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PROCEEDI NGS

MS. DESANTI: Good norning. Welconme to the second
day of the FTC s second conference on factors that affect
refined petrol eum product prices. Today we're going to
primarily be | ooking at marketing and distribution issues.

My nane is Susan DeSanti. |'m Deputy General Counse
for Policy Studies. 1'mhere with Mchael Woblewski, also
in the General Counsel's office. To the far right at the
front table is Chris Taylor fromthe Bureau of Econom cs, and
tony left is JimG@ffin fromthe Bureau of Conpetition.

We are very fortunate today to have a wealth of
presentations and | earnings to be presented, and then we have
plenty of time for discussion as well. | think what |I would
like to do is just outline in general the sessions and then
do the introductions as we go al ong.

This nmorning we're going to start with three
presentations fromnow until about ten o'clock, and then
we'll nmove into a discussion that will include everyone
around the table. We'Ill take a break around 10: 45, at 11:00
start with the final two presentations, followed by a
di scussi on.

The first presentation this norning is going to be by
Neal Davis, who as an industry econom st at the Energy
| nformati on Admi nistration. Neal is sitting over here. He
studies U.S. and worl dwi de petroleum refining and gasoline
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5
mar keting industry as well as other subjects. He has a Ph.D.
from Auburn University and a dissertation title of vertical
econom es and di vorcenent | aws and enpirical studies, so he's
obvi ously been |l ooking at this area for awhile.

He is the primary author of an EIA report on the
changing face of retail gasoline marketing and, Neal, why
don't we |let you begin.

Whenever we have a room full of people, every single
day you can count on sonmething going wong. Nowit's going
to be different each day as to what it is that goes w ong,
but even though you test the mkes three tinmes, the mke wil
go out. Even though you test the Power Point, the Power
Point will go out.

We're | ooking for our technical expert on these
t hi ngs, so why don't we just wait and see. Tom do you have
a Power Point?

DR. HOGARTY: No.

MS. DESANTI: VWhile we're working on our technical
glitches today let us hear fromDr. Thomas F. Hogarty. Dr.
Hogarty is an oil industry consultant, and adjunct econom cs
professor at Virginia Tech.

(Di scussion off the record.)

MS. DESANTI: Go ahead, Neal.

MR. DAVIS: Anyway, to sort of explain how this study
cane about, where | work in the Energy Information
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6
Adm ni stration, the principal thing that we do every year is
report to Congress on the financial and operating data of the
U S. mjors, and that's called Performance Profiles of Major
Ener gy Producers.

It conmes out every year, and then we have the year
tagged on to the end of the title, and we generally do that
fromJuly through January or into January. The data starts
comng in in the late sunmer, and then we have accountants go
over it, and the analysts go over it, and eventually we start
witing it. It goes through the review and so on.

The rest of the year we do ot her things, and those things
vary fromtime to time, and | ast year, the thing | got to do
was this particular study, so there's a rather limted tinme
frame, and at this point | would characterize this chiefly as
just a presentation of data that | collected froma |ot of
di fferent places, but | had to wite sonething, and so | just
went ahead and wote some words to go with it.

In general |I'Il summari ze the whol e paper, but | know
that given the focus of this conference and particularly
today, it's the latter half of the paper that you'll probably
find nost interesting. But in general what happened is that
we had a fairly large decline in outlets, and if you have
guestions as to the various sources for these data, |'1]I
provi de those afterward. | don't really to intend to stop
and go over it here, and to get our energy finance |ogo at
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7
the bottom | didn't really have the roomto put themin
her e.

Anyway, outlets declined. But at the sane tinme notor
gasol ine supply increased, and obviously the outlets were
used nmuch nore intensively. They also sort of changed,
al though really this had taken place far ahead of the 90s
when you had conveni ence stores continuing to repl ace
conventional service stations. 1In the 90s, you had at | east
as far as | could tell nmore of this idea of co-branding
com ng in where you had fast food franchi ses and conveni ence
stores and the sale of mobtor gasoline all in the sanme
physi cal location and usually in the sane buil ding.

The nunber of enployees per outlet changed a little
bit, and the salary went up a little bit. The interesting
thing was when | indexed this relative to retail wages in
general, there was actually a decline in the wage and not an
increase. Obviously retail wages in general increase faster.

To give a plug for the stuff that we do when |I'm not
doing things like this, this capital intensity information is
the data that we collect on annual basis to wite the
profiles, and we can get a neasure of the capital intensity
of these outlets, and as you can see, that rose over the
period of tine.

Now, as far as the marketing operations of the
integrated refiners versus the non integrated, they tended to
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nove toward each other, and let nme explain this use of
somewhat clumsy term nology. Traditionally the non
integrated refiners have been called i ndependents.

We don't want to do that because by our own
definition, we is EIA these are mpjors because they are
respondents to Form ElI 28, the financial reporting system
and in that they're respondents to that, we consider them
maj ors, and so it seened inconsistent to use the term
i ndependents here, but if that's what you' re nore confortable
with, you can sinply interchange that with non vertically
integrated. The integrated refiners are obviously the
traditional mpjors, the seven sisters, those kinds of
conpani es.

What happened was that the outlets for the majors
declined, and the nunber of states in which they were
operating also declined. They were consolidating their
operations. They were pulling out of areas in which they
found their operations to be sonewhat |ess profitable, and
t hey consi dered thenselves to be margi nal players, and so
they tended to exit those. At least that's their
expl anation, and data seened to bear that out.

The interesting thing is that over this period in the
90s when this was taking place, and in fact it was taking
pl ace even earlier. Into certainly '84, "84, in that tine
period it was beginning. The interesting thing is that the
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non integrated refiners were buying the assets fromthe
integrated refiners, or if you will, the independents were
buyi ng assets fromthe majors, and their operations were
increasing in scope and in size, and the average nunber of
states in which each of them operated went from8 to 17
bet ween ' 90 and ' 99.

Now, this is a figure, and | really want to
illustrate two things with this. One is that the major
operations were declining a little faster in the U S. as a
whol e, and then this break in our data. What happened in '98
was we realized that we were really | osing coverage of the
downstreamindustry in the U S. Refining and marketing
operations of U S. majors, as we traditionally defined them
were really in decline, and we changed the criteria.

Up to that point, to be considered a U . S. major, to
be a respondent to the financial reporting system the focus
was really on oil and gas production. |f you had 1 percent
or nore of U S. reserves of either production of either, then
you were a U S. major, and that was fine in the 70s and well
into the 80s because those sane conpanies were vertically
i nt egr at ed because they do petroleumrefining, and they
tended also to do notor gasoline marketing.

But as the 90s wore on, they becane | ess and | ess

likely to do refining and marketing, certainly not to the extent

t hey had once, so in '98 we changed the criteria, and we had
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up to that point a criteria that if you had 1 percent or nore
of U.S. coal production or reserves, you were in.

We traded that for 1 percent or nore of U S. crude
distillation capacity, which tends to be the way that EIA
measures refining capacity. So we had these huge junps.
Basically the group of respondents increased by half that
year .

And so if you're |ooking at our data, and it's
avail abl e, they are good data that are available in Excel
spreadsheets to download fromthe EIA web site, if you can
find the finance page, which I'lIl be happy to give you
di rections to.

There's a huge change that occurred there, and you
really have to be careful in using this data because of that,
so then we had the sanme thing going on with plenty of
gasoline that we're supplying where basically they were
| osing market share, and the U S. total at that tine was
i ncreasi ng, and when we added the non vertically integrated
refiners, then we had nuch nore coverage than we had had
previ ously.

Now, the reason that all of this was taking place is
that the profitability of refining and marketing -- and
within our data we can't separate marketing fromrefining.
The majors just don't. They're unwilling to, and they
convincingly nade the case in the early 70s when this data or
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11
when this formwas created that they couldn't separate it.

Really you'll see if you | ook through this paper that
all the financial data that is in there, other than this
enpl oynent or wage data, is fromthe financial reporting
system and so it's -- we should be | guess sonewhat cautious
in generalizing fromthese results because these are the
bi ggest conpanies for which we have these, but this is an
i ndication the degree to which refining and marketing did not
do well relative to all the other |ines of business.

Now, | basically created an aggregate other, which
includes all upstream foreign and domestic. It includes non
energy operations. It includes other energy operations which
tend to be coal, is increasingly tending to be downstreaned
natural gas and electricity, and only in the |ast couple of
years has refining and marketing relative to the other |ines
of busi ness approached what it was doing last in 1989, which
is really the last good year that the nmpjors had in terns of
the refining market, since refining and marketing just has not
been conpetitive with the other lines of business, and
they were exiting.

They were also cutting costs, and part of the way in
whi ch they were cutting costs is through increased reliance
on joint ventures, whol esaling and technol ogi cal change, and
| don't have any very good nunmbers. It's pretty nuch
anecdotal stuff on the technical change, and then
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12
reformatting, which just nmeans the way in which the stations
were organi zed. This idea of co-branding was com ng in.

These are sonme margins that we can construct using
the financial reporting systemdata, and the gross margin is
| guess what you woul d expect. |It's an average product price
| ess the average price of crude that you're requiring.
There's al so sone degree, it depends on the conpany, of
purchase product that goes into that, but in general it's the
di fference between average product prices and average crude
prices.

Then we have operating costs, and as you can see,

t hose were declining and actually accounted for the net
margi n i ncreases towards the end of the decade, and we found
that the net margin is pretty highly correlated with
profitability, with return on investnment. Sone earlier work
that we've done, and | didn't have tine to |look at it here,
we found a 91 percent correl ati on between the two.

And then as you can see here, the degree to which
they're relying on whol esal ers and direct sales, which are
fl eet sales and things such as that, basically stuff that has
al most no marketing costs associated with it and relying on
t hose increasingly, and the things to which you would
associate the marketing costs are being used | ess, and that
is the extent of the main points.

One last thing | would Iike to nention, if anyone
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13
would like, I've made copies of a table that's in this
paper. It basically indicates the novenent of the assets
during the decade, who is selling, who is buying refineries,
retail outlets and things such as that, and you may find that
interesting, but it's such a large thing, |I didn't want to

try to put it into this Power Point presentation.

(Appl ause.)
MS. DESANTI: Thank you, Neal. | would |like to ask
just a couple follow up questions. |'m wondering the extent

to which EIA has data that allows you to | ook at different
geographic regions to see what the different trends could be
and different to geographic regions.

We were hearing sone things yesterday about how
refinery margins are really low, but then it turns out
refinery margins in California are not so low, and so |I'm
wondering if there's any data that you all have that has
al l owed you to look at different regions to see how the
trends m ght differ depending on the region in the United
St at es.

MR. DAVIS: Well, the Ofice of Ol and Gas does
coll ect data that they -- and really nost of the EIA outside
of the group in which I work collects facility data, if you
will, so you can associate those data with particul ar
regions. You can get state nunbers, PADD regi on nunbers, and
they sumup to U S. nunbers.
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The stuff hat we do, this finance stuff, the
financial reporting system is corporate stuff, and only
heroically have | ever done anything on a regional basis, and
what | did do a couple of tinmes was those particul ar years
that warranted it was stories on PADD V, and | tried to do a
simlar thing with PADD Il |ast year, and it didn't work.

And here's the heroic nature of what it is, is that
it is corporate data, but | took the position that if at
| east half of the corporate refinery capacity is in a single
pad, then | will heroically assign the profitability of that
particul ar conpany to that PADD.

The trouble is we've got these disclosure rules, and
| have to have four conpanies to do that. In PADD V I do
because |'ve got Unocal, Texaco and Chevron, and so on, for
sonme years, and then later years |'ve got Equilon and Tosco
taki ng the place of Unocal and of Texaco.

You can't do that in any way other PADD. Well, maybe
PADD |, although that hasn't been of interest seeningly,
certainly not to the extent of PADD IIIl lately and before that
PADD V, but that's the only way in which we've been able to do
any of this stuff, and you can see it's sonmewhat heroic.

MS. DESANTI: Thank you. Any other questions at the
nmoment ?  Any questions? Ckay.

Now we have arrived at the fourth inning, and we wl|
here from Dr. Hogarty, who is an oil industry consultant, an
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adj unct econom cs professor at Virginia Tech. Prior to his
academ c and consulting career Dr. Hogarty was- a senior
econom st and research nmanager at the Anmerican Petrol eum
I nstitute for over 18 years, and he will be discussing sone
general trends also relevant to these issues.

DR. HOGARTY: It's good to be here this nmorning. W
presentation is on the web site, and today |I'mjust going to
go through four points based on that presentation relevant to
the material today. | think I'll just state those four
points and then briefly talk about each of them

The first point is that retail prices of gasoline are
nore vol atile than nost retail prices, but this volatility is
good for consuners. |t benefits them

The second point, and this | think is a surprising

point, retail gasoline prices vary |ess anong areas and anong

sellers than nost other retailers. | think that's pretty
surprising, but 1"'mgoing to report sonme evidence to support
t hat .

Third, adjusted for taxes and inflation, the
| ong-termtrend of punp prices is dowward, and this downward
trend is partly due to new conpetitors comng into the retai
mar ket s usi ng new di stribution nethods.

Fourth, conpetition from new distribution methods nay
be constrained by siting problenms, especially in the future.

Now, we know that gasoline prices are volatile. The
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Consumer Price Index has a special section called the special
i ndex energy commdities, and the fact that that is of
interest testifies to the volatility of gasoline because
that's what really makes it volatile, and we observe price
spikes like we had in California in '99 and in the m dwest in
2000, 2001, but those were preceded by a trenmendous price
col l apse in 1998, so we've had the volatility down and the
volatility up.

Over the long run, | think that the volatility
benefits consunmers. In fact, | would go so far as to say the
spi kes can help. The spikes nake it possible for new
conpetitors to get a foothold. The spikes also lead to
smal | i nnovati ons whose cumnul ati ve consuner inpacts is pretty
significant. 1'll nention one.

Sel f-service was around for a long, long tinme, but
but at one tinme it was illegal in nost states. Only in the
1970s when we had gasoline |ines and subsequently high end
rising prices were state legislators notivated to repeal the
| aws of prohibiting self-service, and once it got going in
the 1970s, it spread like wildfire, so that by the end of
t hat decade and certainly by the end of the 1980s, full
service had practically di sappeared, to be prevalent only in
New Jersey, Oregon and a few other places.

Those price spikes of the 1970s also radically
changed the autonobile market | would contend. M
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recol lection is that before those price spikes, foreign cars
were relatively unpopular. They didn't sell very well in the
United States. The price spikes induced consuners to | ook at
those cars first as fuel efficient vehicles and | ater as
ordinary famly cars.

And | think that the car evidence is testinony to the
fact that that conpetition, which was precipitated by the high
gasoline practices, has net consunmer benefits. There's nore
conpetition in the automobile industry than previously.

Now, to the second point. |If you ook at articles
| i ke USAToday which say, Wiy is gas |less a block away or
another article said varying prices for gasoline, drivers
fum ng, you would concl ude somewhat correctly that gasoline
prices vary all over the place.

Well, it is true. There are significant differences
anong gasoline prices by area, but recently two people | ooked
at that question systematically. 1In a study for the Anmerican
Petroleum Institute in 1997, Professor Ron Johnson of Montana
State University conpared gasoline prices with a host of
ot her commmodities across 300 netropolitan areas.

Surprisingly, he found that despite the inclusion of
taxes in the price of gasoline, that only one other commodity
or service had less price variability, and that was nortgage
interest rates. That is the | owest coefficient of variation
or neasure of price variability attached to nortgage interest
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rates. The next | owest was gasoline.

That's very surprising. You would tend to think of
gasoline of varying all over the places, but he found nore
uniformty anong gasoline prices than anong ot hers.

The second study published in the Review of
| ndustrial Organization, | think also in 1997, was an
interesting conparison. A fellow named Adans, also | think
from Auburn University -- |I'"mnot sure but | think he m ght
have been. He went around to 20 or so convenience stores in
di fferent areas, urban, suburban and so forth.

And he exam ned their gasoline prices, and he | ooked
at some 22 or 20 odd other itenms that the conveni ence stores
sold, and he conpared the variability, |ooked at the
variability of gasoline, the variability of the convenience
store itens. The convenience store itens tended to vary nore
t han the gasoline, so the conveni ence stores were nore
honbgenous on the price they charged for gasoline than in the
price they charged for the convenience store itenms. |In fact,
| think he found that 20 out of 22 items had nore vari abl e
prices than did gasoline.

VWhile this is very surprising when you think that,
gee, places |like Los Angel es, Chicago and New York have very
hi gh gasoline taxes, places |ike Atlanta, Newark and St.
Loui s have nuch | ower gasoline taxes, yet Johnson found nore
uniformty with gasoline prices across the country, very,
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very surprising. Now, why could this possibly happen?

| woul d suggest that it's the way that gasoline is
sold that accounts for this phenomenon. W all know that the
gasoline price is posted prom nently on the outl et
entrance. In fact, if you take Interstate 40 across the
country, you'll cone across nunerous billboards adverti sing
the price of gasoline mles in advance, highly visible for
| ong di stances and conpetitive prices.

The second phenonenon associated with this is that the
punp price of gasoline includes all taxes. Like you, |I'msure
|"ve had the disappointing experience of getting a great deal
on a rental car and | anding near to the airport and picking it
up and, Oh, by the way, there's a 28 percent tax, or you go to
a hotel with a great price and there's city tax, county tax,
and none of that is told in advance, but with gasoline prices
the punp price includes all those taxes. You know before you
ever enter the outlet what price you' re going to pay.

| don't know of another commopdity where you can do
that. | don't know of another commpdity where you can drive
around and check on the prices. You can walk up to a
restaurant entrance and in pretty legible print read the nmenu
of the day and see the prices, but there's nothing |like
gasol i ne.

And | would contend that this availability of
information to consuners is the reason for the relative
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uniformty of gasoline, and going further, | would say that
consuners are very famliar with the price of gasoline. 1I'm
sure consuners are investors, and they watch stock prices
more than anything else, and they're honme owners and they
wat ch nortgage interest rates, but nobst consuners, at | east
many of them know a | ot about the price of gasoline.

They can tell you what they' re paying, at |east the
anount it costs to fill up their tank. Sonetinmes they can
even tell you the punp price. This famliarity and know edge
augnent s whatever conpetition exists in the market and causes
the price of gasoline to be nmore uniformthan it m ght
ot herw se be.

Next point. The new distribution nethods conbi ned
with the conpetition fromfornmerly non major refiners have
contri buted both to the | ower but also nore volatile stock --
gasoline prices, pardon ne.

Neal was just describing the phenomenon under which
in recent years especially major refiners have been selling
off their refining and to sone extent their marketing
assets. These assets have been purchased by what were
formerly called independent refiners, and |I'm happily going
to follow Neal and call them non vertically integrated
refiners.

So we have sone new conpetitors in the refining
sector, but there has been even nore entry over the | ong one
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in the marketing sector. 50 years ago dealers were
dom nant. 25 and especially 20 years ago they started to
| ose that dom nance to what were called branded jobbers and
to a large extent independent nmarketers.

Today the marketers are dom nant, far nore inportant
than are the dealers, and anong the marketers, it's the
| argely fornmerly independent marketers that have becone npst
dom nant. \What has happened is that many of the fornmerly
i ndependent marketers have branded up, neaning that they keep
their independent status. They still sell brand X or brand
Smith or brand Jones, whatever, but they also |ease with a
coupl e of major branded conpani es.

So here what we have are effectively chain retailers
conmbi ned as whol esal ers buying fromnultiple sources. They
have nore or | ess taken over much of the mddle man function
from dealers. Mre recently there has been the chall enge
fromthe hypernarkets.

Now, | think that the evolution of conpetition in the
retail sector has contributed somewhat to the volatility of
gasoline prices. Let me try to explain how Anong whol esal e
prices the nost stable is the dealer tank wagon price. The
| east stable is the spot price, so ranking them the dealer
tank wagon or deal er tank price wagon woul d be the nopst
stable. Next nost stable m ght be the branded rack, then the
branded rack and then stock price.
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As deal ers have | ost market share or channel ed market
share, the inportance of the dealer tank wagon price has
di mnished in the weighted average. The deal er tank wagon
price was the nost stable. The relative inportance of the
spot price and the unbranded rack price has increased in
ternms of challenge market share, and this is meant in an
evol utionary |long-term sense an increase in stability and
whol esal e gasoline prices.

Now, the latest entrants, hypermarkets so-call ed
|'i ke Costco, perhaps Wal-Mart and the |ike, they nean
dramatically | ower price because they carry econom es of
scale in retail to an unprecedented |evel. The independent
mar keters in a manner of speaking greatly increase, maybe
doubl e or nore, the vol unes obtained by independent deal ers.

The hypermarkets have doubl ed or nore the vol unes
obt ai ned by the independent nmarketers. The econom es of
scal e realized have been trenmendous. Historically a good
average pooled margin, that is pooled overall grades of
gasoline, mght be 10 cents a gall on.

| woul d not be surprised to find hypermarkets
averagi ng sonething like a nickel a gallon. If ny guess is
correct, they have an opportunity to increase their market
share tremendously.

There is a hitch though. The hypermarkets |ike the
really independent marketers such as Sheetz |ocally and nmany
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ot hers depend increasingly on those nore volatile spot and
unbranded rack prices so their |ower average prices tend to
conme with a cost, and historically we found in gasoline
mar keting that if you do pursue |ower prices, you have to be
prepared for the occasional price flips because the deal er
tank wagon price and to a | esser extent the branded jobber
rack price would represent a contractual conmm tnment between a
refiner and a marketer or dealer. There is nuch | ess of that
with the unbranded rack and with the spot.

The last point. Conpetition from new conpetitors,
from new di stribution nmethods, from new people on the bl ock,
so to speak, has been slowly weakening a little bit over the
years. MWhat | nean is | think it's a little bit harder to
enter the gasoline retailing business than it used to be if
for no other reason than the capital costs are higher.

The cost of |and continues to rise, and it's very
hard to get enough revenue out of a retail gasoline outlet,
however configured, to justify the cost of the land it
occupi es.

VWhat I'mleading up to is that there are energing
constraints on new retail outlets, and these restraints have
beconme nore inportant in recent years. | think we al
recogni ze that we consuners, we residents, all of us love to
shop at hyper markets and conveni ence stores, but we don't
want to live near them and this is the intractable problem
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that the hyper market faces. Where is it going to go? \here
is the conveni ence store going to go?

Now, this is sort of a problem for convenience
stores, but they're pretty small. They can | ocate in enough
pl aces to get by and do pretty well. For a hyper nmarket, a
really big bucks retailer that is going to have gasoline
punps, has to be a lot of |and and many approvals, and | and
zoni ng then beconmes a significant issue.

And | recall a PBS videotape |asting about an hour
tal king about a drama in a town in Virginia where the
Wal - Mart just barely got approval to | ocate another outlet.
| think it was Ashland, but | can't renmenber.

These zoning and other restrictions render gasoline
outl ets uneconomc in a |ot of areas, and this becones
i nportant because work by John Barron and John Unbeck at
Purdue University, which they were nice enough to share with
me, shows that station density makes a big difference in
prices paid and in the state of conpetition. The nore dense,
the greatest the station density, the greater the
conpetition, the lower the prices. The ol d-fashioned
gasoline alleys got you cheap prices.

Well, station density tends to be nmuch | ess as these
zoni ng considerations cone into play, and in general | would
of fer the hypothesis that facility siting problenms are
per haps the biggest barrier to new conpetition in the
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manuf acturing, the storage, the transportation, and the
mar keti ng of gasoline.

| think that throughout the chain, finding sites for
those facilities, refineries, tank farnms, pipelines, even
retail outlets, beconmes the principle constraint on
conpetition. Except for that constraint, | think it's a
pretty free entry.

A few closing comments. Historically the high
volatility of gasoline punp prices has been due to
fluctuations and crude oil costs. | think this has been well
docunented. In the future, I'mnot sure that this will be
true, and in the future it's possible that crude oil prices
woul d be | ower.

I|"'mrelying on sonme nunbers | saw in the report that
Neal puts out, the financial reporting system performance
profiles, on the finding cost of crude oil. They tend to be
pretty | ow conpared to the current prices of crude oil, and
expect the world to find a lot of crude oil over the |ong
run, and | think that the long termtrend of crude oil prices
is down.

On the other hand, while gasoline prices my becone
| ess volatile because crude oil prices becone | ower or nore
table, | think they will become nore variable by area.

After yesterday's session | was convinced that there
were going to be nmore jurisdictions specifying nore non
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conventional gasoline to be sold in their areas, and I woul d
not be surprised to see nore jurisdictions inmposing stricter
siting requirenments on manufacturing storage, transportation
and marketing facilities.

If this cones to pass, what it will mean is that the
reduced volatility and increased variability would nake
retail gasoline prices less dissimlar to other prices.

Thank you.

MS. DESANTI: Thank you, Tom Next we wll hear from
d enn Waddell. He has a Ph.D. from Purdue University and is
an assistant professor of economcs at the University of
Oregon since 2000.

His research interests are in | abor econom cs and
i ndustrial organization, and he's going to be presenting sone
research that | believe Tom nentioned on rel ati onshi ps
bet ween seller density and price elasticity in retail
gasol i ne markets.

MR. WADDELL: Thank you for the invitation. Dr.
Hogarty asked, and | ask again, Why is it that gas is |ess
expensive a block away? That's in part what this particul ar
line of research is intending to address.

Bef ore going any further, | acknow edge the efforts
and contributions of Jack Barron and John Umbeck.

We have an observation simlar to that which Dr.
Hogarty has given us which is that people notice gasoline
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prices vary sonetines quite widely. Here are sonme specific
nunbers you can |l ook at, a figure denonstrating the
differences in prices between Los Angel es and San Di ego,
bet ween Los Angel es and the San Francisco Bay area.

|"mgoing to start with a little bit of theory. [|I'm
going to try to go through that pretty quickly because the
interesting thing fromour study here is not the theory but
rat her the opportunity that we had to actually set gasoline
prices ourselves. | amagoing to notivate this a little bit
with sonme theory, address sone of the issues that are rel ated
to this literature, and then try and quickly get on to our
experimental procedure.

Essentially what we're wanting to do here is estimate
elasticity. Dr. Hogarty referred to the work of Barron,
Tayl or and Unbeck | ooking at station density, sort of
cross-sectionally saying that where stations are nore density
popul ated, we see significant differences in the pricing.

We're going to actually take a different approach to
that same type of question, sort of back door approach or you
m ght actually consider it the front door approach, and we're
going to actually neasure elasticity.

The nodel would predict it's elasticity that's
causi ng those differences. W're going to go out and measure
that. We have an opportunity here to nmeasure that w thout
sone of the issues that would be conmmon in nmeasuring
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el asticity.
The results, we'll ook at some predicted differences
and in so doing, ask whether we can explain away sone of
t hese differences that we observed say between San Di ego
and Los Angeles, so it's inportant to keep in nmind before I
go any further that not | ooking at the difference between
San Di ego and Los Angeles explicitly.

"' m |l ooking at the difference from one market which

"Il define in a mnute and anot her market for gasoline. It
could be anywhere. It could be in San Diego. It could be in
Los Angeles, and fromthose differences in market, |'m going

to predict an elasticity.

From ny predictable elasticity, | can say sonething
about what | m ght expect to be the case in terns of prices
across | ocations.

We have a nodel of a fairly standard sort of
nmonopol i stically conpetitive market in marginal costs and
demands characteristics within market. Buyers have common
product values. There's realized product differentiate which
is what makes this a nmonopolistically conpetitive nodel in
that there are some cost to visitors purchasing gasoline or
shoppi ng for gasoline.

Buyers know the prices of all sellers, and they know
visiting costs before the decision to purchase is made, but
froma seller's perspective, | have an idea of what these
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visiting costs mght be. | have an expectation of them
Sone individuals may have higher, sone individuals may have
| ower than nmy expectation. There's sonme randomess to that
net val ue that consuners would put on the product |I'm
intending to sell.

"Il skip over a lot of the nodel, which concludes
that given those conditions and others that are available in
t he paper which corresponds to this presentation, the market
equi libriumhas all firms charging the sane price.

Explicitly the price is going to be equal to sonme nmarkup
ti mes margi nal cost.

So | have al pha here to capture marginal cost, this
mar kup strictly greater than one. Firnms optinmally choose
prices such that where the elasticity -- | have elasticity
over here, where the else, the responsiveness of the
consuners in the price | set is higher, nmy markup woul d be
| ess, nmy markup over margi nal cost.

Let me back up. |If you look at that and you see
quite sinply then that the price is a function of this markup
and margi nal cost, so the next step we take is to say, well,
if we observe prices being different across markets, it m ght
be driven by one of two things, marginal cost or this
mar kup.

Markup is essentially a function of elasticity, so we
have two then to ook at to try to predict differences across
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mar kets, margi nal cost and the price elasticity of demand.

So if we have heterogenous margi nal costs across
mar kets, otherwi se identical, different margi nal costs,
equilibriumprice will be higher in the market with the
hi gher margi nal cost.

| f margi nal consists are | ower for retail gasoline
markets in LA relative to San Diego and the Bay areas, then
we will not be surprised to see that the prices will also be
| ower, and you m ght be thinking, transportation costs or the
i ke woul d explain potential differences in marginal costs.

G ven that our markup is strictly greater than one,
that is our mark up over marginal cost, a two cent difference
in marginal cost which you m ght contribute to transportation
from Los Angeles so San Di ego as an exanple can lead to a
price differential of nore than two cents, but the size of
the price differences that we do see in the late 1990s
bet ween Los Angel es and San Di ego often exceed three tines
this two cent difference which would inmply fromthe theory a
elasticity of |less than 1.5.

Quite frankly, we don't observe price elasticity in
t hat range, which leads us to think there's much nore to this
story, and the interesting part of this story would then be
het erogenous demand, that there's sonmething different about
t he demand characteristics facing one marketer as opposed to
another in a different market.

For The Record, Inc.

wal dorf, Maryl and
(301) 870- 8025



© 00 N o o b~ w N e

N N NN NN R R R R R R R R R
g b~ W N P O © 00 N oo 0o W DN+ O

31

So it can be shown that an increase in the nunber of
sellers that acconpanies an increase in market size increase
the price elasticity of demand and therefore leading to a
| ower equilibriumprice. The intuition behind that, what's
the intuition?

You take a fixed location, say a one and a half mle
radius around ny particular station, and you introduce new
sellers into that market. What have you done to the visiting
cost of the average consuner? You put stations necessarily
-- given | have 1.5 mle radius around nmy station, you've
necessarily nade each station closer on average. You've
essentially nmade these stations closer substitutes, and from
that you woul d expect then nore responsiveness in terns of
consuners responding to station set prices.

So I want to say sonething then about the
relati onship between station density and increases in the
seller price elasticity and denmand.

This brings us to the interesting question, how does
one obtain estimtes of the price elasticity of demand? This
is a problemthat has plagued many in the past because
essentially what you need to do is you need to observe the
effective changes in prices on sales, holding constant
anything else that m ght influence the |evel of demand.

It's difficult to think of an exanple where you n ght
be able to do so. Oten a price change occurs precisely
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because of a change in one of these factors.

Atlantic Richfield allowed our control of prices at
54 of their stations. W had 79 -- | think it was 79 days
over which we had control of prices, and as academ cs,
we sort of respond to this and say, Well, you can't be
serious. W questioned it and we questioned it, well,
it looks like we have control over prices.

We had different constraints within which we could
set prices, but essentially we were out there setting
mar ket prices for gasoline, nine stations in the Bay area, 25
stations in LA, 20 stations in the San Di ego area.

Can we explain away these differences by | ooking at
elasticities? Typically, we can't neasure elasticities. Well,
wait a mnute. |If |I could actually change the price of
gasol i ne exogenously, | can neasure an elasticity, and that's
what the opportunity here gave us.

In this control of prices, we also collected control
station, what I'mcalling the control station, the 54 we
actually had control over, station characteristics. W had
gquantities sold. W also collected prices at every station
within two mles of the 54 stations we are controlling prices
at, so at this stage we essentially have enough to neasure
elasticity.

We have changes, exogenous changes in the price of
gasoline, and we have correspondi ng gasoline sales. | can
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measure an elasticity. Wat | wanted to do, however, is
measure elasticity and tal k about this hypothesis that
suggests elasticity will be different in markets where the
alternative stations are nore densely popul ated. That is,
where consuners have nore choice in a given market, ny
elasticity will be different.

We divided these stations into two groups. This is
just sonme particulars of the procedure we went through.
Constraints we had to work within were two cent increases and
decreases, so we kept the information about the identity of
t hese stations private until the nmorning of the change at
which time a phone call was made. The change was
i mpl enent ed.

We mai ntained this price for one week, after which
the price control was released, and standard conpany
procedures woul d then take over determ ning prices.

We used three sources for our neasure station
densities. Lundberg, \Whitney-Leigh, and MPSI data were
used. We essentially had every station within two mles of
each of these 54. The results you will see today are for
mar ket defined as stations within 1.5 mles. The results are
robust to pernutations on that figure though

If you're to ook at the three areas in question and
try and conme up with some sort of proxy for how we're going
to neasure density, we can see what we've chosen to do, that
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is we consider a market of |ow density, that which has fewer
than 10 stations within 1.5 mles, sonme sort of md |evel
density between one -- sorry, between 10 and 15 stations
within 1.5 mles and a high density station, a station that
has nore than 15 stations within 1.5 mles.

And you can see that we've chosen these nunbers to
try and have significant representation in each of these
categories for the areas.

To estimate the price elasticity of demand we
specified this demand equation for a particular station of
type K where Kis defining the density, and a particul ar
grade of gasoline, so we have the log of sales is a function
of the station's own price, alternative prices. |1'mgoing to
use the average of alternative prices within the market, and
then some station characteristics that potentially wll
i nfluence vol une.

Again as |'ve alluded to, this type Kwll be
specific to low density alternatives. This was a station
that has |l ess than 10 other stations within 1.5 mles. Md
woul d be between 10 and 15, and hi gh would be nore than 15.

So our prediction than would be that this beta, the
representati veness of volunme to changes ny own price will be
hi gher at high density stations. That is, beta sub L will be
| omwer than beta sub Mwhich will be the | ower than beta sub H
woul d be the hypot hesis.
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As controls, it's also interesting to consider the
foll ow ng. Wat we actually have here are sellers of three
grades of gasoline. | won't go into too nmuch detail, you can
see the prediction that we have here which is just that as
the regular to md-grade price ratio, that is, as regul ar
price relative to md-grade price rises, we would expect
people to substitute out of regular grade into md grade. As
md to premiumgrade price ratio, increases, we expect people
to substitute out of md grade into premum W want to
control for the within station substitution.

Let's concentrate on regular grade so we can save on
sone tine here. Here's our elasticity measures,
significantly increasing in station density. That is high
density alternatives, that is markets that are defined as
hi ghly dense markets, individual consunmers are nore
responsive to changes in price. You can see this for a
regul ar grade, for md grade and for premium You can al so
draw concl usi ons about how responsive they are to regular
grade price changes relative to premium [|'Il |eave that for
your consultation of the paper.

Cross price elasticities, again consistent with
t heoretical predictions, people are nore responsive to
changes in the prices of gasoline where stations are nore
densel y popul at ed.

| ndi vi dual s al so respond to changes in the relative
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price of regular to md by substituting out of regular grade
into premum W can al so say sonet hi ng about the
substitution between md and premum This co-efficient here
is the only one of those that |I've shown you that is not
significantly different fromzero at a 1 percent |evel.

So in wrapping up then, we have estimated price
el asticities. W know the average station density in a
| ocation. We can calcul ate that an average price elasticity
or an estimted average for each area, San Francisco, San
Di ego and Los Angel es which you see in front of you.

From that in our theoretical |ink between prices, the
mar kup and margi nal cost, let's assunme for the nmonment that
mar gi nal costs are constant across these areas, we can
predict a price marginal cost ratio or we can predict
essentially a markup and you see how they differ.

Fromthis you can predict the percentage difference
fromLA' s price, that is the prediction suggests that the Bay
area has prices 4.5 percent higher than Los Angel es, actual
price differences between '95 and '99 on average 7.7 percent
hi gher. San Di ego, prediction would be 7.1 higher prices
t han LA, actual percentage difference, 6.3 percent higher.

So we conclude higher prices in San Diego in the Bay
area is relative to Los Angeles reflect |ower price
elasticities of demands arising from|ower station density.

What do you expect to happen over the |long run here?
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Ot her things equal, such differences should translate into
| ower relative return to stations in LA. |s there evidence
of a decrease in the nunber of stations in Los Angel es area
relative to the Bay and San Di ego areas? Yes, there is. The
figure is in the paper as well.

s there evidence consistent with entry restrictions
in the San Diego or Bay areas? Yes. Again in the paper we
report existing stations in San Diego and the Bay areas are
utilized nore intensively than stations in the Los Angel es
area, again evidence that's consistent with there being entry
restrictions in San Diego and the Bay area.

Thank you.

(Appl ause.)

MS. DESANTI: Thank you all very much. | would Iike
to start asking sonme questions in the area of this very |ocal
nat ure of geographic market conpetition, which it seens |ike
you are descri bi ng.

d enn, you have your study that tal ks about the
density of stations, and, Tom vyou've nmade sone observations
about hyper markets and how this is all changing.

"' mwondering a few different things, and let ne
start with a series of questions, and then we can expand from
here. One question is: Neal, starting with your observation
that there's been a switch in the sense of -- and here we
have to define sone terns -- fromthe conpanies that were
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consi dered majors say in 1985, and you' ve got a new
definition now of majors, but fromthose previous mgjors that
are vertically integrated into exploration and production, in
essence getting rid of stations is what |I'mtaking from what
you're saying, and previously -- well, previously considered
non maj or, now considered major refiners acquiring those
stations.

Can you tell nme sonething about what your
understanding is of why that would make sense from each
partici pant's perspective? |In other words, why did it make
sense for the former majors to elimnate those stations, and
why did it make sense for the independent, non vertically
integrated refiners to acquire those stations?

Do you have a sense of that?

MR. DAVIS:. Well, I think in the case of the mpjors,
what was going on was that they were -- | guess their
notivation in the 50s and 60s, and |' m specul ating, but
anyway at sonme point was they wanted to be anywhere and
everywhere, and they realized that that was an extrenely
expensi ve strategy, and certainly when you saw t hese
t akeovers that were taking place in the 80s, | think there
were sonme incentives provided to sort of reexam ne that and
try to reduce their costs.

And as far as | can tell that's what was behind the
conpani es doing those things, and it's interesting, | don't
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want to speculate as to really why here, but BP sold off sone
stuff to Tosco in the Pacific northwest, and yet a few years
| ater they acquired ARCO. They in a sense cane back, so you
had sone interesting things that were going on in that way
that m ght suggest other things as well, but in general it
seened as if they just wanted to becone nore regional.

There were areas where they were doing | guess
relatively well, and they tended to focus on those areas or
at the very least get rid of the areas where they weren't
doi ng so wel|.

As far as the other conpanies, and | really haven't
t hought about this, but | would speculate that they were
smal |, and it nade sense for themto add stations that were
near them and so these guys were in various places so
somewhere, if majors are getting out, there's an i ndependent
or what used to be an independent refiner, at |least with sone
willingness to acquire those assets because | think they
woul d be making thensel ves a nore viabl e conpetitor thereby.

If they hadn't, | guess they m ght have been |left
with the conclusion that it m ght be better just to exit the
i ndustry altogether, but that's a speculation |I've never even
t hought about before right now.

MS. DESANTI: Is there anyone el se who has any
awar eness of work that's been done in this area to help us
under stand why this happened?
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DR. HOGARTY: | can repeat things | recall fromny
years working in the industry. | can't give you any specific
studies, but for a long tine, the majors were spread out
anong al nost all of the states. |In fact, sone of the majors
bragged about being in all of the states, and that was a
service to the consunmer and fromthat point of viewthey
operated these deal er networks, and they tried to provide a
hi gh quality brand with quality control over a very |large
geographic area, the 48 states, for exanple. And it was
consi dered high quality gasoline at a certain anount of high
cost marketing at a reasonable price.

Begi nni ng especially in the 1970s, before then it had
started but accelerating in the 1970s, the independent
mar ket er busi ness nodel becanme nore prom nent, actually won
out I would say, that the independent marketers gai ned a
| arge market share at the expense of the mpjors. |In effect,
the marketers were beating the major dealers, and gradually
per haps inspired by ARCO which dramatically shrunk its
territory and elimnated its credit card, the mpjors, one by
one, did what Neal was talking about.

They cut their cost in terns of shrinking their
mar keti ng networks, trying to get geographic areas in
conbi nations that permtted cost to be |ower in marketing and
in manufacturing, storage and transportation and all the
rest, and that starting fromthat base, they just gradually
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shrunk down toward the m ddle, and the others were noving in
the other direction.

| remenber hearing marketing managers tell nme that
with a very small nmarket share your profits are pretty slim
but wonderful things start to happen when you get the
econom es associated with a market share of 10, 15, 20
percent in a given area.

| f you can get the market share up, there are
tremendous savings to be realized in terms of sinple things
i ke truck deliveries and the rest, so that econom es of
scale in the manufacturing, the storage, transportation and
mar keti ng of gasoline are considerable, and those were | ess
i mportant in the past when consunmers were | ess focused on
prices than they have been in recent decades.

MS. DESANTI: Thank you. | have to apol ogize to
M chelle Burtis and Beck Taylor. | would like to do your
i ntroductions now so that people know who you are as
participate in our discussions, as | hope you wll.

M chelle Burtis is on ny left. She's a principal at
LECG, an econom cs consulting firmin the firm s Washi ngton
D.C. office since 1998. She's been an expert w tness for and
consultant to conpanies involved in comercial litigation and
mer gers.

In her work in the petroleumindustry, she's analyzed
the conpetitive inplications of a variety of business
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practices including both horizontal and vertical integration,
dual distribution, pricing practices, exchange contract and
ot her phenonena.

Beck Taylor is the WH. Smth professor of economcs
at Bayl or University where he has taught since 1907. He's
studied and witten extensively about the petrol eumindustry,
and he's won nunerous teaching awards.

He has a Ph.D. in economcs from Purdue, and he w ||
be tal king to us about open supply issues and whet her open
supply actually will or will not tend to decrease retail
gasoline prices, and we'll be getting into sone of those
i ssues | ater.

Let me ask a follow up question. [Is one inplication
of what you're saying, Tom or anyone else, that consuners
have nore of a perception of gasoline as a comodity where
t he principal conpetition is on price, and is that therefore
sonething that is likely to encourage the establishnent of
hyper nmarkets where price conpetition is, in fact, the
primary driver that will make them succeed if they do so in
particul ar areas?

DR. HOGARTY: | would | eap out and say, yes,
especially conpared to the past. As recently as the late
80s, | believe that the quality of gasoline was a mmjor
factor in consuners' mnds, and | ocation al ways has been of
par anount i nportance. Convenience is a big factor
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If a given location is nore convenient, that |ocation
wi Il prosper, but aside fromlocation, | think that brand
val ue has greatly dimnished especially in the |last ten years
or so. | would say especially since the Clean Air Act
amendnments of 1990 really established pretty full contro
over the manufacturing of gasoline in the hands of the
Envi ronment al Protection Agency.

And associated with that control over gasoline
manuf acturi ng has been a noticeable decline in television
advertising for gasoline, and in general | think that brand
val ues, especially individually, have dim nished, and | woul d
conjecture that valued in constant dollars the brand prem um
has trended to gradually shrink over tine.

MS. DESANTI: Well, before | invite any nore
specul ation, | saw sone questioning | ooks anobng others, so
Neal , does this conport -- would that hypothesis conport with
your data or do you think it's nore conplicated with that
necessarily?

MR. DAVIS: Certainly. | think that's a big thing,
especially as Tom nentioned earlier the fact that they're so
prom nently posted. | nean, it's very easy -- | know in
conversations that | had with ny nother, she routinely tells
me about gasoline prices changes by five or six cents and how
she went here today because she saw there where she had been
buying it was much nore.
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And | nean, | don't think she's a crazy old woman.
t hi nk she's somewhat consistent with her behaviors or
consistent with other people. M wife would argue otherw se,
but, yeah, | woul d agree.

MS. DESANTI: Beck?

MR. BECK TAYLOR: | would just probably go wth what
Prof essor Hogarty said, and that is that | think brand
loyalty in sonme sense, the branding of gasoline has certainly
di m ni shed over tinme in terms of consumers' perception of the
honbgeneity of gasoline.

| think over tine we've seen consumers Vi ew ng
gasoline nmore as a comodity, a true comodity, which woul d
t hi nk correspond with the decrease in advertising
expendi tures and other things that we've seen in the
i ndustry.

| think that consunmers in the current kind of
environnent that we're in right nowin terms of the
volatility of the oil and gasoline price -- | think consuners
are nore and nore conscious of price variations within
mar kets, maybe even nore so than in the past.

| know just in ny local market |I'm contacted every

single time gasoline prices go up for a local TV or radio

interview as to why that's happening. | often ask why they
don't call me when prices go down. | guess that's not as
interesting a topic, but I think -- | don't know of any | ong
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run studies that | ook at brand prem a, but that woul d be
interesting to do it.

If you could get a long tine path of station |evel,
mar ket | evel data, to do a long-term study on brand prem a, |

think we would certainly observe those prem a decreasi ng over

tinme.

MS. DESANTI: Thank you.

MR. CHRI'S TAYLOR: | have a question for d enn
Waddel | in terms of market size and marketing density. In

your paper you |looked | think at a mle, a mle and a half
and two mles. | wonder if you could elaborate a little bit
on what different elasticities you saw by varying that and
what that can nmean when we're | ooking at nmergers of retai
gasol ine stations.

MR. WADDELL: The results are generally robust to the
di stance. The interesting thing in the paper is that as
density goes up within a fixed area, cost elasticities go up
so the question could be interpreted, do they go up as mnuch
if you consider a one-mle radius, and the answer to that
woul d be | don't know.

Qur elasticities -- we have evidence to suggest that
peopl e are responsive to the changes in the price of a
station that's one and a half nles away as opposed to two
mles away. | would suggest that you're nore responsive to
the station that's one and a half mles away than you are to
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the station that's two m | es away.

So | don't think there's any concrete evidence to
give you on that other than just nmy perception of the data
and what we've | ooked at.

Your second point about the inportance of nergers,
can you repeat that?

MR. CHRI'S TAYLOR: Well, what | was getting at was
sort of what you were tal king about, which was as you
increase the market size, the results don't change that nuch
but they do change a little bit in terns of that.

And one of the things we have to do is |look at the
size of markets in ternms of how |large do you get before you
see | arge changes in the elasticity, |arge being sort of ill
defined, trying to evaluate increases in concentration in

sone fixed geographic region.

MR. WADDELL: Right. | think there's plenty of
evi dence that suggests that these markets are |local. OQur
study doesn't really contribute to the argunment -- as it's

written now doesn't contribute to the argunent about how
| ocal are they. It's just not the focus of the study.

MR. BECK TAYLOR: |'m sorry.

MR. CHRI'S TAYLOR: Go ahead.

MR. BECK TAYLOR: | just mght add that in doing
studies that vary in kind of the size of nmarkets, for those
of you who don't know, these academ c studies generally
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assume certain things about the market that don't take
account for differences in traffic patterns and maj or
hi ghways and things |ike that just sinply because that type
of stational data is hard to cone by.

But it's surprising if you do kind of a search across
the literature of these papers, and there are nunerous ones

now, Sheppard, Slade, work of ny own, work of G enn's, that

vary these market sizes. [It's amazing how robust the results
of generally to -- qualitatively to changes in that market
Si ze.

My own experience has been that when you start
i ncreasing market sizes to five mles, ten mles, generally
you start |losing the observed relationships, and | think it
m ght be interesting, Genn, plan if you were to just play
around with your market size and just see whether or not you
break the result or you | ose the result as you increase
mar ket si ze.

MR. WADDELL: Yeah. The difficultly we have in that
t hough is that we only have prices collected within two
mles. W've already reached our upper bound al ready, so we
can't comment beyond that.

MR. CHRI S TAYLOR: I"1l just --

MR G FFIN:. If I can junmp in here with a follow up
on that. One of the ideas that fol ks have used in | ooking at
retail conpetition is given that consunmers are not likely to
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drive five, six, seven mles to find | ower priced gasoline,
nevertheless, if you look at the area of a mle and a half
say around the station and plotted that on the nmap and
plotted all of those circles, you would have overl appi ng
circles so you literally have chains of |inks across an
ar ea.

| wonder if you have any thoughts on that phenonenon
and how quickly, if at all, the price conpetition effect
would tail off as you get farther away fromthe center of
t hat chai n.

MR. WADDELL: Right. That's related to a question
actually that M ke provided to ne earlier, and that is on
this localization sort of issue, do you want to | ook at | ocal
markets? | think it's inmportant to recognize that at | east
in my opinion, when we say gasoline markets are local, that's
fromthe seller's perspective. That is, I'"ma given station,
what nmarket do | participate in?

That's a different question than to ask, Okay, |I'm
| ooking at this |large area and how do | construct policy with
respect to how !l deal with this large area? Any station in
there could be defining the center of any other market.

Again our study is limted in the sense that we only have 54
stations. These are ARCO stations. ARCO in itself is
different, cash only, things |ike that.

So we have a very select sanple, so | hesitate in
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sort of draw ng ot her sanple conclusions fromours, only to
suggest that what we do have is a | arge nunber of stations,
54, every station within two mles of them and we see these
di fferences.

Wul d we see those differences if we were to take
anot her station in mnd? | would not expect to see that. |
don't think ARCO is that different, but in ternms of sort of
where do you direct policy and things Iike that? The | ocal
mar ket is specific to a seller

MR. GIFFIN. One other very basic question about
your study and actually all the work on density, and this nmay
reflect nmy ignorance perhaps. When you tal k about density
and the nunber of stations that say are within a one and a
half mle radius, does that refer to the nunber of different
stations, or does it refer to the nunber of different
i ndependently owned stations?

I n other words, if you have ten stations within a
mle and a half, does it nmake a difference if two of those
are ARCO stations and three of those are Exxon stations
versus a situation where you have ten different brands or ten
di fferent independently owned stations?

MR. WADDELL: No. The result that you' ve seen and
are in the paper are generated by -- | can't say ten stations
within one and a half mles. One of those is the ARCO
stations so you have nine others, so that would be a | ow
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density station.

If there were 12 stations, the center one is the
ARCO. There are 11 others, that's a md |level density, so
we' re discounting them

If you were to control for say of the other nine, how
many are majors? O the other nine, how many of them are
same brand? We don't see any significance.

MR. BECK TAYLOR: |'ve done work | ooking at price
prem a or price cost margins on different grades of gasoline
as a function of the nature of conpetition, not just the
| evel of conpetition, and we actually do observe | ooking at
differences in prices as density increases or distance to
cl osest conpetitor increases, whether or not that conpetitor,
whet her or not that make up of that market is same brand,
ot her brand, other major brand i ndependent brand.

| ' m speaki ng of an econom c inquiry piece that
basically found that independents typically have a nust
| arger price effect within those varying definitions of
mar ket conpetition than same brand or other major brand, and
that's even controlling for ownership type, that is whether
it's conpany op, |essee dealer, open deal er, jobber or
what ever .

So prelimnary evidence, at |east one study that |
know of , indicates that the nature of conpetition does
matter, that when we start counting up stations within
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mar kets, |I'm not sure that we can al ways assune that those
stations are the sanme, that the flag they're flying may in
fact have an effect.

MS. BURTIS: Wuldn't that though be just captured
by the price of the other stations that you include in

your projection? | mean that --

MR. WADDELL: If particular brands are systematically

hi gher priced then, yes, but again |'mjust using an average.

MS. BURTIS: |If you have ten independents --
MS. DESANTI: Mchelle, could you speak into the

nm crophone so the reporter can get everything?

MS. BURTIS: |If you have ten independents, presumably

that price will be | ower --

MS. DESANTI: You're going to have to get closer
Move the m crophone closer to you.

MS. BURTIS: Howis that? -- Than then if you had
ten majors, for exanple, and so | mean in that sense he's
controlling for that type of nature of conpetition and
pr ogr essi on.

MR. WADDELL: Indirectly, it would be difficult to
interpret results.

MR. BECK TAYLOR: | think in Aenn's work, he is
t aki ng an average of the stations within the market, but
certainly if the majority of those stations are independent
say, those prices will be |lower and presunably controlling

For The Record, Inc.

wal dorf, Maryl and
(301) 870- 8025



© 00 N o o b~ w N e

N N NN NN R R R R R R R R R
g b~ W N P O © 00 N oo 0o W DN+ O

52
for that, that may give hima better idea of price
el asticity.

But in the work | was referring to, we weren't
| ooki ng at other stations' prices. W were mainly just
| ooking at the type of conpetition, not necessarily the way
that conpetition translated into substitute prices.

MR. CHRI'S TAYLOR: Question for G enn and anyone el se
who wants to respond. You |ooked at the retail prices in
these cities and saw the price variation. Did you |ook at
rack prices to see whether they showed with the same kind of
difference? And if not, do you want to speculate a little
bit about whether that would show up and if it did, what that
m ght nean?

MR. WADDELL: Yeah, we haven't |ooked at that in the
study, but sort of off the top of ny head sort of stuff, rack
prices are difficult. |In fact, they're very different so
specul ating on that, does it matter, does that suggest why we
m ght see differences? | certainly think it woul d.

In particular, you can |ook at rack prices in LA and
have them be 20 cents | ower than rack prices in San Di ego.
You look a little nore carefully, you would recogni ze however
unbranded rack prices in San Diego are only two cents
hi gher .

| think there's a story to be told with respect to
the arbitrage going on, and when you recogni ze j obbers are
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able to pick up unbranded gasoline in Los Angeles, drive it
to San Diego, there's a nmechanismthere by which there's an
arbitrage. Jobbers cannot pick up branded gasoline in Los
Angel es and drive it to San Di ego.

So there's an explanation or at least a story to be
told for why you see this persistent differences in rack
prices upward of 20 cents for the branded rack and 1.7 and
two cents for unbranded, two cents is pretty close to the
transportation cost.

MS. DESANTI: Let ne ask about the hyper markets, and
my understanding is that at present, nost hyper markets rely
on traditional gasoline wholesalers for their supplies, so
pl ease let me know if that's not correct, but on that
assunption, given the rapid entry and growth of hyper markets
in sone areas at |east, should we expect to see them becon ng
| ess dependent on whol esale distributors for their gasoline?

| believe, Tom you were nmaking a point about their
increasing reliance on supplies that are fromthe spot market
and may be nore volatile therefore and are we going to start
observing hyper marketers purchasing supplies directly from
refineries?

DR. HOGARTY: My understanding is that they already
go directly fromrefiner to hyper nmarket or they already have
contractual arrangenents, and | think that the role of the
m ddl eman, the jobber, the whol esal er, whatever, would be
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relatively small. That's ny understanding. Maybe Mchelle --

MS. BURTIS: Actually that was nmy understandi ng as
well. | think it depends on where, for exanple, the Costco
is, and they generally set up sone sort of contract with it's
my under standi ng both maj or and non major refiners.

MR. DAVIS: They already have agreenents with both
Sunoco and Murphy and |I'm not sure what others they may have,
and that's Wal-Mart in particular.

MS. DESANTI: So if those are long-term contracts,
then are they | ess susceptible to price volatility?

MR. DAVIS: It would seemto nme that woul d under cut

the volatility that you would certainly see fromthe spot

mar kets. As to other types, | don't know.
MS. BURTIS: | don't know what the contracts are, but
nost contracts in the oil industry are usually based off of

sonme sport market, and | don't know if that's going to help.

DR. HOGARTY: | would think that if there's a
contract between say Murphy and Wal-Mart, that Murphy really
woul d be characterized as an unbranded rack price, very
closely correlated with the spot price, and I would expect it
to be nore volatile than a prom nently nanmed rack price.

MR. CHRI'S TAYLOR: Just correct ne if I'mwong, ny
understanding with Wal -Mart anyway is that they have
basically contracted with Sunoco, Murphy and DeSoro to
actually run the stations.
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MR. DAVI S: Yes.

MR. CHRI'S TAYLOR: Now Sam s, separate division of
Wal - Mart, actually has a different arrangenment, but on the
East Coast Sunoco basically runs the Wal-Mart stations, and
in the mdwest it's Miurphy, and on the West Coast it's
DeSoro, so at least in that sense, they' re sort of vertically
i nt egr at ed.

MS. BURTIS: Well, do they get the profits though
fromthe Costco?

MR. CHRI'S TAYLOR: Well, | think Costco nmay be a
different story in the sense --

MS. BURTIS: |'msorry, Wal-Mart.

MR. CHRI'S TAYLOR: Wal-Mart | think -- | don't know
t he exact contractual arrangenent, but basically Wal-Mart
approaches those conpani es and says, We're building a new
store, would you like to put a gas station on our parking
| ot .

And so | don't know exactly what the arrangenents are
in terns of what those conpanies pay to Wal-Mart, but in
effect Wal-Mart is offering thema site.

M5. BURTIS: Which is different fromthe Costco.

MR. CHRI S TAYLOR: Yes, yes. | guess | had a
guestion for Neal sort of com ng out of your presentation, if
you could just sort of summarize. You had sonme charts that
| ooked at refining and marketing in major and non nmgjor, and
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correct me if I'"'mwong, but it seened to be suggesting that
in refining the majors, redefined, seenmed to have a
relatively constant, nmaybe slightly dropping share of
refining, and then on marketing the nmpjors seened to be
having a dropping, a decreasing in share of nmarketing over
tinme.

MR. DAVIS: If | recall correctly, the nunbers were
declining to | think around 60 percent in '97 or that m ght
have been what the '98 percent coverage of U S. refining
capacity of the majors would have been if we hadn't brought
in the non vertically integrated conpani es.

Since then it's been | think it was 87 percent in '99
and it's down to 85 percent in 2000, and those nunmbers -- |
shoul d say that we brought out portfolios with 2000 with the
2000 data after | did the study which is why it stopped in
'99, but | know that their retail outlet nunbers are
declining, but the sales were increasing.

| haven't actually | ooked at what their market share
is of sales, but certainly can pretty easily calculate it.
It's even anong the publicly rel eased data.

MS. DESANTI: | have a question about hyper nmarkets.
It seens |ike hyper markets have cone in, and in a relatively
short space of tinme, a little nore than three years, they've
captured 3.3 percent of the retail nmarket nationw de, even
t hough they only account for 1 percent of retail outlets, and
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" m wondering what factors contribute to this growth and what
factors may limt it.

Tom has nentioned sone factors that may limt the
growt h. How do the rest of you see the role of hyper markets
as it currently is and as it's going to be expandi ng?

MR. BECK TAYLOR: | think hyper nmarkets are an
interesting phenonena in the market. As an econom st, | kind
of viewit as, Ckay, Wal-Mart has this piece of land out in a
parking lot that's generally not used. They're very seldonly
at capacity, so at zero opportunity cost essentially they
have this opportunity to market a product that is
conpl ementary with every other product ever known to man.

And so | think it was such a natural evolution in the
mar ket that |'msurprised it kind of took so |long for some of
these large retail chains, wholesale chains |ike Sam s and
Wal -Mart to get into the business.

Just anecdotally in talking with jobbers throughout
the country, my understanding is that -- their understanding
or their perception is that while you have seen this kind of
ranp up in market share by hyper markets, the genera
under st andi ng anong j obbers is that that has | eveled off and
that in sone sense -- and this is market specific, that
they're not as worried as they used to be, though I will tell
you that if you speak with jobbers, this is the nunber 1
concern in the industry right now, and that is conpeting

For The Record, Inc.

wal dorf, Maryl and
(301) 870- 8025



© 00 N o o b~ w N e

N N NN NN R R R R R R R R R
g b~ W N P O © 00 N oo 0o W DN+ O

58
effectively with these hyper markets who are at times pricing
product five to eight cents belowrack. [It's pretty hard to
conpete at that point.

So | would just say anecdotally speaking with jobbers
across the country, it's a concern, but their perception is
that once this kind of ranp up has been achi eved, the market
may be fairly mature at this point, and you nay not see a
whole |l ot -- again market specific a whole | ot of change in
t he way hyper markets are doing business, but again that's
all anecdot al .

MS. BURTIS: There were sone figures in one of the
recent NPN fact books, and | think they predicted in |like
five years, they could be 8 percent of the market. | could
be wrong about those exact numbers but it was fairly
I npr essi ve.

DR. HOGARTY: | wote a letter to the editor of Ol
and Gas Journal online criticizing that prediction, and aside
fromthe | and zoning issue, | think that the reason it wll
fail, that is | don't think they'll go to 8 percent because
t he conveni ence stores and the other conpetitors they face
are much tougher than the hyper markets accounted in Europe.

The hyper markets conquered Europe easily because
they faced weak retail conpetitors. | think the independent
mar keters, 1'll take Sheetz as an exanple, are much tougher
birds to tackle, and | think that even the major refiners,
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t hrough the use of zone pricing, which is becom ng nore and
nor e ubi quitous, have the perfect answer, the perfect defense
to the hyper market phenonena.

I f the hyper market is limted in its |locations,
well, then, set |ow prices at those stations within sone
reasonabl e di stance, a mle and a half or so, of the hyper
mar ket and don't worry about the conpetition el sewhere. That
means that the hyper market will have a tougher tinme gaining
mar ket share unless it can draw custoners froma very w de
ar ea.

MS. DESANTI: Can you speak a little nore about zone
pricing and define that for the record, Tom and then we've
all heard quite a bit about zone pricing and it m ght be good
to discuss this.

DR. HOGARTY: In the land of the blind as they say,
the one eyed man is king. | know a few things about zone
pricing but very little. MWhat little | knowis that it's
pretty w despread, and the zones tend to be nunerous, and
it's a phenonenon that always should have existed, if it did
not .

| think it goes back sonme years in the West Coast --
probably 50 years ago they had it on the West Coast, and it's
been in sonme other places, but it starts fromthe presunption
that, as G enn enphasi zed, each market can be |ocal, and
within each |ocal market, any given station nay experience a
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period of distress from new hi ghway construction or just the
openi ng of a new tough conpetitor nearby.

And whoever is the supplier to that station has to
consider the welfare of his custonmer. After all, the station
deal er or marketer is the supplier's custoner, and if that
custonmer of his faces new tough conpetition or if it
confronts highway construction or sone other disruption to
busi ness, it has to give a price break.

Correspondi ngly, that supplier may have ot her

custoners who have a very advantageous | ocation, and he feels

correctly that the traffic will bear a higher price in that
area. Just as sonme consuners are willing to pay nore, so
whol esal e custoners would be willing to pay nore if they had

a favorable location and a very good busi ness.

And beginning with the phenomenon of adjusting prices
downward to protect threatened conpetitors, you eventually
cone to the phenonena where they can adjust prices upward to
get nmore revenue out of the nobst favorite conpetitors, and
you get large differences in the prices at the whol esal e
| evel, the delivered prices especially.

It would be a system that woul d nake sense both from
t he standpoint of the retailer and the supplier, and hence
it's a systemthat should have becone preval ent years ago,
and if it was not, it's just a belated discovery.

MS. DESANTI: Beck, did you have observations on

For The Record, Inc.

wal dorf, Maryl and
(301) 870- 8025



© 00 N o o b~ w N e

N N NN NN R R R R R R R R R
g b~ W N P O © 00 N oo 0o W DN+ O

61
this?

MR. BECK TAYLOR: No.

MR. GIFFIN:. | have a question to try to put
sonme of these pieces together. This whole topic that we're
| ooki ng over these two days is in some ways |ike one of those
1,000 piece jigsaw puzzles, and it takes you forever to put
t oget her.

Just to take a couple pieces we've heard this
nmor ni ng, we've heard from Neal that there's a trend toward
fewer gasoline stations, fewer stations, higher vol une,
different formats. We also heard that we're seeing a greater
representation of station owned by non integrated firnms and
correspondingly a | esser role of the traditional mgjors.

Then we heard from d enn about station density, so if
you put those two together, that m ght suggest well, gee, if
we're seeing a trend toward fewer stations and station
density nakes a difference, that it m ght not be so good if
you | ook at those two pieces for prices overall in the |ong
run.

Then we heard from Tom about this trend toward
nore independent marketers, different marketing formats,
and that those different kinds of marketers have a big inpact,
so perhaps the increasing share of those kinds of marketers
coupled with the significance that they bring sort of
goes in the opposite direction and has a positive overal
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i mpact on retail pricing.

And | just wondered -- | know this is unfair to ask
you to kind of speculate a little bit, but nevertheless |I'm
going to go ahead and ask just that, if anybody who is
willing to take a shot at namybe predicting what the whol e
pi cture would look like or at least that little part of the
pi cture m ght | ook at when we get finished putting all these
pi eces together.

MS. BURTIS: Well, | can | guess start by saying the
decline in the nunber of stations doesn't -- | don't think
has ever really been perceived as a negative thing in terns
of conpetition or what the consumer sees because a | ot of
t hose stations were just outnoded and outdated and little,
and they were high cost operations that should have gone out
of business.

And clearly the fact that there are all these new
stations, these new formats is an overall good thing for the
consunmer, and | think that we've seen it. You can just | ook
at average prices over the last ten years, they may be nore
vol atile but they' re generally I ower than they've been, so in
terms of retail conpetition, it seens like it's flourishing.

MS. DESANTI : Beck?

MR. BECK TAYLOR: | think I share the same opinion
think as Mchelle, and that is that to the consuner, retai
mar kets | ook pretty darn good right now, and I think that's

For The Record, Inc.

wal dorf, Maryl and
(301) 870- 8025



© 00 N o o b~ w N e

N N NN NN R R R R R R R R R
g b~ W N P O © 00 N oo 0o W DN+ O

63
not certainly a function of the exit out of the market.
That's a function of both the quantity and type of
conpetition that Professor Hogarty tal ked about.

Anericans are enjoying, both on a historical |evel
and on a world level, very low gas prices in real terns
certainly, and so | think the outl ook |ooks good, if you

don't just |look at prices about but you consider the whole

consunmer wel fare picture here, which has to include -- as you

know, | nean, as was pointed out earlier, these aren't just
gas stations anynore. These are C stores. This is the C
store industry now that the consunmer for the npost part is
bei ng served.

The reason why you see vol unmes going up at fewer
stations is because the consuner is getting a nore varied
shoppi ng experience. They have nore opportunities to shop
now at C stores. C stores are now playing in the sane
mar kets as ot her grocery distributors, and so | think that
t he consuner for the nost part is enjoying a nice market
ri ght now.

What the consunmer can expect in the future is going
to be largely dependent upon certainly what happens to the
world oil price, but because this particular conference is
paying nore attention to local issues, | think the hyper
mar ket s and how they play out, | happen to share Professor
Hogarty's opinion that hyper markets have kind of hit their
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ceiling in ternms of volune because they can't conpete with
t he Sheetz and the Wawas of the world.

So | think -- but certainly the consunmer is going to
be i npacted by what eventually happens to the hyper market,
but I would say that the future | ooks fairly good outside of
the increased volatility in prices for the consuner, and as
Prof essor Hogarty nentioned, increased volatility may be just
the price we pay for |ower prices.

MS. DESANTI: Al right. | think this is a good
point to take our break. W'Il|l start again around 11, and
finish up fromthere. Thank you.

(Break in the proceedings.)

MS. DESANTI: Let's start again, please. Now, we're
going back to two nore presentations, and Beck Tayl or,

Prof essor Beck Taylor, wll begin.

MR. BECK TAYLOR: |I'm decided to be | ow toned today,
and when | saw the problens that we were having earlier with
t he Power Point today, | was kind of relieved that I was, so
pl ease forgive nme. Ckay.

As the title of ny paper indicates, |'m going to be
| ooking at this issue of open supply. | wll acknow edge
al so the contributions of Jack Barron and John Unbeck, Purdue
Uni versity, on this paper.

| would also add the caveat that this paper is
prelimnarily and that | would request that it not be cited
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or quoted in any way until the final version is released, but
that being said, I wll give perm ssion to the organization
to go ahead and post the paper on the web site as | ong as
that's made cl ear.

So will open supply lower retail gasoline prices?
don't know exactly what the audi ence make up is here, but ny
guess is that half of you are on kind of the consumer side
and half of you are on the supply side. |'mgoing to make
exactly half of you walk out of here mad at nme for sure at
the end of this presentation.

But basically what I"'mtrying to do in this piece of
research is | ook at the major claimof proponents of open
supply, and try to -- obviously the best test would be to
basically | ook at a market area where open supply exists
and cones into play and | ook at prices before and after,
and obviously we can't do that.

So | ask a intuitive question, if the proponents of
open supply claimthat those retailers with the nost
flexibility and supply options are going to -- who are
generally able to buy rack either fromjobber or from sone
ot her source, if they're able to | ower prices, then we ought
to observe controlling for station |evel and nmarket
characteristics, stations who are direct supplied from
refiners having higher prices or at |east the same prices as
stations that are jobber supplied, and so |I'mjust kind of
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going out in the LA area and asking that very sinple
guesti on.

So just by way of introduction, the contractual
rel ati onshi ps between refiners and | essee deal ers
as you know is a constant issue. What's interesting about
these relationships is while the | essee dealers contract with
refiners for equipnent, station, et cetera, the supply
contract generally states, as you know, that dealers wll
recei ve supplies of gasoline at deal er tank wagon DTWprice,
which are typically, except for cases of inversion, higher
t han rack prices both brand and unbranded rack.

So basically I'mlooking at the distribution of
gasoline to the consuner via either direct supply, jobber or
supply or open supply. Direct supply I'm defining here as
direct fromthe refiner to a variety of station types, either
conpany operated stations, vertically integrated systens
| essee deal er stations or open deal ers that happen to
contract with a refiner for their particul ar gasoline.

We know of course the distributors or often what we
call jobbers also have those options. That is, jobbers can
supply to their own conpany operated station. They can
supply to other |essee dealers stations or to open deal er
stati ons.

What is being |obbied for is that | essee deal ers be
able to buy at rack from jobbers rather than paying the higher
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DTW price, so basically the relevant prices we're |ooking for
are branded and unbranded rack and the typically higher dealer
tank wagon prices or what I'Il refer to as the DTWpri ces.

So what are the argunents for open supply? This is
generally argued in both litigation and | egislation or
proposed legislation. Clainms of antitrust violation with
regard to either price discrimnation or predatory pricing or
t he breaking of unfair conpetition |aws are generally the
cl ai ms made.

And the major claimthat | want to focus on by
proponents of open supply is that if dealers have the right
to purchase gasoline from any whol esal er at the | owest price
possible, that is they're able to shop around essentially for
the | owest whol esale price, then dealers will pass on these
savings to consuners through | ower street prices. That's the
general argunment that's nade.

And fromthe Hogarty report from 1987 on open supply,
| found this particular quote, which I think outside of sone
bad ternms | think that are used, really identifies the main
sentiment of dealers here, and that is what Bill Ligon says:
"What we are upset about though is that the major oil
conpani es are raping the consuner by about 15 to 20 cents per
gallon in the difference between deal er tank wagon and the
unbranded rack. |If dealers got the sane break as the open
deal ers and the jobbers, then they would pass on to the
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consuners all the cost cuts they could manage.”

That's what we're trying to test in this paper.
Clearly we can't do that because we don't observe open
supply, but what we can ask is, Do we see systematic
differences in the street prices at stations who are direct
supplied by refiners or supplied via jobber controlling for
mar ket and station | evel characteristics?

Hogarty, et al., | think provides good expl anations
as to why we m ght not observe open supply or sone economc
reasons why open supply m ght be a bad idea. Those
consi derations include quality control, free-rider problens,
are we going to allow dealers to free ride off the brand
name of that particular supplier or refiner and not have
to pay the corresponding rents to the refiner, and
t hen just basic contractual issues, How does this fit into
t he basic | essee contract, |ease contract that is signed?

Those are all inportant issues, but | sidestepped
those and really asked a nore basic question, and that is,
controlling for station and market |evel differences across
stations, do we actually observe different prices at stations
that vary in their source of supply?

And so | estimate a nodel where | observe the price
at station | times T and estimate that as a function of
whet her or not the station is direct supplied or not.
Cbviously if they're not direct supplied, I'massumng they' re
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j obber supplied, and in some other matrix X of station and
mar ket | evel characteristics.

My data, which I'll talk about here in just a second,
our panel, that is a longitudinal set of data across space
and across tine so | use an air conponents nodel, and the
ni ce thing about the air conmponents nmodel recognizes the
dependence of air in ternms of across tinme at any given
station, is | can use a variety of different estimators to
estimate the inpact of al pha one, that is this effect of
direct supply kind of addressing different questions at the
sane tine, and | think you'll see what | nean here when | go
on.

But ot her control variables that we want to consider,
ot her than the supply source of the particular gasoline, are
brand affiliation, market structure, and market structure is
generally neasured by density, the nunber of other
conpetitors within a particular market area, and | al so use
anot her neasure that Genn didn't use in his, and that is
di stance to cl oser conpetitor, are they right on top or are
they down the street, et cetera?

Station services, what does the station |ook |ike,
because that could in large part reflect the cost of
operation of the station? Do they have a C store, car wash,
repair services, pay at the punp capability, which may in
fact proxy the technol ogy, et cetera.
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| have Kahn | evel fixed effects. | do have data
across several countries in my data set, and | also
controlled for time explicitly.

So the three what | consider to be -- and |I hope |
convince you of this, the three inportance questions we ask,
Suppose we have a panel of prices in station and market
characteristics, across the panel do we observe different
prices at jobber and direct supplied stations, other things
bei ng equal ?

So here | want to basically capture the entire panel,
all the observations on ny stations across all the tinme
periods for which |I have those observations, and here | use
basically an OLS estimator that's controlling for this non
i ndependence of errors that we observe in panel data.

The second question | ask is if we exam ne only those
stations that switch from one source of supply to the other,
so instead of |ooking at the entire cross section, naybe |
just pick those out that make the switch, what happens to
prices after that switch is conpleted? And for that
particul ar question | used what is often called the "within"
or fix effects estimator within this particul ar panel.

Then finally, do we observe different prices across
simlar stations as a function of supply sources in a purely
cross-sectional context? That is, for every single station,
if I observe that station for four years, maybe | just
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average prices across those four years for each station and
then run a purely cross-sectional estimtion, okay, so a
variety of estimates are here but it turns out ny results are
fairly robust.

So ny data consists of the marriage of two different
data sets. One is the Witney-Lei gh census surveys
purportedly every gasoline station in the five Kahn LA
Basin area, and here we're tal king about nore than 4, 000
stations per year from 1992 to 1995.

From these particul ar surveys we get station
| ocati on. We got addresses, and then we send it on the a GSI
software system and plotted it longitude |atitude so we can
get a picture of the market and brand affiliation, and the
key issue we're interested in is source of supply.

| married that data said with the LA Witney-Leigh
price surveys from 1992 to 1995, and this is an admtted non
random sanple fromthe census surveys that record individua
prices at changes including cash-only prices, regular and
prem um unl eaded prices. | then use also volume wei ghted
average self-service and vol une average station prices as
well, so I'magetting a sense of differences within grade and
then differences across grades and then differences at the
station in general which would include full service as well.

So if you're going to buy any of the results |I'm
going to give you today, | need to convince you that this

For The Record, Inc.

wal dorf, Maryl and
(301) 870- 8025



© 00 N o o b~ w N e

N N NN NN R R R R R R R R R
g b~ W N P O © 00 N oo 0o W DN+ O

72
particul ar sanple is fairly representative of the market
itself, and | hope to do that here in a second, but just kind
of interestingly, if being jobber supplied is so nuch better
in the sense that we can serve the consunmer so nuch better
and maybe even attract market share via | ower prices and
maybe even increase profits, we should see a whol esale switch
in the market maybe fromdirect to jobber supply.

During ny sanple period, '92 to '96 -- actually the
price surveys only go through '95 but | have the census for
96, we do see a slight decline in the proportion of
stations in Los Angeles, about a .5 percent decrease, and
dependi ng on your perspective, that may be either a | arge
decrease or a small decrease. |'mnot sure, but just
anecdotally we do see this decrease in the proportion of the
di rect supplied stations.

Concerning the representative nature of the sanple,

t hese are the average station characteristics in ny price
survey data conpared with these sane vari abl es across the
entire census, and this table is in the paper, but | would
argue that it's a fairly representative sanple.

I f you | ook across all of the particular variables
that I"'mincluding in ny nodel, there are a | ot of
simlarities between the sanple stations for which I have
prices and the census surveys that Whitney-Leigh collected so
| would argue that it's a fairly representative, non random
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sanpl e.

So if |I ask one of ny students to go out and do this
particul ar analysis, I"msure | would get a table that | ooks
sonething like this, that is let's just go out and conpare
average prices. On the left | have major brand, and for this
particul ar paper, major is really kind of Exxon/Mbil, Shell,
ARCO, Unocal, the majors that we kind of normally consider
majors. All others are considered non major or independent.

If we just observe prices on regul ar unl eaded
gasoline by year, what we see is that in fact jobber supplied
stations are consistently higher priced than direct supplied
stations. Now, renember the claimfor open supply is that if
there's nore flexibility in terns of obtaining supplies and
we're able to shop around for the local self costs or we're
able to get direct fromthe rack instead of having to be DTW
that in fact retail prices mght fall

And they may very well do that, but if we just went
out and took a survey of stations and asked, Are you direct
or are you jobber supplied, we see jobber supplied stations
consistently pricing higher.

Now, | would take this particular table fromny
student and | would say, That's all fine and dandy but you
have control -- maybe jobber stations are different. Maybe
j obber supplied stations |look different. Maybe they |ocate
differently. Maybe they're in different markets. That n ght
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be able to explain a way a | ot of these differences.

So obviously that |eads us to the regression
anal ysis. | apologize here for this table, but these are the
results fromny estimati on of that price equation that |
mentioned earlier. Here we're |ooking specifically at self
serve regul ar unl eaded prices, and so fromthese price
surveys of nore than 700 stations that | was speaki ng of
earlier, so ny dependent variable here is the self-service
regul ar unl eaded price, | have three different estimation
techni ques | nentioned.

The OLS is basically using the entire cross-section.
| am correcting there for the correlation of errors across
stations. The fixed effects only captures the effect of
switching. |If | explicitly include variables for every given
station in the market, essentially all I'm capturing here are
changes in these variables. |In particular for the direct
supplied variable, I'"'monly capturing stations that either
nove from jobber to direct or direct to jobber

Then finally the between effects estimator captures
the cross-section of averages, so what stories can we take
fromthese particular results?

Well, it turns out that the table that | just showed
you, the results fromthat table also hold when controlling
for a different market and station |evel characteristics.

That is controlling for things |ike conpetition in the
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mar ket, what kinds of ancillary services the station provides
via car wash, repair services, et cetera, brand effects and
al so Kahn level and tinme effects.

We in fact see that using the entire cross-section
for our regular unl eaded prices, direct supplied stations
generally have about a 2.7 cent |ower price, other things
equal , okay?

Again that's contrary to the clains of open supply.
Open supply proponents would say that if stations are given
t he opportunity to have a nore flexible supply route, then in
fact prices mght fall, and again |I'm not refuting that
particul ar statement because | can't, but if we just went out
and | ooked at stations that differ with respect to supply
source, they do look different, and it's opposite what you
woul d expect if you were a proponent of open supply.

The fixed effect, nowthis is interesting, again this
is capturing only those stations that are changing. Even if
we | ook at only those stations that are changing from jobber
to direct, we also see a |ower price once they' ve sw tched
fromjobber to direct, okay?

Again that kind of flies in the face of sone of the
claims made by supporters of open supply, and finally just
| ooking at the cross-section of averages, we see that on
average direct supplied stations are about 3.3 cents | ower on
aver age.
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Now, just kind of |ooking at some of these other
vari abl es because | think they tell inportant stories wth
respect to the conversation we had earlier, that is, if we
| ook at the distance to the closest conpetitors in mles, so
we're just taking the nearest stations and asking as it gets
farther away what happens to prices, as it gets farther away,
prices go up. That's not surprising.

As the nunmber of conpetitors in the one mle radius,
this market density neasure that we've been tal king about
this nmorning -- as that increases, what happens to prices?
Well, interestingly in the OLS and in the between effects
estimtes we see a significant decrease in price, which would
certainly correspond to Genn's predictions with respect to
el asticities.

But the fixed effects estimtor shows a positive
effect on price, and that seens to kind of contradict
intuition until you realize what the fixed effects estimator
is actually neasuring. You're nmeasuring only markets here
for which there was entry.

Wiy is there entry? The conpetition theory would
suggest there's entry because prices are higher, and
profitability is higher generally in this case. So in fact
that particular result m ght be able -- although it m ght be
expl ai ned just by the fixed nature of the fixed price
esti mat or.
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Interestingly, stations with car washes, repair
services, convenience stores, full service -- and full
service typically don't price their product any differently
than stations that don't have those services, but when you
add one of those services, your prices go up, and that kind
of is what you would expect. |If you' re adding a particul ar
service, you're now offering the consumer nore, you mght in
fact get nore market power and it wll allow you to increase
your prices.

This is self-service regular unleaded. It turns out
that this particular result holds for all four of the prices
that | exam ned. Here's the table for self-service prem um
unl eaded prices. Again, you see that the effect of being
di rect supplied, other things equal, other characteristics
equal, is a significantly |ower price. W see direct
supplied stations pricing their product |ower than jobber
supplied stations, and again all these other results are
fairly consistent with the ones that | just showed you.

If we look just briefly at the average -- vol une
wei ght ed average self-service price, again we see that direct
supplied stations are | ower from between about .8 cents to

about 2.4 cents.

And 1'll say, as | hope any good researcher would do,
| tried to break these results. | mean, to be really honest
with you, |I try to enter into my research with an
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objectivity, but I didn't like these results, and it wasn't
because |'m either a proponent or agai nst open supply. It's
just | would have expected a null result. | would have
expected zero, that other things equal, there was no
di fference between the two, but instead |I got this very
robust result that in fact direct supplied stations are
| ower .

So I kind of started trying to think about reasons
why that m ght be, why am | observing this higher price at
j obber supplied stations? So | started thinking maybe
there's just sonething going on here, tinme coincidence.

If real prices are rising over time and we observe
that direct supplied stations are decreasing over tinme, maybe
|"m just picking up this increase in price, that is, as nore
and nore jobber supplied stations are comng in at the
expense of direct supplied, maybe |I'm just picking up this
increase in price, but I've controlled for tine in ny
regression, so any difference between direct and jobber
supplied prices is probably not likely due to changes in
price that correspond with changes in tine.

Secondly, you can tell a nice story that refiners are
just getting rid of high cost stations. That is, if we talk
about zone pricing and you set kind of uniform zone prices,
what stations are refiners going to be giving up? They're
going to be giving up those stations that are high cost, high
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cost of supply, right, maybe because they're small vol une.
They have small tanks. They don't take an entire delivery
t anker | oad.

These are npore expensive stations to supply, so if
you get rid of those, who's going to pick them up? Jobber
supply -- jobbers are going to pick those up, and they're not
nearly as nice as refiners are in ternms of maki ng speci al
consi derations for these special types of stations.

So it may be that we're just observing that refiners
are getting rid of these high cost stations, and jobbers are
pi cking them up, and that m ght be driving sone of our
results, and so | asked whether stations that switch
different. That is, if you could tell a story that stations
that switch fromeither source of supply to the other are
randomin sone sense, then | would like ny result a |lot nore.

But if you could nake an argunent that in fact
stations are different that actually switch, then that m ght
buy us our results to the extent that we don't include those
differences in our nodel.

So | ran just quickly a |ow Logit nodel predicting
the probability of switch, so here is the change in the odds
ratio of switching to jobber supply, and here's the change in
the odds ratio from-- to switching to direct supply. Now,
"Il mention that in ny price survey -- excuse nme in ny
census survey data, that includes all 4,000 stations in the
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LA Basin area, about 120 switched to jobber supply, and about
20 switched to direct supply, okay?

But | ooking over all stations that either switched or
didn't switch, notice that the only significant predictor of
switching to jobber supply was volune. That is, as volune
goes up -- this positive sign by the way be careful, this
means you're .8 tinmes nore |likely or one over .8 tines |ess
likely, so you're actually less likely here to switch, okay?

That kind of corresponds with the story | just said,
right? Low volunme stations, refiners are going to dunp
t hose, okay?

In terms of changing to direct supply, and here you
need to qualify these results because | only had 20 stations
do this, but convenience stores were significantly |ess
likely to swwtch to direct supply. Full service stations
were significantly less likely to change to direct supply,
but notice I'malready controlling for those station
characteristics in ny previous nodel.

What |I'm not controlling for here is total volune,
okay, and the reason | didn't put those in ny initial
equation is because | was concerned about honogeneity. Are
prices high because volunes are | ow or vice versa.

So in regression results that I'm not going to show
you today, what | did is | included categorical variables
t hat descri be stations as being either |ow, mediumor high
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vol unme stations.

Now, those particular categorical variables were
significant predictors of price but did not change ny result
t hat showed that jobber supplied stations had significant
hi gher prices other things constant.

So to conclude here, | would say that this is not
necessarily -- ny results certainly do not make the follow ng
statenment: Open supply will raise prices instead of |ower
prices. In fact, my results don't even say that open supply
will not |ower prices.

All I"msinply trying to do is kind of go out into
the market and say, Okay, let's |ook at source of supply and
see howit matters, and what | think |I've done is |I've shown
that it does matter, and interestingly it matters in the
opposite direction of what a | ocal of proponents of open
supply think.

So | think that 1'll leave it at that.

(Appl ause.)

MS. DESANTI: Thank you very much. Next we will hear
fromMchelle Burtis at LECG

M5. BURTIS: M paper is actually sort of
conplementary to Beck's, so | guess that's why you guys put
us one right after the other. It has to do with a variant of
pass on and |I'm | ooking at whet her whol esal e price changes
are passed on to the retail level nore or |ess depending on
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whet her or not those stations are vertically integrated, that
is whether or not they are owned by a refiner.

| originally got this idea because | was | ooking at
particul ar market, a particular situation, in which the
whol esal e prices were very, very stable for a | ong period of
time, a relatively long period of tinme, which was very
puzzling because as nost people know, gasoline prices, oi
prices, tend to be very, very volatile.

And there are a nunber of things eventually that we
| earned that contributed to that stability, but one of them
had to do with the level of retail conpetition, and again |
was | ooki ng at whol esal e prices and noticing this stability,
and what | have learned is that there was a | ack of retai
conpetition in this market, and the whol esal ers and the
refiners who were setting the whol esale prices just didn't
have the incentive to be conpetitively aggressive because
they could reduce their whol esal e price, but because the
retailers were not conpeting with each other very nuch, that
whol esal e price woul dn't be passed on to them and the
whol esal er then woul dn't gain any vol une.

So it becane apparent that it was a basic and naybe a
very obvious idea that led ne to the idea of trying to
i nvestigate what refiners, what wholesalers do to try to
i nfluence the retail market.

And at this point I think it's inportant to note that
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froma refiners's point of view, when they are operating in a
mar ket in which they have their presence or their product is
di stributed nostly through franchi sees or through
distributors, it is best for them when the retail market is
operating as conpetitively as possible. They want the retail
prices to be as close to conpetitive |evels as possible
because that's when they sell the npbst gasoline.

So | started thinking about the way that the refiners
partici pate or the way that they can influence the retail
mar ket, and one very obvious way is they participate in it.
That is, they integrate at the retail |level, and they sel
their own product through conpany operated stations where
they set the retail price, and they earn the profits at
retail .

When you | ook across refiners' sales, what you'l
find is that they generally distribute their product through
a variety of ways. They have vertically integrated outlets.
That's what | call the conpanies op. They sell through
deal ers, and they sell through the distributors, and they
al so of course sell sonme product on the spot narket.

And the reason that this mx historically -- nobody
sells their -- | shouldn't say nobody, but refiners tend to
have a m x of organi zational forms through which they sel
gasol i ne because each one of these different forms has its
benefits but also its costs.
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And so if the only thing the refiners were interested
in -- and there were no costs associated with it, if the only
thing they were interested in was setting the retail price
they would fully vertically integrate, but that's a very
costly form of organization for them because there are
t housands of retail gasoline stations.

They are geographically dispersed. It's very
difficult to nonitor them and when you didn't have a
resi dual claimnt operating that little station sonmewhere out
there in Anerica, you don't -- you don't have the person
operating the station with the incentives to provide the
ri ght kind of service to the custoner, so this is the kind
of -- this is the kind of fornms that we observe, and it's
generally true that refiners have a m x.

| can al so show you that just in terms of the
vertical -- vertically integrated outlets, it's over the |ast
what ever that is, seven years, has been roughly the sane.

Anot her way that refiners nmay have open to them now
to influence the retail market canme about with the Suprene
Court's decision in Khan, and in that decision the Suprene
Court -- well, prior to that decision, maxi numresell price
mai nt enance was per se illegal, and oil conpanies | know in
particul ar were very, very reluctant to try to influence
their dealer's prices.

In 1998 Khan was overturned or Khan overturned that
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per se illegality, and refiners may now feel |ess constraint
in how they counsel their dealers to set retail prices.

| should say | have not seen any evidence in
contracts changing, and | don't personally know of any oi
conpani es changing their policies with respect to retail
prices, but it was a pretty significant decision, and a | ot
of people paid attention to it in the industry, and it my
have had sonme effect on the way the refiners deal with their
dealers, and it also gives ne an opportunity to test it, so
wi th that background, |et nme describe the basic idea of ny
paper and the results.

One phenonena that people generally have tal ked about
now for about ten years is called the rockets and feathers
phenonena in this industry, and that is that when costs
i ncrease, what you see is immediately or very, very quickly
you see a response upwards in gasoline prices. Wen costs
decrease, you don't see that sanme quick reduction in prices,
but you see it go down nore |ike a feather as opposed to a
rocket, and there have been nunmerous studies over the years
that have tried to -- have debated whether this asymetry
actually is present and have tried to cone up with
expl anations as to why it may exist.

At this point I would say nine out of ten papers have
found asymmetry, and nobody has really offered any kind of
econom ¢ nodel based on rational profit maxim zing behavior
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that would explain why it exists.

It was interesting -- well, the idea was interesting
to me because it has -- it goes to how responsive retailers
are to changes in their costs, and so what | did is | |ooked

at that relationship, which I think is going to be right
here.

| | ooked at that relationship with a very sinple
regression equation, and | split the data up into two -- the
first thing | didis | split it up into two periods, before
and after Khan, and | asked the question whether or not --
whet her retail prices were nore or |ess responsive on average
bef ore Khan conpared to after Khan, and | | ook at price
changes up separate from price changes down, and that | ast
variable in there is just stock variable. It seened to ne
once you put it in, it turns out it doesn't have that nuch
effect, but it's still in there.

So in the period prior to the Khan deci sion, what you
see, and this was ny typo actually, a one cent increase in
DTWin the first nonth |eads to a one cent increase at
retail, and a one cent decrease in DITW that should be .6,
not .06, 6/10ths of a decrease at retail, and so you see this
asymmetry in the retail price response of 4/10ths of a cent,
and let ne just back up one m nute and descri be ny data.

It's nonthly. It is a panel. |It's by state. It is
fromthe DOE, and a couple caveats about the data. | think
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we' ve heard nunmerous people here today, and | whol eheartedly
agree with the idea that retail markets are certainly
sonmething |l ess than a state, and a nonth is less or it's nore
time than one would want to really neasure the qui ckness of
t he response, so you should think about those caveats when
you | ook at the results.

| estimate the sane nodel after the Khan deci sion,
and what | find is a one cent increase in the DTW Again you
get a one cent increase at retail. The response to a
decrease, however, is higher.

| estimated both of these nodels, including another
nmonth's worth of data so | could get additional tine to allow
the retail prices to respond. Prior to the Khan decision we
still don't have full -- you don't get a cent for cent to the
decrease. After the Khan decision you do.

| guess the other caveat | should say is there's no
variable in these nodels that is measuring the effect of
Khan, and again |I'm saying this because | don't have any
evi dence that any oil conpany who has changed their contract
with their dealers.

This is a very dynam c industry, and there are a | ot
of things that may have changed between these two periods,
but clearly the responsiveness of retail prices have changed
in the two periods. One thing that's happened over those two
periods is the Khan decision, which is consistent with the
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results.

The second thing that | did is | took the period
prior to Khan, and | asked the question whether you have
di fferent anpunts of responsiveness in retail price changes
in markets where refiners are nore or less vertically
i nt egr at ed.

And basically the idea is if refiners have a presence
in the market, they are able to go in and set the conpetitive
retail price, which then sets the exanple for the other
stations that are conpeting around them and it would be --
they are a conpetitive factor in the market that is hel ping
to change the conpetitive | andscape at retail.

And the nmodel that | used to do this is simlar to
the first nodel. The only difference is | interact the
amount of vertical integration in to both of nmy variables so
that | can pick up what happens in markets where there's no
vertical integration versus what happens when there is sone
vertical integration, and the difference in price response
t hen becones a function of the anount of verti cal
i ntegration.

And basically these are the results, which probably
nobody really wants to | ook at too nmuch, and what | find --
first let me just say that within the data set on a state by
state level, vertical integration varies from about zero to
46 percent, so for those narkets where there is no vertica
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integration, that is, there are no conpany operated stations,
you still see this asymetric price response, and you don't
see prices retail prices falling as quickly or as nmuch when
whol esal e prices are falling.

In the markets where you have the nobst vertica
i ntegration, what you see is |ess asymetry, and you see
about the sanme response to whol esale price increases as you
do to whol esal er price decreases.

So basically the conclusion is the asymetry is
clearly not in the interest of the refiner. They are
setting -- they are lowering their whol esale price to the
retailers. They want that whol esale price reduction to be
passed on to the consunmers so that they can sell for
gasol i ne.

To the extent that the asymetry exists, to the
extent that there's this feather effect com ng down, what ny
results seemto indicate is that in those markets and in
those tine periods is the refiner is |ess able to influence
what's going on in retail -- in the retail market.

| think it would be interesting, and I have not -- |
don't have the data to test this, but asymetry is always
measured at various levels of the supply chain but, it sort
of goes back to the original idea of how | got this idea for
the paper. It would be interesting to see if there is the
sane sort of asymmetry at the whol esale |evel for those sone
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reasons.

That is, are the refiners less likely to lower their
prices when there is not the possibility of getting the
retail price reduction in response?

(Appl ause.)

MS. DESANTI: Thank you both. | think we would |ike
to cover sonme territory on state |laws and issues related to
open supply such as Beck took us through but al so issues
related to vertical integration.

Let nme start by asking Beck: In terns of the open
supply issues that you've exam ned, conparing that to other
statutes or restrictions that states sonmetinmes put on
retailers such as below cost pricing statutes, do you have
any sense of whether open supply woul d have nore or | ess of
an effect, and what's your understanding of the effects of
say bel ow cost pricing statutes?

MR. BECK TAYLOR: M understandi ng of the bel ow cost
pricing statutes is fairly limted. Wat | do know is that
t hose particul ar kinds of statutes, kind of draw ng back on
sonet hing we nentioned earlier, assune to be particularly
bi nding in markets heavily saturated with the hyper market
that we were tal king about earlier.

| don't have any enpirical data on the effect of
t hose particular statutes on street |evel prices, | just
don't have that, nor have | seen any studies. Maybe sone of
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t he ot her nmenbers of the panel have.

Wth respect to open supply, I will tell you
intuitively as an econom st that if these dealers who are
contractually obligated to pay a higher DTWprices are
all owed to buy conpetitively, it would seemto ne kind of
just intuitively first guess that prices potentially would
fall, and maybe that's the eye that | had going into the
particul ar project, which is probably why I was so surprised
at nmy result and also why | tried so hard to break the
result, to see how robust it was, but | want to nention again
that nmy particular study certainly does not assess the inpact
of open supply.

That study is yet to be done, and of course we need
to see the passage of open supply legislation to do that, but
what it does do is it sinply says, Okay, if the clains of
proponents of open supply are correct, that is that being
able to buy a whol esale nore conpetitively would | ower street
prices, therefore, increasing the welfare of consuners, can
we go out in the market and actually observe differences in
source of supply and attribute those differences in prices to
t hat source of supply?

And of course as you saw in ny results, | found that
i ndeed there are differences controlling for stations,
characteristics and market characteristics between stations
who source their product through the refiner and those that
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do not.

So | would say -- | would characterize nmy result as
not necessarily refuting the clainms of proponents of open
supply but rather casting serious doubt on those clains.

Now, | have yet to find systematic differences
bet ween open supply -- excuse ne, direct supply and refiner
or jobber supply stations that seemto have an inpact on the
difference in prices that | observed, but that does not nean
that they aren't out there.

There may be sone characteristics between the types
of stations that I'msinply not picking up in ny nodel, but
to the extent that that heterogeneity is controlled for in
t he panel estimation techniques, |I think it becones |ess of
an issue, but | would have to defer maybe to ny col |l eagues to
tal k about the open supply versus bel ow cost selling.

MS. DESANTI: Any ot her observations? Tonf?

DR. HOGARTY: One observation, bel ow cost selling,

t here have been a nunber of studies. Ron Johnson at Montana
State did one recently. There were sone earlier studies in
various industries and governnent agency sponsored studies.

| think they tend to show that | ow cost selling
statutes, to the extent they have an effect at all, m ght
have an inpact on the order of one to two cents per gall on.
There are below cost selling laws in quite a nunber of states
and the enforcenment varies, and the firms subject to them of
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course vary.

Where they are potentially inportant, like in a state
such as Florida or CGeorgia, big gas consum ng states, the
effect is to cause prices on average to be one to two cents
per gallon higher than otherwi se, and | recall one APl study
done sone years ago which tried to identify the source of
that one to two cents, and it turned out to be principally
the chilling effect of the law on price cutting by aggressive
mar keters during a time when whol esal e prices were trending
downwar ds, which is consistent with sone of the results
M chel | e was di scussi ng.

That is, when whol esal er prices are going down
because of the crude oil price collapse, for exanple, a bel ow
cost selling laww |l tend to inhibit the npst aggressive
retail price cutters fromcutting as nuch and as fast as they
ot herwi se woul d, and then when you average over the cycle and
over the years, that conmes out to a penny or two per gall on.

In respect to Beck's study, | noted that he had a
nunmber something like 2.7 cent differential, sonething |like
that, and it occurred to ne that in a handful of states, we
still have divorcenent |aws, and historically the estimtes
of those divorcenent |aws are vari ed.

Sonme investigators, John Umrbeck in particular, tend
to assign it a relatively |ow number. O her investigators
|i ke soneone at Florida State come up with nunbers |ike 3
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cents a gallon, but to the extent divorcenment forces
repl acenment of refiner supplied station with jobber supplied,
t hen Beck's results potentially at |east m ght have
i mplications for divorcenent.

| think that a fellow M chael Vita at the Federa
Trade Conm ssion has studied divorcenent, and | think he has
an estimate in the 2 to 3 cent per gallon range so | think
Beck's estimate mi ght be consistent with Vita's in that
extent.

MS. DESANTI: All right. Mchelle.

MS. BURTIS: There was one other thing about the open
supply issue. This is sonething that gets litigated a lot in
the oil industry. The dealers are upset because they can't
buy at the rack, and so they sue their supplier and they say,
Look, this is how much noney | could have made if only |
could have made -- if | could have purchased at the rack

And we have been in a position a couple of tinmes --
the dealers don't buy. The rack price is not a price that is
sold to dealers at. It is a price that is sold to
distributors at. It's a price that you can purchase at it if
you have a big truck, and you can conme, and you can pick up
the product, and you can drive it sonewhere, and we have
been -- and those distributors do that.

They come. They buy at the rack. They take the
product, and then they resell it to dealers or they use it in
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their own vertically integrated stations.

So the real conparison then should be the DITWprice
with the price that the distributors are then reselling the
gasoline to those stations that they supply.

In a couple of instances, it's very difficult to get
t hese contracts because you have to go and subpoena the
di stributors and everybody has a big -- that's terrible, but
we have gotten some, and we have constructed the prices that
the distributors sell to their dealers at, and they are dead
on to the DTW.

They are within a tenth of a cent, and they nove the
sane way, and it is -- there's really in ternms of the price
that those particular -- anyway those dealers are getting,

t hey got no advantage from bei ng jobber suppli ed.

MS. DESANTI: All right. Any other observations?

MR. BECK TAYLOR: | would like for Professor Hogarty
to maybe clarify sonething he said just because |'m curious
with respect to interpreting ny results.

DR. HOGARTY: ©h, okay.

MR. BECK TAYLOR: | think that my paper concl uded
that direct supplied stations typically price |ower than
j obber supplied stations, and | think |I heard you say that
that m ght be an argunent in favor of divorcenment?

DR. HOGARTY: Pardon ne. A repeal of divorcenent or
agai nst divorcenent, that is to say, | was trying to say that
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di vorcement prohibits refiners fromdirectly supplying their
own stations, their conpany operated stations, but to the
extent that the refiners have a |ower price than the jobbers
and to the extent that divorcenent as a practical matter
forces jobber supply.
MR. BECK TAYLOR: | wanted to make sure that was on

the record.

DR. HOGARTY: ©Oh, okay. I'msorry. | msspoke. [|I'm
sorry.

MS. DESANTI: | think Chris has a question.

MR. CHRI'S TAYLOR: | wanted to go back a little bit

to this norning, but also it refers to the presentations this
afternoon or later this norning. Wen talking about G enn's
paper this norning and the fact that they had the ability to
rai se and | ower prices at ARCO stations by two cents a
gallon, and ny question to G enn was: Did they see any
reaction in the conpeting stations?

MR. WADDELL: | don't know if this is unfortunate or
fortunate, I'mlosing ny voice.

If you were to posit the hypothesis that there would
be no response to exogenously inposed price changes, up,
down, what have you, we would not be able to refute it
essentially.

Now, it should be noted that for those of you who had
taken thought on those, the dates that | put up there, our
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experi ment begi nning February 8, the Tosco Refinery incident
on the 23rd of February sent California gasoline prices up
significantly. Now, a priori | would expect that to hinder
a test, a proper test of that and that sort of hypothesis.

If I were to inpose a two cent higher price for a
week on a particular station in Los Angeles or San Di ego or
where have you, and a couple days later the Tosco incident
arrives, that above equilibrium-- quote unquote equilibrium
price that we've inposed is no | onger above the equilibrium
It's probably below equilibriumw thin a day or two, and
mai ntaining that price for a few days there where it's
actually now below the equilibriumprice.

Now, for my study, that's a good thing. For our
study and the intent of it initially, the fact that we have
this | arge exogenous supply shock is a good thing for us in
terms of measuring elasticity. Many woul d have thought we
had sonething to do with that incident. That's exactly what
you want to happen.

The second issue of do we see any sort of strategic
interplay between stations in response followed sort of
t hi ngs, as of yet we have not been able to conclude we can
see anyt hi ng.

MR. CHRI'S TAYLOR: | guess that was |leading ne to the
nore general question. |In the sense that we have station
| evel data or city level data by brand, if we were | ooking
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for some kind of response, sone kind of collusive response
anmong the firms, and we're not |ucky enough to have this kind
of natural experinent where we can exogenously raise and
| ower prices and see if anybody responds, what should we be
| ooking for in terns of providing various brands?

MS. BURTIS: \What is your experinent?

MR. CHRI'S TAYLOR: If we're not |ucky enough to have
this kind of experinment where we can vary prices and see if
anybody responds, we just have in effect pricing in market by
brand, what should we be | ooking for?

In Genn's case it may be conplicated by the Tosco
fire but he has a pretty straightforward experinent, and that
is we raise the price at ARCO and we see if anybody el se
responds, but if you're not lucky enough to have that, if we
have just marketing pricing data by brand or not, what should
we be | ooking for?

MS. BURTIS: One thing -- what you can't do | think
is look at a set of prices and see that they all nove
toget her, for exanple, and conclude that there nust be
collusion, if that's sort of where you' re going here.

It's very difficult to just | ook at sone data and
| ook at a set of prices and say, Aha, it's this or it's that,
and | think that there's some tendency to do that on the part
of some people. Look at these prices. They are all noving
together. They're all noving in |ockstep, and certainly from

For The Record, Inc.

wal dorf, Maryl and
(301) 870- 8025



© 00 N o o b~ w N e

N N NN NN R R R R R R R R R
g b~ W N P O © 00 N oo 0o W DN+ O

99
an econom st's point of view, that really does not tell you
anyt hing because that's equally consistent with a very
conpetitive market as it is with a market where there may be
sonme sort of collusion going on.

DR. HOGARTY: One thing |I think you may have to do is
go beyond the brand price data. |If there were to be
collusion, it would probably be nost likely within a given
brand. | agree with that, but it m ght be a subgroup within
that brand. As Mchelle's statistics pointed out, a brand is
di stributed through three or four channels, typically four.

Any conspiracy or collusive activity would nost
li kely be anong |l et us say the marketers of a given brand or
t he deal ers of a given brand.

It's conceivable that there would be a possibility of
col lusion anong the refiners. Then you would have to go
across brands, but ny suspicion and small anount of know edge
of the collusion cases has been that collusion is nore likely
anong -- nore or |ess honbgeneous groups, such as al
mar keters or all dealers than anong any ot her.

So | don't think the brand data woul d get you very
far.

MR. BECK TAYLOR: | would just echo what M chelle
said, and that is certainly what we weren't |ooking for are
positive correlations on prices across tinme. That's
perfectly consistent and | would even argue is probably a
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correct or explained correctly by a nore conpetitive nodel.

It's my intuition that explicit collusion is one
thing, tacit collusion another.

| f one presents the hypothesis that tacit coll usion
is easier when information is |less costly, then higher
density markets may be -- you nmy observe nore tacit
collusions in those types of markets, but there's enpirical
evidence in work that | have done that in fact this higher
density in fact |lowers the dispersion of prices.

So I think that that's consistent with this kind of
tacit collusion argunent, but | would also just add as a
personal opinion, this collusion that is often | ooked for I

think is very difficult to achieve in these kinds of very

conpetitive compdity markets that we're | ooking at, not that

it doesn't occur, but it would seemto nme that it would be
very difficult to identify those incidents of coll usion

wi t hout doi ng what Professor Hogarty said in |ooking across
br oad groups of individuals.

Again, | maintain my hypothesis that these markets

are local, and to the extent that that locality is determ ned

by density and ot her common market characteristics, | think
it's going to be difficult to kind of make a claimfor
col l usi on anong smal | er groups.
MR. WROBLEWSKI: Can | just clarify one thing? |
want to make sure | understood it right. You said that in
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| ocal markets that have higher density, you have less -- you
may have a | ower price because you have nore conpetitors, but
that you have -- there's less variability in that market
anong the prices that would then be at the | ower |evel.

MR. BECK TAYLOR: Yes, that's correct.

MR. WROBLEWSKI: Ckay.

MR. BECK TAYLOR: I n Professor Waddell's concl usions,
we observe higher density markets having | ower prices, and
it's also true there's |l ess price dispersion, and that's
entirely consistent with a search cost based nodel consuner
behavior. It could be used as a story obviously for east of
tacit collusion and things like that, but it's entirely
consistent with a conpetitive based nodel as well.

MS. DESANTI: Jim you had a question.

MR. G FFIN. | wanted to cone back to divorcenent
for a noment. We've heard reference to the studies that show

t hat divorcenment laws |like the one in Maryland coul d have

sone adverse effects on consuners, and M chell e, your hypot heses

about refiners' ability to control what their marketers are doi ng

with retail pricing sort of fits in with that.

" m wondering, given your results, |ooking at the pre
and post Khan period, whether you would expect that if
sonebody were to | ook at divorcenment again in perhaps a
simlar way to what you did, if one mght find that the
effects of divorcenent |egislation are sonewhat mtigated by
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t he Khan decision in light of the refiners' greater ability
to control what their retailers are doing in price?

MS. BURTIS: You're suggesting that it would be okay
now to not allow conpany ops because refiners now have the
ability to nore directly influence retail prices through Khan
or after Khan?

| just want to -- | said this twice, and I'll say it
again because | don't really have any evidence that Khan has
really made -- there's really been a policy change since
Khan. Throughout the last 15 years |I've worked with a | ot of
oil conpanies, and | can tell you Khan may -- or not Khan,
but prior to Khan, these people did not want to tell their
deal ers anyt hi ng about setting prices.

They encouraged them to understand that when you
| owered price, you could sell nore, but the decision as to
what retail price got charged -- and that was so ingrained in
that culture, it's sonmewhat difficult for me to believe that
Khan actually had an inpact, even though the results suggest
t hat somet hi ng changed post Khan.

So there are a lot of good reasons, aside fromthis
al so, that refiners should have the ability to have sone
vertically integrated stations. |It's a good way for themto
nmonitor what's going on in the market. |It's a good way for
themto test various types of nmarketing strategies, so ny
inclination is to disagree with that and to say that, you
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know, just because there's Kahn, | certainly wouldn't say
t hat di vorcenent is okay.

MR. G FFIN:  Just to clarify. | certainly didn't
mean to suggest by the question that divorcenent |egislation
i's now okay.

MS. BURTIS: Ckay.

MR. GIFFIN. And to put it another way, | guess that
what | was suggesting is that perhaps the results of your
study shed sonme nore light on why it is that divorcenment
| egi sl ation coul d have adverse effects --

MS. BURTIS: Right.

MR. G FFIN:. -- the phenonena to the extent to which
provi ders can affect retail pricing.

MS. BURTIS: | like that interpretation better.

MS. DESANTI: Mchelle, | would like to follow up
wi th sonme questions about vertical integration and just do
sone conpare and contrast. Last August we had Justine
Hasti ngs giving presentations suggesting that vertical
integration in sone cases can |lead to higher prices, and |'m
wondering if you're famliar with that work and if you have
any sense of the variation in what you were | ooking at that

could speak to the differences in results.

MS. BURTIS: You know |I've read that paper, |I'm
generally famliar with it. That nodel -- there's two things
about it that are very different. First, it is not directed
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at retail prices. It is directed towards unbranded rack
prices, and then the hypothesis that those authors were
| ooking at is, Wuld a refiner have the incentive after they
vertically integrate to raise the unbranded rack price
because they would then not only get the profits fromthe
hi gher unbranded rack price, but presumably if they're
vertically integrated, they get sonme retail profits as well
as those i ndependent people who are buying fromthem at the
rack are at a conpetitive di sadvant age.

It says not hing about retail prices, which it -- |
guess what I'mtrying to say is it very well nay be the case
t hat when a refiner becomes vertically integrated, it raises
t he unbranded rack price, or it my be. However, there's no
connection to what happens at retail.

There may be very good reasons, for exanple, for the
unbranded rack price to be higher than it was prior. And
then a problemw th that particular paper is that they are
not measuring true vertical integration. They are neasuring
sonme vari ant of branded presence. They're adding together
vertically integrated stations with | essee stations, which
about doubl es the amount of what they call vertically
i nt egr at ed.

So it's sonmewhat nuddl ed because what they're saying
is on the one hand the refiners are going to raise this
unbranded rack price, so that they're going to get nore at
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retail, but that variable that they' ve got in there, they're
really not getting those retail profits. At nost they're
getting half of them and so that's sonme sort of conceptual
problemw th the study.

Let's say -- let's change the hypothesis to be nore
inline with what their enpirical nodel really is. Does it
make sense for the refiner to raise the unbranded rack price
if they have nore of a | essee plus vertically integrated
presence in the market?

Again very good reason why that m ght happen. |
nmean, those dealers are their custonmers. They are
distributing their product. They may want to protect those
deal ers fromthe | ower unbranded rack price. Again it says
not hi ng whet her or not what happens to the retail price.

So | guess those are ny two general comments about
t hat .

MS. DESANTI: Are there other questions?

MR. CHRI'S TAYLOR: | guess | could ask Beck a little
bit about what he thinks his results say in terns of vertical
integration and could we interpret your results to say that
j obber supplied stations, there m ght be some inefficiency or
doubl e margi nalization that m ght be going on, or is that
pushing your results too far?

MR. BECK TAYLOR: The nmarginalization could probably
only occur at conpany operated jobber stations, all right,

For The Record, Inc.

wal dorf, Maryl and
(301) 870- 8025



© 00 N o o b~ w N e

N N NN NN R R R R R R R R R
g b~ W N P O © 00 N oo 0o W DN+ O

106
because jobbers can conpany operate stations just |like a
refiner, and that's only a small subset of the total jobber
supplied stations.

Wth respect to vertical integration and how it
pertains to ny study, | really -- | don't have any answer
right now | would have to think about that. | would have
hate to specul ate.

MR. CHRI'S TAYLOR: | guess just for the record, you
m ght get double marginalization in those stations where the
| obber supplies soneone el se because if the jobber was
vertically integrated, they wouldn't mark it up.

MR. BECK TAYLOR: That's true. That's true. You're
correct.

MR. CHRI'S TAYLOR: | guess another clarifying
question. You talked a little bit about inversions in DITW
versus rack. Did you check for that in your data, or is that
sonet hing especially given it's California?

MR. BECK TAYLOR: Yeah. It's not sonmething that |
checked for in ny data though. | believe |I have sone
measures of DTWand rack prices over that same tinme period,

t hough they're not in the sane data set, so | could certainly
| ook at inversions and probably something | should do.

| nversi ons occur when prices are extrenely volatile and
nmovi ng around quite a bit.

| would be surprised if the rack were above DTWfor a

For The Record, Inc.

wal dorf, Maryl and
(301) 870- 8025



© 00 N o o b~ w N e

N N NN NN R R R R R R R R R
g b~ W N P O © 00 N oo 0o W DN+ O

107
significant amount of tinme to allow for the kinds of robust
results | found, but it's a good point.

MS. DESANTI: Well, | would like to give you all the
opportunity if you have any final observations you want to
make.

And if not, thank you all very nuch for your
participation. W really appreciate all the work that you' ve
done and thoughts you've shared with us this norning and your
very thoughtful presentations. | would |ike everyone to join
me i n thanking our panelists.

(Appl ause.)

(Wher eupon, at 12:20 p.m, the conference was

concl uded.)
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