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Causes and Solutions for America’s High Gasoline Prices

Thank you, Mr. Chairman and members of the Committee on Commerce, Science &
Transportation for the opportunity to testify on the issue of gasoline prices. My name is
Tyson Slocum and I am Research Director of Public Citizen’s Energy Program. Public
Citizen is a 34-year old public interest organization with over 160,000 members nationwide.
We represent consumer interests through research, public education and grassroots
organizing.

I last testified before the U.S. Congress on how lax regulations over the natural gas industry
were leading to high prices, and have also testified before the Congress on how recent
mergers in the domestic oil refining industry have consolidated control over gasoline,
making it easier for a handful of companies to price-gouge consumers.

This price-gouging has not only been officially documented, but it is also evident in the
record profits enjoyed by large oil companies. Since 2001, the five largest oil refining
companies operating in America—ExxonMobil, Valero, ConocoPhillips, Shell and BP—
have recorded $228 billion in profits. While of course America’s tremendous appetite for
gasoline plays a role, uncompetitive practices by oil corporations are a cause—and not
OPEC or environmental laws—of high gasoline prices around the country.

Sixty-two percent of the oil consumed in America is used as fuel for cars and trucks. Ten
percent is for residential home heating oil, with the remainder largely for various industrial
and agricultural processes (only 2% is to fuel electric power).' Gasoline prices in the U.S.
average $2.96/gallon, up 60% from one year ago.” Some states are addressing these higher
prices by suspending taxes on gasoline. Public Citizen does not support such a move, as it
not only fails to address the underlying market problems causing higher prices, but reduces
revenues that states need to help finance solutions such as mass transit.

! Adjusted Sales of Distillate Fuel Oil by Energy Use in the United States, 1999-2003,
www.eia.doe.gov/pub/oil_gas/petroleum/data_publications/fuel_oil_and_kerosene_sales/current/pdf/table13.pdf
2 www.eia.doe.gov/oil_gas/petroleum/data_publications/wrgp/mogas_home_page.html
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Oil and gasoline prices were rising long before Hurricane Katrina wreaked havoc. U.S.
gasoline prices jumped 14% from July 25 to Aug. 22. Indeed, profits for U.S. oil refiners
have been at record highs. In 1999, U.S. oil refiners made 22.8 cents for every gallon of
gasoline refined from crude oil. By 2004, they were making 40.8 cents for every gallon of
gasoline refined, a 79% jump.’

Faced with these facts, Congress and the White House instead recently passed energy
legislation that does nothing to address any of the fundamental problems plaguing
America’s energy policies—alfter all, if it did, why are having this hearing today? As a
whole, the Senate voted to approve HR 6, the “comprehensive” energy bill, by a vote of 74
to 26%, even though the only “comprehensive” aspect of the legislation is the $6 billion in
subsidies to big oil companies.’ The only possible explanation for why Congress would
bestow these subsidies on oil companies are the $52 million in campaign contributions by
the oil industry, with 80% of that total going to Republicans.®

Remember, environmental regulations are not restricting oil drilling in the United States.
An Interior Department study concludes that federal leasing restrictions—in the form of
wilderness designations and other leasing restrictions—completely block drilling of only
15.5% of the oil in the five major U.S. production basins on 104 million acres stretching
from Montana to New Mexico. While only 15.5% is totally off-limits, 57% of America’s oil
reserves on federal land are fully available for drilling, with the remaining 27.5% featuring
partial limitations on drilling.7 This report contradicts industry claims that environmental
laws are squelching natural gas production.

Congress can restore accountability to oil and gas markets and protect consumers by
supporting Public Citizen’s 5-point reform plan:

e Implement a windfall profits tax or enact temporary price caps.

e Launch an immediate investigation, including the use of subpoena, into
uncompetitive practices by oil companies.

e Reevaluate recent mergers, particularly in the refining sector.

e Re-regulate energy trading exchanges to restore transparency.

e Improve fuel economy standards to reduce demand.

Recent Mergers Create Uncompetitive Markets

Over 2,600 mergers have been approved in the U.S. petroleum industry since the 1990s. In
just the last few years, mergers between giant oil companies—such as Exxon and Mobil,
Chevron and Texaco, Conoco and Phillips—have resulted in just a few companies

® Refiner Sales Prices and Refiner Margins for Selected Petroleum Products, 1988-2004,
www.eia.doe.gov/emeu/aer/pdf/pages/sec5_53.pdf

* www.senate.gov/legislative/L1S/roll_call_lists/roll_call_vote_cfm.cfm?congress=109&session=1&vote=00213

> www.citizen.org/cmep/energy_enviro_nuclear/electricity/energybill/2005/articles.cfm?1D=13980

6 www.opensecrets.org/industries/indus.asp?Ind=E01

" Scientific Inventory of Onshore Federal Lands’ Oil and Gas Resources and Reserves and the Extent and Nature of Restrictions
or Impediments to Their Development, BLM/WO/GI-03/002+3100, January 2003, www.doi.gov/news/030116a.htm;
www.blm.gov/nhp/spotlight/epca/EPCA_fact_sheet_draft06.htm
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controlling a significant amount of America’s gasoline, squelching competition. A number
of independent refineries have been closed, some due to uncompetitive actions by larger oil
companies, further restricting capacity. As a result, consumers are paying more at the pump
than they would if they had access to competitive markets and five oil companies are reaping some
of the largest profits in history.

Although the U.S. is the third largest oil producing nation in the world, we consume 25% of
the world’s oil every day, forcing us to import oil. We are also the third largest oil producing
nation in the world, providing us with 42% of our daily oil and gasoline needs.®

Middle Eastern OPEC nations supply only 14% of America’s oil and gas. Other OPEC
nations—Indonesia, Nigeria Venezuela—supply 13%, and non-OPEC nations—such as
Canada, Mexico, Norway and England—provide 31% of our oil and gas needs.’

So it isn’t so much an OPEC oil cartel, but rather a corporate cartel that should concern
policymakers. Consider that the top five oil companies also produce 14% of the world’s oil.
Combined, these five companies produce 10 million barrels of oil a day—more than Saudi
Arabia’s 9 million barrels of oil a day.

The consolidation of downstream assets—particularly refineries—also plays a big role in
determining the price of a gallon of gas. Recent mergers have resulted in dangerously
concentrated levels of ownership over U.S. oil refining.

In 1993, the five largest U.S. oil refining companies controlled 34.5% of domestic oil
refinery capacity; the top ten companies controlled 55.6%. By 2004, the top 5—
ConocoPhillips, Valero, ExxonMobil, Shell and BP—controlled 56.3% and the top ten
refiners controlled 83%. As a result of all of these recent mergers, the largest 5 oil refiners
today control more capacity than the largest 10 did a decade ago. This dramatic increase in
the control of just the top five companies makes it easier for oil companies to manipulate
gasoline by intentionally withholding supplies in order to drive up prices. Because most of
the largest companies are also vertically integrated, they enjoy significant market share in oil
drilling and retail sales.

The proof is in the numbers. Profit margins for U.S. oil refiners have been at record highs.
In 1999, U.S. oil refiners made 22.8 cents for every gallon of gasoline refined from crude oil.
By 2004, they were making 40.8 cents for every gallon of gasoline refined, a 79% jump. It is
no coincidence that oil corporation profits—including refining—are enjoying record highs.

Consumer advocates like Public Citizen aren’t the only ones saying this. A May 2004 U.S.
Government Accountability Office report'® agreed with Public Citizen that recent mergers in
the oil industry have directly led to higher prices. It is important to note, however, that this

8 U.S. Petroleum Balance, 2004,
www.eia.doe.gov/pub/oil_gas/petroleum/data_publications/petroleum_supply_annual/psa_volumel/current/pdf/table_01.pdf

% Net Imports of Crude Oil and Petroleum Products in the United States by Country, 2004,
www.eia.doe.gov/pub/oil_gas/petroleum/data_publications/petroleum_supply_annual/psa_volumel/current/pdf/table_29.pdf

19 Effects of Mergers and Market Concentration in the U.S. Petroleum Industry, GAO-04-96, www.gao.gov/new.items/d0496.pdf
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GAO report severely underestimates the impact mergers have on prices because their price
analysis stops in 2000 — long before the mergers that created ChevronTexaco,
ConocoPhillips, and Valero-Ultramar/Diamond Shamrock-Premcor.

And in March 2001, the U.S. Federal Trade Commission concluded in its Midwest Gasoline
Price Investigation:"

The completed [FTC] investigation uncovered no evidence of collusion or any other antitrust violation. In fact,
the varying responses of industry participants to the [gasoline] price spike suggests that the firms were engaged in
individual, not coordinated, conduct. Prices rose both because of factors beyond the industry's immediate control
and because of conscious (but independent) choices by industry participants. . .each industry participant acted
unilaterally and followed individual profit-maximization strategies. . It is not the purpose of this report - with the
benefit of hindsight - to criticize the choices made by the industry participants. Nonetheless, a significant part of
the supply reduction was caused by the investment decisions of three firms. ..One firm increased its summer-grade
RFG [reformulated gasoline] production substantially and, as a result, had excess supplies of RFG available and
had additional capacity to produce more RFG at the time of the price spike. This firm did sell off some
inventoried RFG, but it limited its response because selling extra supply would have pushed down prices and
thereby reduced the profitability of its existing RFG sales. An executive of this company made clear that
he would rather sell less gasoline and earn a higher margin on each gallon sold than sell more
gasoline and earn a lower margin. Another employee of this firm raised concerns about
oversupplying the market and thereby reducing the high market prices. A decision to limit supply
does not violate the antitrust laws, absent some agreement among firms. Firms that withheld or
delayed shipping additional supply in the face of a price spike did not violate the antitrust laws.
In each instance, the firms chose strategies they thought would maximize their profits.

Although federal investigators found ample evidence of oil companies intentionally
withholding supplies from the market in the summer of 2000, the government has not taken
any action to prevent recurrence.

A congressional investigation uncovered internal memos written by major oil companies
operating in the U.S. discussing their successful strategies to maximize profits by forcing
independent refineries out of business, resulting in tighter refinery capacity. From 1995-
2002, 97% of the more than 920,000 barrels of oil per day of capacity that has been shut
down were owned by smaller, independent refiners. Were this capacity to be in operation
today, refiners could use it to better meet today’s reformulated gasoline blend needs.

An internal Mobil document helps explain why independent refineries had such a tough
time. The Mobil document highlights the connection between an independent refiner
producing cleaner burning California Air Resources Board (CARB) gasoline, the lower price
of gasoline that would result from the refinery being in operation, and the need to prevent
the independent refiner from operating:

If Powerine re-starts and gets the small refiner exemption, I believe the CARB market premium will be impacted.
Could be as much as 2-3 cpg (cents per gallon)... The re-start of Powerine, which results in 20-25 TBD (thousand

u www.ftc.gov/0s/2001/03/mwgasrpt.htm
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barrels per day) of gasoline supply...could.. .effectively set the CARB premium a couple of cpg lower. .. Needless
to say, we would all like to see Powerine stay down. Full court press is warranted in this case.”

FTC Not Adequately Protecting Consumers

At the same time that the FTC concludes that refining markets are uncompetitive, the
agency consistently allows refining capacity to be controlled by fewer hands, allowing
companies to keep most of their refining assets when they merge, as a recent overview of
FTC-approved mergers demonstrates.

The major condition demanded by the FTC for approval of the August 2002 ConocoPhillips
merger was that the company had to sell two of its refineries—representing less than 4% of
its domestic refining capacity. Phillips was required only to sell a Utah refinery, and Conoco
had to sell a Colorado refinery. But even with this forced sale, ConocoPhillips remains by
far the largest domestic refiner, controlling refineries with capacity of 2.2 million barrels of
oil per day—or 13% of America’s entire capacity.

The major condition the FTC set when approving the October 2001 ChevronTexaco merger
was that Texaco had to sell its shares in two of its joint refining and marketing enterprises
(Equilon and Motiva). Prior to the merger, Texaco had a 44% stake in Equilon, with Shell
owning the rest; Texaco owned 31% of Motiva, with the national oil company of Saudi
Arabia (Saudi Aramco) also owning 31%, and Royal Dutch Shell owning the remaining
38%. The FTC allowed Shell to purchase 100% of Equilon, and Shell and Saudi Aramco
bought out Texaco’s share of Motiva, leaving Motiva a 50-50 venture between Shell and
Saudi Aramco.

Prior to the merger, Texaco’s share of Equilon and Motiva refinery capacity equaled more
than 500,000 barrels of oil per day—which was simply scooped up by another member of
the elite top five companies, Shell. Had the FTC forced Texaco to sell its share to a smaller,
independent company, the stranglehold by the nation’s largest oil companies could have
been weakened.

As a condition of the 1999 merger creating ExxonMobil, Exxon had to sell some of its gas
retail stations in the Northeast U.S. and a single oil refinery in California. Valero Energy,
the nation’s fifth largest owner of oil refineries, purchased these assets. So, just as with the
ChevronTexaco merger, the inadequacy of the forced divestiture mandated by the FTC was
compounded by the fact that the assets were simply transferred to another large oil
company, ensuring that the consolidation of the largest companies remained high.

The sale of the Golden Eagle refinery was ordered by the FTC as a condition of Valero’s
purchase of Ultramar Diamond Shamrock in 2001. Just as with ExxonMobil and
ChevronTexaco, Valero sold the refinery, along with 70 retail gas stations, to another large
company, Tesoro. But while the FTC forced Valero to sell one of its four California
refineries, the agency allowed the company to purchase Orion Refining’s only refinery in
July 2003, and then, just last month, approved Valero’s purchase of the U.S. oil refinery

12 http://wyden.senate.gov/leg_issues/issue/special.html
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company Premcor. This acquisition of Orion’s Louisiana refinery and Premcor defeats the
original intent of the FTC’s order for Valero to divest one of its California refineries.

Over-the-Counter Energy Disclosure is Underegulated

Contracts representing hundreds of millions of barrels of oil are traded every day on the
London and New York trading exchanges. An increasing share of this trading, however, has
been moving off regulated exchanges such as the New York Mercantile Exchange
(NYMEX) and into unregulated Over-the-Counter (OTC) exchanges. The Bank of
International Settlements estimates that in 2004, the global OTC market has grown to over
$248 trillion. Growth in global OTC derivatives markets has averaged 31.6% since 1990."
Traders operating on exchanges like NYMEX are required to disclose significant detail of
their trades to federal regulators. But traders in OTC exchanges are not required to disclose
such information allowing companies like Goldman Sachs, Morgan Stanley and hedge
funds to escape federal oversight and more easily engage in manipulation strategies.

A recent congressional investigation concluded that “crude oil prices are affected by trading
not only on regulated exchanges like the NYMEX, but also on unregulated OTC markets
that have become major trading centers for energy contracts and derivatives. The lack of
information on prices and large positions in OTC markets makes it difficult in many
instances, if not impossible in practice, to determine whether traders have manipulated
crude oil prices.”™

Public Citizen has supported efforts to re-regulate energy trading by subjecting OTC markets
to tougher oversight. But the latest such effort, an amendment to the energy bill, was
rejected by the Senate by a vote of 55-44 in June 2003."

The Commodity Futures Trading Commission has a troublesome streak of “revolving door”
appointments and hiring which may further hamper the ability of the agency to effectively
regulate the energy trading industry. In August 2004, CFTC chairman James Newsome left
the Commission to accept a $1 million yearly salary as president of NYMEX, the world’s
largest energy futures marketplace. Just weeks later, Scott Parsons, the CFTC’s chief
operating officer, resigned to become executive vice-president for government affairs at the
Managed Funds Association, a hedge-fund industry group that figures prominently in
energy derivatives markets. Such prominent defections hampers the CFTC’s ability to
protect consumers.

Raise Fuel Economy Standards to Lower Our Oil Consumption

Due to increasing numbers of gas-guzzling SUVs on America’s roads and the absence of
meaningful increases in government-set fuel economy standards, America’s fuel economy
standards are lower today than a decade ago.

13 www.financialpolicy.org/fpfspb25.htm

“ys. Strategic Petroleum Reserve: Recent Policy Has Increased Costs to Consumers But Not Overall U.S. Energy Security,
WWW.access.gpo.gov/congress/senate/senate12cp108.html

15 www.senate.gov/legislative/L1S/roll_call_lists/roll_call_vote_cfm.cfm?congress=108&session=1&vote=00218
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The Environmental Protection Agency found that the average fuel economy of 2005
vehicles is 21 miles per gallon (mpg), compared to 22.1 mpg in 1988—a 5% decline.'® This
drop is attributable to the fact that fuel economy standards haven’t been meaningfully
increased since the 1980s. And sales of fuel inefficient SUVs and pickups have exploded: in
1987, 28% of new vehicles sold were light trucks, compared to 50% in 2005.

Billions of gallons of oil could be saved if significant fuel economy increases were
mandated. Improving fuel economy standards for passenger vehicles from 27.5 to 40 mpg,
and for light trucks (including SUVs and vans) from 22.2"" to 27.5 mpg by 2015 (for a
combined fleet average of 34 miles per gallon) would reduce our gasoline consumption by
one-third. But the U.S. Senate soundly rejected such a move on June 23, 2005 by a vote of
67 to 28 (5 abstentions)."®

Dramatic reductions in consumption will not only reduce strain on America’s refinery
output, but also on Americans’ pocketbooks. Comparing two Americans with identical
driving habits, one driving an SUV and one a regular passenger car, reveals that the person
driving the passenger car saves $510 a year due to the superior fuel economy of passenger
cars compared to light trucks.

16 ight-Duty Automotive Technology and Fuel Economy Trends: 1975 Through 2005, EPA420-R-05-001, July 2005,
www.epa.gov/otag/cert/mpg/fetrends/420r05001.pdf

7 On March 31, 2003, the U.S. Department of Transportation issued new light truck fuel economy standards, increasing the
standard from 20.7 to 21.0 mpg for Model Year (MY)2005, to 21.6 mpg for MY2006, and to 22.2 mpg for MY 2007.
18 www.senate.gov/legislative/L1S/roll_call_lists/roll_call_vote_cfm.cfm?congress=109&session=1&vote=00157
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