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PRICES AT THE PUMP: MARKET FAILURE
AND THE OIL INDUSTRY

WEDNESDAY, MAY 16, 2007

HOUSE OF REPRESENTATIVES,
ANTITRUST TASK FORCE
COMMITTEE ON THE JUDICIARY,
Washington, DC.

The Task Force met, pursuant to notice, at 1:13 p.m., in Room
2141, Rayburn House Office Building, the Honorable John Conyers,
Jr. (Chairman of the Task Force) presiding.

l;lresent: Representatives Conyers, Davis, Smith, Chabot, and
Keller.

Staff present: Stacey Dansky, Majority Counsel, Mark Dubester,
Majority Counsel; Stewart Jeffries, Minority Counsel; and Brandon
Johns, Majority Staff Assistant.

Mr. CONYERS. The hearing of the Antitrust Task Force will come
to order.

Good afternoon.

As summer approaches, consumers are panicking over the price
of gasoline at the pump. Prices have skyrocketed. Today’s average
U.S. price of a gallon of gas is $3.03, short just barely of the record
high reached in September of 2005 after Hurricane Katrina hit.

In Michigan, gas prices have reached their highest levels ever, at
$3.27 a gallon. My State is now the third most expensive State for
gasoline in the country, behind only California and Illinois.

Now, how did we get to this crisis, and what are the solutions?

Cartels, the OPEC cartel, to be specific, which accounts for the
two-thirds of the world’s oil reserves and over 40 percent of the
world’s oil production. Most significantly, OPEC’s oil exports rep-
resent about 70 percent of the oil traded internationally. This af-
fords them considerable control over the global market.

Its net oil export revenues should reach nearly $395 billion this
year, and its influence on the oil market is predictably dominant,
especially when it decides to reduce or increase its levels of produc-
tion. For years, this conspiracy has unfairly driven up the cost of
imported crude oil to satisfy the greed of oil exporters.

We have long decried OPEC but, sadly, no one in the Govern-
ment has tried to take any action. Because the Subcommittee
Chairman, Bart Stupak, of Michigan is here and I happen to know
that he is also chairing his own hearing in another room around
the corner, I will suspend my statement, invite our colleague, Mr.
Stupak, to join us here, and with the approval of the rest of the
Members of the Task Force and the Ranking Chairman
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Mr. CHABOT. We have no objection.

Mr. CoNYERS. Thank you.

We would invite Bart Stupak to begin.

He has been a Member of this body since 1992, has served on
the Energy and Commerce Committee as Chairman of the Over-
sight and Investigation Subcommittee and will be holding hearings
looking into the causes behind rising gas prices.

He is also a leader in the Democratic Caucus on Energy Issues
and is the author of the Federal Price Gouging Prevention Act,
which would give the Federal Trade Commission the authority to
investigate and punish those who unreasonably inflate the price of
energy.

Without objection, his statement will be entered into the record.

And we welcome you to the Judiciary Committee, the Task Force
on Antitrust. Welcome, Bart.

TESTIMONY OF THE HONORABLE BART STUPAK, A REP-
RESENTATIVE IN CONGRESS FROM THE STATE OF MICHI-
GAN

Mr. StuPAK. Thank you, Mr. Chairman, Mr. Chabot, thank you,
and thank you for the courtesy.

I am in a hearing with British Petroleum. We are looking at the
Texas City explosion that occurred in 2005 in which 15 people were
killed, another 180 people injured and also what has happened up
at Prudhoe Bay where we shut down our oil fields, America’s most
strategic oil field, last summer because of leaks.

And it looks like it is, testimony is showing us, through lack of
maintenance while they had record profits. In fact, during that pe-
riod of time, they received $106 billion in profits from 1999 to 2005
but yet they cannot maintain their maintenance which led to explo-
sions and deaths and things like that.

But today we are here to talk about gas prices.

You are right, Mr. Chairman, on the 22nd of this month, we will
hold hearings on the price gouging legislation and other legislation
we have.

Today, on the news, you heard that nationwide average price for
gasoline hit $3.10 a gallon. This is higher than any time last year,
and we haven’t even begun the summer driving season. While con-
sumers pay record prices, oil companies make record profits.

For years, big oil has told us that the cost of a gallon of gas is
directly related to the price of crude on the world market. However,
in April of this year, a barrel of crude oil was $63. A year before,
last year, a barrel of crude was $70. Despite the fact that crude is
$7 a barrel cheaper than last year, gas prices are almost 50 cents
higher per gallon. Clearly, there is more at play than simply the
price of crude oil.

Since 1980, more than 200 refineries in the U.S. have been
closed. Only one new major refinery has been requested and envi-
ronmental permits were permitted within a year for that refinery.
It was chosen, though, the oil companies chose never to build it.

Oil companies complain there is too much environmental red
tape, but as I said, since 1976, only one application for a new refin-
ery has occurred, and those permits were approved forthwith.
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In fact, there is evidence that the oil companies have inten-
tionally reduced refinery capacity to drive up gas prices. The Over-
sight Investigations Committee—I will leave you the internal docu-
ments from Mobil, Chevron and Texaco—in 1995 and 1996, specifi-
cally, advocated that these companies limit domestic refining ca-
pacity to drive up prices.

Today, there are fewer independent refineries in the United
States, according to the May 2004 GAO study. The four or five
largest oil companies now own the majority of the refineries, giving
these companies a significant amount of control over the entire dis-
tribution process, from exploration for oil to the gas that goes in
your tank. Shrinking refinery capacity and a reluctance to invest
in new infrastructure have significantly restrained gasoline sup-
plies, driving refinery profits to record highs.

Take, for example, after Hurricane Katrina. Refinery profits were
255 percent higher than they were the same time the previous
year. The average profit margin between a barrel of crude oil and
a barrel of gasoline now, today, is $30, as reported in the May 3
BusinessWeek article.

That is about 70 cents in refinery profits based on a $3 per gal-
lon of gas. So according to experts, the spread or the profit should
be $8 or $9 a barrel, not the $30 we see today. At $8 or $9 a barrel
for a refinery, they earn about 20 cents a gallon, which is a reason-
able profit margin.

As a result of these enormous profits, in the first 3 months of
2007, Valero, the Nation’s largest refinery, announced $1.1 billion
in profit. That is up 30 percent over last year. ExxonMobil’s refin-
eries alone made $1.9 billion in the first quarter.

I have introduced legislation, the Federal Price Gouging Preven-
tion Act, to protect American consumers from being gouged at the
pump. It is H.R. 1252. It would give the FTC, Federal Trade Com-
mission, the authority to investigate and punish those who artifi-
cially inflate the price of energy. The FTC would be empowered to
exercise its authority at each stage of energy production and dis-
tribution supply chain. The legislation applies to gasoline, diesel
fuel, crude oil, natural gas, home heating oil and propane.

Over 100 Members of Congress have already co-sponsored this
legislation.

I have also introduced the Prevent Unfair Manipulation of
Prices, the PUMP Act, H.R. 594. the PUMP Act would increase the
oversight by the Commodity Futures Trade Commission of over-
the-counter energy trading. According to the April 30 Financial
Times, the CFTC, Commodity Futures Trading Commission, has
taken the rare step of having to issue subpoenas to McGraw-Hill,
which produces trade publications on energy trading.

Because the CFTC does not have the authority to ask traders for
this information, it is instead forced to take legal action against
third party publications. Without proper oversight, energy prices
can be driven up by fear, greed and speculation.

Economists have estimated that improving oversight of these
markets would eliminate the fear premium on crude oil and lower
the price by as much as $20 a barrel, or almost 50 cents per gallon.

By passing these two bills, Congress can reign in the excessive
profits made by the oil companies and the speculation of unregu-
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lated energy markets. Just counting the 50 cents per gallon of ex-
cess profit on refineries and 50 cents per gallon of fear premium—
we call it fear premium—these two bills could save consumers $1
per gallon at the pump.

In addition, I encourage this Committee to continue to inves-
tigate the influence that big oil has on the price of gasoline, includ-
ing a May 2004 GAO report, because they do talk about is there
collusion between the companies, why have they failed to invest in
refinery infrastructure?

So I want to thank this Committee for allowing me to testify. I
look forward to take any questions you may have.

[The prepared statement of Mr. Stupak follows:]

PREPARED STATEMENT OF THE HONORABLE BART STUPAK, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF MICHIGAN

Chairman Conyers and Members of the Committee, gas prices are causing Ameri-
cans significant financial hardship, and I appreciate the work this Committee is
do(iing to address this problem. Thank you for allowing me to appear before you
today.

Last week, the nationwide average price for gasoline hit $3.07 a gallon. This is
higher than any time last year, and we have yet to reach the peak driving season
for 2007. As we approach Memorial Day and increased summer driving, gas prices
are expected to be even higher. While consumers pay record prices, oil companies
make record profits.

For years, Big Oil has told us that they have no control over gas prices because
it is dependent on world crude oil prices.

However, in April, a barrel of oil cost $63. A year before, a barrel of crude oil was
$70. Despite the fact that crude oil was $7 a barrel cheaper than last year, gas
prices were almost 50 cents per gallon higher. Clearly, there is more at play than
simply the world crude oil market.

Since 1980, more than 200 refineries in the United States have been closed. De-
mand for gasoline continues to grow every year, but a new refinery has not been
built since 1976. Only one new major refinery has requested environmental permits
in the past 30 years. While the permits were granted, the refinery was never built.

The oil companies complain that there is too much environmental red tape. The
truth is that very few companies have even tried to build new refineries, instead
opting to upgrade existing facilities and run them as close to capacity as possible.

In fact, there is evidence that oil companies have intentionally reduced refining
capacity to drive up gas prices.

Internal documents from Mobil, Chevron, and Texaco in 1995 and 1996 specifi-
cally advocated that these companies limit domestic refining capacity to drive up
prices.

Today, there are fewer independent refineries in the United States, according to
a May 2004 Government Accountability Office (GAO) study. The 4 or 5 largest oil
companies now own the majority of refineries, giving these companies a significant
am(l){unt of control over the entire distribution process, from exploration to your gas
tank.

Shrinking refinery capacity and a reluctance to invest in new infrastructure have
significantly restrained gasoline supplies, driving refinery profits to record highs.

For example, after Hurricane Katrina, refinery profits were 255 percent higher
glan they were at the same time a year before, according to the The Washington

0st.

The average profit margin between a barrel of crude oil and a barrel of refined
gasoline is now $30, as reported in a May 3, 2007 Business Week article. That’s
about 70 cents in refinery profits for every $3 gallon of gas. According to experts,
$8 or $9 a barrel, or about 20 cents a gallon, is a more reasonable profit margin.

As a result of these enormous profit margins, in the first three months of 2007,
Valero, the nation’s largest refinery company, announced profits of $1.1 billion, up
30% over last year. ExxonMobil’s refineries alone made $1.9 billion in the first quar-
ter of 2007.

Other oil companies have enjoyed similar profits. During the first 3 months of
2007, Royal Dutch Shell’s profit was $7.3 billion. Chevron reported $4.7 billion, up
18 percent from last year. ConocoPhilips made more than $3.5 billion. And
ExxonMobil’s profits were more than $9.2 billion.
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I have introduced legislation, the Federal Price Gouging Prevention Act (HR 1252)
to protect American consumers from being gouged at the pump.

H.R. 1252 would give the Federal Trade Commission (FTC) the authority to inves-
tigate and punish those who artificially inflate the price of energy. The FTC would
be empowered to exercise this authority at each stage of the energy production and
distribution supply chain.

The legislation applies to gasoline, diesel fuel, crude oil, natural gas, home heat-
ing oil, and propane.

Over 100 Members of Congress have already co-sponsored this legislation, and I
look forward to moving it soon.

I have also introduced the Prevent Unfair Manipulation of Prices (PUMP) Act, HR
594. The PUMP Act would increase oversight by the Commodity Futures Trading
Commission of over-the-counter energy trading.

According to an April 30 Financial Times story, the CFTC has taken the rare step
of issuing a subpoena to McGraw-Hill, which produces trade publications on energy
trading. Because the CFTC does not have the authority to ask traders for this infor-
mation, it is instead forced to take legal action against third-party trade publica-
tions.

Without proper oversight, energy prices can be driven by fear, greed, and specula-
tion. Economists have estimated that improving oversight of these markets would
eliminate the “fear premium” on crude oil and lower the price by as much as $20
a barrel, or almost 50 cents per gallon of gasoline.

By passing my two bills, Congress can reign in the excessive profits made by the
oil companies and the speculation on unregulated energy markets.

Just counting the 50 cents a gallon of excess profit by the refineries, and the 50
cents per gallon of fear premium, these two bills could save consumers up to $1 a
gallon at the pump!

In addition to my legislation, I encourage this Committee to investigate the influ-
ence the Big Oil has on the price of gasoline. Is there any collusion between these
companies? Why have they failed to invest in refinery infrastructure?

As Chairman of the Oversight and Investigations Subcommittee in Energy and
Commerce, I have scheduled a hearing on gas price gouging and the factors that
go into the price of gasoline.

I thank the Committee for allowing me to testify, and I look forward to your ques-
tions.

Mr. CoNYERS. Well, we have decided that we will send you the
questions in writing and then incorporate them into the hearing,
Bart Stupak, but thank you for getting us started.

Mr. STUPAK. Thank you, Mr. Chairman.

Mr. CoNYERS. Not only do you have one piece of legislation for
us to examine, but two, and we want to get further descriptions of
them to include in the record. I don’t want to take up anybody’s
time here.

Mr. STuPAK. Well, take a look at the PUMP Act, Mr. Chairman.
About half the trades on the oil market are not being subject to any
kind of Government oversight, and that is when you do get the
fear, speculation and greed. Everything we have looked at we can
save $20 a barrel if we just put oversight. I am not saying regula-
tion, I am just saying oversight. Why are some of the trades on the
oil market subject to oversight and the others are not?

Mr. CoNYERS. I thank my colleagues.

And I thank you.

And we will now recess for two votes that are pending. And we
stand in recess.

Mr. SMITH. Mr. Chairman, may I——

Mr. CONYERS. Yes?

Mr. SMITH. Just a point of personal privilege, if I may.

Mr. CONYERS. Absolutely.

Mr. SmITH. I want, while we are here and before we get inter-
ru(ll)ted by the votes, want to congratulate you on a happy birthday
today.
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Now, there are a couple ways to look at this. We could maybe
look at it, Jack Benny said he was 39 forever. I won’t ask whether
you have doubled Jack Benny or not, but it is a credit to you that
you are as active and vibrant and alert and take the initiative you
do. There is no sign of any age whatsoever, and we appreciate that
in our Chairman.

On a more partisan note, the fact that you are so hale and hearty
should be reassuring to John McCain, I would assume. [Laughter.]

Mr. ConNYERS. Well, thank you very much, Ranking Member
Lamar Smith. I am just so happy you didn’t ask for my age, be-
cause I have lied and misrepresented it for so many years, I am
not sure what it really is at this point. [Laughter.]

So the Committee stands in recess, and thank you so very much.

[Recess.]

Mr. ConYERS. The Committee will come to order. The Antitrust
Task Force continues its hearing intermittently between our re-
sponsibilities on the floor.

Our next witness is not a stranger to the Committee. Mark Coo-
per is Director of Research at Consumer Federation of America. He
is responsible for analysis and advocacy in the area of tele-
communications, media, digital rights, economic and energy policy.
He has provided expert testimony in more than 250 cases for public
interest clients, including attorneys general, people’s council and
citizen interveners before State and Federal agencies, courts and
legislators in almost four dozen jurisdictions in the United States
and Canada. A Yale University Ph.D., a Fulbright fellow and au-
thor of numerous books and articles.

Welcome, Mr. Mark Cooper, and you may begin.

TESTIMONY OF MARK N. COOPER, DIRECTOR OF RESEARCH,
CONSUMER FEDERATION OF AMERICA

Mr. CooPER. Thank you, Mr. Chairman and Members of the
Committee. I appreciate the opportunity to offer the consumer per-
spective on rising gasoline prices.

American gasoline consumers are fed up, mad as hell, and they
have good reason to be. Over the past 5 years, the average house-
hold expenditure for gasoline has increased by over $1,000. A major
cause of this immense increase is the failure of Federal antitrust
authorities to prevent the abuse of market power by oil companies
and the failure of the Administration and Congress to enact poli-
cies to address the problems that plague the gasoline market.

Between January of this year and the first week in May, gasoline
prices increased about 80 cents per gallon. Over 60 cents was the
result of an increase in the amount taken by domestic refining and
marketing. In the past 5 years, the increase in price paid to domes-
tic refining and marketing has cost consumers over $130 billion.

Consumers believe that gasoline prices are unreasonable and
that there is something the Administration and Congress can do
about it, and our analysis shows they are right. The domestic refin-
ing sector has become so concentrated that these price increases
represent the abuse of market power in the industry.

The merger wave of the past decade dramatically reduced the
number of refineries and companies in the wholesale market. As a
result, the vast majority of markets in the U.S. are concentrated.
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Lacking competitive pressures, the industry has failed to expand
refinery capacity adequately and dramatically reduced the amount
of gasoline in storage. This makes markets vulnerable to price
surges, even when routine maintenance is conducted, not to men-
tion unexpected events. The companies put up prices, blame supply
and demand, but they are the cause of the supply side problem.

With prices rising faster than cost, net income in U.S. refining
has increased sharply, far faster than in foreign refining. Oil com-
panies’ profits have increased far more than profits at comparable
U.S. non-oil companies, setting records in 3 of the last 4 years. Ex-
cess profits in the past 4 years exceed $200 billion.

The increase in cash flow is so great that the industry cannot ab-
sorb it, so it is throwing huge quantities of cash—stock buybacks,
debt reduction, dividends and huge piles of cash. Net new invest-
ment has been paltry compared to the growth of net income, espe-
cially in domestic refining.

This is great for their Wall Street performance, but it is bad
news for Main Street America.

This industry has all of the characteristics of market failure:
Basic structural conditions of low elasticity of demand and supply;
concentration and barriers to entry; conduct, including lockstep
pricing, conscious parallelism in which each of the individuals mu-
tually reinforces the other; bad management, so bad that they can’t
even handle routine maintenance without interrupting supply and
putting prices up; and, finally, performance, high prices, excess
profit, underinvestment and in the inability to absorb cash flow.
This is a picture of fundamental market failure.

The pain felt by consumers is ultimately the result of a policy
failure at every level. Antitrust officials approve too many mergers
and imposed weak conditions on those that went through so that
they could not discipline market power. Congress and the Adminis-
tration have stood idly by and done nothing to help consumers.

We believe that to address the short-term problem of price
spikes, we need a strategic refinery reserve and a strategic product
reserve that are dedicated to ensuring we have excess capacity suf-
ficient to discipline pricing abuse.

We need antitrust authorities that really do their job and look
very closely at unilateral actions that raise prices. We need author-
ity to make sure they can look at those kinds of behaviors.

We need commodity market regulators who look at all the mar-
ket, and we need joint Federal-State task forces to oversee both the
physical and financial markets, so we have more eyeballs with dif-
ferent perspectives overseeing this vital energy commodity.

To address long-term problems, we need fundamental changes in
supply and demand. We have to accelerate the day when we will
use less oil by setting aggressive, concrete targets for reducing
American oil consumption, above all, increasing CAFE standards.

We need a national policy that promotes the research, production
and use of biofuels in a socially and environmentally responsible
manner.

Now is the time to act. Six years ago was the time to act. Hope-
fully, the current round of spikes, which has gotten everybody’s at-
tention, will finally convince policymakers to take some measures
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that alleviate the pain that Americans have been suffering at the
pump.

Thank you.

[The prepared statement of Mr. Cooper follows:]

PREPARED STATEMENT OF MARK N. COOPER

Soosuiner Federation of America |

STATEMENT OF DR. MARK N. COOPER
DIRECTOR OF RESEARCH
CONSUMER FEDERATION OF AMERICA

on behalf of
THE CONSUMER FEDERATION OF AMERICA
and
CONSUMERS UNION

on

PRICES AT THE PUMP:
MARKET FAILURE AND THE OIL INDUSTRY

Before the

ANTITRUST TASK FORCE,
JUDICIARY COMMITTEE ,
UNITED STATES HOUSE OF REPRESENTATIVES

May 16, 2007



MR. CHATIRMAN AND MEMBERS OF THE COMMITTEE

My name is Dr. Mark N. Cooper. I am Director of Research at the Consumer
Federation of America. Tappear before you today, as T have many times in the past on this
issue, on behalf of the Consumer Federation and Consumers Union.

T greatly appreciate the opportunity to explain why gasoline prices are rising and to
suggest what you can do about it. Six years ago we analyzed the first price spike of the new
millennium and we have issued a dozen subsequent reports. I have submitted several of these
for the record as documentation of the points T will make in my statement today. Thave also
prepared a series of exhibits attached to my remarks that update many of the analyses T
presented to Congress in the past six years.

PAIN AT THE PUMP

American gasoline consumers are fed up with rising gasoline prices and they have
good reason to be. Over the past five years the average annual household expenditure for
gasoline has increased by over $1,000 (see Exhibit 1). Rural households have been
particularly hard hit because they spend about 20 percent more for gasoline than their urban
brethren. A major cause of this immense increase in consumer cost is the failure of
Federal antitrust authorities to prevent the abuse of market power by oil companies and
the failure of the Administration and Congress to enact policies that will fix the failures
that plague the gasoline market.

Between January 2007 and the first week in May, gasoline prices increased about
80 cents per gallon and over 60 cents (more than three quarters) was the result of an
increase in the amount taken by domestic refining and marketing. The domestic refining
and marketing take is know as the domestic spread and it is equal to the price consumers pay
at the pump minus the cost of crude oil and taxes. If the increase in the domestic spread we
have seen in the first week of May holds for the rest of the month, consumers could pay $8
billion more for gasoline this month alone. In the past five years, the increase in the price
paid to domestic refining and marketing has cost consumers over $130 billion (see
Exhibit 2).

Four fifths of respondents to one recent poll believe that gasoline prices are
unreasonable, compared to the cost of other goods and services. In other polls between
three fifths and four fifths of respondents believe there is something the Administration
and Congress can do about high gasoline prices. Our analysis shows they are right.

MARKET POWER, PRICE INCREASES AND EXCESS PROFITS

Our analysis shows that the domestic refining sector has become so concentrated that
these price increases represent the abuse of market power in the industry.

e The merger wave of the past decade dramatically reduced the number of
refineries and companies in the wholesale market (Exhibit 3).
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o Asaresult, the vast majority of markets in the U.S. are concentrated (Exhibit
4).

o Lacking competitive pressures, the industry fails to expand refinery capacity,
resulting in a lack of spare capacity (Exhibit 5). It has dramatically reduced
the amount of gasoline in storage, making the markets vulnerable to price
surges even when routine maintenance is conducted (Exhibit 6).

e With prices rising far faster than costs, net income in U.S. refining has
increased sharply (Exhibit 7), far faster than in foreign refining (Exhibit 8).

o Oil company profits have increased far more than profits at comparable
companies (Exhibit 9), setting records in three of the past four years (Exhibit
10).

e Excess profits in the past five years exceed $200 billion (Exhibit 11).

o The increase in cash flow is so great that the industry cannot absorb it, so it is
throwing off huge quantities of cash (Exhibit 12).

e Net new investment has been paltry, compared to the growth of net income
(Exhibit 12), especially in domestic refining.

ABUSE OF MARKET POWER IN THE REFINING SECTOR

Oil company mergers over the past couple of decades have allowed a tight oligopoly
to emerge in most markets in the United States (see Exhibit 3). The number of major refiners
has been slashed in the past decade, to just half a dozen. As a result, eighty percent of the
nation’s regional refining markets and state wholesale gasoline markets are highly
concentrated (see Exhibit 4).

When markets for a commodity like gasoline, which has very low elasticities of
supply and demand, become this concentrated, market power — the ability of companies
profitably to raise prices above costs — is the result. Supply has become a strategic variable
in U.S. oil markets, subject to the control of a handful of companies. The domestic oil
oligopoly has systematically under-invested in refining capacity and reduced the amount
of gasoline held in storage. Lacking spare capacity, the industry cannot perform normal
maintenance without increasing prices and it has no reserves should accidents happen
(see Exhibit 5). High capacity utilization makes the sector more vulnerable to accidents.

The amount of gasoline in storage has also been dramatically reduced over the past decade
(see Exhibit 6). As a consequence, when the minimum operating inventory needed to keep
the system running is taken into account, there are only a couple of days of supply on hand, a
very small cushion in an industry that is prone to accidents and outages.

By creating a situation of extremely tight supply, the oil companies gain control
over price at the wholesale level. They have exercised that market power to raise prices and
the result has been a dramatic increase in the profitability of refining and overall oil company
profits. This exercise of market power in domestic refining markets stands in sharp contrast
to the profitability of refining in the rest of the world. The major oil companies own
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refineries in the United States and overseas. The profitability of refining operations in the
U.S. has grown far faster than the profitability of their overseas refineries (see Exhibits 7
and 8). The difference can be explained by the fundamental change and lack of
competitiveness in the market structure of the domestic refining sector and the under-
investment in capacity.

Based on the return on equity of comparable firms, which is the basic measure of
profitability on which oil companies themselves rely when they report their earnings to their
shareholders, oil companies are earning far too much (see Exhibits 9 and 10). In the past five
years, they have set record after record. Total company profits reflect increased profits on
crude oil and natural gas, as well. Tn the quarter century between 1974 and 1999, major oil
companies had a higher return on equity than all manufacturing only twice. Since 2000, their
return on equity has exceeded all manufacturing six of seven years, and every year since
2002, Excess profits earned by oil companies in 2003-2006 are about $200 billion (see
Exhibit 11).

0Oil company profits have risen so quickly that they simply cannot absorb the
huge quantity of cash, accumulating hordes of current assets — buying back stock, paying
down debt and piling up cash — or increasing dividends. The American majors have been
particularly laggard, throwing off cash and making little, net new investment in the industry
(see Exhibits 12 and 13). This is good news for their Wall Street performance, but bad news
for the people on Main Street.

In spite of a massive increase in refining profits, investment in refinery capacity
has not increased because barriers to entry into the refining sector are high and the
oligopoly has no interest in creating spare capacity (see Exhibits 14). Exxon, which has
set profit record after profit record has made little investment in domestic U.S. refining (see
Exhibit 15) and declared it does not intend to build any new refineries in the U.S.

IT DID NOT HAVE TO BE THIS WAY: CONGRESS AND THE ADMINISTRATION HAVE FAILED
TO ACT TO SOLVE THE PROBLEM AND ALLEVIATE THE SUFFERING

The past half decade of abuse of market power did not have to happen. The oil
industry did not need the huge increase in profits to stay in business. The oil companies could
have increased refinery capacity much more than they have — keeping over 50 refineries open
and keeping storage levels up. They chose not to because there was not enough competition
to force them to make these investments.

The pain felt by consumers is ultimately the result of a policy failure at every level.
Anti-trust officials approved too many mergers and imposed weak and inadequate
remedies on the mergers they opposed. Congress and the Administration stood idly by
and did nothing to help the consumer. Although numerous bills have been introduced in
past Congresses that might have increased the supply of refining capacity, increased the
amount of product held in storage, improved oversight over the domestic oil industry and
commodity markets, reduced demand for gasoline by increasing the fuel efficiency of the
vehicle fleet and dramatically lower oil imports, none of these bills passed.
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On May 10, 2006, exactly a year ago, I testified before the Senate Energy Committee
and identified six broad areas for policy action.

To address short term spikes in prices:

¢  Weneed a strategic refinery reserve and a strategic product reserve that are
dedicated to ensuring we have excess capacity sufficient to discipline pricing
abuse.

®  We need anti-trust authorities that really do their job and look very closely at
unilateral actions that raise prices.

o  We need commodity market regulators who look at all the markets.

® And, we need joint federal state task forces to over