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Federal Trade Commlssmn

Denver Regional: Ofﬁce

Suite 2900

1405 Curtis Street . S
Denver, Colorado 80202 January 29, 1932
(303) 8442271 o

bavid Buhler

Executive Director

Departnient of Commerce

Salt Take City, UT 84145-0802

Dear Mr. Buhler:

The staffs of the Denver Regional Office and thée Bureau of
‘Competition of the Federal Trade Co:mmlss:.on1 are pleased to submit
this letter in response to your reguest for comments on the
pctentlal effects on. small busihess and on competition of the Utah

15USC §45
seeks to  identi
t 1mpede competltlon oY increase costs w1thout
erin suntervailing benefits to consumers. In partlcular the
Commission and its staff have had considerable experience asseséing

! These comments are the views of the staffs of the Denver
Regional Office and the Bureau of Competition of the Federal Trade
CommissiOn. They’are not necessarily the views of the Commission
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the competitive impact of regulations ahd business practices in the
oil industry.

I1. Description of the proposed legislation

Utah adopted the Motor Fuel Marketing Act ("Act") in 1981 and
amended it in 1987. The Act prohibits selllng or offering to sell
motor fuel either below "cost," as that is defined,” or at a price
‘lower than the price the seller charges at the same time to other
customers at the same level of distribution, with the intent or
effect to. injure competition. In addition, the Act prohibits
reflners from selling or transferring te themselves or afflllates,

rent marketlng leveL? at a transfer prlce

fe.competltlon. The Act
the. sales pr;ce {or

ngtoh and

tatives. The
C ‘ge: antitrust review Suan”
:ton Act 15 U.S.C. §§ 18 18a.
4

"Cost" is defined by reference to the lowest invoice cost
(or, for an "affiliate," the lowest transfer price) charged within
the five days before an alleged vieslation. Utah Code Ann. § 13~
16-2{(2). ‘Trade discounts, allowances or rebates are subtracted
from the invoice cost or transfer price, and freight charges and
taxes are added. In addltlon, the "ecost" inclugdes "the reasonable
cost of 601ng business as determined by generally accepted
accounting pr1nc1ples " which is presumed to be six percent of
posted retail price. Utah Code Ann. § 13-16~2(2). .

5 Utah Code Ann. § 13-16-4.

¢ ‘Utah Code Ann. § 13-16-5. Refiners are required to
establish transfer prices for transactions with their affiliates
and to disclose them to the public on reguest. Utah Code Ann.
§ 13~16-3.
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charged at the same level of distributicn to a thlrd~party
purchaser for résale, if the difference is due to "a difference in
shipping method, transportation, marketing, sale [smc], or guantity
« o« sOld." The law includes exemptions for good faith efforts
to meet competition and for liguidation and close=out sales.

The proposed amendments would add another element to support
a violation. Now, a violation depends on an intent or effect to
injure competition. The amendménts would add, as an altérnative,
"the intent and purpose . . . to induce the purchase of other
merchandise, to divert, unfairly, trade from a competitor, or
otherwise to injure a competitof;” This new crlterlon would apply
to sales below cost and sales at different prlces, but would not
apply to the section addressed specifically teo reflners.10 In
addition, the p osed amendments wWould require that the
determination of W er a peérson was meeting competltlon be made
without reégard to anythlng, such as o&ther kinds of merchardise,
offered for sale in conjunction with motor fuel: Finally, the
recordkeeping reguirements would be changed, rather than requlre
a record of all sales & 3 p: ; Cali -

be- that fra
vietimized by subs
Proponents of
vertically :
laws are 1 : from unfalr and
antlcompetltlve pra ¢es by thelr suppllers According to this
view, vertically integrated refiners can and do set retail prices
charged by their company- ~owned and operated outléts below the
wholesale prices charged to franchised or 1ndependent dealers.,
They &llege that the reason for such “subsidization" is to drive

7 Utah Code Ann. § 13-16~6.

®  See Utah Code Ann. §§ 13-16~6(2), 13-16-6(3), §13-5-12.
4 Utah Code Atin. § 13-16-4.

10 ytah code Ann. § 13-16-5.
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franchised and independent dealers -out of bu51ness in order to
replace them with company-owned stations.

retalllng is an),cempetltlve do not appear to be well founded.
Majér oil companies hawve historically beén "integrated by’
contract,” relying heavily on franchised dealér networks to sell
their reflned preducts. Several studies of competition in gasoline
- marketing in the United States since 1981 have concluded that
gasoline dealers have not been and are not likely to become targets
of anticompetitive practices by their suppliers. We briefly
summarize the results of thesge studles below -

1. Federal gtudies.

Following enactment of Title III of the Petroleum Marketing
Practices Act ("PMPAY) in 1978, 15 U.8.C. § 2841, the Department
'of Energy ("DOE“) studued whether vertlcally 1ntegrated refi =4

X8 » . soline o Tions in & wa'

“ed that the 1n¢feased
81 were not caused by
e; Oll companles

trend tbward the use of more efflclent hlgh—volume
retall outlets.

" DOE, Final Renort The State of Competltlen in Gasoline

Marketing, 1981.
12 Department of Energy, Deredulated Gasoline Marketing:

Consequences for Competition, Competltors, and Consumers, March,
1984 (™1984 DOE Report"). i :

1984 DOE Report at 125-32.
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2. gtate 8tudies.

In 1986, the Washingten state attorney general initiated a
study of motor fuel pricing in that state to determine whether
cYaims of refiner subsidization were justl ied. The study focused
on whether major oil companles injured competltlon by charglng
lessee-dealers higher prices for gasoline than the companies were
charging their own company operated retail stations. The study
also sought to examine whether the major oil companies injured
competition by establishing a pricing structure between retail and
wholesale prices that foreclosed the ability of dealers to cover
their costs. Informatiorn was gathered on the practices of all
elght of the maJor companles 1n Washln' on. for a threé-year safiple

hout the state where the

operatlons [

of all observed p Ar

opetated statiors dvsclosed any 51gn1f1
concluded that such lnst'nces were "clea
: n from the
. same as or

clesely llnked mand that‘these flrms "form>a J fual;y supportlng

n.""% Franchisead

system backed by'company advertising and promo

. Final Report to the Washington State Legislature on the
Attorney General's Investigation of Retail Gasoline Marketing,
August 12, 1987, at 14.

» Final Report to the Arizona Joint Legislative Study
Committee on Petroleum Pricing and Marketing Practices and Producer
Retail Divorcement, December, 1988, at 35.

6 1984 DOE Report at ii. We do not mean to suggest that
the fortunes of refiners and their franchised retailers are linked
perfectly in every situation; rather, although the refiners and
- ' (continued...)
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retailers have continued to be by far the predominant form of
outlet for the gasoline sales of majo¥, integrated refiners.

Indeed, major refiners operate only a17 small percentage of the
gasollne stations in the United States.

3. Gasoline marketing in Utah.

The national pattern is reflected in the distribution systems
of the leading branded refiners in Utah. The 1984 DOE study
indicates that vertically integrated gasollne marketers accounted
for just under seven percent of total saleg in Utah in 1981; this
was only half of the national average, 13.1 percent.” None of the
twelve leadlng branded marketers 1n Utah for Wthhv data are
form of retalllng on a natlonal ba51s w Howaver, ccmpany cperated
outlets may be a predominant form of retailing for smaller
independent refiners. For example, the largest refiner ‘that

16( contlnued)
thelr retallers generally s

36 1984

July 6,

at 3,

3 3% of all retall statlons T-e 1984 IOE Report co‘
,51mllarly low proportioen. ' study conducted
American Petroleum Institute noted that the fourteén large
integrated refiners, representing approx1mately 67% of the nmation's
refining capacity, had only about 10% of their gross gasoline sales
and 4.5% of their outlets dJdevoted to company-operated retail
stations. Temple, Barker & Sloean, Gasollne Marketing in the
1980's: Structure, Practices, anhd Public Pelicy. 2-=3 (1988)

8 1984 DOE Report at 83.

¥ National Petroleum News 1991 Factbook 34-51. The firm
with the largest number of outlets in Utah, Sinclair, operates only
10 percent»of,its branded outlets itself (nationwide); the second
largest in Utah, Texaco, operates 7.5 percent; the third largest
Phillips, operates none. The only firm selllng at retail in Utah
that operates more than 11 percent of its branded outlets
(nationwide) itself is V-1 0il Co., which has six outlets in Utah
and a total of 36 in the entire country.
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operates most of its own outlets 1is Clark, which ranks 24th
nationwide in number of retail outlets (with 937).

The major integrated reflners are not likely to engage in
predation against the wmainstay of their own retail ddstribution
systems, their franchised retailers. Major refiners would have
llttle incentive to charge dlscrlmlnatory prices that would caunse
; lo) ed retailers to move to different suppliers ot to go
out of business. & refine¥ that discriminated in ways that injured
its franchisees and dealers would pr@bably lose sales, leading to
a lower market share, greater excess refining capacity, and higher
per unit costs.

B. Even_ i bredatorv behavior or price discri 'nution were
¢ alraadv subiect to prosecutio

ieglslatlon may 1n_;b1t VLgorous

21

. § 13 (Section 2 of the Clayton Act). See
Texaco, ysbrouek, U.8. _, 1io 8. . 2535
(1990), ] 1 franchised gasoline reétailers sSuccéssfully
rchallenged prlce discrimihation by a vertically integrated refiner.

e To the extent that the Utah Act, as aménded, would
proscrlbe offering lower prices with the 1ntent or effect. of
winning sales from a competitor, withoiit référence to. injury to
competltlon, see proposed Sectiomns 13-16-4{1)(b) and (2){ ,
believe that the Act could harm competition. Under these proposed
sectlons, establishing a prima facie violation would xrequire

showing only an offer to sell below "cost," as defined, with the

intent of winning business. No showing of actual or threatened
competitive'efﬁectﬁwouldﬂbe.requlred Because "cutting price in
order to increase business often is the very essence of
competition,” the Act may "chill the wvery conduct the antitrust
laws are designed to protect." HMatsushita Elec. Indus. Co., V.
{continued...)
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competition and add costs to the distribution of gaselineé ih Utah
that do not exist in other states, costs that would be borne by
Utah consumers and visitors.

c. The price and allocation requlatory features of the blll
may lead to hlqher qasolzne prices.

The Act and the proposed amendments may have adverse
conseguences for consumers. Short term price discounts designed
to attract new customers may be deterred. The leglslatlon may also
limit the availability of certain functional discounts. Refiners
may be prévénted from realizing all the efficiencies of vertical
integration, which can often reduce transaction and search costs
and lower prices to consumers.® As a broad generalization,

22(...cont1nued) o
Zenith,; 475 U:S. 574, 594 (1986) If the Act  is amended as
'proposed gasollne retallers 1n‘U ah may try to av01d llab 11t 34

-§z1'375(a.?)‘ .
require
such as

for the pur h:a:se:rs‘ ' .aecitua-l ma.r‘k:e: Am '{functiq_n;s- 'W'-i-.lifl no,t. vi-jola:t.se the
Act.® 110 S. ct: at 2550.

2 For example, a vertlcally integrated réfiner may be able
to achieve greater eff1c1ency in coordlnatlng its different levels
of distribution than is possible in market transactions. 1In a
competitive industry, such as retail gasollne sales, it mady be
expected that these cost savings would be at least partlally passed
on to the cohsumer. However, the Act and the proposed amendments
may dlscourage such firms from using these sav1ngs to lower prlces
to consumers. The exemption for certain price differences based
on cost differences, §13-16~6(1), does not recogrize the 11kely
cost savings due to coordination efficiencies of wvertical
integration. . The Act contains several provisions that would

{continued...)
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economic theory suggests that vertical 1ntegratlon is likely to
harm consumers, gnly when market power exists in at least one stage
of production.2 :

An unintended effect may be to encourage vertically-integrated
refiners who distribute gaseline in Utah to change otherwise lawful
pricing practices. In enforeing the federal prlce digcrimination
law, the Robinson-Patman Act, the Commission is careful to avoid
dlscouraglng firms from engaging in lawful price competltlon and
price differences, which often operate to destroy cartel pricing.
However, such lawful prlce competition may be discouraged by 4
nunber of provisions in the Act, including the recordkeeping and
disclosure obligations. Firms may simply decide to set unlform
prices across broad geographlc regions to avoid violations.'

%(.,_cantinued) ‘
discourage firms from loweéring prices. For example, §13-16~
4 ( 1 )
prohlblts retaxl p:lces below'the transfer cost to the @utlwf'

wante to set‘a

% See; ©.9

+» Department of Justice Merger Guidelines,
Section 4.21 (1984). '

B «g., TP M. Scherer & D. Ress, Industrial Market
Strueture ang Ecenemlc Performance 515 (3d ed. 1990).

27 To the extent that dndividual firms would have an
incentive to set a single price in a geographlc area to .avoid
violating the law, the law wWould resemble "uniform price laws,™
whose possible effects were discussed as follows in the 1984 IOE
Reéport, at 122%

In a market where thetre are no restrictions on pr1c1ng, price
reductions tend to spread throughout the deographic area
- providing lower prices for consumers. . . . If the geographlc
area within which the price cutting occurs is limited, it is
very likely that the refiners will respond in kind. . . .
Thus, a price cut in one area often will lead to price cuts
across broad market areas. In this situation, competition has
worked effectively and consumers in all arxeas affected are

better off.

In markets where there are uniform price restrietions, it is
more likely that the responses will be different. Again, a
refiner may decide to lower prices in a geographic area where
sales traditionally have been weak. Refiners' responsés must

A (continued...)
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IV,  Conclusion.

For the reasons stated above, we believe that the Act and the
proposed amendments would tend to insiulate gasoline refiners and
marketers from competltlon, and thereby could cause gasoline prices
in Utah to increase. We appreciate the opportunity to comient on
thig matter. Please feel free to. contact us 1f we can be of
further assistance..

Sincerely,

Claude C. Wild III
Direétor
Denver Regienal Office

e, .econtinued)

[R]eflners must lower prices throughout the area covered by
the law. In this 51tuat10n, the refiners are more than likely
to maintain their prices, since they may decide it is less
costly to forego some sales in the initial market where prlce
cutting is occurring than lower prices throughout the region.
e Competrtum1 ‘has been adversely affected and most
consuners are ho better off, since price reducktions have not
octurred in areas where they would have without the uniform
price law.



