



formula promulgated by the Regulations. Because of the unique character
of the Regulations imposed on the refiner, the refiner-marketer has a
positive incentive to purchase high-priced gasoline on the open market in
order to raise its average weighted price. 1In this fashion, it can sell
gasoline at or below the market price and still increase its total income
by significantly increasing the maximum allowable price for its lower priced
equity gasoline. The DOE's conclusion as to how refiners/marketers use the
regulations to their advantage is as follows, and [ quote:
"This has two effects: First, it drives the independent

marketer, both branded and unbranded, out of business to

the extent it cannot obtain product at a wholesale price

sufficiently below that of the new product purchased by

the refiner to enable them to make a profit; and second,

it forecloses supplies of gasoline from cost efficient
independent marketers."

Again, this theory is not one of my own but was one formulated and supported
by the Office of Competition, Department of Energy. [ also cite Vanderbilt
Law Review, November, 1977, page 1133, in which it is the conclusion of that
author that vertical integration through the successive stages of production,
refining and marketing constitutes the primary barrier to new competition.
And now, I want to submit to you some hard, cold facts which in our
opinion show the lack of competition in the area of retail gasoline marketing
as it pertains to Kansas. 1In 1972, we operated 12 seryice station sites
during the full year. [ have compared the gallonage that we have pumped
through these service station sites with the 1977-78 year. These same

service stations were operated during the full year 1977-1978. 1In 1977,



on an average, we pumped 90,800 gallons less than in 1972. In 1978, as a
comparison with these same 12 stations, we pumped 246,316 gallons per month-
less. The drop in ﬁhe gallonage by our stations is during a period when the
American publjc was consuming more gasoline and during a period when there
were less retail service station outlets in operation. This indicates to

us that we are losing a competitive edge against the refiner giants and
indicates that the giants are trying to freeze out the 1ndepeﬁdent marketers.

From these figures, Gentlemen, their plan is working.

In summation, Senators, it all boils down to the fact that small
businessmen who are at the marketing level of retail sales of gasoline to the
consumer are in a fight for their lives. Now is the time to act to prevent
the death of the independent marketers. 1 believe Senate Bill 314 is a solu-
tion to this problem at least as far as the State of Kansas is concerned.

I submit at one time the refiner did not want to get involved in the
retail marketing of gasoline because of the many problems it posed and because
they could not compete with the independent marketers. However, the shortage
in 1973 showed a way in which they could freeze out their competition and
take over the whole market. If things continue as they are without appro-
priate legislation, the public will be at the mercy of the big oil companies
and refiners.

We take great pride in saying that it was us, the independent marketers

who kept the major oil companies at the present time from consuming the whole



area of oil production and sales. Without this legislation, it will be just
a matter of time when there will be no independent marketers and no effective

competition.
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The Committee of Independent Refiners/Marketers
is unalterably opposed to Senate Bill Nos. 314 and 327
which would absolutely prohibit gasoline manufacturers
and retailers from operating salaried retail gasoline
service stations in Kansas. ~ |

The Committee of Independent Refiners/Marketers
is an organization formed by smaller petroleum refining
and marketing companies. 1In Kansas the Committee of
Independent Refiners and Marketers consists of Vickers
Petroleum Corporation, Derby Refining Company, Hudson
0il Company, Clark 0il & Refining Company, Koch Refining
Company, Champlin Petroleum Company, Sinclair of Colorado,
and Pester Refining Company.

The production and marketing of gas, oil and

- petroleum products is an important and complex subject.
It has been said that, "(i)f one were forced to choose

a single key industry, it would have to be petroleum."

To understand the complex gasoline, oil and petroleum
marketing situation, one must understand the definitions
involved, the proponents and opponents of retail divorce-
ment legislation, the recent changes in the retail gasoline
market and the reasons therefore, Maryland divestiture
legislation, the proposed Senate Bills Nos. 314 and 327
and their impact on CIRM, consumers, major oil companies
and dealers, as well as the legal and practical ramifica-
tions of Senate Bills Nos. 314 and 327. The complexity
of this subject is indicated by the fact the federal
Congress has allocated 18 months for a study of

motor fuel marketing. (15 U.S.C. 2841.)
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DEFINITIONS

: In addition to understanding the definitions
in Semate Bills Nos. 314 and 327, the Committee of Inde-
pendent Refiners/Marketers (CIRM) believes it necessary
to understand the following terms:

. Divestiture -~

Divorcement --

The act of forcing any firm
integrated into crude oil refining
or production to sell its retail
marketing operations in Kansas and
to refrain from engaging in such
operations in the future. Divesti-
ture would prevent ownership or
operation of retall service
stations.

The act of permitting a firm inte-
grated into crude oil refining or
production to own retail marketing
operations in Kansas, but not

operate these outlets by employees

of the integrated owner. Retail
service stations would be operated by
a lessee-dealer.

Independent Marketer -- Means either a branded

independent marketer or a non-branded
independent marketer;' not one of

15 major integrated oil marketing
firms; crude deficient, dependent on
others for production of crude oil.

In past years the independent marketers
have maximized profits in marketing
gasoline, not in crude oil discovery
and importation.

Independent Refiner -- A refiner which obtains,

directly or indirectly, more than 70%
of its refinery input of domestic and
imported crude oil from producers
which the refiner does not control and
markets and distributes a substantial
volume of gasoline refined by it
through branded independent marketers
or non-branded independent marketers;
usually with a daily average volume of
crude oil runs to stills of less than
175,000 barrels. 1In past years the
independent refiners have maximized
profits in refining, not in crude oil
discovery and production.



Jobber ~-

Terminology meaning in this case a
retail gasoline wholesaler who operates
on a smaller scale and generally sells
to lessee~dealer, contract dealers.

and to farm and commercial accounts.

A jobber may also own service stations
and operate as a manager.

Lessee Dealer -- These persons lease a building from

Major Oil

the owner (usually a refiner) at some
negotiated rate. Dealers use a
supplier's trademark, credit card,
delivery system, advertising and
training programs. They invest in
their own tow vehicles, tools, equipment
and buy their own tires, batteries,
accessories (TBA) items for resale.
Their profits derive from the sale of
gasoline, repair and service work,

and TBA sales.

Company -- One of 15 biggest oil
companies; fully integrated companies
with refining capacity in excess of
175,000 barrels per day; usually not
crude deficient. 1In past years the
major oil companies have maximized
profits in crude oil production and
utilized marketing operations to
dispose of their crude oil.

i



IT.. CHANGES IN GASOLINE MARKETING

Years ago the major oil companies all followed
a similar gasoline marketing strategy. Each sold a
nationally advertised brand of gasoline. The major oil
companies attempted to sell gasoline as a differentiated
product in order to command a higher price. Elements of
this strategy included: (1) a large number of conveniently
located stations, (2) elaborate buildings on small lots,
(3) image advertising, (4) offering premiums or trading
stamps, (5) combining gasoline sales with car repairs and
services, and (6) an expensive credit card operation.
Lessee~dealers operated the major oil companies stations.

The independent refiners/marketers represented by
CIRM have differed from the major oil companies in that
they: (1) use private, "off-brand" or nonbranded names;
(2) have smaller buildings;. (3) use little advertising; (4)
offer self-service or limited service; (5) are usually a
cash-only business; (6) are operated by salaried employees,
(7) are operated more hours per day and more days per week
than branded stations; (8) offer prices to consumers at
prices from two cents to six cents per gallon cheaper than
prices at stations operated by lessee-dealers from the major
0oil companies, and (9) both for refining and retail sales
purposes, independent refiners and marketers generally
produce an insufficient amount of crude o0il to meet their
needs. (In the industry they are termed crude deficient.)
" As such they are not fully 1ntegrated and in order to deal
without a long lay time that is involved from the pumping
of crude oil to getting gasollne to the consumer, they
need a stable "base loan" in the retail market.

In the last six years, over 50,000 full service
stations have been closed. Recent trends have definitely
been to fewer, high volume stations which exist with smaller
margins, with more adequate return on investment, and, most
importantly, which offer price advances to the American
motorist.

In Kansas the number of service stations has
declined from 3,609 in 1972 to 2,725 in 1978. Yet the
average sales per station, even when adjusted for inflation,
has risen in the United States from $117,000 to $163,000.
The Federal Energy Commission has found the average retail
dealer margins per regular gasoline at full service retail
outlets was 8.2 cents per gallon in November of 1975,
Average margins decreased in the summer of 1976 to 7.4



cents per-gallon and gradually increased to 9.0 cents

per gallon in December, 1977. On the other hand, average
retail dealer margins at self-service outlets have declined
from 5.5 cents per gallon in November, 1975 (the first
available date on self-service stations margins) to 4.2
cents per gallon in December of 1977.

The reasons for the changes are many fold.
The o0il embargo has made Americans price conscious. The
Tax Reduction Act of 1975 repealed the depletion '
allowance for the major oil companies. But other factors
also contributed to the closing of full service stations.
Special automotive repair centers, . such as Midas, Amoco,
Sears, etc. performed many services. Chain stores
increased their tire-battery-accessory sale. Long
term guarantees and warranties on new cars which require
service at the manufacturer's de51gnated service center
reduced business. :



ITI. MARYLAND LEGISLATION

In 1974, following the Arab oil embargo, the
Maryland lessee-dealers convinced the Maryland legislature
to pass divorcement legislation. (Md. Ann. Code, Article
56, §157E.) The United States Supreme Court in Exxon
Corp. vs. Governor of Maryland, 57 L.Ed.2d 91 upheld the
constitutionality of this legislation although it in mno
way passed judgment on its economic or social wisdom

Two issues were raised by the Maryland dealers--
arbitrary cancellation of dealer leases by major oil companies
and discrimination by majors in allocation of products to
their dealers. Both issues have been resolved by the
federal government. Congress passed the Petroleum Marketing
Practices Act (Dealer Day in Court Act), 15 U.S.C. §2801
et seq. This act requires an oil company terminating
or not renewing a lessee-dealer franchise to provide
adequate notice and limits termination or non-renewal to
situations of mutual consent or ''good cause". Violation
subjects an oil company to actual and exemplary damages,
reasonable attorney and expert witness fees, and injunctive
relief.

>

The federal government also passed the Emergency
Petroleum Allocation Act of 1973, 15 U.S.C. §751 et seq.,
which provides the United States Department of Energy with
broad powers to control both the price and allocation of
crude 0il and refined products in times of shortage, emergency
or embargo. -

In addition to the above acts, any agreement to
withhold petroleum products in order to injure, competition
would violate Section 3 of the Robinson-Patman Act, ’
Section 2 of the Sherman Anti-Trust Act as well as K.S.A.
50-101 et seq.

Insofar as future state legislation is concerned,
the issues used by the Maryland lessee-dealers are moot.



In an effort to now extend divorcement legisla-
tion to independent refiners/marketers, wholesalers and Co-
Ops, the lessee-dealers are exposing their true objective
which is to promote legislation which would be to their
financial advantage but disadvantageous to the competitive
retail gasoline marketing system, to the American consumer,
and with minimal impact on the major oil companies.

A. TImpact on CIRM

Divorcement legislation will adversely affect
independent refiners/marketers. Independent refiners/
marketers have aggressively competed with the traditional
marketing strategy of the major oil companies lessee-dealers.
The use of salaried outlets has given the independent
refiners/marketers the ability to be innovative and
imaginative in such areas as station design, limited
service, self-service, variable hours, etc. Furthermore,
new marketing concepts which couple gasoline sales
with the sale of other products and services (conven-
ience stores, car washes, car care centers) are only
possible through vertically integrated operations
which provide volume purchasing opportunities, inventory
control in management, constant oversight and supervision,
and maintenance of minimum operating standards.

The clear objective of independent refiners/marketers has.
been to reduce overhead and spread fixed and variable cost
of a larger station and larger volume to the distinct
advantage of both the consumer and the independent refiners/
marketers. None of these advantages are feasibly obtained
through a supplier/lessee-dealer relationship. Adoption of
divorcement legislation hinders the truly effective compe-
tition of the independent refiners/marketers in gasoline
retailing.

B. TImpact on Consumers

Divorcement legislation would also have an
adverse effect on consumers. Higher gasoline prices are
a certainty. OPEC price increases, strife in Iran, and other
events have steadily increased price pressures. No end is
in sight. Yet divorcement legislation would bar a large
class of effective competitors and lead to higher prices.

Independent refiners/marketers outlets generally
have smaller lots with smaller buildings, no car repair
services, limited use of credit cards, little or no brand
advertising, self-service and high sales volume. It is



no wonder they can sell their gasoline two to six cents
cheaper. Removal of this competition can only increase
prices. .

John H. Shenefield, Assistant Attorney General,
Anti-Trust Division of the United States Department of
Justice in an address to the American Bar Association on
August 8, 1978, stated:

". . .Legislation has been passed at the
state level (Maryland) which may well
have the effect of limiting competition
in the distribution of petroleum products. . .
It is also reasonably clear that over the
long run consumers will pay higher prices
as a result. This might explain why,
in upholding the constutionality of this
statute, the Supreme Court disavowed any
endorsement of its economic wisdom."

C. J. Collier, Chairman, Federal Trade Commission,
addressing the annual conference of the Consumer Federation
of America on February 10, 1977, said:

", . .The gas station operators figure
that the way to get rid of their little
problem is to get rid of a little compe-
tition. Why not? It's just three to
six cents, they say. Well, I say I'm
not for it."

C. Impact on Major 0il Companies
Furthermore, divorcement legislation will have
little effect on major oil companies. Of the many
retail service stations operated by major oil companies in
Kansas, only twenty-nine (29) are operated by salaried
employees. : , '

John Shenefield, previously referred to in
testifying before the General Laws Committee of the Virginia
House of Delegates on January 18, 1979 stated:

"Thus, divorcement legislation would
needlessly impose significant cost

on one of the most competitive

sectors of the industry, independent
refiners, who had not been shown to
engage in anti-competitive conduct, in
order to protect independent dealers

from unsubstantiated allegations of anti-
competitive conduct by larger 1ntegrated
petroleum companies.'



V. RAMIFICATIONS

The ramifications of divorcement type legisla-
tion are not encouraging.

A recent survey showed over 25% of the nation's
convenience stores sold gasoline in 1975. Most of these
were tie~-in outlets operated by salaried employees rather
than independent dealers, as these specialized operations
required properly trained and supervised specialists and
quality management,to justify the investment. Will the
lessee-dealers next attempt to bar convenlence stores
from selling gasoline?

Many jobbers who supply gasoline also operate
their own service stations. Will jobbers and other whole-
salers be prohibited from managing a retail service station
if the lessee-dealers will not be able to compete despite
the removal of independent refiners/marketers?

Innovation for all surviving companies will be
more difficult. Traditionally, refiner/marketing companies
established some salary-operated stations for the purpose
of testing new marketing techniques and products and provide
training for lessee-dealers. Present legislation would
remove these stations. '

Removal of manufacturers would also prevent
the rural CO-OPS from selling gasoline in retail service
stations unless operated by an independent dealer.

Removal of independent refiners/marketers and the
effective competition that they will provide will leave a
vacuum in the marketing of gasoline. Who will fill this
gap? Major companies or chains such as Sears, Pennys,
and Woolco may move in and prevent the lessee-dealers
from achieving the anti-competitive effects they desire.
Montgomery Wards, however, would not be one of these
future competitors as it is owned, in part, by Mobil
0il Company.

Finally, the divorcement legislation mnegatively
affects present independent refiner/marketing company
employee pension and retirement plans. Thus, a host of
problems will arise from adoption of divorcement legislation.



If divorcement legislation were extended to
other industries, the 1nequ1ty would be apparent. Pro-
hibiting a company such as Vickers from operatlng salaried.
outlets is comparable to prohibiting:

Goodyear from selling tires through Goodyear retail

stores;

General Motors from doing repair work on auto-
mobiles;

Sherwin-Williams from operating retail paint
stores;

Prohibiting factory outlet stores;
Prohibiting farmers from selling crops at retail.

The public policy precedent this legislation would
establish it is an extremely poor one.



VI. CONCLUSION

Legislation to prohibit gasoline producers or
refiners from operating salaried retail gasoline service
stations in Kansas should be opposed. Such legislation

is contrary to the interest of Independent Refiners/
Marketers as well as Kansas consumers.

Even from the lessee-dealer's viewpoint, enact-
ment of this legislation will not roll the clock back to
the 1960's. Changes in consumer purchasing decisions
following the Arab oil embargo of late 1973 are a fact
of life. Changes in consumer preferences and
purchasing decisions cannot be legislated.

Retail gasoline divorceﬁgﬁtnlegislation would
be poor public policy, as against the interest of.Kansas
consumers, and should be opposed. (
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WHAT LEADERS ARE SAYING ABOUT RETAIL DIVORCEMENT LEGISLATION

Supreme Court Justice John Stevens, writing the majority opinion

about the Maryland law:

"It may be true that the consuming public will be injured

by the loss of the high-volume, low-priced stations operated
by the independent refiners, but that argument relates to the
wisdom of the statute and does not prove that it is an un-
constitutional burden on interstate commerce.' '

C. J. Collier, Chairman of the Federal Trade Commission, addressing

the annual conference of the Consumer Federation of America:

"The gas station operators figure that the way to get rid
of their problem is to get rid of a little competition. Why

not? It's just 3 to 7 cents (per gallon), they say. Well,
I say I'm not for it."

John H. Shenefield, Assistant Attorney General, U.S. Department

of Justice, speaking before the American Bar Associlation:

"Legislation has been passed at the state level (Maryland)
which may well have the effect of limiting competition in
the distribution of petroleum products."

"It is also reasonably clear that over the long run, consumers
will pay higher prices as a result. This might explain why,
in upholding the constitutionality of this statute, the ‘

Supreme Court disavowed any endorsement of this economic
widsom."

=
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Charles J. Irwin, consumer advocate and former Director of the

New Jersey Division of Consumer Affairs:

!'There is no question in my mind that (the proposed
legislation to divest refiner marketing) is not consumer
protection legislation. To represent it to be protective
of the consuming public would be an unjustifiable hoax."' .

"If the objective of the New Jersey legislature is to strike
out at the major oil interests out of anger or frustration
because of the world energy crisis or because some of the oil
companies reported unusually high profits, this bill may
provide a vehicle for such emotional ventilation. If your
objective is well-reasoned, well-founded consumer protection
legislation, this bill offers nothing." : :

Washington Post editorial, June 19, 1978:

"The Maryland legislation restricts price coimpetition,
as the Court observed. While it may not beunconstitutional,
that kind of regulation is bad in principle."

Federal Energy Administration, August 18, 1978;

"However, information available to the FEA does not indicate
that (1) any marketing sector is presently threatened or that
(2) government intervention is required at this time to
maintain any segment, or that (3) ultimate consumers of motor
gasoline have been adversely affected by these developments."
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I am isdéed hono;ed to accept the Committee's invita-

tion t; discuss the views of the'Department of Justice on

the benefits and the poténtiai compéetitive conscquences of

proposed legislation affecting the retail marketing of.

réfinéd pé£roleum producﬁs”in Virg}nia; In general, this

proposed legislation, and similar proposals in other

states, would take one of th forms. The first of these,
‘ v/ .

known as divestiture, would force any firm intégratéd

into crude 0il refining or prodﬁction to seL} its retail

marketing operations in Virginia and to refrain from engag-

ing in such operations in the future. The other .approach,

\
LI

freguently referred to as "divorcement", would permit such
firms to own retail marketingmoperations in.virginia, but
would require that those outléts be operated by franchised
independent dealers rather than by employees of the in-

: ;

tegrated owner. .For the purposes of simplicity, I will usec

tqe tqerm "divorcement legislation" to describe both of these

+
’

proposals.

As you can well imagine, competition in the petroleum
industry is of particular concern to me in my role as head
of the antitrust enforcement activities of the Executive
Branch of the Federal Government. The antitrust laws
are designaged to protect competition, not competitors.
Vigorous competition stimulates ‘innovation, efficicent
allocation of resources and prices baséd;pn the cost of

production - all to the benefit of consumers.

-1



In coﬂsidering the merit$ of divorcement legislation,
it is‘important to bear in mind that éonsumer interests are
not neccessarily identical to the interests of individual
competitors; indeeqd, consumer interests are rclativoly 

fragile. and can be casilly sacrificed if the competitive

process is distorted or stifled. Certainly, this has been
the result of much Federal regulation - for example, regula-
tion of transportation industries where eéLry’restrictibns,
minimum rate regulation and auéhorized pf}ye‘fixing have
been common. As’you‘know, President Carter signed the
Airline Deregulaﬁion Act of 1978 into law, an action that
almost immediately produced lower fares for CONSUNICL S aﬁd~\
higher ﬁrofits for the airlines. ngnificantly, the

X, .
President's National Commissign for the Review of Antitrust
Laws and Procedurés has voted to recommend scubstantial and
further cutbacks,of Federeal rcgulatién that ig£erféres with
t%e cqmpetiﬁive process to the detriment pf CONSUMErs.

The Antitrust Division has been a staunch advocate of
this trend toward more competition and less regulation at
the Federal level. We also believe that the states can help
to lcad the fight to vindicate competitive principles and
consumer interests. That challenge is afforded by the very
legislation that is the subject of these hearings.

A Y
.~
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~According to proPonents of divorcement legislation,
adop;ién of that iegislation could be expectéd to curc four
claimed defects in the competitive structure of the petroleum
industry at the retail’ devel: (1) Divorcement would prevent

1

large- integrated oil compganies from taking advantage of

[N . .
their greater bargaining power in order to terminate some oOr
all of their independent dealers; (2) In the event of
another energy emergency similar to thé'Aréb embargo of
1873, divorcement would prevent-those large integrated

, ‘

0il companies from attempting to restrict the gvailability
of refined produc£s to certain claépes of independent
marketers in an atfempt to damage the compctitive structure
of the market; (3) Such 1e§islati6n would prevenL integrated
firms from usingircvenucs'drawn from'highwprofit production
operations.to subsidize reduced operating margins at company-
owned and operated service stations; énd (4) B&Alimiting the

trend towards gas-—and-go--operations, such legislation would

prevent that trend from creating a shortage of ‘neecded

automobile repair services.

« e
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Let me review the best arguments which have been mus-
] . . .

tercd in support of divorcement legislation. nfter review-
ing these argunents, I wili discuss the likely effecats of
suéh legig@ation on t%e compectitive structure of the retail
‘market for refined petrJleum products.

1. The Claim of Uncgual Bérgéining Power Between

Large Integrated Oil Companies and Their Branded
Dealerxs

pefore the 1973 energy crisis, fuil service gasoline
staéions were the predominant method of marketing refined
petroleum products at the retail level. The :apid incrcase
in gasoline prices since that tiwme, however, appea%s to havéq
increased the popularity of high-volume low—overhead “"gas—and-

[}

go" stations. DY eliminating many of the gerviles of fered
by traditional fuli service stations, thesc outlets erc

able to supply consumers with refined produgt§ at reduéed
prices. In response to the increased popularity of this type
of station, many oil companies are apparently’seeking to
alter their‘marketing practices.

Consequently, integrated firms that -had traditionally
relied upon brandedAindependent dealers often refused to
renew their franchise agreements with some of those dcalers
and converted their stations to company-opcrated cas—and-

go outlets. Because most franchisc agreements did not

., -

-
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proLecL independcnt dealers from non-rencwal of their
franchlses in these unforseen: 01rcumatances, those dealers
Were often forced to abandon profitablo stations that they
had developed at con51deruule ‘personal effo;t and cxpens
thle the 1ntegratcd flL%..weLe willing to buy back the
products énd aecessories stocked by the dealers, few were
willing to provide those dealers with more than token
compensatlon for the loss of thelr buvlneoses:

Because ths result was percelved as highly incquitable,'
Congress and a number of State legislatures have recently ecnacted
statutes to protect franchiscd iﬁdepcndents from similar
actions in the future. The Pcderal franchisc protection sta-
tute is Title I of the Yetrolgeunm Marketing Pracrices het of
1878. 1/ This Act requires that an o0il company terminating
or failing to renew a franchise musttprovide adeguate notice.
to the dealer in question, and limits franchise termination
or non-renewal to situations involving mutual consent O
"good cause.h As defined by that Act, good cause does not
include termination or non-rencwal simply on the grounds
that a gés—and—go outlet would be more profitable than a
full—-service franchised station. & franchised dealer
injured by a termination or non-renewal in violation of this

Act may bring suit in Federal court to- recover actual and

A 2

1/ Pub. Law No. 95-297.
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exémplary damages, rcasonable attorney and expert witness
fees, and, if appropriatg, to obtain-injdnctive relicf.
Thus, the franchisced dealer is protected {rom unfair
termination of or refusal to renew his franchise agrcement.
‘This Jegislation does not, however, eliminate the
underlying cconomic incentive to replace tpe full service
dealer with a company operated outlet. ’Fonséquently, in-
tegrated firms seeking to incrcase the profitability of

their marketing operations may have an incentive to pres-

r .

sure their franchised dcalers into éccepting the "volun—.

4
tary" tcerminations permittced by law., Such pressurce could '
be applicd in a number of ways, including increasing pro-
duct prices'or service station fents) fotcing dealcrs to
lood up on tires, batteries a;d accessories, and failing
to deliver adequote supplies in a timely fashion.

While such harrassment poses a significant threat to
franchised dealers, it is likely to be recognized by the
courts for precisely what it is - an attempt tb circum-
vent the franchise protection laws. Thus, if franchised
dealers are made awarc of their legal rights, therce is
no need for more drastic - and probably more anticompeti-.
tive - action such as retail divorcement. Morcovor, cven
if a divorcement statute were adopted, the pressurcs to
shift from full-service stations to gas-and-go outlets
would remain.. Accordingly, integrated cpmpanies might seek

to pressure dealers committed to full-service marketing into

-0~



volungary terminations in order to rcplace them with other
independent dcalers willing to oberate‘thcir stations as
gas~and;go outlets. Divorceﬁont legislation may therefore
be both'an‘unnecessary and inefféctive remédy to the problem
of uﬁequal béfgaining power of the larger iﬁtegfatcd oil
companies., A far better approaqh would be to inform branded
independent dealers of their rights under the franchise
protection statute - a task for which state officials, who
are more accessible to dealers, arc particﬁlgrly well suited.
2. The Clainm that Large Integrated 0Oil Companics lay

Discrininate Against Independent Marketers in
the BEvent of A Future Pnnrav Shortacce

L second concern freguently advanced by proponents of ’
divorcement legislation is that in ghe event of a severc
shortage of refined products, certaln large intcgratcdboil
companies may attempt to limit the access of independent
marketers to gasoline in order to eliminate tgose in—b
dependent firms and reduce competition in that market.

While such conduct is certainly a possibility; the Emergency
Petroleum Allocation Act of 1973 2/ provides the Department
of Energy with broad powers to control both thé price and
allocation of crude oil and refined products in order to pre-
vent this type of misconduct. Moreover, whether or not an
emergency exists, any agrecment or uﬁderstanding to withhold

refined products in order to injure competitors at any level

of the petroleum industry would violate the Federal antitrust

2/ 15 U.S.C. § 751 et seq.
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laws. Thus, a state regulation aimed at this conduct would
not provide any protection beyond that alrcady available
at the Federal level.

3. The Claim of pownstrcam Subsidization

The ﬁﬂird, and perhaps most widesprcad, concern undern-—
lying the recent proposals for divorcement legislatibn 3.s
the belief that integrated firms may use high profits from
prodﬁction operations to finance reduced operating margins
at the retail level. This would injure independent dealers
unable to cqmpetg effectively in the face of the artificially
reguced prices allegedly chargced by the integrated firme.
Four qucstions must be ancwerced in oider to dctermine
whether divorcement legislation 35 necessary to deal with
this problem: ’

(1) do integratcd firms in fact subsidize thcirx
retzil outlets with profits drawn from up-
stream operations;

(2) why does this conduct occur;

(3) will divorcement legislation eliminate the
incentive or the opportunity for integrated
firms to engage in such conduct; and

(4) arc there any cgqually effective methods of
preventing that conduct that avoid the poten-
tial anticompectitive effects of divorcement

legislation.



No empirical study has yet been conducted to determine
whethér the prices charged by company-operated gas-and-go
outiets have been held artificially low by subsidization
with profits earned at other levels in the petroleum industry.
While precisely such a study is mandated by Title III of the
Petroleum Hérketing Practices Act and is now being under-
taken by the Department of Energy in consultation wifh
the Federal Trade Commission and the Department of‘Justice,
the results of that study will not be available until
December of 1979. Thus, at present, the subsidization
argument is supported primarily by the belief thét thé_
difference between the priccs charged by companywoperateé
gas-and-co outlets and independent gervice stations is too
large to be cost justified.

This beliéf emerges from the:fact that company-cperated

;

stations sometimes sell gasolihe at a pump price near or, in
some cases below, the price at which theAbranded,independent
dealer purchases from his supplier; ‘Since thé typical mark-
up by brandéd independents is approximately 6 to 8 cents per
gallon, they would then suffer about an 8 cent price disad~
vantage. In a market as sensitive to price as today's
gasoline market, such a difference may place the branded
independent service station at a éignificant competitive

disadvantage.

- H

However, a number of factors suggest that this price

[

difference may be due to factors other than downstream
subsidization. First, much of this difference in price
‘may be cost justified. Unlike branded independent outlets,

—~Q



most cqmpahy—operated gas—-and-go outlets usually do not
accept credit cards, which 2dd approximately one cent per
gallon to the price of gasoline. Also gas—and—-go outlets
do not offer a branded product, thereby avoiding the adver-
tising aﬁd other expenses of establishing and maintaining a
brand identity. TFurther, since the companyfoperated station
generally has a higher product volume and provides a lower
Jevel of service, overhead expenses are lower. -The large
sales volumé may also reduce delivery costs, ,since such
company-operated stations may bé able to accept most or all
‘of the contents of a large tank truck, vaiating the need
for such trucks to make costly multiple stops.' The bencefits
of these cost savings are pasged on by the éaz~and*go's
'to consumers in the form of lower gas prices.

Obviouély, it would take a comprehensive”study like
the one mandated by Title III of the Petroleum Marketing
Practices Act to determine whether the combined effect
of these and other sources of cost savings are sufficient
to account for observed differences between the prices
charged by company-owned gas-and-go outlets and their
full-service branded independent rivals. It is clear,
however, that currently available evidence is just not
sufficient to establish whether these price differences are,
in fact, cost justified. This is a guestion that would have
to be answered in order to show the existence of downstream

subsidization at the retail level of the petroleum industry.

~10-



The absence of any convincing evidence of downstream
subsidization at the retail ievei becomes highly significant
when one asks why integrated firms would éngaée in such
conduct. At first glance, subsidization of marketing
- operations would appear Lo run counter to normal profit-
maximizing behavior. If integrated firms do earn high
profits on their upstream operations,'they havé the option
of setting prices at their controlled retail outlets at the
same level as charged by their independent retail rivals.
This strategy would permit integrated firms to retain
higher carnings while avoiding the appéaxance of anticompati-
tive conduct. It is, therefore, doubtiul that those_companieb
woulda adopt a different pricipg scheme unlcés the bencfits
of that scheme clearly cxceeded thg benefits of simply
retaining those higher earnings. '

One situation where an integrated firm might attempt
such conduct.would be when it believed that by cutting
prices it could eliminate independent competitors and
thereafter raise its price high enough to profit from
its predatory actions without attracting too many new
entrants into the market. Althouéh such predatory conduct
could be financed from high profits earned at the production
level of the petroleum industry, it coulé just as easily be
funded by profits drawn from a gotally unrelated endeavor.
Further, although this subsidization thenry is plausible,

allegations of subsidization of refining operations have

11



seidom included a claim of predation. This is highly
significant since predatory conduct of this nature would
constitute a clear violation of the antitrust laws. In such
circumstances, application of the antitrust laws would be
preferéble to divorcement legislation. The possibility

of an antitrust suit would provide both an adequate deterrent
to such behavior in the future and a potential source of
relief and compensation for injured refiners, while avoiding
the inevitable anticompetitive effects of divestituré

- legislation.

4. The Effects of the Trend Towards Gas—-And-Go

Operations on the Availability of Automobile
Repalr Services

Another argument frequently advanced in support of
divorcement legislation is that it would prevent the
trend towards gas—-and-go operations from bringing about é
shortage of automobile repair facilities. Accérding +o
this view, éuch a shortage could develop as large numbers of
full-service stations are forced from the markét due to
their inability to compete with gas—and-go operations
in the gasoline market. This argument ignores the fact
that competitive market forées apply to the service market
as well as to the gasoline market.

In the service market, full service stations compete
with the sefvice facilities operated by new car dealerships,
tire and accessory companies, and independent businessmen.

Like any service or product produced in a competitive

~12-
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market, the'supbly of automobile services will vary with
price.‘ In the absence of any identified defect in the
avtomobile service market, there is no reason to believe
that market will be unable to provide consumers with

the services they demand. Further, reiiance on market

" mechanisms will provide such services at the lowest reason-—
able price without the need for divoréement legislation with
its attendant anticompetitive effects in the gasoline retail

market. . ,

5. The Potential Costs of Divorcement Ledgislation

v
.

hAbsent persuacive evidence that divercement legislation

-

wvould bring about any resld improvement in paﬁroleum market-
ing, that remedy should not bg'gdopted if there is any
likelihood that it would bring abopt significaent undesirable
conseguences such és increased retail prices. Our analysis
of divorcement legislation suggests, however, that it would
be highly inéquitable and seriously anticompetitive.

For example, divorcement legislation would prohibit the
marketing of refined products through company-owned and
operated outlets not only by the large integrated firms

suspected of engaging in anticompetiﬁive behavior, but also

by independent refiners that do not have substantial crude

~13-



holdings. This would needlessly disrupt the businces

Y

patterns of a group of companies that apparently lack the
ability to engage in any of the anticompetitive conduct

that such legislation was intended to preclude. Legislation
proposed in a number of other states, including Wisconéin
and New Jersey, would also prevent independent jobbers from
operating their own outlets. This would occur despite the
fact that there is no evidence that independent jobbers have
either the incen?ive or the ability to engage in anticom-
petitive conduct.

In addition, since many of these firms rely more
beavily on low price retzail cutlets thoen the laroer integya-
ted oil companies, the burden of this ban on company-ownad
and operated stations is likely to fall wmore heavily on.
these independents than on the integréted majors, that the
proposal was designed to control. In fact, ultimately
such 1egislétion could benefit large integrated Rétroleum
companies by disrupting the activities of one of their most
efficient independent rivals. Thus, divorcement legislation
would needlessly impose significant costs on one of the
most competitive sectors of the industry, independent
refiners, who have not been shown to engage in anticompe-
titive conduct, in order to protect independent dealers
from unsubstantiated allegations of anticompetitive conduct
by larger integrated petroleum companies.,

-~
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Indecd, the very breadth of this legislation suggests
that i%s effect would be to restrict rather than. promote
competition. As I have indicated, the available evidence
doces not indicate that divorcement legislation is needed.to
protect iﬁégpendent dealers from the allecgedly anticompeti-
tive actions of large integrated oil companies. There is,
however, substantial reason to believe that such legislation‘
might be perceived by independent dealers as an effective
means of eliminating part of the competitive threat posed by
the recent trend towards gas-and-go operations. Experience
indicetes that the incressed popularity of gag-end—go
operstions has primarily boen at the cxpense of indcependant
service stations and that a large nurbor of gas-and—-go
operétions ore directly dperated by both independent and
integratced refiners. Thus, a ban on the owneréh}p or OpEyra-
tion of retail marketing outlets by all refiners would
significantly reduce the competitive threat of gas-and-go
~operations.

Divorcement legislation could insulate independent
dealers from the competition offered by gas—-and-go outlets
refinery operated, thereby benefiting those dealers and,
indirectly, the larcge integrated firms that dispose of most
of their products through such dealers. Consumers, however,
would be forced to pay for this protection in the form of

higher gas prices. Thus, there is every reason to believe
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thét divorcement legislation will in all probability bring
about the high prices for refined prodgcts ﬁhat the legis-
lation.was ostensibly designed to prevent.

As I stated at the beginning of my remarks, my pug—
pose 1n appearing before this Committee is to advance
the interest of consumers in having a competitively sound
petroleum ihdustry and low prices for refined products.
While government regulation often fosters competition,
great care must be taken to assure that it does not inhibit
competition by placing the interesfs of individual competi-
tors above the interests of all consumers. To avoid this
risk, we at the Federal level are carefully reviewing
proposéd government regulations to determine whether they
pose significant competitive risks and if so to ensure that
such risks are necessary to achieve an over—ri@ing purpose
and that they are the least anticompetitive alternative
capable of achieving that purpose. I urge you Fo apply this

standard to legislative proposals. g/

3/ See, e.9., FMC v. Aktiebolaget Svenska Amerika Linien,

390 U.S. 238 (1968): U.S. v. Civil Aeronautics Board,

511 F.2d 1315 (D.C. Cir. 1975); Northern Natural Gas Co.

v. FPC, 399 F.2d 953 (D.C. Cir. 1968). There will shortly

be introduced in this Congress legislation to impose this
competitive review standard on all Federal regulatory agencies.
See Senate Blll 2625 introduced in the 9gth Congress.

~-16-



I respectfully submit that divorcement legislation
doesg Hot pass muéter under this test. Such legislation
would impose severe and unnecessary haréships on independent
refine;s in a menner that suggests that it may be designed
to insnlaée.the full-service independent dealer from the
compeltition offered by high-volume, 1ow~overhéad company
operated gas—-and-go stations. Divorcement legislation
would therefore protect branded independent dcalers by
increasing the piice of refined products. ?his would
benefit independent dealers and the large integrated 0il
companies that voually supply such dealers,: but would result
in hicher prices to conoumers.

In additicn, proponents of divorcenent jegislation have
yet to cstablish that ité supposed benefits to consumers can

not be achieved in a less anticompectitive manner. State and

0]

Federal legislation now protects franchised dealers from the
unfair effecfs of the greater bargaining powey of large in-
tegrated oil companies. The anticompetitive consequences of
any future shortage of crude oil or refined products can,

and ﬁill, be dealt with by Department of Energy regulations
and, vhere appropriate, by enforcemaent of the Federal anti-
trust laws. Furthermore, a Federal study is now underway to
determine if integratedvoil companies are subsidizing their
their company operated retail marketing 6utlets. Finally, we
can rely on market mechanisms to provide needed automobile

repair services. Thus, there is no demonstrated need to

-17-



adopt divorcement legislation at the retail level of the
petroieum industry in Virginia.

Since, on the basis of the evidenge now available,
there is no reason to believevthat‘divorcement legislation
bffers coﬁsﬁmers any tangible benefits in eﬁchange for the
increased costs for refined products it would inevitably

bring about, I would not recommend adoption of such legislation.

-18-"
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By Jndy Beck
W oh Star Stafl Writer

)} CHMOND — 0il refiners and gasoline
station owners have been battling for the
support of Virginia’s legislators in the
most heavily lobbied issue before the
General Assembly this year.
. The two sides — both claiming to be
pro-consuiner -— will meet in formal duel

tomorrow at a public hearing on a bill.

that would prohibit companies that refine
oil from also owning gasoline stations.

Only the Equal Rights Amendment has
drawn more mail than this issue, accord-
ing to one delepate.

Delegate Richard L. .Séslaw, D-Fairfax, =~

@Ceuentea

chief patron of the bill, said the intense
lobbying is “unprecedented.”

* Saslaw, who signed up 43 of the other 99
delegates as co-patron when the bill was

introduced last year, said, “"What's the

other side been doing? They've inundated
the place . . . If anybody believed the oil
companiesare down here in Richmond on
behalf of the consumer, then those people
would be susceptible to buying stock in
the Brocklyn Bridge.”

Proponents and opponents of the bill,

. when asked about the lobbying, pointed

out that 31 persons have registered to

lobby on behalf of refiners. On the other,

side, approximately 20,000 Virginiars
make a Hiving working at dealer-operated

Lobby momam:

industries by prohibiting manufac-
ws from competing directly with

.al dealers, :

Maryland’s law, which was upheld
by the US. Supreme Court last
spring, requires oil companies to sel}
their gasoline stations by July 1.

“Our law is a real marshinallow
compared to what they've got in
Maryland,” said Gary L. Benton, a
lawyer and lobbyist for the retailers.

The retailers group and Saslaw

argue that oil companies are trying
to force dealers out of business by
charging them higher prices for
‘wholesale gasoline than the oil
companies charge retail customers
at their own stations, where they
subsidize Josses.

Once the dealers are gone, a hand-
full of refiners will be able to con-
trol the market and prices will sky-
rocket, the dealers say.

Oil companies claim the bill
would restrict high-volume, Jow-
service gas stations that proliferated
afier the Arab oil embargo of 1973
sert ~asoline prices spiraling,

bill would force consumers
bic.o 1o full service gas stations and
higher gasoline prices, according to
opponents.

“All 1t does is hamstring the com-
perition,” said Carl E. Schwobel, of

wrketing relations office of
srathon 0il Co. Marathon is one of
five "non-major refiners” in the Vir-
pinia Committee of Independent
Refiner-Marketers,
‘The group has on retainer a Rich-

mond public relations firm and the
Alexandria and Richmond law firm
Thomas & Sewell.

William G. Thomas, one of four
Thomas & Sewell Jawyers registered
to lobby for the oil firm, was de-
scribed by a fellow Alexandrian,
Republican Delegate Gary R. Myers,
as “one of two — or maybe the — best
lobbyist down here. He is very effec-
tive.”

Included in the lobbying efforts
are two statewide consumer groups,
neither of which has taken a posi-
tion on the bill.

Saslaw said oil companies have
given out incorrect information
about the bill. Lobbyists have told
legislators it would require divesti-
ture, he said, although it contains a
grandfather clause that would allow
oil companies to continue 1o operate
stations they now own.

About 10 percent of Virginia's
3,600 gas stations are refiner-owned,

Today, Saslaw is distributing a
three-page memo on the bill to all
senators and delegates.

“IFor every onc picce of paper I
generate, they can gencrate 200," he

“lamented.

Reacting to comments about the
massive Jobbying by oil firms, R.\W.
Martenis, district manager for
Exxon, said he was at the Capitol
yesterday to talk to legislators and

-Saw a number of persons {rom the.:

retailers' proup.

“Iwas by myself and T ran into 10
of them,” Martems said. Four Exxon
cmployees, two from the Balumore
otfhice, are working apainst the bil},
according to Martems.

Lobby On Gas Bill

service stations.
“A lot of service station dealers vote,
and their customers vote,” said James W,

-Heizer, executive secretary of the Vir-

ginia Gasoline Retailers Associatipn,
“that’s the one thing they (oil companies)
don’t have.” ‘ ]
Heizer’s organization represents indi-
vidual dealers who operate stations on a
franchise agreement with oil refiners.
Maryland and the District have laws to
prohibit oil companjes from owning and
operating gasoline stations. They are pat-
terned after Jaws in nany states, includ-
ing Virginia, that seek to increase compe-
tition in the beer and automobile

. See LOBBY, A/A-3

T_bis is the first in a series of ¢cca-
sional articles examining the power-
fuloillobby in Virginia. .
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Refinery-Owned Stations

By Paul G. Edwards
Weshington Post Staff Writer
RICHMOND, Jan. 18—A Virginia
Jouse of .Delegates ‘committee ap-
proved a bill today lhai would pro-
hibit oil refiners from expanding their
ownership of service stations despite
warnings from the pation’s top anti-
trust official thatl the proposal proba-
bly would increase gasoline prices for
consumers. - )
The controversial measure was ap-
roved by the. House General Laws
Committee, 13 to 6, after intensive
lobbying by oil companies that oppose
it «nd individual service station own-
ers who favor it.

Assistant Attorney General John G..

Shenefield, head of the Justice De-
partment’s anti-trust division. urged
the committee to defeat the bill, This
bill “will in all probability bring
about the high prices for refined prod-
ucts that the legislation was ostensi-
bly designed to prevent,” he'said.
Shenefield and S. Jobn Byington,
who was consumer adviser to former
president Gerald R. Yord, said the bill
would  prevent expansion of high-

volume, low-overhead service stations
by independent oil refiners and others.

“This bill is aimed at the independ-
ent refiner-marketer who is the No. 1
price competifor against the major oil

- companies,” Byington told the com-
mittee. “If vou pass this bill, you will
eliminate the major price competitors
in the business.”

Lobbyists for the service station
dealers arzued that the bill is needed
to protect station operators from un-
fair competition {rom the oil compa-
nies that supply them with gasoline.’
Most of the operators lease their sta-
tions from oil companies and they
complained of unfair practices by the
companies intended {o force them out
of business.

Their presentation to the commitiee
included an NBC television {ilm from
the network’s “Weckend” show alleg-
ing that Gulf Oil Corp. abused its
service station operators in southern
California. A Gulf spokesman pre-
sented the commitiee with a written
statement denying the charges, which
included claims that Gulf pressured

See GAS, B3, Col. 1

GAS; From B1

“its dealers to quit the business so it

could convert their stations into dis-

" count operations.

Shenefield told the committee that

‘state and federal franchise laws pro-

vide ample protection to dealeys who
jease stafions {from oil companies. Hf:
called the allegations of “anticompetl-
tive conduct” against major oil com-

. panies «unsubstantiated” and said the

bill would “needlessly impose signif@-
cant costs on one of the most competi-
{ive sectors of the industry, independ-
ent refiners...”

The bill would permit those corm-
pany-owned stations now in existence
{o remain in business, but would yro-
hibit the companies from opening new
stations.

Some committee members made an
unsuccessful effort to extend a cur-
reni moratorium on new station open-
ings for another ycar while the assem-
bly studies the issue. This approach
was. endorsed by the Fairfax County
Consumer Protection Commission,

James Heizer, a spokesman for the
Independent Gasoline Retailers Asso-
ciation, reminded tlie committee sev-
eral timeé during the hearing that the
3,000 dealers in his organization are
“yoting Virginians.,” A lobbyist not in-
volved in the issue said after the hear-
ing, “Heizer and his group did a mas-
terful job. They won it before the
hearing began.”

Del Richard Sastaw (D-Fairfax) is
chief sponsor of the bill. All three
Northern Virginia delegates on the
commitltee voted {for the measure.
They are Elise B. Heinz (D-Arlington),

" Ramond E. Vickery Jr. (D-Fairfax)

and Warren E. Barry (R-Faivfax).
In other action today, the House

“Corporalions, Insurance and Banking

Committee approved a bill sponsored
by Sen. Charles J. Colgan (D-P’rince
William) that would permit cities 10
combine their existing eclectric gener-
ating systems into larger, more cifi-
cient networks linked to other city-
owned clectrie systems. The bill was
approved by the Scenate last year but
was narrowly defeated in the House.
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mittee was expected to consider House
Bill458, whichistotallyalien totherealm
of reason. Yet it carries a passel of spon-
soring names and may stand a good
chance of success. _ ‘

" The bill is neither clean in bedy nor
purein heart. Called the “divestiture” or
“divorcement” bill, it would forbid the
sale of gasoline through service stations
() owned by companies that refine

petroleum and (b)operated by thosecom-

panies’ personnel. Championed primari-
Iy by dealers who lease their stations —
andmodeled after anew Marylandiaw —
the bill would force the closing of about.
- 875 Virginia service stations and would
put their employees out of work,
Virginia currently has about 8,700 out-
lets that retail gasoline, many of which
are mom-and-pop operations that sell
gasoline as a sideline. Of the 8,700 Lotal,
Virginia has about 3,600 Class A stations
—i.c., those for which the saleofgasoline
is more than 50 per cent of their ET0SS
receipts. Of those 3,600, about 375 are
owned and operated by companies that

L4

In Brief
i The U.S. Office of Education reports
that “this office’s aclivities during the
year were primarily continuing their
primary functions of cducation of the
people to acquaint them of their needs,
problems, and alternate problem
solutions, in order that they can make
wise decisions in planning. and im-
plementinga total program that willhest

meet the needs of the people, now and in -

the future.” So that's what the OIS has
been doing,

(1%

‘Today the House General Laws Com--

refine petroleum; of the r(\maining3,200,
most are leasee-dealer stations whose
aperators would like nothing better than
to see the 375 refiner-operated stations
disappear around the bend.

Thus, H.B. 458 — the brainchild of the

Jeasce-dealers. They are unhappy with

the refiner-operated stations, because

- the latter tend to be gas-and-go, no-frills

stations — often self-service — that
market gasolineand littleelse. Operating

.on cconomies of scale, and enjoying cer-

tain cost advantages, these low-margin
high-volume stations frequently under-
sell leasee-dealer stations. LB, 458 is
desigined to put these stations oul of
business, ’ .

As such, it is prolectionist, anti-
competitive, and the very essence of
government intrusion that Virginians
abhor. In a single stroke it would
climinate an entire class -of gasoline

. marketers — indeed, the class which has

demonstrated innovations and efficien-
cies that often have Kept prices lower
than at other stations. The hill would
leggislate a  political preference  for
restraint of trade, it would construct
harriers arainst new entrants into pas-
oline retailing, and it would restrict con-
sumerchoiceintheprasoline marketplace,
By reducing competition, the hill would
diminish market resistance to higher
prices. What's more, passage of this hill
might invite similar legislative assaults
in other retailing areas, such as against
food and drug chains.
Procisvl,\'nnthin;:nhmltlhishilliscom-
mendable, The Assembly has utferly no
business adopting it — nane. We urgethe
Assembly to tow i swify Iv to the nearest
bone yard and to deposit it there, for-
rood, o




"By Shelley Rolfe
Times-Dispatch Staff Writer
The Heuse General Laws Committee approv-
ed icgislation yestercay thal proposes to throw
up a roacblock in the way of expansion of
- refinerv-owned service stations in Virginia.
The committee vote was 13-6 withone absten-
tion and it came after an almost three-hour
public hearing at which consumerism was fre-
quently invoked and, at times, esoteric
eccnomic guestions were raiced.
Proporents of the legislation, sponsored by
ichard L. Saslaw, D-Fairfax, pictured it

R
a<aboon to consumers. Opponents said itwould

he opponents, many of whom were
og™ -

T
spokesmen oOr representatives of large and
mall oil producers and refiners, also called on
ohn H. Shenefieid, the head of the Justice
Department's Antitrust Division, to help plead
thei

Shenefield, who joined the Carter administra- '

tion after serving with a major Richmond law
firm, Hunton & Williams, pictured himself as

-

N ~

% o . 5 WU:V @Q
3 Ty T oy (P T T
T ivmct leenim

speaking to the “philosophical perspective of
this thing' anddescribed Saslaw’s legislationas
anti-competitive as well as anticonsumer.

Proponents, who represented many of the
state's independent service station operators,
aleo broughtinanoutsidelawyer witha govern-
mental background — Thomas M. Wilson 11, &
former Maryland assistant attorney general.

Wilson represented Maryland before the U.s.
Supreme Court last year when it declared
constitutional a law that bars refinery ow-
nership of service stations.

The Maryland law is more sweeping than the
measure the General Laws Committee con-
sideredyesterday.In Maryland, refinerics were
required to divest themselves of service
stations they owned. The Virginia proposal con-
tains a “‘grandfather clause” that permits
refineries to keep stations they now own and
operate.

““The constitutional problem of the Virginia
proposal “’has been settled,”’ Wiison said.

Shenefield said that ever since the Supreme
Cour! decision, he had been looking for a forum
to express his opposition to laws that prohibit

A-8 Richmond Times Dispatch, Fri., Jan. 19, 1979

eries’ 3talio

refinerics from owning scrvice stations.
~ However, Virginia Attoroey Genecral
MarshanColemandcclinedaninvitatiom’roma

committee member, Del. L. Ray Ashwortl, D-

Sussex, to speak on the constitutionality and
other aspects of Saslaw’s measure.

Declining the invitation, Coleman wrote .

Ashworth, ‘'Since there are no clear con-
stitutional and legal questions involved, I feelit
would beinappropriate forthisolficetoinjectit-
self in the committee’s deliberations.”

Yesterday's action by the GeneralLaws Com-
mittee was one more skirmish in a battle that
begin in the 1977 General Assembly session. it
has been marked by heavy lobbying and has
pitted refinerics against independent service
station operaters. The operators have argued
that refincries were using company-owned
stations to drive them from business.

Last year the assembly deferred action on
Saslaw’s legislation and adopted a one-year
moratorium on the expansion of refinery-owned
stations.

Ashworth proposed yesterday a study of
Virginia's tradeand antitrustlaws andanexten-

ILS

sion of the moratorium, a propesal that was
embraced by William G. Thomas, counsel fora
group of smaller refiners.

Yesterday's hearing was staged before a
demonstrative crowd of approximately 330
which packed a General Assembly Building
committee room. Many were indepenceont

operators whaospentthemorningcaliingontheir

. pome arealegislatorsand turned up atthe hear-
ing in the afternocn wearing work uniformsaz

buttons that read “‘Suppert HB 438 [Sasla®'s

. Measure], Preserve Small Business.”

Each side was given an hour to present|i
case. The proponents’ hour included a 10-minu
clipfromNBC's “Weekend' TV program whic
charged that Gulf Oil Co. was using company-
owned stations to drive California and Arizona
independent operators {rom business. The com-
mittee was furnished with astatementby a Gulf
executive which said the TV program hac been
inaccurate and added that its independently
ownedoperatorswerebeingeliminated because
of a company decision to reduce its West Coast
business.

[3
i
o

t
{

D W

3

)




e o e e g o

e

e g e

o ST e T g ey
1 - < ©y
] o .\_ H
) ~, H
Fl g N ‘\ N
v '{ .( -
) N
i 4 N XN ]
1 { N
. I S 5, '
L i A
[ 21 R
N 3 g ; K
“ L s g 2
3 " o
N -{ ! . . 3
~ . ;( , PO
] i PR
e 7 3
. - K _;
"L 3 t
' - ] 5
i ';5 ‘ P
I H e : X
{ S s P4
1 [ 11 R
. 1 ¥ oot M
7 I .
y : i A 1
e \ ';/. il 3
T \
| o : \%
} R
i 1 %
: . A1 ;
Ak : 3
y ] S -
o Al s bt A5 B B et A PO R R |
‘Stall Photos. by Bod Browa

CLOCKING EXPRESSIONS — The hand holding the
stopwatch belongs to Del. Thomas W. Moss Jr., D-
Norfolk, who kept tabs on the time used by each side at

- yesterday's public hearing on legisiation that would’

prohibit expansion of refinery-owned service stations in

Virginia. Attheleftof thestopwatchare twoproponentsof

the measure-~Lee Williams, a Williamsburgservicesta-
tionoperator (far left), and James W. Heizer, head of the
Virginia Gasoline Retailers Association. At theright are

two men who opposed the measure, John H. Shenefield,

. chief of the Justice Department’s Antitrust Division, and

William G Thomas (far right), counsel for a group of
smaller refineries.
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Department of Energv, Office of Competition

COMPETITIVE ANALYSIS OF THE MCTOR GASOLINE
FRICE AND ALLOCATICN REGULATI ONS
: -
[SYy
=N
=
Zwecuilive Summarv —
¢ Tne ellocztion reculations, precdicated on a six~-vyear old
bese period Ior monthly supplies ané frozen supplier/pur- )
chaser relationships, have prevented the formetion of more
cost-effective patterns of supply and distribution, and
distortec the spot market. The effect has been to Slow Ry
the exit of many inefficient marketers, and to reduce the . o
competitive effectiveness of more efficient nenintecrated 7
firms. B
= The price reculations have manufactured an arbitrary dis-
tribution scheme of profits ané losses. Prices éo not
necessarily reflect costs or market conditicns, a2nd ineffi- 7
clent merketers are insulated from the need o improve their A
efficiency at the same time more efficient distributors may e
e eliminated from the market. i
i
. e__The orice regulations have frozen allowable unit marcins to r__
cho Moy 15, 1973.lew ™ . These artificien mergins 4o not '
encourage efiiciencv under current marke- concditions, and,
coupled with regulations controlling class of purchaser,
may result in refusals to deal with certain classes anc
excessive distribution costs.

© Subsidization of vertical Y integrated refiner/marketer
operations has also been fostered by the price regulations.
Integrated firms must treat their cost increases on an inte- ===
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grated Iirm basis rather +han allocating costs to the level IO
at which they are incurred. This resulte in the increased i
costs of refiner-owned retail outlet operatiocns beinc re- .
flected in the wholesale price charged by the refiner to BT
competing _naependenL marketers. Refiner/marketers are |
. . . = . - . ¥
given an inherent price advant ge, and independent marketing :
customers are forcec To subs;d;ze integrated firms. Downstrear
vertical integration by refiners is encouraced. -
® By regulating margins rather than profits, the recgulations PeT
&.8C Innibit investment in needed refiner exrpansicns and P
rmprovements. Uncer the cost pass throvch Zermuls, interes= R
cr. serrowecd funds andé deprecietiocn are the Crniy allowazble ;.
capital costs. No allowance is made for & return on capital i
investment. As z result, refiners have an ncentive to make ~
. e
B
—
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investments in less capital intensive Zfacilities,
cperatinc costs can be passed through) have nc in
eavecid operatinc costs caused by inefficiency. 1in
reiiners nave pbeen Clilscouraced Irom meking neecded
ments such &s relinery modifications necessarv :c
ture hich-octane unleaded cascline. 1In this way,
and environmental as well as competitive concerns
hincdered by the gasoline price regulations.

The regulations have imposed disproportionately 1

P
pliance burdens on small
negatively on their abil

compete.
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TESTIMONY BY JACK PESTER, BOARD CHAIRMAN
PESTER OIL COMPANY

'Good‘Mqrning Members of the Committee, T am Jack Pester,
Board Chairman of Pester 0il Company. I am here'today representing
sevgral smaller oil companies, known as the Kansas Commitﬁee of
Independent Refiner/larketers. As the néme implies, we are in-
dependent companies who both refine o0il and who markét it directly
to'thelconsumer through our company-operated service stations. We
are in direct competition with the major oil companies—-and we are
also in direct competition with each other. As a matte; of fact,
about the ohly thing the members of this Committee have ever
agreed on is our opposition to Senate.Bills 314:and 327, which
is the subject of this hearing today.

In érder to appreciate the devasting--at least to us--impact
of the passage of this Bill, I believe it is necessary to know
some facts and figures about filling up your gas tank in Kansas.

In this State, there are approximately 3,000 service statioﬁs
in business. These are all of thé stations——majoﬁ, independent,
dealer, jobbér and refiner-operated. Out of all of these stations

¢

there are only 163 which are refiner-operated. It'is at these

stations that these Bills take aim.

X

Of these 193 refiner-operated stations, only about 30 are
run by the major oil companies; the remaining 160 or so are run
by us~-the independents. . Thus, this ﬁill affects only 6% of all
the service stations in this State--and yet,--speaking for the
independents, ~-that 6% represents the most competitive and con-
sumer-oriented sector of the market. We stay open longer; we are

located conveniently--not just at major intersections or on inter-



state highways--but on county and state roads in the country and

in poorer areas of the City. And we sell mas cheaper--anywhere

from four to ten cents cheaper than the remainder of those 3,000
service stations.

Our little group alone has a capital investment . .in this
St#te of nearly Thirty-three Million Dollars. Wé employ 740 men
and women and pay them almost two and a half million dollars a
year. VWe collect for this State millioné of dollars in gasoline
taxes and we pay property taxes of nearly $300,000 a year.

And yet, it is us that Bills 314 and 327 kick out of the
marketplace. Now it is one thing to be fun out of business be-
cause we can't compete--to lose a station because the customer
prefers a competitor. But to be legislated out of existence be~
cause we are too competitive is quite another thing. Applied to
another field of endeavor, that!s the kind of réasoning that says
Gayle Sayers should have been barred from playing football.

As‘a matter of fact, when you apply the logic of this Bill
to other facets of the American marke%place, it's more than a
-little bit frightening. For instance:

What about the cleaners and laundry owners? Will they ask

you to legislate self-service laundromats out of the marketplace

next?

And what about the big daries? They are the ones who put
your milk on thgifront.steps. They "refine! their "product! and
cén sell it directly to you. Perhaps legislation is needéd by

Safeway and A & P to require that you buy your milk only from



them--~the middle man.

And the‘vegetable farmer. ‘Maybé he éﬁouldn't be able to
sell his prodﬁce at the Market or from.the.baok of his pickup
truck., Maybe he should be forced to get his produce to you only
through the grocery store.

And all of these developments would be'brought abdut not
by the consumer-—--the final judge in any free economy--but by law.
Not by choice, but by legislative mandate. | |

And even if the theorftical basis of these bills were not
so faulty, there are two other coméelling reasons tb take this
legislation under advisement—-to wait aﬁd see,

The Maryland bill,--and Senate Bills 314 and 327 are a
replica~-does not éo intg effecﬁ until July of this year. What
its impact will be upon the refiners, ﬁhe number of stations re-~
maining open and upon the price of gasoline to the consumer, still
remains to be seen. Do-circumstances exist which require the
pushing of the panic button to launch "canned" legislation which
has never been tried and tested? We think not. And neither does
the United State Government.

Under Title III of the Dealer Day In Court Act,.a special
commission from the Department of Energy, the Federal Trade
Commission and the Justice Department are studying the effects
on competition and the consumer that this type of legislation
will have. Doesn't it make sense to await the outcome of this
study, which will be available in January, 1980? We think so.

And, very honestly, we think you will agree with us. These



are uncertain times for the oil industry--in fact, for our nation,
and for allvcitizens. Nobody knows for sure what effects the loss
of Iranian oil will have on domeétic suppliers--but a great many
well informed people are asking serious questions. We do know
that our customers-—-your constituents--need all the gaSoline they’
can get...at the best prices. We fulfill thdse needs every day,
and we're working hard to keep pace with future démands. We do
our jobs well--and that should be reason enough to let us continue
at it. The troubled times we live in aré just one more good
feason for you not- to bow to the pressures of special interests,
and to instead encourage the interests éf all parties in a spirit
of competition and freé enterprise.

Thank you.



TESTIMONY BY STEVEN D. COX, PRESIDENT,
PACER OIL - VICKERS PETROLEUM
SUBSIDTARY, KANSAS CITY

My name is Steven D. Cox and I am the president of Pacer
01l Company, a Vickers Petroleum subsidiary which is headquartered
in Kansas City. I have worked for Vickers and its subsidiaries
since 1959, when I started as a driveway attendant while éﬁill
attending East High School in my hometown of Wichita.

Vickers helped put me through Wiéhita State University.
This com?any had a job for me when I was receiving my education,
and it had a job for me while I was stationed in Vietnam for two
vyears. I have progressed all the way through the ranks in Vickers,
like the majority of the company's executiveé including our cor-
porate president. I'm very proud of thaﬁ fact.

I am here today, however, because I am also very, very
concerned that Vickers is the kind of company you would see
legislatured out of business--were you to pass the}divorcement
Bill into law, | ;

I can't talk about politics with you. And it's really not
my place to talk about business o?’economics3 as related to this
Bili. DBut I can talk about jobs. And I will say that each and
every job at Vickers would'be wiped out if you decide to break
up Vickers and the other small, independent refiner marketers.

I alone am responsible for 300 pcople and over 30 stations while
Vickers employs some 500 people in Kansas alorne, including our
home offices in Wichita. I just ha#é to think that Qe've worked

hard all these years for that.



Vickers as a whole has worked hard too. This company has
been an important part of business life in Kansas, and a key
factor in our state's progress, for 61 years now. Doesn't that
mean something to us all? Have we reaqﬁed é time in our bitter-
ness‘and cynicism towards business in general that we're willing
to destroy some companies in particular?

I've séent quite a bit of time lately, examining fhe many
considerations that have‘gone into ﬁhis bill. Tryihg to under-
stand the motivation. If your jobs were on the line, I think
“you'd probably do the same, I've heard people saying that this
bill would kind of free us from bondage to a refiner type of
company, and let us go into some promised land where we can all
start our own business. We could buy up sﬁations; operate them
and be our our bosses.

Well, T don't want that. Vickers is my company, just as
much as itl's anyone else's. I know I‘m'speaking for a lot of
people when I say that I couldn't get any more satisfaction from
any job than I get from my job with V&ckers. I ask,you today to
let me‘keep that job. Let me return to my people and tell them
they can stop worrying about their jobs. Let us continue working

.+ .for Vickers, for our customers, for Kansas and for ourselves.



9. 2177

Testimony

Hearing - February 21, 1979

Catholic Social Service wishes to testify in support of Senate Bill 326
introduced by Senator Jan Meyers. It gives clear guidelines to the
court in considering termination of parental rights for children re-
linquished for adoption, The suggested guideline assessing whether the
putative father gave support to the birth mother six months prior to
birth,is strongly supported by our agency. That guideline will deal
with the putative father who has done nothing to support the birth
mother during the pregnancy but appears later to request the child.

Catholic Social Service wishes to be on record in support of this bill.

Testimony given by Ed Podmore, Administrator, Catholic Social Service

of the Archdiocese of Kansas City in Kansas,



