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Thank you for inviting me to address this committee on the competitiveness of the
California gasoline market and the recent spike in gasoline prices. I am Director of the
University of California Energy Institute and a Professor of Business Economics at U.C.
Berkeley’s Haas School of Business. I have been studying the gasoline industry for about

15 years. My full curriculum vitae is attached.

I begin by reviewing some of the basic economics of the gasoline industry that are cen-
tral to understanding what a competitive gasoline market would look like. I conclude that
the price spikes we have seen recently may well reflect a lack of competition in the market,
but that the evidence presented thus far sheds very little light on that subject. Instead,
it has focused on facts that easily could be explained as part of the natural functioning of
a competitive market. More importantly, I argue that the correct policy response is not
another investigation into possible anticompetitive behavior, which is unlikely to yield any
new insights. Rather, the solution is a change in policy with regard to the CARB gasoline
standard that would reduce California’s dependence on the dozen in-state refineries (owned
by 7 companies) that produce CARB gasoline. The change I propose would loosen the
strict supply constraints we have suffered since 1996 and would open up California refiners

to increased competition.

The Economics of Gasoline Markets

Whether the California market is competitive or not, gasoline prices in the short run
are going to be driven by the interaction of supply and demand, not just by the cost
of production. Gasoline prices adjust to clear the market given the quantity of gasoline
available. If a shortage exists, price will increase and all sellers will receive that higher
price, even sellers who have had no reduction in supplies or increase in production cost.
This alone is not evidence of a lack of competition in the market. In even the most
competitive markets, a seller who is lucky enough to have supply when either demand
increases or the supply of other suppliers decreases makes a lot of money. When there is

a freeze in Florida, California orange growers profit. When there is a surge in demand for
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housing in Silicon Valley, existing home owners in the area benefit. When world political

instability drives up the price of gold, gold mining companies become much wealthier.

These sellers are not usually called profiteers or gougers, but lucky beneficiaries. Nor
has there been much call for holding down these prices through government regulation.
With a limited amount of gold or oranges or houses, an attempt to hold down the prices
would result in some non-market allocation of the existing supply, such as waiting in
line, bribery of intermediaries, or allocation by lottery. The fact that prices increase
dramatically, and that those price increases are unrelated to a firm’s cost of production is
not evidence of any problem in the market. It can be exactly the way the market should

respond to a change in the supply/demand relationship.

In the California’s gasoline market there has been a very tight supply/demand balance
since the introduction of CARB gasoline in 1996. California refineries have been running
at historically high utilization rates, above 95%, and have still maintained only average
inventories. This means that even if all firms act competitively, an unforeseen decline in the
available production capacity — due to fire, an extended maintenance shutdown, or some
other cause — is likely to leave the state with a shortage of CARB gasoline supply, since
the industry cannot buffer these shocks by increasing production very much at operating
refineries.! The CARB standard has also greatly diminished the State’s ability to import

gasoline, since there is very little CARB production capacity outside the state.

At the same time that gasoline supply in California has become increasingly tight,
gasoline demand remains insensitive to market conditions. Even a thirty cent per gallon
price increase raises the typical two-car family’s fuel cost by only about $25 per month, not
enough for most people to change their commuting habits or their auto choice, particularly

when the spike is thought to be short term.

1" As everyone knows, two major refinery fires in California earlier this year combined with a number of
other smaller outages, due to extended maintenance and other causes, to apparently create a shortage
of CARB gasoline in the state. The CEC data on production and inventories in California, however,
are not consistent with the reports of refining capacity lost or with my discussions with industry
people. I’'m puzzled by the indication in CEC data that CARB production increased during the week
following the Tosco fire and was flat during the week following the Chevron fire. One important factor
may be that in-state refiners substituted from producing conventional gas for neighboring states to
producing more CARB gasoline. The percentage of California production that met CARB standards
increased from about 86% in January to about 95% in April. Also, at least one refiner (ARCO) has
reported that following the fires and outages, they faced a severe shortage of some of the blending
components necessary to produce gasoline to CARB standards. Thus, some of the shortage may have
been in these components rather than the basic feedstock.
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If supply is very constrained and demand is relatively insensitive to price, even a
small shortage can cause large price increases. If you want to think about how large,
ask yourself how much gasoline prices would have to go up before you would buy 5% less
gasoline. Studies indicate that gasoline prices would have to increase between 25% and
50% to induce a 5% cutback in purchases. That is the reason why, even in a completely
competitive gasoline market, a small reduction in supply can result in a newsmaking price

spike.

Thus, the large price spikes are not in themselves evidence of an uncompetitive market,
nor is the fact that all producers have enjoyed the higher prices, and many have made
significant profits from the spike. That said, there is good reason to think that some
refiners in the state are able to act in an uncompetitive way during this time. In particular,
when supplies are tight, individual producers may have particularly strong incentives to

withhold some of their product in order to drive prices even higher.

In normal times, two threats constrain a firm from raising its price: the threat that
other sellers will increase their supply and steal the company’s sales and the threat that
buyers will respond to the higher prices by reducing their purchases of the product. In
the California gasoline market, the latter constraint is virtually absent, so we rely on the
former. In times of a refinery outage or other disruption, however, the threat that another
producer will be able to “fill in” when one company reduces its supply is remote. Instead,
such a reduction is likely to force prices considerably higher. The higher price on the
quantity the firm still sells is likely to more than compensate for the slight reduction in

sales it suffers in order to push up the price.

Note that nothing in this scenario involves communication or collusion, tacit or ex-
plicit, among firms. That isn’t necessary for the uncompetitive behavior I've described.
Such a firm would be exercising market power unilaterally. Also, note that such behavior
is not a violation of antitrust laws. While California may have some laws pertaining to
unfair business practices that may apply, I believe the chance of successful prosecution
under these laws is remote given the evidence currently available. Finally, note that even
if none of this uncompetitive behavior is occurring, California still has a problem: the
CARB standard has decoupled California’s gasoline supply from that of the rest of the
country, making the State more vulnerable to supply disruptions, whether real or created

by producers, that cause periodic price spikes. Steve Stoft, my former colleague at UCEI,



and I have developed an alternative solution to this problem.

Opening California to More Refiner Competition

Rather than rigidly prohibit the sale of non-CARB gasoline (whether it is conventional
gas or meets the federal RFG standard) regardless of how expensive CARB gasoline gets,
the state should instead require sellers of standard gasoline to pay a surcharge. An extra
15 cents per gallon would be sufficient. This would effectively put a cap on how much
California gasoline prices could exceed those in the rest of the country. If the price of
gasoline here were more than 15 cents above the price in other states (plus the cost of
transportation), suppliers of standard gasoline would start shipping gasoline into the state.
In normal times a 15 cent surcharge on standard gasoline would enforce the CARB gasoline
rule just as effectively as a rigid regulation, because CARB gasoline costs only about 6
cents more than standard gasoline to produce. Even amortizing all the conversion costs
that in-state refiners have shouldered, the extra cost of CARB gasoline is no more than 12
cents per gallon, so the 15 cent surcharge on non-CARB gasoline would still allow CARB

gas producers to recoup their investments.

In times of short supply, the surcharge would still not cause a major switch to the
more-polluting gasoline formulas. Whatever the reason for the shortage — an unexpected
demand surge, a refinery outage, or even an attempt by an in-state supplier to manipulate
gasoline prices — the surcharge would only encourage use of standard gasoline up to the
point where the California price was driven down to within fifteen cents of the price in
other states. In nearly all cases, a small inflow of standard gasoline would be sufficient to
have this effect. For the same reason that just a small shortage can drive prices through

the roof, just a small inflow from out-of-state refiners can push them back down again.

During a shortage, the state would receive very modest revenues from the surcharge,
which would be collected only on the non-CARB gasoline sold in state. Even including
this surcharge, gasoline would cost consumers less than they would have been paying if the
CARB gasoline standard were enforced rigidly. Thus, both consumers and the state gain.
The producers of non-CARB gas, who bear the surcharge, also gain by being allowed to sell
in California. The only losers are the suppliers of CARB gasoline who can no longer profit
excessively from the temporary shortage. After the shortage has passed, CARB gasoline

prices would again drop to be less than 15 cents above out-of-state gasoline prices, sales
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of non-CARB gasoline in California would cease, and so would collection of surcharge

revenues.

The impact on the environment would be negligible. Our calculations are that the
proposed plan would result in non-CARB gasoline fulfilling on average less than 1% of
California’s annual gasoline consumption. Even if CARB gasoline is 15% less polluting

than the alternatives, this would increase auto emissions by less than 0.15%.2

What this proposed surcharge would do is limit the price volatility of CARB gasoline
and expose in-state refiners to greater competition. Furthermore, it would become effec-
tive automatically, as soon as California gasoline became sufficiently more expensive that
gasoline elsewhere. It would not require a potentially-lengthy, politically-charged debate

over the granting of special variances.?

The 1999 price spike is the third notable California-specific jump since the introduction
of CARB gasoline in 1996. Unless some form of “escape valve” is instituted, California
seems destined to continue having these spikes. This proposal for a surcharge on non-CARB
gasoline lives up to the goals the state was pursuing when it instituted the reformulated fuel
standard while recognizing that the current implementation is too rigid in its structure.
The alternative to this proposal appears to be periodic price spikes, each time followed
saturation press coverage, legislative hearings, finger pointing, and ultimately no concrete

action.

2 This figure is based on the extreme assumptions that a price spike sufficient to induce imports of
non-CARB gasoline would occur for two months of every year and fully 5% of the California supply
would be non-CARB gasoline during those months. The likely figures are much lower, so the effect
on air quality is likely to be much smaller than even the 0.15% increase in emissions.

I should make clear another way in which that the current variance procedure, under which CARB
can allow in-state refiners to produce non-CARB gasoline, is no substitute for this proposal. CARB
will grant such waivers only to in-state refiners who can show that they are temporarily unable to
produce fuel that meets the CARB standards. Out-of-state refiners are not eligible, and in-state
refiners are eligible only to the extent they are replacing supplies from their own refinery. Such a
variance procedure is hardly the way to increase competition for in-state refiners.
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