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ABSTRACT 

T h i s  ' paper  p r e s e n t s  an a n a l y s i s  of t h e  r e s p o n s e  of American m a r k e t s  
t o  s u p p l y  c r i s e s  i n  world o i l  marke t s .  It a d d r e s s e s  f o u r  main  i s s u e s  
t h e  e f f i c i e n c y  of t h e  o p e r a t i o n  of American o i l  m a r k e t s  d u r i n g  o i l  
supp ly  c r i s e s ;  t h e  problems of b o t h  economic e f f i c i e n c y  and s o c i a l  
e q u i t y  which a r i s e  d u r i n g  t h e  American a d a p t a t i o n  p r o c e s s ;  t h e  p r o p r i e t y  
of t h e  f e d e r a l  government ' s  p a s t  p o l i c y  r e s p o n s e s  t o  t h e s e  problems; 
and t h e  r e l a t i o n s h i p  between p e r c e p t i o n s  of t h e  problems caused by 
world o i l  c r i s e s  and t h e  r e a l  economic n a t u r e s  of t h e s e  problems. 

We f i n d  t h a t  t h e  c r i s i s - p e r i o d  b e h a v i o r  of t h e  American o i l  marke t  
d i f f e r s  s h a r p l y  from publ ic .  p e r c e p t i o n .  Oi l  p roduc t  p r i c e s ,  b o t h  t h o s e  
s t i l l  under  p r i c e  and a l l o c a t i o n  c o n t r o l s  and t h o s e  f r e e  from f o r m a l  
r e g u l a t i o n ,  appear  t o  b e  t o o  low i n  t h e  U.S. t h roughout  c r i s i s  p e r i o d s .  
F u r t h e r ,  major  o i l  companies l a g  pe t ro leum p r i c e s  more h e a v i l y  t h a n  do  
o t h e r  s e c t o r s  of t h e  o i l  i n d u s t r y .  These problems of market  i n e f f i c i e n c y  
a r e  n o t  caused by i n h e r e n t  d e f i c i e n c i e s  i n  t h e  market  b u t  r a t h e r  by 
e x p l i c i t  and i m p l i c i t  governmental  i n t e r f e r e n c e  w i t h  t h e  market  p r o c e s s .  

The o r i g i n s  of t h e  government-caused p r i c i n g  c o n s t r a i n t  may b e  fo rmal  
and e x p l i c i t ,  a s  i n  t h e  c a s e  of p r i c e  and a l l o c a t i o n  c o n t r o l s .  More 
s t a r t l i n g l y ,  i t  may a l s o  e x i s t  i n  t h e  absence  of f o r m a l  r e g u l a t i o n ,  born  
nf p o l i t i c a l  p r e s s u r e  g e n e r a t e d  among consumers a g a i n s t  h i g h e r  p r i c e s ,  
and c a t a l y z e d  i n t o  a  c o n s t r a i n t  on i n d u s t r y  b e h a v i o r  by t h e  a c t i o n s  of  
r e g u l a t o r s ,  p o l i t i c i a n s ,  and t h e  media.  When i n t e r v e n t i o n  h a s  been f o r m a l ,  
m a r k e t s  have sometimes f a i l e d  t o  c l e a r ,  w i t h  s h o r t a g e s  r e s u l t i n g ,  such  
a s  t h a t  which o c c u r r e d  i n  g a s o l i n e  d u r i n g  1979. When t h e  marke t  c o n s t r a i n t  
i s  p u r e l y  p o l i t i c a l ,  s m a l l  f i r m s  a t  t h e  f r i n g e  of t h e  o i l  i n d u s t r y  behave 
e f f i c t e n t l y ,  c h a r g i n g  h i g h e r  p r i c e s ;  t h u s ,  m a r k e t s  c l e a r  w i t h o u t  s h o r t a g e  
problems.  We conc lude  t h a t  f e d e r a l  i n t e r v e n t i o n  h a s  caused t h e  b u l k  of t h e  
genu ine  o i l  market  i n e f f i c i e n c i e s  e x p e r i e n c e d  by American consumers s i n c e  
1973, and h a s  f o r c e d  major  o i l  companies i n  p a r t i c u l a r  i n t o  p r i c e  and 
s u p p l y  b e h a v i o r  a t  odds w i t h  t h e  i n t e r e s t s  of t h e  f i r m s  themse lves  and 
s o c i e t y ' s  i n t e r e s t s  i n  maximizing n a t i o n a l  economic o u t p u t .  

We s u g g e s t  t h a t  t h e  b a s i s  f o r  government i n t e r f e r e n c e  w i t h  pe t ro leum 
m a r k e t s  d u r i n g  p e r i q d s  of  world o i l  c r i s i s  h a s  been t h e  c o n f u s i o n  by 
pol icy-makers  of t h e  i s s u e s  of s o c i a l  e q u i t y  and economic e f f i c i e n c y .  , 

The income problems c r e a t e d  f o r  some consumers i n  s o c i e t y  by h i g h e r  o i l  
p r i c e s  have been m i s t a k e n l y  p e r c e i v e d  a s  problems w i t h  p r i c e s  themse lves ,  
r a t h e r  t h a n  as i s s u e s  of f a i r n e s s  r e g a r d i n g  t h e  s h a r i n g  a c r o s s  s o c i e t y  
of t h e  burden  of  h i g h e r  wor ld  o i l  p r i c e s .  Thus,  pol icy-makers  have wrongly  
a t t e m p t e d  t o  a l t e r  t h e  way t h e  marke t  f u n c t i o n s  i n  o r d e r  t o  a i d  consumers. 
If  t h e  g o a l  of f e d e r a l  p o 1 i c y . i ~  t o  a d d r e s s  t h e  d i s t r i b u t i o n a l  i s s u e s  r a i s e d  
, b y . J i g h e r - p r i c e s ,  t h e  p r o p e r  p o l i c y  r e s p o n s e  l ies;- in t h e  f o r m u l a t i o n  o f  income . 

augmenting p o l i c i e s  t o  a i d  d e s e r v i n g  i n d i v i d u a l s ,  r a t h e r  t h a n  i n  i n t e r v e n t i o n i s t  
r e s p o n s e s  which d i s t o r t  t h e  p r o p e r  workings  of  t h e  marke t  and create t h e  
p o s s i b i l i t y  t h a t  a l l  consumers a r e  u l t i m a t e l y  made worse  o f f .  
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EXECUTIVE SUMMARY 

T h i s  s t u d y  i n v e s t i g a t e s  t h e  behav ior  of Uni ted S t a t e s  o i l  marke t s  

d u r i n g  p e r i o d s  of world o i l  c r i s i s ,  u s i n g  t h e  I r a n i a n  d i s r u p t i o n  of 1979 

a s  t h e  pr imary b a s i s  f o r  a n a l y s i s .  It d e s c r i b e s  t h e  impact of a  world  o i l  

market supp ly  d i s r u p t i o n  on t h e  Uni ted  S t a t e s  and deve lops  a  framework w i t h  

which t o  judge wherher t he  U.S. o f 1  mark.ets f u n c t i o n  a d e q u a t e l y  throughout  

p e r i o d s  of world o i l  market  t r a n s i t i o n .  It  a n a l y z e s  t h e  b e h a v i o r  of U.S. 

o i l  consumers, U.S. o i l  f i r m s ,  and government r e g u l a t o r y  a g e n c i e s  i n  r e s p o n s e  

t o  world  o i l  c r i s e s .  It d e f i n e s  t h e  problems which a r i s e  i n  American o i l  

marke t s  a s  a  consequence of world o i l  supply  d i s r u p t i o n s  and advances  t h e o r i e s  

t o  e x p l a i n  b o t h  observed market  problems and t h e  n a t u r e  of government p o l i c y  

response .  

The s t u d y  f i n d s  t h a t  d u r i n g  t h e  supp ly  c r i s i s  of 1979: 

b o t h  c o n t r o l l e d  and u n c o n t r o l l e d  pet roleum p r o d u c t s  were 
p r i c e d  t o o  low i n  U.S. m a r k e t s ,  p a r t i c u l a r l y  by major  
o i l  companies; 

a c t u a l  s h o r t a g e s  of oil p r o d u c t s  on ly  o c c u r r e d  i n  g a s o l i n e  
marke t s ,  s t i l l  under  p r i c e  and a l l o c a t i o n  c o n t r o l s ,  w h i l e  
i n  a l l  p r o d u c t s  f r e e d  f r m  c o n t r o l s ,  s u f f i c i e n t  s u p p l i e s  
con t inued  t o  e x i s t  ; 

i t  a p p e a r s  t h a t  even i n  t h e  absence  of c o n t r o l s ,  ma jor  
U.S. o i l  companies a r e  f o r c e d  t o  u n d e r p r i c e  d u r i n g  c r i s i s  
p e r i o d s ,  because  of t h e  a b i l i t y  of p o l i t i c a l  l e a d e r s ,  
r e g u l a t o r s ,  and t h e  media t o  t u r n  consumers' u n d e r s t a n d a b l e  
a n g e r  and m i s p e r c e p t i o n s  abou t  t h e  a d j u s t m e n t  p r o c e s s  
i n t o  p o l i t i c a l  p r e s s u r e  d i r e c t e d  a g a i n s t  b o t h  t h e  i n d u s t r y  
as a  .whole and s p e c i f i c  f i r m s  i n  p a r t i c u l a r .  

Background 

I n  t h e  wake of t h e  world o i l  supp ly  c r i s e s  of 1973-1974 and 1979, American 

pol icy-makers  and t h e  American p u b l i c  have become i n c r e a s i n g l y  concerned a b o u t  



r- 
- v i i  - 

t h e  p o s s i b i l i t y  of f u t u r e  world  o i l  supp ly  d i s r u p t i o n s  and t h e  U.S. economy's 

I I a b i l i t y  t o  cope w i t h  them. Ye t ,  much p o p u l a r  confus ion  p e r s i s t s  r e g a r d i n g  

t h e  s u c c e s s  of American o i l  marke t s  i n  a d a p t i n g  t o  p e r i o d s  of world  o i l  

market d i s r u p t i o n  and r e a l i g n m e n t ,  a s  reasoned p u b l i c  d e b a t e  on t h e s e  i s s u e s  

h a s  g e n e r a l l y  been obscured by p o l i t i c a l  r h e t o r i c .  Consumers and p o l i c y -  

makers have q u e s t i o n e d  t h e  a b i l i t y  of f i r m s  i n  t h e  marke tp lace  t o  p r i c e  and 

supp ly  o i l  p r o d u c t s  a p p r o p r i a t e l y  d u r i n g  t h e s e  p e r i o d s  of u n c e r t a i n t y ,  w h i l e  

t h e  o i l  i n d u s t r y  h a s  q u e s t i o n e d  t h e  government ' s  o f t e n  c o n t r a d i c t o r y  p o l i c y  

r e s p o n s e s  t o  t h e  problems which o i l  c r i s e s  have c r e a t e d  i n  t h e  1J.S. The 

r e s u l t  h a s  been t h a t  t h e  a c t u a l  e f f e c t s  of world  o i l  market c r i s e s  on t h e  

American economy remain l a r g e l y  undef ined .  

Given t h e  l i k e l i h o o d  of f u t u r e  world  o i l  c r l s e s  and t h e  need t o  avo id  

f e d e r a l  mismanagement of t h e  e f f e c t s  of t h e s e  c r i s e s ,  i t  i s  i m p o r t a n t  t o  under- 

s t a n d  t h e  i s s u e s  s u r r o u n d i n g  t h e  American o i l  m a r k e t ' s  a d a p t a t i o n  p r o c e s s .  

The importance of r e s o l v i n g  t h e s e  i s s u e s  i n c r e a s e s  a s  OctvLer 1, 1981 approaches.  

On t h a t  d a t e ,  t h e  Emergency Petroleum A l l o c a t i o n  Act ,  which i s  t h e  l e g i s l a -  

t i o n  t h a t  g r a n t s  t h e  Department of Energy t h e  a u t h o r i t y  t o  u n d e r t a k e  r e g u l a -  

t o r y  i n i t i a t i v e s  t o  manage American r e s p o n s e  t o  o i l  c r i s e s ,  e x p i r e s .  Thus 

we b e l i e v e  t h a t  t h e  t ime  is  r i g h t  t o . r e v i e w  t h e  e f f e c t s  of r e c e n t  world o i l  

supp ly  c r i s e s  on American o i l  m a r k e t s  and s u g g e s t  t h e i r  i m p l i c a t i o n s  f o r  

f u t u r e  U.S. government p o l i c y .  

A n a l y t i c a l  Framework 

The i s s u e s  examined i n  t h i s  s t u d y  a r e  approached from two v i e w p o i n t s :  

1 )  economic e f f i c i e n c y ,  and 2)  s o c i a 1 , e q u i t y  i n  t h e  s h a r i n g  of t h e  burdens  

imposed by o i l  c r i s e s .  The w o r k a b i l i t y  of U.S. o i l  marke t s  i s  judged by 

whether  t h e y  a p p e a r  t o  be o p e r a t i n g  e f f i c i e n t l y  i n  t h e  economic s e n s e .  F o r  

t h e  e f f i c i e n c y  benchmark t o  b e  m e t ,  o i l  p r o d u c t s  a v a i l a b l e  w i t h i n  t h e  U.S. 



- v i i i  - 

1 i must b e  p r i c e d  i n  a  manner t h a t  r e f l e c t s  t h e i r  t r u e  c o s t  s o c i e t y ;  and 

/ / t h e y  must be a l l o c a t e d  t o  t h o s e  consumers who v a l u e  t h e i r  consumption most 

h i g h l y .  1f  t h e s e  c o n d i t i o n s  a r e  met ,  t h e  damage done by t h e  c r i s e s  t o  t o t a l  

American economic w e a l t h ,  as measured by t h e  impact on t h e  Gross  N a t i o n a l  

1 .  Produc t ,  w i l l  b e  minimized.  I f  t h e s e  c o n d i t i o n s  a r e  n o t  met ,  and o i l  p r i c e s  

t h u s  do n d t  r e f l e c t  a c t u a l  supp ly  and demand c o n d i t i o n s  i n  t h e  m a r k e t ,  t h e  

a b i l i t y  of t h e  econcnny as a whole t o  r e a c t  o p t i m a l l y  t o  c o n s t r i c t e d  world  

o i l  supp ly  w i l l  be  compromised. 

The e q u i t y  i s s u e s  r a i s e d  by a n  economica l ly  e f f i c i e n t  t r a n s i t i o n  p r o c e s s  

. a re  examined w i t h i n  a s e p a r a t e  and d i s t i n c t  a n a l y t i c a l  framework. ' E q u i t y  

i s s u e s  w i l l  a r i s e  d u r i n g  p e r i o d s  of t r a n s i t i o n  even i n  a  market  t h a t  i s  

f u n c t i o n i n g  p e r f e c t l y ,  a s  h i g h e r  o i l  p r i c e s  l e a d  i n e x o r a b l y  t o  t h e  e x i s t e n c e  

of income problems aluurig members of t h e  oil-consuming p u b l i c .  As a d e p a r t u r e  

p o i n t  f o r  t h i s  a n a l y s i s ,  we s u g g e s t  t h a t  t h e  a t t a i n m e n t  of economic e f f i c i e n c y  

i n  t h e  t r a n s i t i o n  p r o c e s s ,  and t h e  problems of s o c i a l  f a i r n e s s  which a r i s e  

from t h e  manner i n  which t h e  burden of h i g h e r  o i l  p r i c e s  i s  shou ldered  by 

v a r i o u s  p a r t s  of s o c i e t y ,  c o n s t i t u t e  s e p a r a t e  i s s u e s  demanding s e p a r a t e  

. r e d r e s s .  We d i s c u s s  i n  some d e t a i l  t h e  d i f f e r e n t  n a t u r e s  of t h e s e  two t y p e s  

of problems,  a s  w e l l  as d i f f e r e n c e s  between t h e  a p p r o p r i a t e  p o l i c y  approaches  

t o  t h e i r  s o l u t i o n s .  

We a p p l y  our  a n a l y s i s  t o  t h e  major  o i l  p r o d u c t s  i n  t h e  Uni ted  S t a t e s  -- 
g a s o l i n e ,  h e a t i n g  o i l ,  and d i e s e l  f u e l .  The m a r k e t s  f o r  t h e s e  p r o d u c t s  

have been t h e  o b j e c t s  of t h e  most p u b l i c  a t t e n t i o n  and concern d u r i n g  p a s t  

o i l  supp ly  c r i s e s .  A number of prominent s t u d i e s  have examined t h e  dynamic 

b e h a v i o r  government p o l i c y  s e t t i n g s  of o t h e r  p a r t s  of t h e  U.S. and world  o i l  

marke t s ,  p a r t i c u l a r l y  c r u d e  o i l  marke t s .  S u r p r i s i n g l y  l i t t l e  a n a l y s i s ,  however, 

h a s b e e n  a p p l i e d  t o  t h e  marke t s  f o r  r e f i n e d  o i l  p r o d u c t s .  Y e t ,  i t  i s  a t  t h e  

r e f i n e d  p r o d u c t  l e v e l  t h a t  t h e  p u b l i c  u n c e r t a i n t i e s  and anger  b o r n  of o i l  



c r i s e s  develop.  R e g a r d l e s s  of where i n  t h e  p r o d u c t i o n  c h a i n  a  supp ly  problem 

occurs ,  i t  i s  i n  t h e  marke t s  f o r  r e f i n e d  p r o d u c t s  t h a t  i t s  u l t i m a t e  r e s u l t  

a f f e c t s  consumers. It i s  a t  t h i s  end of t h e  o i l  market  t h a t  s u b s t a n t i a l  

need e x i s t s  f o r  a n a l y z i n g  and c l a r i f y i n g  t h e  i s s u e s .  

Study ~ t r b c t u r e  and Primary Conclusions  

T h i s  s t u d y  c o n s i s t s  of f i v e  c h a p t e r s .  The f i r s t  two a n a l y z e  t h e  e f f e c t s  

of world  o i l  supp ly  c r i s e s  on U.S. o i l  marke t s .  The l a t t e r  t h r e e  examine 

t h e  market and p o l i c y  a d a p t a t i o n  p r o c e s s  w i t h i n  t h e  U.S. i n  r e s p o n s e  t o  

t h e s e  supp ly  d i s r u p t i o n s .  

Chapter  1 p r e s e n t s  a  t h e o r e t i c a l  d i s c u s s i o n  of t h e  e f f e c t s  of a  world  

supp ly  d i s r u p t i o n  on t h e  p r i c e  l e v e l  and s u p p l y  a v a i l a b i l i t y  of world  market  

o i l  t o  any consuming councry i ~ i c l u d i n g  t h e  Uni ted S t a t e s .  A d i s c u s s i o n  of 

t h e  importance of wor ld  s p o t  marke t s  i n  t h e  p r o c e s s  of country-by-country 

a d a p t a t i o n  t o  supp ly  d i s r u p t i o n s  i s  p r e s e n t e d .  P r i c e s  on s p o t  marke t s  a r e  

found t o  b e  t h e  b e s t  a v a i l a b l e  i n d i c a t o r s  of e f f i c i e n t  world o i l  p r i c e s  a t  

any g iven  p o i n t  d u r i n g  t h e  a d a p t a t i o n  p r o c e s s .  Chap te r  2 p r o v i d e s  a  theore -  

t i c a l  and e m p i r i c a l  a n a l y s i s  of t h e  e f f i c i e n c y  of t h e  a d a p t a t i o n  of U.S. 

o i l  p r o d u c t  m a r k e t s  t o  h i g h e r  world  o i l  p r i c e s .  

On t h e  b a s i s  of t h e  a n a l y s i s  of Chap te r s  1 and 2 :  

We conc lude  t h a t ,  i n  t h e o r y ,  U.S. and world  p r i c e  l e v e l s  
i n  p r o d u c t s ,  a s  measured i n  s p o t  m a r k e t s ,  must 
b e  e q u a l  f o r  t h e  U.S. economy t o  f u n c t i o n  e f f i c i e n t l y .  
T h i s  c o n c l u s i o n  h o l d s  f o r  b o t h  p e r i o d s  of s t a b i l i t y  i n  
o i l  m a r k e t s ,  and p e r i o d s  of world  o i l  s u p p l y  d i s r u p t i o n .  

a We f i n d  t h a t ,  e m p i r i c a l l y ,  t h e  world  market  p r i c e  of 
o i l  serves a s  a n  upper  bound t o  t h e  p r i c e  l e v e l  w i t h i n  
t h e  U.S. d u r i n g  b o t h  p e r i o d s  of s t a b i l i t y  and t h o s e  of 
d i s r u p t i o n .  

We examine p r i c e  b e h a v i o r  i n  one p e r i o d  o f  world  o i l  
marke t  s t a b i l i t y ,  1978, and f i n d  t h a t  rough p r i c e -  
p a r i t y  e x i s t e d  i n  major pe t ro leum p r o d u c t s .  



During t h e  p e r i o d  of world  market  shock and ad jus tment  
i n  1979, we f i n d  t h a t ,  c o n t r a r y  t o  popula r  p e r c e p t i o n s ,  
U.S. o i l  p roduc t  p r i c e s  were s i g n i f i c a n t l y  and c o n s i s -  

. t e n t l y  lower t h a n  world p r i c e s . .  

'The U.S./world p r i c e  d ivergence  we observe  i n  1979 
r e p r e s e n t s  a  market  i n e f f i c i e n c y ,  d imin i sh ing  t o t a l  
U.S. economic w e l f a r e .  During t h i s  p e r i o d  of t r a n s i -  
t i o n ,  consumers of o i l  w i t h i n  t h e  U.S. r e c e i v e d  

. i n c o r r e c t  s i g n a l s  r e g a r d i n g  t h e  v a l u e  of t h e  o i l  
t h e y  consume. 

We conclude from o u r  examinat ion of t h e  U.S./world 
p r i c e  r e l a t i o n s h i p  t h a t  t h e r e  e x i s t s  no b a s i s  i n  f a c t  
f o r  t h e  o f t -heard  c h a r g e  t h a t  U.S. o i l  p r i c e s  d u r i n g  
c r i s i s  p e r i o d s  a r e ,  f o r  one reason  o r  a n o t h e r ,  h i g h e r  
t h a n  t h e y  shou ld  be. Nor does  our ev idence  ' sugges t  t h a t  
U.S. p r i c e s  have r i s e n  f a s t e r  t h a n  c o n d i t i o n s  i n  world  
marke t s  war ran ted .  R a t h e r ,  t h e  r e v e r s e  a p p e a r s  t o  be  
t r u e :  U.  S. o i l  p r i c e s  were  t-oo low.  and responded t o o  
s lowly  t o  t h e  r e a l i t y  of h i g h e r  world  p r i c e s  th roughout  
t h e  1979 o i l  c r i s i s .  

Chapter  3 examines t h e  r e s p o n s e s  of v a r i o u s  g roups  of U.S. o i l  f i r m s  

t o  t h e  a l t e r a t i o n s  ohserved i n  world marke t s .  Our examinat ion i n  t h i s  c h a p t e r  

f o c u s e s  on t h e  o i l  p roduc t  p r i c e s  charged w i t h i n  t h e  American market  by 

d i f f e r e n t  groups  of s e l l e r s .  The c h a p t e r  a l s o  a s s e s s e s  t h e  m a r k e t ' s  o v e r a l l  

e f f i c i e n c y  i n  p r i c i n g  and s u p p l y i n g  o i l  t o  American consumers. The p e r f o r -  

mance of American o i l  f i r m s  i s  measured by t h e i r  p r i c i n g  d e c i s i o n s ,  r e l a t i v e  

t o  an  e f f i c i e n t  U.S. p r i c i n g  norm. We t a k e  t h e  U.S. s p o t  p r i c e  a s  t h e  c r i t e r i o n  

f o r  e f f i c i e n t  p r i c i n g  b e h a v i o r  w i t h  t h e  U.S. market  because  t h e  U.S. s p o t  

p r i c e  r e p r e s e n t s  t h e  b e s t  a v a i l a b l e  measure of t h e  a c t u a l  v a l u e  of o i l  a t  

t h e  margin t o  American consumers a t  any g iven  t i m e .  

On t h e  b a s i s  of Chap te r  3: 

We f i n d  t h a t  t h e  a d a p t a t i o n  p r o c e s s  w i t h i n  U.S. marke t s  
d u r i n g  1979 e x h i b i t e d  s i g n i f i c a n t  d e p a r t u r e s  from 
e f f i c i e n t  p a t t e r n s .  Throughout t h e  p e r i o d ,  p r i c e s  - 
f o r  major  o i l  p r o d u c t s  w i t h i n  t h e  U.S. were  a r t i f i c i a l l y  
low. T h i s  judgment h o l d s  f o r  b o t h  t h o s e  p r o d u c t s  t h a t  
were  s t i l l  under  p r i c e . . c o n t r o l s  d u r i n g  t h i s  p e r i o d  
and t h o s e  whfch were comple te ly  f r e e  of f o r m a l  govern- 
ment p r i c e . r e g u l a t i o n s .  



Most groups  of s e l l e r s  of pe t ro leum p r o d u c t s  lagged 
p r i c e s  i n  1979, p r i c i n g  w e l l  below t h e  U.S. s p o t  market  
th roughout  t h e  y e a r .  T h i s  t r e n d  was s l i g h t  i n  t h e  inde-  
pendent  w h o l e s a l i n g  and s m a l l  r e f i n i n g  s e c t o r  of t h e  
' i n d u s t r y .  It  was of g r e a t e r  s i g n i f i c a n c e  and conse- 
Iquence among major  s e l l e r s ,  p a r t i c u l a r l y  l a r g e  r e f i n e r s .  

I n  g a s o l i n e ,  t h e  on ly  major  p roduc t  s t i l l  under  p r i c e  
and a l l o c a t i o n  c o n t r o l s  i n  1979, major  s e l l e r s  p r i c e d  
s i g n i f i c a n t l y  below t h e  l e v e l  t h a t  t h e  c o n t r o l  .frame- 
'work a l lowed.  Formal p r i c e  c o n t r o l s  d i d  n o t  s e r v e  a s  
t h e  b i n d i n g  c e i l i n g  on t h e  w h o l e s a l e  market  p r i c e  of 
t h i s  p roduc t  d u r i n g  1979. 

I n  t h e  g a s o l i n e  marke t ,  t h e  i n e f f i c i e n c i e s  c r e a t e d  by 
majors '  w h o l e s a l e - l e v e l  p roduc t  u n d e r p r i c i n g  were  
compounded by t h e  c o n t r o l  s y s t e m ' s  a l l o c a t i o n  frame- 
work and . r e t a i l - l e v e l  p r i c i n g  r e s t r i c t i o n s .  These 
c o n s t r a i n t s  combined t o  p r e v e n t  t h e  market  ,from 
c l e a r i n g  d u r i n g  s e v e r a l  months of 1979, w i t h  t h e  r e s u l t  
t h a t  genu ine  p roduc t  s h o r t a g e s  appeared.  

I n  t h e  h e a t i n g  o i l  and d i e s e l  f u e l m a r k e t s ,  b o t h  f r e e  
from c o n t r o l s ,  p r i c i n g  behav ior  among major  o i l  com- 
p a n i e s  d u r i n g  1979 was g e n e r a l l y  a s  c o n s t r a i n e d  over- 
a l l  a s  i t  was i n  c o n t r o l l e d  ~ r o d u c t s .  As was t h e  c a s e  
i n  g a s o l i n e ,  u n d e r p r i c i n g  of t h e s e  p r o d u c t s  engendered 
a  s i g n i f i c a n t  i n c r e a s e  i n  conskners '  demand. Major 
companies were  f o r c e d  t o  n o n p r i c e  r a t i o n  a v a i l a b l e  
a r b i t r a r y  a l l o c a t i o n  r u l e s  r e p l a c e d  market  f o r c e s  i n  
t h e  a l l o c a t i o n  of d e c o n t r o l l e d  o i l  p r o d u c t s  a c r o s s '  
consumers. 

Spot  m a r k e t s  were  s u f f i c i e n t l y  a c t i v e  i n  d e c o n t r o l l e d  
p r o d u c t s  d u r i n g  t h i s  p e r i o d  t h a t  consumer demand t h a t  
cou ld  n o t  be  s a t i s f i e d  by major  companies was s a t i s f i e d  
th rough  s p o t  t r a n s a c t i o n s .  Thus, m a r k e t s  i n  d e c o n t r o l l e d  
p r o d u c t s ,  u n l i k e  t h o s e  i n  c o n t r o l l e d  p r o d u c t s ,  evidenced 
no problems of a c t u a l  s h o r t a g e  d u r i n g  1979. I n  terms 
of a v a i l a b i l i t y ,  t h e  m a r k e t s  f u n c t i o n e d  a d e q u a t e l y  d e s p i t e  
t h e  major  o i l  companies' c o n s i s t e n t  p o l i c i e s  of u n d e r p r i c i n g .  

The o i l  i n d u s t r y ' s  p r i c e - l a g g i n g  b e h a v i o r  r e s u l t e d  i n  a 
l a r g e  w e a l t h  t r a n s f e r  away from o i l  p roduc t  p roducers  
t o  o i l  p r o d u c t  consumers d u r i n g  1979. We estimate t h a t  
p r o d u c e r s  of h e a t i n g  o i l  and d i e s e l  f u e l  i n  t h e  U.S. l o s t  
i n  t h e  neighborhood of $8.5 b i l l i o n ,  r e l a t i v e  t o  t h e  
p o t e n t i a l  r evenues  t h e y  would have a c c r u e d  from e f f i c i e n t  
t r a n s i t i o n - p e r i o d  p r i c i n g  of t h e s e  two p r o d u c t s .  Major 
o i l  companies a l o n e ,  whose p r i c e - l a g g i n g  was t h e  most 
s e v e r e ,  l o s t  approx imate ly  $5 b i l l i o n .  



- x i i  - 

Our c o n c l u s i o n s  a b o u t  t h e  U.S. m a r k e t ' s  o p e r a t i o n  i n  t imes  of world 

o i l  supp ly  c r i s i s  c l e a r l y  d i f f e r  r a d i c a l l y  from many popula r ly -he ld  v iews ,  

s p e c i f i c a l l y  as r e g a r d s  t h e  b e h a v i o r  of t h e  major  o i l  companies i n  p r i c i n g  

and supp ly ing  o i l  p r o d u c t s .  

Chapter  4 p r e s e n t s  a  t h e o r e t i c a l  e x p l a n a t i o n  f o r  t h e  p r i c e - l a g g i n g  

behav ior  e x h i b i t e d  by f i r m s  i n  t h e  U.S. o i l  i n d u s t r y .  We s u g g e s t  t h a t  

i n c r e a s i n g  t h r e a t s  of r e t r i b u t i o n  from t h e  p o l i t i c a l  community, caused by 

consumer anger  o v e r  p r i c e  i n c r e a s e s ,  have f o r c e d  o i l  companies away from 

e f f i c i e n t  p a t t e r n s  of a d a p t a t i o n  d u r i n g  p e r i o d s  of s h a r p l y  r i s i n g  world  o i l  

p r i c e s .  Cont ra ry  to '  p u b l i c  p e r c e p t i o n ,  consumers of o i l  ho ld  g r e a t  i n d i r e c t  

power over  major  companies' a c t i o n s  i n  t h e  i n c r e a s i n g l y  p o l i t i c i z e d  market-  

p l a c e .  Consumer p r e s s u r e  i s  focussed  i n t o  c r e d i b l e  p o l i t i c a l . t h r e a t s  by t h e  

p o l i t i c a l  community because ,  i n  o r d e r  t o  s u s t a i n  t h e i r  own e l e c t o r a l  popu- 

l a r i t y ,  p o l i t i c a l  r e p r e s e n t a t i v e s  must e f f e c t i v e l y  t u r n  t h e i r  c o n s t i t u e n t s '  

f r u s t r a t i o n s  over  h i g h  o i l  p r i c e s  i n t o  p o l i t i c a l  a c t i o n .  

Chapter  4 s u g g e s t s  t h a t :  

U.S. o i l  i n d u s t r y  p r i c i n g  b e h a v i o r  a p p e a r s  t o  be  con- 
s t r a i n e d  by p o l i t i c a l  p r e s s u r e  t h a t  d r i v e s  p r i c e s  away 
from e f f i c i e n t  p a t t e r n s .  Ye t ,  t h i s  c o n s t r a i n t  does  n o t  
r e s u l t  from any f o r m a l  r e g u l a t o r y  o r  l e g a l  r e s t r i c t i o n s ,  
b u t  r a t h e r  from t h e  m a r k e t ' s  growing p o l i t i c i z a t i o n .  
T h i s  p o l i t i c i z a t i o n  h a s  r e s u l t e d  £ r a n  t h e  i n c r e a s i n g  
t h r e a t  of r e g u l a t o r y  i n t e r v e n t i o n  i n  t h e  o i l  market  i n  
r e s p o n s e  t o  consumer p r e s s u r e .  The r e s u l t i n g  p r i c e  
p a t t e r n s  a r e  n o t  s o c i e t a l l y  o p t i m a l  and have damaging 
impac t s  on t h e  U.S. economy. 

Two f a c t o r s  u n d e r l i e  t h e  n a t u r e  of t h e  p r i c i n g  c o n s t r a i n t  
f e l t  i n  o i l  marke t s :  1 )  consumer a n g e r  o v e r  p r i c e  
i n c r e a s e s ;  and 2 )  t h e  h i g h  d e g r e e  of v i s i b i l i t y  possessed  
by t h e  major  a c t o r s  i n  t h e  o i l '  i n d u s t r y ,  T h i s  v i s i b i l i t y  
makes t h e  o i l  i n d u s t r y  f i r m s  t a r g e t s  f o r  consumers' a n g e r .  

a The c o r n e r s t o n e  of our  model i n v o l v e s  t h e  a c t i o n s  of 
t h r e e  g roups  whom we term t h e  " c a t a l y s t s . "  These a r e :  
1 )  t h e  news media;  2) t h e  r e g u l a t o r s ;  and 3)  t h e  p o l i -  
t i c a l  community. These g roups  c a t a l y z e  consumer a n g e r  
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over  h i g h e r  p r i c e s  and t h e  h i g h  v i s i b i l i t y  of major  
o i l  companies i n t o  an e f f e c t i v e  p r i c i n g  c o n s t r a i n t .  
The m e d i a ' s  t r e a t m e n t  of t h e  p r i c e  i n c r e a s e  phenomenon 
t u r n s  g e n e r a l i z e d  p u b l i c  anger  i n t o  d i r e c t e d  consumer 

- p r e s s u r e .  The policy-making community, i n  r e s p o n s e  
. - to  t h i s  p r e s s u r e ,  r e s t r i c t s ,  o r  a t  t h e  v e r y  l e a s t  

t h r e a t e n s  t o  r e s t r i c t ,  v a r i o u s  a s p e c t s  of t h e  o i l  
i n d u s t r y ' s  b e h a v i o r .  R e ~ u l a t o r s ,  i n  t u r n ,  have in -  
c e n t i v e s  t o  a b e t  t h e  a n t i - i n d u s t r y  p o l i c y  p r o c e s s .  

a . , I n d i v i d u a l l y ,  n e i t h e r  f  irm v i s i b i l i t y  n o r  consumer 
a n g e r  o v e r  h i g h e r  p r i c e s  c o n s t i t u t e s  a  s u f f i c i e n t  
market  c o n d i t i o n  f o r  t h e  c a t a l y s t s  t o  g e n e r a t e  an  
e f f e c t i v e  p r i c i n g  c o n s t r a i n t .  Both consumer p r e s s u r e  
and h i g h  f i r m  v i s i b i l i t y  must b e  p r e s e n t  f o r  t h e  
media,  r e g u l a t o r s ,  and p o l i t i c a l  community t o  
f u n c t i o n  i n  a manner t h a t  inhihits a firm's p r i c i n g  
s t r a t e g y .  

The p r i c i n g  c o n s t r a i n t  d e s c r i b e d  i n  t h i s  model, 
which emanates from n e i t h e r  market  mechanisms n o r  
d i r e c t  l e g a l  p r i c i n g  r e s t r i c t i o n s ,  a p p e a r s  t o  b e  
endemic t o  U.S. o i l  m a r k e t s ,  g i v e n  t h e  s i z e  of t h e  
f i r m s  i n  t h e  i n d u s t r y  and t h e  amount of economic 
and p o l i t i c a l  d i s c o m f o r t  g e n e r a t e d  by o i l  p r i c e  
i n c r e a s e s .  We b e l i e v e  t h a t  t h i s  c o n s t r a i n t  w i l l  
c o n t i n u e  t o  f u n c t i o n  d u r i n g  f u t u r e  world  o i l  supp ly  
shocks ,  t o  t h e  d e t r i m e n t  of t h e  U.S. a d a p t a t i o n  
p r o c e s s .  

Chap te r  5 a d d r e s s e s  t h e  n a t u r e  of b o t h  r e a l  and imagined o i l  market  

problems i n  t h e  U.S. d u r i n g  p e r i o d s  of world  o i l  market  t r a n s i t i o n .  We e x p l o r e  

t h e  i s s u e  of t r a n s i t i o n a l m a r k e t  e f f i c i e n c y  f i r s t  r a i s e d  i n  Chapter  3 i n  

more d e t a i l ,  and document our  f i n d i n g  t h a t  i n  d e c o n t r o l l e d  marke t s  a r t i f i -  

c i a l l y  cheap o i l  p r o d u c t s  were  n o n p r i c e  r a t i o n e d  by majors ,  w h i l e  m a r g i n a l  

demand was, o r  cou ld  have been ,  m e t  t h rough  p u r c h a s e s  on s p o t  marke t s .  We 

examine t h e  genu ine  s h o r t a g e s  which appeared i n  1979 i n  g a s o l i n e ,  as a  r e s u l t  

of t h e  p r o d u c t ' s  r emain ing  under  an  e x p l i c i t  p r i c e  and a l l o c a t i o n  c o n t r o l  

framework. F i n a l l y ,  we a n a l y z e  t h e  d u a l  p u b l i c  m i s p e r c e p t i o n s  t h a t  

s h o r t a g e s  and pr ice-gouging e x i s t  i n  marke t s  f o r  d e c o n t r o l l e d  o i l  p r o d u c t s  

d u r i n g  1979. 



- x i v  - 

The a n a l y s i s  of Chapter 5 i n d i c a t e s  t h a t :  

A l l  examples of genuine breakdown i n  American o i l  product  
.marke ts  appear t o  s t e m  n o t  from any inhe ren t  market 
d e f i c i e n c i e s ,  b u t  r a t h e r  from government i n t e r v e n t i o n  
and t h r e a t  of i n t e r v e n t i o n .  

The major problem which consumers must f a c e  during 
pe r iods  of world o i l  market d i s r u p t i o n  i s  n o t  one r e l a t i n g  

:to market e f f i c i e n c y ,  bu t  r a t h e r  t h a t  of coping w i t h  t h e  
sha rp ly  h ighe r  p r i c e s  f o r  o i l  p roducts  which stem from 
world o i l  supply c o n s t r i c t i o n s .  It is  t h e  e f f e c t  of o i l  
p r i c e  i n c r e a s e s  on consumers' irtcomes, r a t h e r  than any 
i n h e r e n t  problem i n  p r i c e  o r  supply l e v e l s  themselves 
t h a t  l ies  a t  t h e  c o r e  of t h e  p u b l i c ' s  and policy-makers' 
concernc during pe r iods  of o i l  c r i s i s .  

There e x i s t  two k inds  of income problems among consumers 
dur ing  t h e s e  per iods .  A l l  consumers a r e  made worse o f f  
by o i l  p r i c e  i n c r e a s e s ; ' b u t  groups of consumers whose 
l i v e l i h o o d  i s  t i e d  more d i r e c t l y  t o  o i l  u se  than o t h e r s '  
a r e  made worse o f f  r e l a t i v e  t o  t h e  rest of s o c i e t y .  
Predominant among t h e s e  groups a r e  i n d u s t r i e s  which 
a r e  o i l  i n t e n s i v e .  

Much of t h e  mot iva t ion  behind many policy-makers' argu- 
ments f o r  broad-based market i n t e r f e r e n c e  w i th  p r i c e s  
appears  r o  st-1 from t h e  e f f e c t  of h ighe r  p r i c e s  on low- 
income members of s o c i e t y .  We sugges t  t h a t  t h e  govern- 
ment can add re s s  t h e  low-income concern through p o l i c i e s  
which do n o t  f a l s e l y  a t t r i b u t e  t h e  problem t o  e f f i c i e n c y  
i n  t h e  marke t ' s  f unc t ion .  Success i n  t h i s  w i l l  l e ave  
t hose  low-income consumers i n  ques t i on  b e t t e r  o f f ,  a s  
w e l l  a s  i n c r e a s i n g  t h e  t o t a l  well-being of t h e  economy. 

The p u b l i c  pe rcep t ion  t h a t  sho r t ages  of p roducts  i n h e r e n t l y  
r e s u l t  from world o i l  market d i s r u p t i o n ,  w i th  a t t e n d a n t  
phenomena such a s  t h e  g a s o l i n e  l i n e s  of 1979, i s  mistaken 
and appears  t o  be  based upon t h e  problems c r e a t e d  by 
r e g u l a t o r y  i n t e r v e n t i o n .  Without i n t e r v e n t i o n  and t h e  
t h r e a t  of i n t e r v e n t i o n  c r e a t i n g  a r t i f i c i a l l y  low p r i c e s  
i n  decon t ro l l ed  markets ,  t h e  problems most commonly 
perce ived  a s  r e s u l t i n g  from world o i l  market supply 
d i s r u p t i o n s  ( i nc lud ing  product  s h o r t a g e s ,  a l l o c a t i o n  by 
f r a c t i o n ,  and excess  demand f o r  pr ice- lagged product)  
would n o t  e x i s t .  

I n  decon t ro l l ed  p roduc t s ,  w e  f i n d  t h a t  t h e  percept ions  
of price-gouging t h a t  were prominent i n  1979 grew out  
of t h e  pe rcep t ion  t h a t  t h e  a c t i o n s  of t h e  major o i l  
companies c o n s t i t u t e  a  benchmark.for  market func t ion .  
Product p r i c e s  charged..by t h e  majors  have been regarded 
a s  t h e  only r e l e v a n t  measure of c u r r e n t  market p r i c e s ;  



consequent ly ,  h ighe r  e f f i c i e n t  s p o t  p r i c e s  were perceived 
a s  a r t i f i c i a l l y  high. Concomitantly,  majors '  nonpr ice  
a l l o c a t i o n  by f r a c t i o n  gave r i s e  t o  t h e  i l l u s i o n  t h a t  
a b s o l u t e  u n a v a i l a b i l i t y  of product  e x i s t e d  and demand was 

' g o i n g  u n s a t i s f i e d ,  a l though i n  a c t u a l i t y ,  t h e  only demand 
' - * l e f t  u n s a t i s f i e d  was t h a t  f o r  t h e s e  f i rms '  a r t i f i c i a l l y  

cheap product .  

F i n a l l y  i n  Chapter 5 we examine t h e  c r i t i c a l  i s s u e  of what t h e  f e d e r a l  

government's r o l e  should be  i n  t h e  market t r a n s i t i o n  process .  We base  our  

conc lus ions  on an a n a l y s i s  of t h e  re levance  and p r o p r i e t y  of p a s t  governmental 

i n t e r v e n t i o n .  This  i n t e r v e n t i o n  has  ranged from t h e  broad-based p r i c e  and 

a l l o c a t i o n  c o n t r o l s  of t h e  Emergency Petroleum Al loca t ion  Act ,  a s  w e l l  a s  

narrow o r  r e s t r i c t e d  formats  such a s  t h e  governmental responses  t o  t h e  so- 

c a l l e d  d i e s e l  f u e l  c r i s i s  of t h e  summer of 1979. We p re sen t  a  normative view 

of t h e  a p p r o p r i a t e  r o l e  f o r  government po l i cy  i n  address ing  t h e  d i f f e r e n t  

types  of s o c i a l  and economic problems t h a t  stem from o i l  market c r i s e s ,  and 

sugges t  p o l i c i e s  t h a t  a r e  a p p r o p r i a t e  f o r  add re s s ing  those  po l i cy  goa l s  which 

appear t o  l i e  behind most f e d e r a l  o i l  market pu l i cy .  

Our major conc lus ions  a r e  t h a t :  

Federa l  r e g u l a t i o n  has  been designed i n  response t o  t h e  
e q u i t y  i s s u e s  t h a t  a r i s e  from o i l  p r i c e  i n c r e a s e s .  Regu- 
l a t i o n  has  a t tempted t o  address  t h e  way i n  which t h e  burden 
of h ighe r  o i l  p r i c e s  i s  sha red  a c r o s s  s o c i e t y .  However, 
r a t h e r  than approaching t h i s  concern d i r e c t l y  through 
income t r a n s f e r  p o l i c i e s ,  t h e  government has  a t tempted 
remedies through market i n t e r v e n t i o n  -- through p o l i c i e s  
which a f f e c t  o i l  p r i c e  and supply.  Policy-makers have 
p e r c e i v e d a n i n h e r e n t  problem i n  U.S. o i l  p r i c e s  and have 
sought t o  a l t e r  t h e s e  p r i c e s .  They have f a i l e d  t o  recog- 
n i z e  t h a t  t h e  d i f f i c u l t i e s  of consumer a d a p t a t i o n  do n o t  
r e l a t e  t o  t h e  e f f i c i e n c y  of p r i c e  l e v e l s ,  b u t  r a t h e r  t o  
t h e  reduced l e v e l s  of r e a l  consumer income t h a t  h igher  
p r i c e s  cause.  The c a s e s  of consumer ha rdsh ip  caused by 
o i l  p r i c e  i n c r e a s e s  i n  decon t ro l l ed  markets  and brought 
t o  t h e  DOE i n  t h i s  pe r iod  were i n t e r p r e t e d  a s  evidence 
of market breakdown. Accordingly, they were remedied 
wi th  marke t -d i s to r t i ng  i n t e r v e n t i o n ,  d e s p i t e  t h e  f a c t  
t h a t  t h e s e  markets  e x h i b i t e d  no evidence of such break- 
down. Th i s  p o l i c y  response  was t h e  norm even i n  markets  
which were o f f i c i a l l y  decon t ro l l ed .  



I n  a d d i t i o n  t o  t h e  i n e f f i c i e n t  methods employed by DOE 
d u r i n g  1979 f o r  g r a n t i n g  d i s t r i b u t i o n a l  r e l i e f ,  t h e r e  
i s  c o n s i d e r a b l e  ev idence  t h a t ' t h e  g roups  t h a t  r e c e i v e d  
such a i d  c o n s t i t u t e d  t h o s e  w i t h  t h e  b e s t  p o l i t i c a l  
r e p r e s e n t a t i o n  i n  t h e  p o l i c y  p r o c e s s ,  r a t h e r  t h a n  

- those  e x p e r i e n c i n g  t h e  s e v e r e s t  income problems a s  a  
r e s u l t  of p roduc t  p r i c e  i n c r e a s e s .  I n  d i e s e l  f u e l ,  
which was d e c o n t r o l l e d ,  b o t h  t r u c k i n g  and a g r i c u l t u r a l  
i n t e r e s t s  were  g r a n t e d  s u b s t a n t i a l  p r o t e c t i o n  from 

, , t h e  r e a l i t y  of h i g h e r  p r i c e s  d u r i n g  t h e  summer months. 
Both groups  a r e  w e l l  known f o r  t h e  i n f l u e n c e  of t h e i r  
lobby ing  e f f o r t s  on t h e  p o l i c y  p r o c e s s .  Ye t ,  w h i l e  
t h e s e  groups  were  s u c c e s s f u l  i n  s e c u r i n g  a i d ,  many 
o t h e r  d i e s e l  consumers, e x p e r i e n c i n g  s i m i l a r  o r  more 
s e v e r e  problems of  r i s i n g  p r i c e s ,  r e c e i v e d  no p r o t e c -  
t ion .  

R e l i e f  was provided t o  t h e  a g r i c u l t u r a l  and t r u c k i n g  
i n d u s t r i e s  by t h e  Economic Regula to ry  A d m i n i s t r a t i o n  
by g r a n t i n g  t h e s e  consumers l e g a l l y  guaran teed  r i g h t s  
t o  a d d i t i o n a l  s u p p l i e s  of a r t i f i c i a l l y  cheap d i e s e l  
f u e l  from major  o i l  companies. T h i s  r e p r e s e n t e d  a n  
i n a p p r o p r i a t e  method of a d d r e s s i n g  t h e  d i s t r i b u t i o n a l  
problems exper ienced  by t h e s e  consuming groups ,  d i s -  
t o r t i n g  t h e i r  a d a p t a t i o n  t o  t h e  r e a l i t y  of h i g h e r  
o i l  p r i c e s  and i n t e r f e r i n g  w i t h  t h e  e f f i c i e n t  opera- 
t i o n  of t h e  U .  S. economy. 

It is  h i g h l y  p r o b a b l e  t h a t  many groups  a p y e a l i a g  t o  
DOE f o r  r e l i e f  d u r i n g  p e r i o d s  of o i l  market d i s t u r b a n c e s  
d o  s o  n o t  o u t  of genu ine  h a r d s h i p .    at her i n t e r e s t  
g roups  a r e  c o g n i z a n t  of t h e  p o t e n t i a l  w i n d f a l l  g a i n s  
t h a t  t h e y  may o b t a i n  through b e n e f i c i a l  r e g u l a t o r y  
i n t e r v e n t i o n .  These b e n e f i t s  are termed i n f r a - m a r g i n a l  
r e n t s .  They a c c r u e  due t o  t h e  unevenness of t h e  p r i c e  
ad jus tment  p r o c e s s  a c r o s s  f i r m s  i n  t h e  U.S. o i l  i n d u s t r y ,  
and s p e c i f i c a l l y  from t h e  p r i c e - l a g g i n g  b e h a v i o r  of 
major  o i l  companies. I n  r e c e n t  y e a r s ,  many of t h e  
a p p e a l s  b rought  b e f o r e  DOE have been based upon t h i s  
p r ice -ad jus tment  unevenness Bad, t h u s ,  c o n s t i t u t e  
c o m p e t i t i o n  f o r  t h e  r i g h t s  t o  t h e s e  r e n t s  through 
t h e  p o l i c y  p r o c e s s .  

It must b e  conclkded from o u r  a n a l y s i s  t h a t  t h e  U.S. 
cannot  a d a p t  p r o p e r l y  t o  f u t u r e  c r i s e s  i n  world  o i l  
m a r k e t s  i s  government a c t i o n s  mask t h e  t r u t h  abou t  

, p r i c e  and s u p p l y  c o n d i t i o n s  i n  t h e s e  marke t s .  R a t h e r ,  
t h e  American economy must b e  a l lowed  t o  a d a p t  e f f i -  
c i e n t l y  t o  t h e  i n c r e a s e s  i n  world  o i l  p r i c e s  which 
arise from world  o i l  s u p p l y  d i s r u p t i o n s .  I f  r e m e d i a l  
a c t i o n  i s  t o  b e  under taken  by t h e  government i n  
r e s p o n s e  t o  d i s t r i b u t i o n a l  concerns ,  such  a c t i o n  
shou ld  b e  des igned  t o  d i r e c t l y  augment consumers' incomes 
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and t h u s  p r o v i d e  a i d  i n  coping w i t h  h i g h e r  p r i c e s .  
Policy-makers shou ld  n o t  r e p e a t  r e c e n t  m i s t a k e s  by 
a t t e m p t i n g  t o  r e d r e s s  problems of low income by 
a l t e r i n g  t h e  p r i c e s  consumers f a c e  f o r  o i l .  Adapta- 
' t ion  t o  t h e  r e a l i t y  of h i g h e r  p r i c e s  d u r i n g  
:per iods  of world  o i l  supp ly  d i s r u p t i o n  i s  a 
n e c e s s i t y .  



INTRODUCTION 

There have been two major o i l  c r i s e s  i n  world and domestic markets  

dur ing  the . . pa s t  decade. The f i r s t  occurred i n  1973 due t o  t h e  Arab o i l  

embargo; t h e  second was spur red  by t h e  I r a n i a n  shutdown beginning December 

1978. Both of t h e s e  c r i s e s  have stemmed from a  sha rp  r educ t ion  i n  t h e  

t o t a l  amount of o i l  produced and a v a i l a b l e  on.world markets .  These supply 

r educ t ions  caused sha rp  p r i c e  i n c r e a s e s ,  which i n  t u r n  had damaging e f f e c t s  

upon t h e  domestic economies of major o i l  consuming n a t i o n s .  

I n  both pe r iods ,  t h e  American o i l  marke t ' s  r e f l e c t i o n  of t h e  i n t e r -  

n a t i o n a l  realignmen't ha s  engendered a  c r i s i s  atmosphere i n  t h e  United S t a t e s ,  

w i th  sharp  consumer anger  a r i s i n g  i n  response  t o  t h e  changes occur r ing  i n  

t h e  oIJ. market and r e s u l t i n g  p o l i t i c a l  and r e g u l a t o r y  response  from govern- 

mental  i n s t i t u t i o n s .  During bo th  1973-1974 and 1979, t h e r e  were many charges 

made by those  a t  v i r t u a l l y  every l e v e l  of p o l i c y  making t h a t  a c t o r s  i n  U.S. 

o i l  markets  (and major U.S. o i l  companies i n  p a r t i c u l a r )  were func t ion ing  

i n  a  manner completely a t  odds w i th  t h e  needs of t h e  American economy. There 

have been numerous complaints  t h a t  t h e  p r i c e s  charged f o r  o i l  p roducts ,  

p a r t i c u l a r l y  by t h e  major o i l  companies, were e i t h e r  t oo  high o r  c l imbing 

t o o  f a s t .  There has  been a  common'perception t h a t  t h e  U.S. o i l  companies 

c r e a t e d  a c t u a l  sho r t ages  of v a r i o u s  o i l  p roducts  -- t h a t  i s ,  t h a t  consumers 

could n o t  purchase products  a t  any p r i c e ,  and c e r t a i n l y  no t  a t  one reasonably  

c l o s e  t o  what consumers cons idered  t o  r e p r e s e n t  a  f a i r  and e f f i c i e n t  p r i c e  

f o r  t h e  commodity. Consumer anger  over t h e s e  perceived problems c r e a t e d  a  

g r e a t  d e a l  of adverse  p o l i t i c a l  f a l l o u t  f o r  t h e  U.S. o i l  i n d u s t r y ,  which 



i n  t u r n  r e s u l t e d  i n  v a r i o u s  r e g u l a t o r y  r e s t r i c t i o n s  on o i l  i n d u s t r y  b e h a v i o r  

d u r i n g  t h e s e  p e r i o d s .  

I n  t h e  wake of e v e n t s ,  i t  h a s  become t h e  g e n e r a l  e x p e c t a t i o n  among U.S. 

policy-mak6rs t h a t  world  power b a l a n c e s  and u n c e r t a i n t y  w i t h i n  t h e  Middle 

E a s t  a r e  such t h a t  we must assume t h a t  e v e n t s  o f  a  s i m i l a r  n a t u r e  a r e  

l i k e l y  t o  occur  a g a i n  i n  t h e  n e a r  f u t u r e .  Thus, a  major  t o p i c  of d e b a t e  

c e n t e r s  on how governmental  i n s t i t u t i o n s  shou ld  p l a n  f o r  and r e a c t  t o  world  

o i l  c r i s e s  i n  t h e  f u t u r e .  

I n  o r d e r  t o  plan p o l i c y  f o r  f u t u r e  o i l  supp ly  emergencies ,  policy-makers,  

academicians ,  and p l a n n e r s  must have a  c l e a r  u n d e r s t a n d i n g  .of t h e  n a t u r e  

of t h e  problems t h a t  developed i n  American o i l  p r o d u c t  m a r k e t s  d u r i n g  p a s t  

p e r i o d s  of d i s r u p t i o n .  

Ye t ,  d e s p i t e  t h e  v o l a t i l i t y  of t h e  i s s u e s ' t h a t  su r round  p e r i o d s  of o i l  

market  d i s r u p t i o n  and change,  and t h e i r  s i g n i f i c a n c e  f o r  pol icy-makers ,  few 

I 
a t t e m p t s  have bee11 made s i n c e . 1 9 7 3  t o  s t u d y  t h i s  market pheonmenon i n  dep th  

and t o  make e m p i r i c a l l y  suppor ted  c o n c l u s i o n s  r e g a r d i n g  t h e  e x i s t e n c e  and 
I 

n a t u r e  of t h e  market  problems t h a t  have been w i d e l y  p e r c e i v e d  by t h e  p u b l i c .  

It i s  t h e r e f o r e  i m p o r t a n t  t o  t h e  f u n c t i o n i n g  of o u r  economy f o r  u s  t o  under- 

s t a n d  more f u l l y  t h e  n a t u r e  of t h e  p r o c e s s  by which t h e  U.S. o i l  market  

t r a n s i t i o n s  r e f l e c t  new c o n d i t i o n s  of supp ly  and p r i c e  i n  world  o i l  marke t s  

and t h e  r o l e  t h a t  t h e  U.S. o i l  i n d u s t r y  p l a y s  and shou ld  p l a y  i n  t h a t  

t r a n b i t i o n .  

T h i s  s t u d y  p r e s e n t s  such  a n  a n a l y s i s  of t h e  p r o c e s s  by which u.S. 

m a r k e t s  a d a p t  t o  major  changes  i n  t h e  p r i c e  and s u p p l y  l e v e l s  o f  o i l  i n  t h e  

world  market .  We have chosen t h e  most r e c e n t  p e r i o d  of t u r b u l e n c e ,  1979, f o r  

o u r  examinat ion.  Unl ike  1973, t h i s  p e r i o d  a l l o w s  u s  t o  s t u d y  t h e  American 

a d a p t a t i o n  p r o c e s s  b o t h  i n  pe t ro leum p r o d u c t s  s t i l l  under  governmental  p r i c e  

and a l l o c a t i o n  r e g u l a t i o n ,  and i n  t h o s e  t h a t  are o s t e n s i b l y  f r e e .  from such 



r e s t r i c t i o n s  and a r e  p r i c e d  and t r a d e d  i n  a n  u n f e t t e r e d  market .  

We approach our a n a l y s i s  of t h e  i s s u e s  su r rounding  t h e  e f f e c t s  of o i l  

c r i s e s  upon U n i t e d  S t a t e s  marke t s  i n  what we b e l i e v e  c o n s t i t u t e s  a  d i f f e r e n t  

manner t h a n  t h a t  c o n t a i n e d  i n  most e x i s t i n g  s t u d i e s  t h a t  a d d r e s s  t h e  m a r k e t ' s  

t r a n s i t i o n - p e r i o d  s t a t e .  Most s t u d i e s  t h a t  have addressed  t h e  i s s u e s  r e l a t i n g  

t o  t h e s e  p e r i o d s  -- of which t h e  most prominent have been t h o s e  of K a l t  (1981) ,  

MacAvoy (1977) ,  Harvey and Roush (1980) ,  and V e r l e g e r  (1979) -- have focussed  

upon t h e  e f f e c t s  of s p e c i f i c  r e g u l a t i o n s  on t h e  m a r k e t ' s  a b i l i t y  t o  o p e r a t e ,  

uaki'lig aaaumptions  ahnu t  t h e  performance of t h e  market  devoid of such r e g u l a -  

t i o n .  We, however, t a k e  a  d i f f e r e n t  approach.  It i s  our  g o a l  i n  t h i s  s t u d y  

t o  a n a l y z e  t h e  a c t u a l  p a t t e r n s  of a d a p t a t i o n  t h a t  we s e e  i n  t h e s e  m a r k e t s ,  

bo th  t h o s e  devoid of governmental  i n t e r f e r e n c e  and t h o s e  s t i l l  under t h e  

c o n t r o l  framework of EPAA. Having e s t a b l i s h e d  t h e  workings  of t h i s  market  

a s  o u r  b a s e  -- r a t h e r  than  u s i n g  c e r t a i n  r e g u l a t o r y  i n i t i a t i v e s  a s  our  

s t a r t i n g  p o i n t  -- w e  a t t e m p t  t o  draw c n n c l u s i o n s  abou t  t h e  n a t u r e  of t h e  

i n f l u e n c e  of p o l i t i c a l  i n s t i t u t i o n s  on t h e s e  markets .  

We approach our  examinat ion o f  ' the  n a t u r e  of c r i s i s  i n  American o i l  

marke t s  i n  s e v e r a l  s t a g e s .  We b e g i n  our  s t u d y  by d e f i n i n g  t h e  n a t u r e  and 

e f f e c t s  of a  world  o i l  market  d i s r u p t i o n :  why t h e s e  d i s r u p t i o n s  have o c c u r r e d ,  

what t h e y  have meant f o r  Uni ted S t a t e s  o i l  consumers,  and what measure we 

b e l i e v e  shou ld  be  used t o  gauge t h e  s e r i o u s n e s s  of any world  o i l  market c r i s i s .  

I n  Chapter  I1 we proceed t o  d e f i n e  t h e  economic p o s i t i o n  of t h e  Uni ted  S t a t e s  

r e l a t i v e  t o  world  m a r k e t s  i n  o i l  p r o d u c t s .  We demons t ra te  t h e  economic i m p l i -  

c a t i o n s  t h a t  stem from v a r i o u s  methods of U.S. a d a p t a t i o n  t o  world  supp ly  

shocks ,  and t h e n ,  from e m p i r i c a l  examina t ion ,  judge what we b e l i e v e  t o  b e  

t h e  p a t t e r n  of t h e  Uni ted  S t a t e s  m a r k e t ' s  a d a p t a t i o n  t o  wor ld  market  changes .  

I n  t h e  t h i r d  c h a p t e r ,  we 0 f fe . r  a n  examina t ion  of t h o s e  i s s u e s  t h a t  have 



been of most d i r e c t  concern t o  U.S. policy-makers and t h e  p u b l i c :  t h o s e  

t h a t  surround t h e  p r o c e s s  of a d a p t a t i o n  and change w i t h i n  American marke t s  

and t h a t  r e l a t e  t o  t h e  conduct and performance of d i f f e r e n t  s e c t o r s  of t h e  

American o i l  i n d u s t r y .  Here,  we a r r i v e  a t  our  pr imary c o n c l u s i o n s  abou t  t h e  

p r i c e  l e v e l s  t h a t  Americans s e e  i n  t h e  market d u r i n g  t imes  of d i s r u p t i o n s  

and t h e  m a r k e t ' s  e f f i c i e n c y  i n  a l l o c a t i n g  a v a i l a b l e  o i l  p r o d u c t s  a c r o s s  

consumers. We a l s o  draw c o n c l u s i o n s  abou t  whether  American o i l  m a r k e t s ,  i f  

l e f t  u n f e t t e r e d ,  a d e q u a t e l y  f u n c t i o n  t o  meet t h e  economy's o i l  demands i n  times 

of change,  o r  whether  t h e r e  a r e  s e r i o u s  problems i n h e r e n t  i n  t h e  working n a t u r e  

of t h e s e  marke t s .  

I n  t h e  f o u r t h  c h a p t e r  of t h e  s t u d y ,  w e  p ropose  a  t h e o r y  t o  e x p l a i n  t h e  

p r i c i n g  p a t t e r n s  t h a t  a r e  observed t o  occur  i n  t h e  market d u r i n g  p e r i o d s  of 

d i s r u p t i o n  and change. The t h e o r y  a t t e m p t s  t o  draw t o g e t h e r  t h e  t y p e s  of 

p r e s s u r e s  t h a t  i n t e r f e r e  w i t h  market f u n c t i o n  o v e r  t h e  s h o r t - t e r m ,  and t h u s  

d e s c r i b e  t h e . c o n s t r a i n t s  t h a t  American o i l  companies f a c e  when making p r i r e  

I and supp ly  d e c i s i o n s  d u r i n g  t h e s e  p e r i o d s .  F i n a l l y ,  i n  our  f i f t h  c h a p t e r ,  
I 

we t a c k l e  t h e  t a s k  of d e f i n i n g  t h e  problems t h a t  we b e l i e v e  e x i s t  i n  t h e s e  

marke t s .  We approach t h i s  from t h r e e  p e r s p e c t i v e s .  F i r s t ,  we d e f i n e ,  i n  

c a t e g o r i c a l  terms,  t h e  r e a l  n a t u r e  of t h e  problems t h a t  we b e l i e v e  a r i s e  i n  t h e  

U.S. i n  t imes  of o i l  c r i s i s .  Second, we r e l a t e  t h e  r e a l i t y  of t h e s e  problems 

t o  t h e  many m i s p e r c e p t i o n s  r e g a r d i n g  t h e i r  n a t u r e ,  e f f e c t s ,  and c u r e  which 

we b e l e i v e  have e x i s t e d  t o  a  s t r i k i n g  degree  among t h e  p u b l i c  and p o l i c y -  

makers s i n c e  1973. Here,  we p r e s e n t  ev idence ,  i n  t h e  form of c a s e  s t u d i e s  

on t h e  1979 'markc t  problems, of t h e  d i v e r g e n c e  between t h e  r e a l l t i e s  of t h e s e  

problems and t h e  i l l u s i o n s  t h a t  c loud  p e r c e p t i o n s  of policy-makers and t h u s  

a d v e r s e l y  a f f e c t  r e g u l a t o r y  r e s p o n s e .  F i n a l l y ,  we make o b s e r v a t i o n s  r e g a r d i n g  

t h e  a p p r o p r i a t e n e s s  of government r e g u l a t o r y  r e s p o n s e  t o  t h e s e  market  problems 



and render  conclusions on t h e  n a t u r e  of government response i n  r e l a t i o n  t o  

t h e  r e a l i t y  and i l l u s i o n s  we have descr ibed i n  t h i s  market.  We c l o s e  wi th  

some fina1:recommendations on t h e  app ropr i a t e  forms of government planning 

f o r  and response t o  f u t u r e  world o i l  market c r i s e s .  



Chapter I 

DEFINITION OF A WORLD OIL MARKET SHOCK 

We begin our s tudy  by examining s e v e r a l  a s p e c t s  of t h e  n a t u r e  of a  

world o i l  c r i s i s ,  such a s  t hose  experienced i n  1973-1974 and 1979. We 

w i l l  examine what t h e s e  c r i s e s  a r e ,  what t h e i r  r e s u l t s  a r e  i n  world o i l  

markets ,  and what a s p e c t s  of t h e  market we should look t o  i n  o rde r  t o  gauge 

t h e  s e r iousnes s  of any such c r i s i s .  

To begin t h i s  examination, we n o t e  t h e  framework w i t h i n  which t h e  a n a l y s i s  

i s  performed a s  r ega rds  t h e  compet i t ive  c h a r a c t e r i s t i c s  of t h e  U.S. o i l  i ndus t ry .  

Many examinations have been made of t h e  compet i t ive  v i a b i l i t y  of t h e  American 

and i n t e r n a t i o n a l  petroleum markets  i n  pe r iods  of equi l ib r ium;  t h a t  i s ,  i n  

t i m e s  when world market f o r c e s  i n  o i l  a r e  f a i r l y  s t a b l e  ( f o r  example, t h e  

y e a r s  1975-1978). These examinations v i r t u a l l y  unanimously conclude t h a t  

t h e  U.S. o i l  market is  workably compet i t ive  a t  every l e v e l  a s  judged by t r a -  

d i t i o n a l  economic s t anda rds ,  and t h a t ,  i n  t h e  absence of r egu la to ry  d i s tu rbances ,  

o i l  p roducts  a r e  e f f i c i e n t l y  p r i ced  i n  t h e  long run  on a  p a r i t y  w i th  world 

markets.  1 

While ou t  s t udy  of t h e  dynamics of t h e  adjustment  process  thus  assumes 

long run compet i t ive  behavior ,  w e  c l e a r l y  do n o t  e n t e r  t h i s  s tudy  assuming 

t h a t  U.S. o i l  p r i c e s  w i l l  b e  a t  e f f i c i e n t  l e v e l s  dur ing  pe r iods  of t r a n s i t i o n  

i n  t h e  absence of r e g u l a t o r y  i n t e r f e r e n c e .  Rather ,  our t a s k  i s  t o  determine 

t h i s .  Examinations of tlie marke t ' s  equ i l i b r ium compet i t ive  behavior  a r e  n o t  

n e c e s s a r i l y  r e l i a b l e  p r e d i c t o r s  of t h e  U.S marke t ' s  dynamic e f f i c i e n c y  i n  

adap t ing  t o  p e r i o d s  of change. I n  t i m e s  such a s  1973 and 1979, abrupt  changes 

i n  world o i l  markets  caused d i s r u p t i o n s  i n  t h e  domest ic  markets  f o r  o i l  p roduc t s ;  



and many problems, i n c l u d i n g  a b s o l u t e  p r i c e  l e v e l s ,  r a t e s  of p r i c e  i n c r e a s e ,  

and l a c k  of p roduc t  a v a i l a b i l i t y  were  p e r c e i v e d  by policy-makers and t h e  

p u b l i c  a l i k ~ .  Thus, i n  t h i s  s t u d y  we a t t e m p t  t o  d e s c r i b e  t h e  dynamic a d j u s t -  

ment p r o c e s s e s  i n  U.S. marke t s  d u r i n g  p e r i o d s  of world o i l  market t u r m o i l  

such a s  1979. 

1.1 R e s u l t s  of a  Supply I n t e r r u p t i o n  

P e r i o d s  of i n t e n s e  d i s r u p t i o n  and r e a d j u s t m e n t  i n  - U.S. o i l  marke t s  a r e  

caused by e v e n t s  t h a t  d i s r u p t  t h e  t r a d i t i o n a l  e q u i l i b r i u m  of t h e  world  o i l  market .  

I n  1957, t h e  Suez Crisis caused a c u t o f f  of P e r s i a n  Gulf o i l  t o  much of che 
1 

wor ld ,  w i t h  a  r e s u l t i n g  i n c r e a s e  i n  o i l  p r i c e s .  I n  1973, t h e  Arab embargo 

caused major  permanent changes  i n  t r a d i t i o n a l  o i l  p r o d u c t i o n  and d i s t r i b u t i o n  

p a t t e r n s ,  a g a i n  r e s u l t i n g  i n  major  o i l  p r i c e  i n c r e a s e s .  The most r e c e n t  major  

d i s r u p t i o n  occur red  i n  1979, b e g i n n i n g  w i t h  t h e  I r a n i a n  o i l  f i e l d  shutdown 

i n  December 1978 and s t r e t c h i n g  i n t o  t h e  l a t e  f a l l  of 1979. We must b e  c l e a r  

a t  t h e  o u t s e t  r e g a r d i n g  t h e  n a t u r e  of t h e s e  supp ly  d i s r u p t i o n s :  what t h e i r  

consequences a r e  i n  world marke t s  and what e f f e c t  t h e y  have upon t h e  Uni ted 

S t a t e ' s  a c c e s s  t o  imported o i l .  

The b a s i s  of each  of t h e  major  p e r i o d s  of emergency and d i s r u p t i o n  i n  

Uni ted  S t a t e s  o i l  p roduc t  m a r k e t s  o v e r  t h e  p e r i o d  s i n c e  1973 h a s  been a  

s h a r p  supp ly  c o n s t r i c t i o n  i n  world  m a r k e t s  f o r  c r u d e  o i l  and o i l  p r o d u c t s .  

I n  1973, t h e  OPEC p r o d u c t i o n  c a r t e l  e x e r t e d  i t s  a b i l i t y  t o  raise p r i c e  

f o r  t h e  f i r s t  t ime  by c u t t i n g  back t h e  p r o d u c t i o n  of c rude .  In  1979, t h e  

I r a n i a n  r e v o l u t i o n  took f i v e  m i l l i o n  b a r r e l s  p e r  day of p r o d u c t i o n  o f f  world  

markets.' While n e i g h b o r i n g  p roduc ing  states s t e p p e d  up t h e i r  o u t p u t  somewhat, 

t h e  r e s u l t  was t o  r e d u c e  t o t a l  world  p r o d u c t i o n b e l o w  what i t  o t h e r w i s e ' w o u l d  

have been.  I n  b o t h  of t h e s e  p e r i o d s ,  s e r i o u s  p u b l i c  m i s p e r c e p t i o n s  a r o s e  

r e g a r d i n g  t h e  e f f e c t s  of t h e  cu tbacks .  Many p e r c e i v e d  t h a t  t h e  wor ld  was 



simply "short"  t h e  number of b a r r e l s  of supply t h a t  had been l o s t  -- t h a t  t h e  

world had a  "shortage" of a  c e r t a i n  amount ,of o i l .  r e l a t i v e  t o  i t s  consuming 

needs.  

Th i s  common mispercept ion a r i s e s  out of a  misunderstanding of t h e  workings 

of a  supply-demand economy such a s  t h a t  which world oil markets  r e p r e s e n t .  

When t o t a l  world product ion d imin ishes ,  no i n d i v i d u a l  consumer i n  t h e s e  

markets  -- n o t  even one a s  l a r g e  a s  t h e  U.S. -- exper iences  a  supply gap. 

Rather ,  w i t h  world o i l  more s c a r c e ,  each i n d i v i d u a l  consuming f i rm ,  s t a t e ,  

o r  i n d i v i d u a l  must b id  i n  world markets  f o r  a  s c a r c e r  supply.  Supply 

becomes more expensive; consuming n a t i o n s  reduce consumption i n  response Lo 

h ighe r  p r i c e s .  Thus, t h e  world market r e - e q u i l i b r a t e s :  p r i c e  i n c r e a s e s  u n t i l  ' 

consumption drops t o  t h e  l e v e l  of remaining s u p p l i e s .  So long a s  p r i c e s  a r e  

allowed t o  a d j u s t ,  supply c u t o f f s  do n o t  r e s u l t  i n  an a b s o l u t e  u n a v a i l a b i l i t y  

of o i l  i n  world markets ,  a s  t h e  popular  t a l k  of world o i l  "shortages"  o f t e n  

' sugges ts .  Rather ,  they r e s u l t  i n  h igher  p r i c e s  and lower o v e r a l l  world 

consumption. 

Likewise,  i t  must be  c l e a r  t h a t  embargoes a g a i n s t  s p e c i f i c  c o u n t r i e s  cannot  

be  enforced i n  a  market of t h e  s i z e ,  e x t e n t ,  and complexity of t h e  world o i l  

market.  The f a c t  t h a t  OPEC producers ,  f o r  &s tance ,  r e f u s e  t o  s e l l  t o  U.S. 

f i r &  does n o t  l e a v e  t h e  U.S. ou t  of world markets ,  a s  no th ing  p reven t s  

i n t e r m e d i a r i e s  throughout t h e  market -- a  n e u t r a l  country o r  p r i v a t e  f i rm  -- 

from r e s e l l i n g  product  t o  t h e  U.S. Nor can producing c o u n t r i e s  " t u r n  o f f "  

t h e  U.S.'s consumption needs i n  world markets  by reducing product ion  by t h e  

amount t h e  U.S. consumes. This  would s e r v e  t o  make o i l  f a r  more expensive,  

b u t  n o t  t o  al ter the compet i t ive  dynamic between t h e  huge number of n a t i o n a l  

and c o r p o r a t e  a c t o r s  i n  t h e  market.  

In  each  of t h e  above ca se s ,  i t  must be  no ted  t h a t  t h e r e  do e x i s t  a d d i t i o n a l  
. . 

c o s t s  f o r  c e r t a i n  c o u n t r i e s  caught i n  p a r t i c u l a r  s i t u a t i o n s  as consumers i n  



j i n  t h e s e  marke t s .  I n  t h e  c a s e  of a n  embargo, o r  t h a t  of a  c o u n t r y  which 

h e l d  a  l a r g e  number of supp ly  c o n t r a c t s  w i t h  a  p roducer  t h a t  h a s  ceased  t o .  

produce,  t h e r e  e x i s t  d e f i n i t e  t r a n s a c t i o n  c o s t s ,  o v e r  and above t h e  p r e v a i l i n g  - 
market  p r i c e ,  i n  s e a r c h i n g  o u t  and s e c u r i n g  supp ly  from new s o u r c e s .  These 

are, however, d i r e c t  monetary c o s t s ;  t h e y  do not,make o i l  "less a v a i l a b l e "  

t o  t h e  c o u n t r y ,  on ly  more expens ive .  

Thus,  we conc lude  t h a t  t h e  most d i r e c t  e f f e c t  of a  r e d u c t i o n  i n  o i l  s u p p l y  

on world  m a r k e t s  ( i . e . ,  a  supp ly  shock)  i s  a n  i n c r e a s e  i n  t h e  world  p r i c e  of 

o i l  p r o d u c t s .  A c u t o f f  of p r o d u c t i o n  o r  s h i p p i n g  of o i l  from any producer  

o r  p r o d u c e r s  w i l l  s e r v e  t o  make o i l  more s c a r c e ,  and ,  t h e r e f o r e ,  more v a l u a b l e .  

The p r i c e  of a l l  pe t ro leum p r o d u c t s  w i l l  r i s e  t o  r e f l e c t  t h a t  new s c a r c i t y .  

I n  t h i s  s i t u a t i o n , ' a n y  i n d i v i d u a l  consumer i n  world marke t s  -- t h e  Uni ted  

S t a t e s ,  f o r  example -- w i l l  have  t o  pay more t o  s e c u r e  t h e  same amount of 

o i l  a s  was o b t a i n e d  b e f o r e  t h e  market  t i g h t e n e d .  

1 .2  The Role of Marg ina l  P r i c e s  

I n  a  p e r i o d  of r a p i d l y  i n c r e a s i n g  world  o i l  p r i c e s ,  what p r i c e  shou ld  we 

l o o k  t o  a s  a measure of what consumers s h o u l d  b e  pay ing  f o r  o i l ?  It i s  

i m p o r t a n t  t o  d i s t i n g u i s h  between t h e  p r i c e  p a i d  a t  t h e  margin  f o r  o i l  ( i . e . ,  

t h e  p r i c e  p a i d  f o r  t h e  most e x p e n s i v e  b a r r e l s  bought)  and t h e  a v e r a g e  p r i c e  

p a i d  a c r o s s  a l l  b a r r e l s .  I n  p e r i o d s  of o i l  market  s t a b i l i t y ,  t h e  c o s t  of t h e  

a v e r a g e  b a r r e l  and t h e  m a r g i n a l  b a r r e l  approach rough p a r i t y .  However, i n  

p e r i o d s  such  as 1979, t h e  m a r g i n a l  p r i c e  of c r u d e  becomes s h a r p l y  d i v e r g e n t  

from t h e  a v e r a g e  p r i c e .  I n  1979, f o r  i n s t a n c e ,  t h e  d i f f e r e n c e  i n  p r i c e  

between t h e  a v e r a g e  and t h e  m a r g i n a l  b a r r e l  of c r u d e  r o s e  a s  h i g h  as $22 

3 p e r  b a r r e l .  . 

T h i s  d i v e r g e n c e  arises b e c a u s e  t h e  p r o c e s s  of r a i s i n g  p r . i c e s  t o  h i g h e r  

levels is  uneven a c r o s s  sellers. But i t  is  t h e  m a r g i n a l  p r i c e  which 



measures  t h e  r e l e v a n t  c o s t  of o i l  t o  t h e  U.S. -- n o t  t h e  a v e r a g e  c o s t .  

I f  f i r m s  o r  consumers must  r e p l a c e  t h e  a v e r a g e  g a l l o n  of o i l  t h e y  u s e  by 

p u r c h a s i n g - f r o m  m a r g i n a l  s o u r c e s ,  t h e  a v e r a g e  c o s t  of t h e  b a r r e l  t h e y  consume 

i s  v i r t u a l l y  mean ing less .  L ikewise ,  i f  o i l  i s  p r i c e d  below i t s  m a r g i n a l  

c o s t  t o  s o c i e t y ,  i t  w i l l  b e  over-demanded among consumers;  many w i l l  choose 

t o  consume who would a b s t a i n  i f  c o n f r o n t e d  w i t h  a c t u a l  m a r g i n a l  p r i c e s .  

I n  F i g u r e  1, t h e  D c u r v e  i s  meant t o  r e p r e s e n t  t h e  v a l u e  p l a c e d  on i n c r e m e n t a l  

u n i t s  of o i l  by consumers;  and t h e  S c u r v e  r e p r e s e n t s  t h e  c o s t  t o  t h e  c o u n t r y  

of p r o c u r i n g  i n c r e m e n t a l  u n i t s  of o i l .  I f  a  p r i c e  p  l e s s  t h a n  p* ( t h e  c o u n t r y ' s  

m a r g i n a l  c o s t )  i s  chosen due t o  i n t e r v e n t i o n  i n  t h e  market  -- i n  t h i s  c a s e  

a s u b s i d y  of s p e r  u n i t  -- consumers w i l l  demand more than  i s  s o c i a l l y  o p t i m a l  

, . (Dp > Dpk). Too much i s  consumed i n  t h e  s e n s e  t h a t  consumers r e c e i v e  o i l  

wor th  on ly  p  t o  them a t  t h e  marg in ,  b u t  t h e  p r o v i s i o n  of t h i s  b e n e f i t  t o  

consumers c o s t s  t h e  c o u n t r y  6 .  Converse ly ,  by t h e  same r e a s o n i n g ,  consumption 

i s  less than  i s  s o c i a l l y  o p t i m a l  i f  t h e  p roduc t  i s  t axed  T  p e r  u n i t  a s  F i g u r e  

2 a t t e s t s .  

F i g u r e  1 F i g u r e  2 

P r i c e  P r i c e  

. . 

bp* D~ 
Q u a n t i t y  
I. I I 

Dp Dpgc Q u a n t i t y  
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Thus, when we examine t h e  b e h a v i o r  of o i l  p r i c e s  i n  world  and U.S. 

' 
marke t s ,  we must look  t o  t h e  v a l u e  of t h e  m a r g i n a l  b a r r e l s  a s  t h e  de te rminan t  

of what t h e  p r i c e  f o r  o i i  i n  t h e  economy shou ld  b e  i f  we a r e  t o  a v o i d  t h e  

I w a s t e  of n a t i o n a l  r e s o u r c e s .  Any o t h e r  p r i c e  does n o t  r e p r e s e n t  t h e  c o s t  

t o  s o c i e t y  of u s i n g  a  b a r r e l  of o i l .  Average c o s t s ,  which a r e  commonly 

m i s i n t e r p r e t e d  a s  having some s i g n i f i c a n c e  i n  o i l  p r i c i n g ,  a r e  n o t  r e l e v a n t  

as i n d i c e s  of t h e  r e s o u r c e  c o s t s  t o  t h e  economy of o i l  p r o d u c t s .   h he d i s t r ' i -  

b u t i o n a l  i s s u e s  r a i s e d  by t h e  m a r g i n a l  v s .  a v e r a g e  p r i c e  comparison we - 
makc h e r e  are  d i s c u s s e d  i n  Chapter  5 . )  

1 . 3  The Role  uf t h e  Spot  Market:  A Measure of Marg ina l  Value 

We have now e s t a b l i s h e d  t h a t  we would d e s i r e  t h e  e q u a t i o n  of o i l  p r i c e s  

t o  t h e  m a r g i n a l  c o s t  f o r  o i l  i f  t h e  market  p r i c e  i s  t o  b e  e f f i c i e n t .  During 

p e r i o d s  of world  o i l  supp ly  d i s r u p t i o n  t h e  c o s t . o f  a c q u i r i n g  m a r g i n a l  u n i t s  

i n c r e a s e s .  World o i l  p r i c e s  r i s e  cnncomi tan t ly  w i t h  t h e  i n c r e a s e  of m a r g i n a l  

c o s t s  i n  t h e s e  marke t s .  I n  o r d e r  t o  b e g i n  t o  judge  t h e  e f f i c i e n c y  of t h e  

a d a p t a t i o n  p r o c e s s ,  we must f i n d  a  measure of p r i c e  which a c c u r a t e l y  r e f l e c t s  

m a r g i n a l  c o s t s  through t h e s e  p e r i o d s  of g r e a t  u n c e r t a i n t y  and change.  

Throughout world  and U.S. m a r k e t s  f o r  c r u d e  o i l  and o i l  p r o d u c t s ,  t h e r e  

e x i s t  s e v e r a l  market  mechanisms th rough  which p r o d u c e r s  exchange t h e i r  com- 

m o d i t i e s  w i t h  consumers. The two most prominent of t h e s e ,  which account  f o r  

a lmos t  a l l  o i l  s o l d ,  a r e  c o n t r a c t  t r a n s a c t i o n s  and s p o t  t r a n s a c t i o n s .  C o n t r a c t  

t r a n s a c t i o n s ,  t h e  f e a t u r e s  of which we w i l l  d i s c u s s  a t  l e n g t h  i n  S e c t i o n  

3.3,  r e p r e s e n t  t h e  v e h i c l e  whereby approx imate ly  90 p e r c e n t  of t h e  w o r l d ' s  

o i l  p a s s e s  from p r o d u c e r s  t o  consumers. However, because  of t h e  many 

accou t rements  of t h e  c o n t r a c t i n g  r e l a t i o n s h i p  i n c l u d i n g  long term commitments, 

producer-consumer good w i l l ,  and: : l imi ted a b i l i t y  of b o t h  s i d e s  t o  b a r g a i n  

i n  p r i c i n g  d e c i s i o n s ,  t h e s e  p r i c e s  are n o t  l i k e l y  t o  r e p r e s e n t  a c c u r a t e  

. ~ 



i n d i c a t o r s  of t h e  immediate m a r g i n a l  v a l u e  of o i l  a t  any g i v e n  moment i n  

t ime.  k t h e r ,  we b e l i e v e  t h a t  t h i s  f u n c t i o n  f a l l s  t o  t h o s e  marke t s  which 

have h i s t o r i c a l l y  se rved  a s  t h e  most f l e x i b l e  l i n k  i n  t h e  o i l  p r o d u c t i o n  

and  d i s t r i b u t i o n  c h a i n ,  r esponding  t o  t h e  immediate changes  o c c u r r i n g  i n  

t h e  needs  of b o t h  consumers and p roducers .  These a r e  o i l  s p o t  marke t s .  

An i n s t i t u t i o n a l  examinat ion of t h i s  market  shows t h a t  t h e  s p o t  market  

is  indeed  t h e  s o u r c e  of m a r g i n a l  s u p p l i e s  of o i l .  When a  p u r c h a s e r  i n  t h e  

market  f o r  o i l  o r  o i l  p r o d u c t s  h a s  an  u n a n t i c i p a t e d  immediate need f o r  

a d d i t i o n a l  s u p p l i e s ,  che urily s o u r c c  where he h a s  an  ensured  a b i l i t y  t o  

o b t a i n  such a u p p l i e s  i s  t h e  s p o t  marke t .  T h i s  i s  t h e  f u n c t i o n  of a  m a r g i n a l  

marke t .  Thus, t h e  c h a r a c t e r i s t i c s  of s p o t  marke t s  e n s u r e  t h a t  they  a r e  

r e l a t i v e l y  a c c u r a t e  r e f l e c t i o n s  of t h e  i n c r e m e n t a l  v a l u e  of t h e  v a r i o u s  

p r o d u c t s  t o  consumers a t  any g i v e n  p o i n t  i n  t ime.  :Due t o  t h e s e  f a c t o r s ,  

s p o t  m a r k e t s  a r e  t h e  most r e a d i l y  a v a i l a b l e  s t a n d a r d  u t i l i z e d  t o  measure t h e  

m a r g i n a l  p r i c e  -- t h e  r e a l  r e s o u r c e  v a l u e  -- of o i l .  

Spot  m a r k e t s  a r e  i n  some s e n s e  s p e c u l a t i v e .  I n  a  market i n  which p r i c e  

changes  of v a r y i n g  magni tude a r e  t a k i n g  p l a c e  a t  a n  u n p r e d i c t a b l e  r a t e ,  p r i c e s  

i n  t h e  s p o t  market  f o r  immediate ly  a v a i l a b l e  o i l  p r o d u c t s  r e f l e c t  b o t h  b u y e r s '  

immediate demand f o r  o i l ,  and t h e i r  e x p e c t a t i o n s  r e g a r d i n g  f u t u r e  o i l  a v a i l -  

a b i l i t y  and p r i c e  l e v e l s .  S p e c u l a t i o n  i n  t h i s  s e n s e  i s  n o t  a  n e g a t i v e  f o r c e .  

R a t h e r ,  i t  a l l o w s  t h o s e  p a r t i c i p a t i n g  i n  t h e  market  t o  a d a p t  t o  i n t e r t e m p o r a l  

changes  i n  v a l u e  of o i l  o r  i t s  p r o d u c t s  i n  a n  e f f i c i e n t  manner. E x p e c t a t i o n s  

of imminent p r i c e  i n c r e a s e s  w i l l  d r i v e  s p o t  p r i c e s  up as consumers p u r c h a s e  

c u r r e n t l y  a v a i l a b l e  o i l ,  which i s  assumed t o  b e  cheaper  t h a n  f u t u r e  o i l ,  as 

a hedge. Converse ly ,  when o i l  p r i c e s  a r e  expec ted  t o  d e c l i n e  i n  r e a l  t e r m s ,  

t h e  s p o t  market  becomes a  d i s c o u n t  m a r k e t ,  r e f l e c t i n g  buyers '  p e r c e p t i o n s  

t h a t  f u t u r e  o i l  d e l i v e r i e s  w i l l  ' a c t u a l l y  c o s t  them less. 'Due t o  t h e  u n c e r t a i n -  

t ies d e s c r i b e d  above,  we may e x p e c t  t o  s e e  s h a r p e r  g y r a t i o n s  i n  s p o t  marke t  



: .  p r i c e s  than  i n  o t h e r  p r i c e s  i n  any g i v e n  p e r i o d .  T h i s  i s  i n  no  way i n e f f i -  
1 .  

c i e n t ,  bu t  i s  s imply a  consequence of an u n c e r t a i n  market environment.  

I n  an- u n r e g u l a t e d  world m a r k e t ,  t h e n ,  we may look t o  s p o t  p r i c e s  t o  

de te rmine  t h e  n a t u r e  of t h e  changes  t a k i n g  p l a c e  i n  t h e  market .  Given t h e  

s t r u c t u r e  of t h a t  market  ( d e l i v e r e d )  world s p o t  p r i c e s  f o r  o i l  a r e  a  f a i r l y  

r e l i a b l e  measure of what we would e x p e c t  t o  s e e  charged f o r  s p o t  o i l  p r o d u c t s  

i n  any c o u n t r y  a t  any g iven  t ime  -- i f  s p o t  o i l  p r i c e s  w i t h i n  t h a t  c o u n t r y  

a r e  u n r e g u l a t e d  and i f  n o  a r b i t r a r y  b a r r i e r s  such a s  t a r i f f s  o r  q u o t a s  have 

been erected which i n s u l a t e  that market  ( s e e  Chapter  2 ) .  
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NOTES FOR CHAPTER 1 

- 
1. See ,  f o r . e x a m p l e ,  Duchesneau (1975) ,  Eppen (1975) ,  Er ickson  (19771, 

-- 

Er ickson  and Spann (1974) ,  Johnson,  Messick,  V i c t o r ,  and Wyant (19761, 

Teece (1976) ,  and U.S. Treasury  Department (1973) .  For d i s s e n t i n g  views 

s e e ,  f o r  example, U.S. F e d e r a l  Trade Commission (1973) ,  and Sampson 

2 .  See  DOE, EIA, Monthly Enerpy Review f o r  c o u n t r y - s p e c i f i c  world  c r u d e  

o i l  p r o d u c t i o n  d a t a .  

3 .  See  Petroleum I n t e l l i g e n c e  Weekly f o r  p r i c e s  of world-market c r u d e  o i l .  

At t i m e s  i n  e a r l y  1979, world  s p o t  was $40 /bb l  w h i l e  Saud i  c o n t r a c t  

was $ ] 8 / b b l .  



Chapte r  2 

EFFICIENT TRANSITION OF U.S. OIL MARKETS 
TO HIGHER WORLD OIL PRICES 

T h i s  c h a p t e r  examines t h e  r e l a t i , o n s h i p  between American and world o i l  

m a r k e t s  d u r i n g  p e r i o d s  of world  market  d i s r u p t i o n .  The c h a p t e r  p roceeds  

i n  two s e c t i o n s :  t h e  f i r s t  i s  t h e o r e t i c a l ,  t h e  second e m p i r i c a l .  I n  t h e  

fo rmer ,  we p r o v i d e  a  framework i n  which t o  a n a l y z e  how t h e  U.S. a d a p t s  t o  

world  m a r k e t s  d u r i n g  p e r i o d s  of world o i l  market t r a n s i t i o n .  We demons t ra te  

I 

i what t h e  r e l a t i o n s h i p  between U.S. and world p r i c e s  must be  f o r  a n  e f f i c i e n t  

t r a n s i t i o n  t o  t a k e  p l a c e ,  and d e f i n e  t h e  i n e f f i c i e n c i e s  which w i l l  r e s u l t  

i f  t h a t  e f f i c i e n t  outcome i s  n o t  met.  I n  t h e  l a t t e r  p o r t i o n  of t h e  c h a p t e r ,  we 

examine a v a i l a b l e  ev idence  of t h e  U.S./world t r a n s i t i o n  p r i c i n g  r e l a t i o n s h i p  

and draw c o n c l u s i o n s  r e g a r d i n g  t h e  i m p l i c a t i o n s  of t h e  r e l a t i o n s h i p  f o r  U.S. 

and world  o i l  consumers. 

2 . 1  An A n a l y t i c a l  Framework f o r  Judg ing  E f f i c i e n c y  i n  Adapta t ion  

I n  o r d e r  t o  de te rmine  t h e  e f f i c i e n t  dynamic r e s p o n s e  of U.S. o i l  m a r k e t s  

t o  changes  i n  world  o i l  marke t s ,  we must pose  two q u e s t i o n s .  F i r s t ,  i n  p e r i o d s  

of s t a b i l i t y  o r  d i s r u p t i o n ,  what shou ld  be  t h e  r e l a t i o n s h i p  between domes t ic  

p r i c e s  and world p r i c e s  f o r  a n  e f f i c i e n t  market  outcome t o  o c c u r ?  Second, 

what i n e f f i c i e n c i e s  r e s u l t  i n  U.S. and world m a r k e t s  i f  t h i s  i s  n o t  t h e  c a s e ?  

These q u e s t i o n s  a r e  ones of dymanic t r a n s i t i o n ;  t h a t  i s ,  t h e y  r e l a t e  t o  t h e  

movement of world  and U.S. m a r k e t s  from t h e  o l d  equ i l ib r ium'  t o  t h e  new. A s  

t h e  d i r e c t  examina t ion  of marke t  dynamics i s  ex t remely  i n e x a c t  i n  n a t u r e ,  

we t a k e  as a  b a s i s  f o r  examining t h e s e  dynamic i s s u e s  .an  a n a l y s i s  of t h e i r  

s t a t i c  c o u n t e r p a r t s .  These may b e  summarized as f o l l o w s :  a t  any g i v e n  



p o i n t  i n  t ime  what does  a n  e f f i c i e n t  U.S./world p r i c i n g  r e l a t i o n s h i p  look  

l i k e ,  and what i n e f f i c i e n c i e s  e x i s t  i f .  t h i s  does  n o t  o c c u r ?  

2 . 1 . 1  A ~ a s i c  Model of U.S. /World P r i c i n g  

I n i t i a l l y ,  l e t  u s  examine t h e  U.S./world p r i c e  r e l a t i o n s h i p  t h a t  would 

be expec ted  i n  an i d e a l i z e d  world market .  S p e c i f i c a l l y ,  our i d e a l i z e d  world  

market  f a c e s  no t r a n s p o r t a t i o n  c o s t s ,  t r a n s a c t i o n  c o s t s ,  o r  t i m e  l a g s  i n  

t h e  d e l i v e r y  of t h e  p roduc t .  F u r t h e r ,  n o  i m p o r t ,  o r  e x p o r t  r e s t r i c t i o n s  

between t h e  U.S. and t h e  rest of t h e  world  (ROW) e x i s t .  I n  t h i s  i d e a l i z e d  

m.arket s i t u a t i o n ,  g l o b a l  w e l f a r e  i s  maximized i f  U .S .p r ices  (Pus) a r e  e q u a l  

t o  res t -of-world  p r i c e s  (PFw) .  T h i s  e f f i c i e n t  outcome w i l l  be  o b t a i n e d  by 

our  i d e a l i z e d  m a r k e t . a n d  i s  d e p i c t e d  i n  F i g u r e s  3  and 4. These f i g u r e s  

show t h e  e f f i c i e n t  s o l u t i o n  of U.S. and world  m a r k e t s ,  g iven  t h e  p o s s i b l e  

outcomes of t h e  U.S. /world supply-demand i n t e r a c t i o n .  F i g u r e  3 d e p i c t s  t h e  

c f f i c f e n t  r e s u l t  ohtai .ned i f ,  on b a l a n c e ,  t h e  U.S. i s  a  n e t  i m p o r t e r  of 

p r o d u c t .  F i g u r e  4  demons t ra tes  t h e  e q u i l i b r i u m  o b t a i n e d  i f  t h e  U.S. i s  a  

n e t  e x p o r t e r  of p roduc t .  

F i g u r e s  3a and 4a show supply  and demand w i t h i n  t h e  U.S. 1.f t h e  U.S. 

d i d  n o t  t r a d e  i n  t h e  world market  and were  t h u s  on ly  a f f e c t e d  by U.S. supp ly  

(Sus) and U.S. demand (D,,), t h e  U.S. outcome would b e  a p r i c e  of Pus and 

consumption a t  p o i n t  B. However, s i n c e  we i n i t i a l l y  assume n o  b a r r i e r s  o r  

c o s t s  t o  world  t r a d e ,  U.S. consumer-plus-producer w e l f a r e  i s  i n c r e a s e d  by 

a l l o w i n g  t r a d e  w i t h  t h e  rest of t h e  world. T h i s  may be  seen  i f  w e  

a g g r e g a t e  U.S. supp ly  and demand w i t h  t h e  ROW supp ly  and demand. Sw-us and 

Dw,,, i n  F i g u r e s  3b and 4b a r e  t h e  ROW supp ly  and demand c u r v e s  and a r e  found 

by s u b t r a c t i n g  t h e  U.S. .supply and demand from t o t a l  world supp ly  and demand 

(Sw and Dw). T h i s  r e s u l t s  i n  a world  e q u i l i b r i u m  p r i c e  of Po, s i n c e  S, = Dw 



U.S. and w o r l d  s u p p l y  and demand w i t h  t h e  U.S. a n e t  i m p o r t e r  

F i g u r e  3a F i g u r e  3b 

U.S. and w o r l d  s u p p l y  and demand with t h e  U.S. a  n e t  e x p o r t e r  
F i g u r e  4a F i g u r e  4b 



a t  E i n  F i g u r e s  3b and 4b. I n  F i g u r e  3 ,  a t  P r i c e  Po, thenU.S. i s  a  n e t  i m p o r t e r  

of o i l  p r o d u c t s .  The supp ly  of i m p o r t s  t o  t h e  U .  S. i s  r e p r e s e n t e d  by t h e  

h o r i z o n t a l  d i s t a n c e  between Sw-us and Dw-us ( i .  e . ,  ROW supp ly  l e s s  ROW demand) 

f o r  p r i c e s  g r e a t e r  t h a n  Pr (Pr i s  t h e  ROW e q u i l i b r i u m  p r i c e ) .  Conversely ,  t h e  

ROW demand f o r  e x p o r t s  i s  g iven  by t h e  h o r i z o n t a l  d i s t a n c e  between Dw-us and 

SW-,, f o r  p r i c e s  less t h a n  Pr. Thus, i n  F i g u r e  4b, Xo i s  e x p o r t e d  from t h e  U.S. 

t o  t h e  ROW a t  p r i c e  Po (where demand f o r  e x p o r t s ,  r e p r e s e n t e d  by t h e  l i n e  segment 

DC i n  F i g u r e  4b e q u a l s  supp ly  of e x p o r t s  DE i n  F i g u r e  4 a ) .  

I n  t h e  absence  of t r a d e  between t h e  U.S. and t h e  rest of t h e  wor ld ,  U.S. 

consumer s u r p l u s .  p l u s  p roducer  s u r p l u s  i s  given'  by ABPus + PusBC i n  F i g u r e s  

3a and 4 a . l  ROW consumer s u r p l u s  p l u s  p roducer  s u r p l u s  w i t h  no  t r a d e  i n v o l v i n g  

t h e  U.S. i s  g i v e n  by ARPr + PrRF i n  F i g u r e s  3b and 4b. With t r a d e ,  however, domes t ic  

consumer s u r p l u s  p l u s  p roducer  s u r p l u s  is  g i v e n  by ADPo + PoEC i n  F i g u r e s  3a and 

4a (which i s  e q u a l  t o  BECA + FDEG in .F igure . s  3b and 4b) .  Thus, domes t ic  t o t a l  

s u r p l u s  h a s  i n c r e a s e d  by DEB i n  F i g u r e s  3a and 4 a . a s  a  r e s u l t  of t r a d e  between 

t h e  U.S. and t h e  r e s t  of t h e  world .  S i m i l a r l y ,  ROW t o t a l  su , rplus  i s  i n c r e a s e d  

by a r e a  CDR i n  F i g u r e s  .3b and 4b a s  a  r e s u l t  of t r a d e  ( a s  consumer s u r p l u s  p l u s  

p roducer  s u r p l u s  i s  g i v e n  by ACPo + PoDF). Trade r e s u l t s  i n  g a i n s  t o  b o t h  t h e  

U.S. and t h e  r e s t  of t h e  wor ld ,  r e g a r d l e s s  of whether  t h e  U.S. i s  a  n e t  e x p o r t e r  

o r  i m p o r t e r  of t h e  p roduc t .  

It i s  e v i d e n t ,  t h u s ,  t h a t  t h e  e f f i c i e n t  outcome of t h e  i n t e r a c t i o n  between 

U.S. and world m a r k e t s  i s  e q u a l i t y  between t h e  U.S. and t h e  world  p r i c e  of t h e  

p r o d u c t .  T h i s  r e s u l t  h o l d s  a t  any p o i n t  i n  t ime  i n  t h i s  i d e a l i z e d  wor ld .  Of 

c o u r s e ,  t h e  m a r k e t s  f o r  o i l  p r o d u c t s  do n o t  conform t o  t h e  s t r i n g e n t  r e q u i r e m e n t s  

of t h i s  i d e a l i z e d  b a s e  c a s e .  We now t u r n  t o  a  d i s c u s s i o n  of t h e  p r i c i n g  t h a t  

economic t h e o r y  s u g g e s t s  w i l l  o c c u r  when f a c e d  w i t h  t h e  real i t ies  of t h e  U.S. 

and wor ld  o i l  marke t s .  



2.1.2 U.S./World P r i c i n g  of O i l  P r o d u c t s  
i 

The model of U.S./world p r i c i n g  d e s c r i b e d  above must be  extended i n  two 

d i r e c t i o n s  to  d e s c r i b e  more r e a l i s t i c a l l y  t h e  i n t e r a c t i o n  between t h e  U.S. and 

world  o i l  p r o d u c t  marke t s .  F i r s t ,  we must account  f o r  t h e  t a n g i b l e  c o s t s  which 

a r e  a s s o c i a t e d  w i t h  U.S./world market  i n t e r a c t i o n s .  Second, t h e  e x i s t i n g  

r e g u l a t o r y  environment f a c i n g  t h e  U.S. o i l  market  must be t aken  i n t o  a c c o u n t .  

We d i s c u s s  t h e s e  c o n s i d e r a t i o n s  i n  t u r n ,  and t h e n  conc lude  by advancing our  

o v e r a l l  t h e o r e t i c a l  view of dynamic p r i c i n g  b e h a v i o r  between U.S. and world  

o i l  marke t s .  

2 .1 .2 .1  I n t e r a c t i o n  C o s t s  

There  a r e  v a r i o u s  c o s t s  a s s o c i a t e d  w i t h  t h e  purchase  and s a l e  of o i l  p r o d u c t s  

by U.S. consumers and p r o d u c e r s  i n  world marke t s .  There  must b e  accounted f o r  

i n  d e t e r m i n i n g  t h e  p r i c i n g  l i n k a g e s  between t h e  two marke t s .  Some of t h e s e  

a f f e c t  b o t h  t h e  s t a t i c  and dynarn ic .p r ice  r e l a t i o n s  between the t w n  m a r k e t s ,  w h i l e  

o t h e r s  e x c l u s i v e l y  a f f e c t  dynamic p r i c i n g  b e h a v i o r .  Examples of t h e  former  

i n c l u d e  t r a n s p o r t a t i o n  c o s t s  and t r a n s a c t i o n  c o s t s  w h i l e  t h e  l a t t e r  i s  exempli- 

f i e d  by t i m e  l a g s  i n  t h e  t r a n s p o r t a t i o n  p r o c e s s .  

The s t a t i c  c o s t s  a s s o c i a t e d  w i t h  U.S. a c t o r s  e n t e r i n g  t h e  world  market  a r e  

b a s i c a l l y  of two types :  t r a n s a c t i o n s  c o s t s  and t r a n s p o r t a t i o n  c o s t s .  Examples 

of t r a n s a c t i o n s  c o s t s  a s s o c i a t e d  w i t h  o p e r a t i o n  i n  wor ld  p roduc t  m a r k e t s  i n c l u d e  

f o r e i g n  p u r c h a s i n g  a g e n t  f e e s ,  c o s t s  of i n f o r m a t i o n ,  c o s t s  of communication, and 

p o s s i b l e  monetary exchange c o s t s .  T r a n s p o r t a t i o n  c o s t s  a r e  s imply t h e  c o s t s  

a s s o c i a t e d  w i t h  wa te rborne  t r a n s p o r t  t o  t h e  U.S. market .  These s t a t i c  c o s t s  must  

be  added t o  t h e  p r i c e  p a i d  a t  t h e  p o i n t  of p u r c h a s e  t o  de te rmine  t h e  e f f e c t i v e  

d e l i v e r e d  p r i c e  p a i d  by U.S. consumers f o r  imported p roduc t .  Thus t h e  world  

p r i c e  of p r o d u c t s  w i l l  d i v e r g e  f rom' the  U.S. p r i c e  of p r o d u c t s  by t h e  amount 

of t h e s e  s t a t i c  c o s t s  ( t h e  U.S. p r i c e  w i l l ,  of c o u r s e ,  b e  h i g h e r ) .  



The t ime  l a g  of t r a n s p o r t  of world  market  p roduc t  t o  U.S. marke t s  
. . 

p r o v i d e s  f u r t h e r  s l a c k  i n  t h e  r e l a t i o n s h i p  between U.S. and world  p r i c e s ,  and 

r e p r e s e n t s  a  pr imary example of a  c o s t  which a f f e c t s  dynamic p r i c i n g .  The 

d e l i v e r y  l a g  f o r  p roduc t  bought on t h e  world  market i s  g r e a t e r  t h a n  t h a t  

bought on t h e  domest ic  marke t ;  t h u s ,  p r o d u c t  bought on f o r e i g n  marke t s  

i s  l e s s  a t t r a c t i v e  i n  meet ing immediate needs  t h a n  p roduc t  o b t a i n e d  d o m e s t i c a l l y .  

There  i s  t h u s  a  c o s t  invo lved  i n  t h i s  de layed  d e l i v e r y .  S i g n i f i c a n t l y ,  t h e  

t r a n s p o r t a t i o n  l a g s  imply t h a t  p e r i o d s  of U.S./world p r i c e  i n e q u a l i t y  can  

p e r s i s t  o v e r  t h e  shorr-r.uu when unc~cpected changes i n  domest ic  a n d / o r  world  

m a r k e t s  occur .  

2 .1 .2 .2  Regula to ry  E f f e c t s  

Domestic p o l i c i e s  toward o i l  p r o d u c t  m a r k e t s  a l s o  have major e f f e c t s  

on t h e  r e l a t i o n  between U.S. and world p r i c e s  f o r  t h o s e  p r o d u c t s .  To demon- 

s t r a t e  t h e  importance of i n c o r p o r a t i n g  exlsLing r e g u l a t o r y  s t r u c t u r e  i n  our  

a n a l y s i s ,  we w i l l  h e r e  examine t h e  e f f e c t s  of two of t h e  most i m p o r t a n t  

government c o n s t r a i n t s  t h a t  have e x i s t e d  i n  p roduc t  marke t s  d u r i n g  r e c e n t  

p e r i o d s .  The most i m p o r t a n t  of t h e s e  r e g u l a t i o n s  i s  t h e  e f f e c t i v e  ban on 

e x p o r t s  of U .  S .  o i l  p r o d u c t s  which h a s  e x i s t e d  s i n c e  December 1973. Also  

of impor tance  dur.ing 1979 was t h e  emergency e x t e n s i o n  of e n t i t l e m e n t s  

b e n e f i t s  f o r  i m p o r t a t i o n  of middle  d i s t i l l a t e .  
3 '  

A ban on e x p o r t a t i o n  of o i l  p r o d u c t s  such  as t h a t  c u r r e n t l y  i n  e f f e c t  

i n  t h e  U.S. is  n o t  b i n d i n g  as l o n g  as t h e  U.S. i s  a n  i rupor ter  of t h o s e  p r o d u c t s .  

T h i s  i s  t h e  s i t u a t i o n  d e p i c t e d  i n  F i g u r e  3. I n  t h i s  c a s e ,  we s e e  t h a t  i f  

t r a d e  between t h e  U.S. and t h e  world  were  n o t  a l lowed ,  t h e  U.S. p r i c e  would 
' 

b e  h i g h e r  t h a n  t h e  rest of t h e  world  p r i c e  (Pus > Pr i n  F i g u r e  3a ) .  T h i s  

i n d u c e s  U.S. consumers t o  impor t -*produc t  from t h e  rest of t h e  wor ld .  



5 .  .. . I n  s i t u a t i o n s  l i k e  t h o s e  d e p i c t e d  ' in  F i g u r e  4, however, t h e  e f f i c i e n t  U.S. 

and world  outcome r e q u i r e s  t h e  U.S. t o  e x p o r t  p roduc t  t o  t h e  rest of t h e  

world .  If t h i s  i s  n o t  a l lowed ,  t h e  U.S. p r i c e  becomes Pus i n  F i g u r e  4a and t h e  
- -  

world  p r i c e  becomes Pr i n  F i g u r e  4b. A s  d i s c u s s e d  above,  t h e  w e l f a r e  l o s s e s  

of t h i s  s i t u a t i o n  a r e  g i v e n  by a r e a  DEB i n  F i g u r e  4a f o r  t h e  U.S. and a r e a  

RCD i n  F i g u r e  4b f o r  t h e  r e s t  of t h e  world .  F u r t h e r ,  t h e  ROW p r i c e  i s  above 

t h e  U.S. p r i c e  (Pr > Pus) i n  F i g u r e  4. Thus, e x p o r t  c o n t r o l s  c a u s e  t h e  world 

p r i c e  t o  b e  a n  upper  bound t o  t h e  U.S. p r i c e .  P r i c e s  a r e  e q u a l  i f  t h e  U.S. 

i s  a c t i n g  as an i m p o r t e r  of world  p roduc t .  

Emergency e n t i t l e m e n t s  b e n e f i t s  of t h e  t y p e  extended t o  t h e  i m p o r t a t i o n  

of midd le  d i s t i l l a t e  d u r i n g  1979 a l s o h a v e a n  e f f e c t  on t h e  U.S./world p r i c e  

r e l a t i o n s h i p .  The e n t i t l e m e n t  f o r  m i d d l e  d i s t i l l a t e  i m p o r t s  i n  1979 prov ided  

a  $5  p e r  b a r r e l  ( 1 2 ~  p e r  g a l l o n )  r e b a t e  on t h e  i m p o r t a t i o n  of t h e  p r o d u c t .  

Thus, i n s t e a d  of t h e  U.S. impor t ing  midd le  d i s t i l l a t e  whenever t h e  U.S. p r i c e  

was g r e a t e r  t h a n  t h e  r e s t  of r h e  world  p r i c e  (Fus > Pr i n  F i g u r e  3 0 ) ,  t h e  , 

U.S. w i l l  import  p roduc t  as long  as Pus > Pr + $.12. 

2 .1 .2 .3  T h e o r e t i c a l  Conclusions  Regarding t h e  U.S./World P r i c i n g  R e l a t i o n s h i p  

The r e s u l t  of t h e  above c o n d i t i o n s  i n  U.S. o i l  marke t s  would b e  t o  l e a d  

u s  t o  e x p e c t  U.S./world p roduc t  p r i c e  e q u a l i t y ,  c o r r e c t e d  f o r  t h e  c o s t  

d i f f e r e n t i a l s  between U.S. and world  marke t s  c r e a t e d  by t r a n s p o r t a t i o n  and 

t r a n s a c t i o n  c o s t s ,  U.S. s u b s i d i e s  o r  t a r i f f s  on i m p o r t a t i o n ,  and t h e  c o s t  

of t r a n s p o r t  lag.5 However, t h e  e x i s t e n c e  of t h e  e x p o r t  ban i n  U.S. m a r k e t s  

l e a d s  u s  t o  q u a l i f y  t h i s  . conc lus ion  of e f f e c t i v e  U.S./world e q u a l i t y .  Due 

t o  t h e  r e s t r i c t i v e  e f f e c t s  of t h i s  r e g u l a t i o n ,  we e x p e c t  t h e  e f f e c t i v e  p r i c e  

of i m p o r t s  t o  a c t  as a n  upper  bound t o  t h e  p r i c e  of p r o d u c t s  i n  t h e  U.S. 

marke t .  A s  f a r  a s  U.S. consumers are concerned,  we do n o t  s e e  any f a c t o r  which 



l e a d s  u s  t o  conc lude  t h a t  s h o r t a g e s ,  p r i c e s  t o o  h i g h  i n  U.S. m a r k e t s ,  o r  

o t h e r  popula r ly -perce ived  problems should appear  d u r i n g  t h e  market  t r a n s i t i o n .  

R a t h e r ,  ~ m e r i c a n  s p o t ,  o r  m a r g i n a l ,  p r i c e s ,  i f  a n y t h i n g ,  may remain t o o  low 

I by world s t a n d a r d s  a s  changes  i n  world marke t s  may t a k e  some t ime  t o  be  

t r a n s l a t e d  i n t o  changes  i n  d e l i v e r e d  p r i c e s  t o  t h e  U .  S. Moreover, t h e  l e v e l  

of i m p o r t s ' i n t o  t h e  U.S. may n o t  be  z e r o  upon t h e  appearance  of a  gap between 

world a n d  U.S. p r i c e s ,  a s  p u r e  t h e o r y  devoid of o o m p l i c a t i o n s  would p r e d i c t .  

C e r t a i n l y ,  i n  p e r i o d s  where t h e  d i v e r g e n c e  between t h e  U.S. and world prLce 

i s  l a r g e ,  i m p o r t a t i o n  of f o r e i g n  prucluct would b c  c ~ r p e c t e d  t o  d e c r e a s e .  

Conversely ,  when t h e  d i f f e r e n c e  i s  s m a l l ,  more impor t s  a r e  l i k e l y  t o  occur .  

Tha t  i s ,  t h e  U.S. p r i c e  would have t o  b e  f u r t h e r  above t h e  world p r i c e  (world 

p r i c e  b e i n g  measured a b s e n t  t r a n s p o r t  l a g  c o s t )  i n  times when produc t  is  

needed on an  immediate b a s i s  t h a n  i n  t imes  of less immediate need i f  i m p o r t s  

a r e  t o  occur .  

We n o t  t u r n  t o  a n  examina t ion  of e m p i r i c a l  d a t a  tu judge whethcr  our  

c o n c l u s i o n s  hold  t r u e  g e n e r a l l y  f o r  v a r i o u s  U.S. o i l  p r o d u c t s  over  t h e  s h o r t  

term.' I n  t h i s  s e c t i o n ,  w e  w i l l  a l s o  a d d r e s s  b r i e f l y  t h e  r e l a t i o n s h i p  of our  

c o n c l u s i o n s  t o  t h a t  of o t h e r s  who have r e c e n t l y  s t u d i e d  t h i s  i s s u e .  

2 . 2  E m p i r i c a l  Examinatiun of t h e  U .  S. /World Market Adjustment 

P r e v i o u s  s t u d i e s  of U.S./world r e f i n e d  p roduc t  p r i c i n g  have reached  

a  number of c o n c l u s i o n s  r e g a r d i n g  t h e  r e l a t i o n s h i p  between U .  S. and world 

p r i c e s .  P h e l p s  and Smith (1977) have sugges ted  t h a t  t h e  U.S. i s  a  p r i c e  

t a k e r  i n  wor ld  p r o d u c t  m a r k e t s  and t h a t ,  as such ,  U.S. a c t i o n s  do n o t  a f f e c t  

world  p r o d u c t  p r i c e s .  They a r g u e  t h a t  "U.S. pe t ro leum p r i c e s  a r e  s e t ,  n o t  

by t h e  FEA, b u t  by world  market  c q n d i t i o n s ,  and t h a t  one could  c o n c e p t u a l l y  

show t h i s  e q u a l i t y ,  once p r o p e r  a d j u s t m e n t s  had been made f o r  t r a n s p o r t a t i o n  



c o s t s ,  t a r i f f s ,  t r u e  exchange r a t e s ,  and o t h e r  f a c t o r s  . l 1 6  T h e i r  c o n c l u s i o n s  

have had c o n s i d e r a b l e  .impact upon t h e  p o l i c y  p r o c e s s ,  as proponen ts  of o i l  

d e c o n t r o l  s i t e d  t h e  a u t h o r s  a s  ev idence  t h a t  U.S. p r i c e s  w i l l  n o t  rise as a  

r e s u l t  of ' decon t ro l .  K a l t  (1981) h a s  argued t h a t  t h e i r  a n a l y s i s  i s  f lawed 

and i s  based  on a  m i s r e a d i n g  of t h e  e m p i r i c a l  ev idence .  K a l t  f i n d s  t h a t  i n  

t h e  m a j o r i t y  of p roduc t  m a r k e t s ,  and e s p e c i a l l y  i n  g a s o l i n e  and d i s t i l l a t e ,  

t h e  U.S. i s  n o t  an  i m p o r t e r  t o  a  s u f f i c i e n t  e x t e n t  t h a t  t h e  U.S. p r i c e  i s  

de te rmined  by t h e  world  p r i c e .  R a t h e r , . t h e  world p r i c e  o f f e r s  a n  upper  bound 

to the U.S. p r i c e .  As , d i scussed  above,  t h e  upper bound n a t u r e  of world p r i c e s  

i s  due t o  t h e  ban on e x p o r t s  of p roduc t  from t h e  U.S. 7  

An examinat ion of d a t a  from 1978 and 1979 s u p p o r t s  t h i s  h y p o t h e s i s  
I 

r e g a r d i n g  and U.S./world p r i c e  r e l a t i o n s h i p .  T h i s  may b e  s e e n  i n  Graphs 1 

and 2,  and T a b l e s  1 and 2  which p r e s e n t  t h e  U.S. and world  ( i . e . ,  Car ibbean)  

s p o t  p r i c e s  f o r  d i s t i l l a t e  d u r i n g  1978 and 1979. Our d a t a  from 1979 show 

t h a t  d u r i n g  Llie mast r c c c n t  p e r i o d  of major: a d j u s t m e n t s  i n  world  and U.S. ' 

m a r k e t s ,  t h e  U.S. p r i c e  lagged s u b s t a n t i a l l y  beh ind  world  p r i c e s .  T h i s  

r e s u l t  i s  c o n s i s t e n t  w i t h  our  e x p e c t a t i o n s  r e g a r d i n g  t h e  upper  bound n a t u r e  

of t h e  world  m a r k e t ' s  e f f e c t  on U.S. p r i c e s .  During t h e  p e r i o d  of r e l a t i v e  

e q u i l i b r i u m  i n  1978, t h e  p r i c e  o f  d i s t i l l a t e  on w o r l d ' m a r k e t s  main ta ined  an  

approx imate ly  c o n s t a n t  and r e l a t i v e l y  minor p o s i t i v e  d i f f e r e n t i a l  w i t h  t h e  

U.S. s p o t  p r i c e .  Were t h e  U.S. a n  a c t i v e  i m p o r t e r ,  a  n e g a t i v e  d i f f e r e n t i a l ' .  

would have been expec ted .  Beginning w i t h  J a n u a r y  1979, we s e e  s h a r p  i n c r e a s e s  

i n  t t e  p r i c e  d i f f e r e n t i a l  between U.S. and world  s p o t  marke t s ,  a t  t i m e s  r e a c h i n g  

o v e r  2 0 ~  p e r  g a l l o n .  (We n o t e  t h a t  from J u n e  th rough  ~ c t o b e r ,  a n  e n t i t l e m e n t  

was i n  p l a c e  which s u b s i d i z e d  U.S. p r o d u c e r s  t o  impor t  world-market d i s t i l l a t e ;  

t h i s  s u b s i d y  amounted t o  1 2 ~  p e r  g a l l o n .  However, e x c e p t  i n  e a r l y  J u n e ,  

t h i s  e n t i t l e m e n t  d i d  n o t  r e s u l t  f n  t h e  U.S. e n t e r i n g  world d i s t i l l a t e  s p o t  

m a r k e t s  t o  any s i g n i f i c a n t  d e g r e e ,  as, w i t h  t h i s  e x c e p t i o n ,  t h e  U.S./world 



p r i c e  d i f f e r e n t i a l  exceeded t h e  amount of t h e  s u b s i d y  d u r i n g  t h e  e n t i t l e -  

ment p e r i o d . )  Data conf i rm t h a t  i n  March 1980, f o u r t e e n  months a f t e r  t h e  

o r i g i n a l  world  market  d i s r u p t i o n ,  a  s u b s t a n t i a l  d i f f e r e n t i a l  remained between . 

U.S. and Q o r l d  s p o t  market  d i s t i l l a t e  p r i c e s . 8  The same p r i c e  l a g g i n g  tendency ' 

may b e  observed i n  g a s o l i n e  and i s  d e p i c t e d  i n  Graph 2.  

Thus,. we s e e  t h a t  U.S. s p o t  p r i c e s  e x h i b i t e d  pronounced p r i c e  l a g g i n g  

r e l a t i v e  t o  world  market  p r i c e s  d u r i n g  1979. It i s  e v i d e n t  t h a t  i n  no  

e v e n t  h a s  t h e  market  ad jus tment  p r o c e s s  i n  t h e  U.S. l e d  t o  U.S. p r i c e s  f o r  

pe t ro leum p r o d u c t s  d u r i n g  t h e  t r a n s i t i o n  t h a t  a r e  t o o  h i g h ,  a s  some have 

charged.  9  

Problems of a b s o l u t e  supp ly  l e v e l ,  as much as s h a r p l y  h i g h e r  p r i c e s ,  were  

p e r c e i v e d  by t h e  p u b l i c  a s  rampant th roughout  1979. A thorough e x a m i n a t i o n '  

of t h e  p r o c e s s  of t r a n s i t i o n  i n  t h e  U.S. market w i l l  y i e l d  n o t  on ly  a  v e r d i c t  

r e g a r d i n g  t h e  e f f i c i e n c y  o r  i n e f f i c i e n c y  of U.S. p r i c e s  r e l a t i v e  t o  world 

l e v e l s ,  b u t  w i l l  a l l o w  u s  t o  determine.  t h e  s o u r c e  o f . t h e  p e r c e i v e d  problems 

of s h o r t a g e ,  o r  supp ly  u n a v a i l a b i l i t y ,  i n  U.S. marke t s  i n  1979. 
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TABLE 1 

World and U.S. Spot P r i c e s  f o r  D i s t i l l a t e  
1978 and.1979 

(4 observa t ions  per  month) 

I j Month New York Caribbean Month New York Carkbbean 
I I 
1 i January 35.900 37.500 J u l y  35.150 39.050 

I 36.200 40.275 35.300 39.750 

February 34.800 38.450 August 36.000 40.350 

I 36.500 38.450 36.350 40.400 

I .  36.000 39.550 36.550 41.140 

March 35.400 39.000 September 37.250 40.550 

36.000 39.500 37.700 40.550 

36.000 39.725 38.000 40.800 

35.650 39.775 38.200 41.800 

Apr i l  35.550 39.900 October 38.850 41.800 

35.500 39.800 39.000 41.800 

35.500 40.050 39.250 42.350 

35.375 39.600 39.625 43.050 

-- - 

May 35.100 40.200 November 40.200 44.200 

35.250 39.100 41.500 51.600 

35.375 30.300 42.375 50.600 

35.375 39.300 42.375 48.100 

June 35.375 38.975 December 42.375 47.100 

35.250 39.100 41.000 46.600 



TABLE 1 (cont inued)  

19 79 

Month New York Caribbean Month New York Caribbean 

January '41.000 50.600 Ju ly  73.250 106.000 

42.250 56.200 75.250 104.200 

42.000 59.700 73.000 106.000 

43 .  350. 60.400 75.250 104.200 

February 44.500 64.700 August 74.500 103.800 

49.500 72.700 81.000 98.500 

50.750 81,700 79.000 103.500 

52.500 95.700 78.000 102.500 

March 62.750 94,000 September 80.500 102.300 

59.250 72.000 83.500 102.500 

56.000 78.000 86.500 102.700 

57.250 74.600 86.500 102.700 

Apr 11 59.000 84.600 0c.tnber 80.500 102.400 

61.000 ' 81.200 83.500 102.700 

62.750 80.700 85.000 102.500 

62.500 82.700 88.000 108.200 

May 70.000 82.700 November 89.000 113.000 

81.000 84.950 90.000 114.700 

109.000 110.000 89.000 114.600 

114.000 122.700 89.000 112.600 

June 106.000 115.800 December 90.500 112.600 

82.000 106.300 88.000 105.600 

70.000 106.500 86.000 105.600 

87.000 '106.500 85.000 104.600 

SOURCE: O i l  Buyers Guide, January  1978-December 1979. 
Petroleum P u b l i c a t i o n s ,  Lakewood, New J e r s e y .  





TABLE 2 

World and U.S. Spot  P r i c e s  f o r  Regular  Gaso l ine  
1978 and 1979 

( 4  o b s e r v a t i o n s  p e r  month) 

Month E a s t  Coas t  Fore ign  S p o t  Month E a s t  Coas t  F o r e i g n  S p o t  

J a n u a r y  38.500 36.000 J u l y  42.750 41.250 

February  37.500 36.000 August 50.000 48.250 

37.450 36.000 50.000 48.250 

37.550 36.000 49.750 47.750 

38.000 36.250 48.750 46.000 

March 38.000 36.250 September 46.500 44.500 

38.500 36.250 46.250 , 43.500 

38.500 36.500 46.500 44.000 

38.500 36.500 46.500 45.000 

A p r i l  39.000 37.000 October  46.000 45.500 

39.250 . 37.750 45.800 45.000 

39.250 38.250 45.800 45.000 

39.750 38.250 46.550 45.500 

38.500 November 48.000 47.500 

39.000 50.350 50.000 

39.250 56.250 58.000 

38.375 51.750 50.000 

J u n e  40.900 38.250 December . 51.500 50.000 



TABLE 2 (cont inued)  

1979 1979 

Month Eas t  Coast Foreign Spot  Month Eas t  Coast Fore ign  Spot 
5 

January 51.000 51.750 Ju ly  96.000 100.000 

February 6'5.750 67.000 August 78.500 100.000 

66.000 84.000 82.000 96.000 

66.500 91.000 78.750 96.000 

67.350 90.000 82.000 96.000 

-. - .* I 

March 68.300 90.000 September 83.250 96.000 

-- - - -- 

Apr i 1 74.500 73.500 October 93.000 99.000 

70.000 84.000 99.750 103.000 

80.000 84.000 104.000 104.000 

80.000 84.000 109.000 109.000 

p ~ ~ -  - - - -- - 

. - May 85.500 88.000 November 114.000 117.000 

87.500 86.000 112.000 116.000 

120.000 118.000 117.500 120.000 

127.000 126.000 120.000 121.000 

~ u n e  120.000 120.000 December 121.000 122.000 

106.000 115.800 117.000 122.000 

98.000 105.000 115.000 : 121.000 

102.000 104.000 113.000 121.000 

SOURCE: O i l  Buyers Guide, ~ a n u a r y  1978-December 1979. 
i Petroleum P u b l i c a t i o n s ,  Lakewpod, New J e r sey .  
I 



NOTES FOR CHAPTER 2 

1. For an introduction to consumer surplus, produc'er surplus and deadweight 

loss, see any intermediate microeconomics text, for example, Hirshleifer 

2. See U.S. Department of Commerce, "Part 377, Short Supply Controls", 

Export Administration Regulations. 

3. See U.S. DOE, ERA, Mandatory Petroleum Allocation Regulations; Emergency 

Adoption of Final Rule Providing Entitlement Benefit for Importation of 

Middle Distillates, 44FR 31162. 

4. Specifically this is represented by the fact that as long as Pus > Pr 

holds, trade is allowed and the U.S. and ROW both face price Po (see 

Figure 3) . 

5. Note, we need not worry about the cost that U.S. producers face in 

exporting product, as exports are not allowed. If they were, then, 

of course, these costs would need to be included in determining the 

effective price for U.S. product in the world market. 

6. Phelps and Smith (19771, p. 24. 

7. See Kalt (19811, Chapter 4.  

See Plattls Oilgram Price Report or Oil Buyers Guide for this comparison. 



9. We recognize  t h a t  t h e r e  e x i s t s  a v igorous  cont roversy  among energy 

policy-makers over whether t h e  world p r i c e  of o i l  does i n  f a c t  r e p r e s e n t  

t h e  a c t u a l  s o c i a l  c o s t  of t h e  commodity t o  t h e  American economy -- 

p a r t i c u l a r l y  given our  need t o  import .  Paramount among t h e s e  concerns 

i s  whether t h e r e  i s  a n a t i o n a l - s e c u r i t y  based e x t e r n a l  c o s t  t o  consumption 

of imported o i l  which i s  n o t  r e f l e c t e d  i n  U.S. o i l  p r i c e s .  These argu- 

ments imply t h a t  t h e  s e l e c t i o n  of  t h e  world p r i c e  a s  our  benchmark f o r  

measuring U.S. p r i c e s  may r e s u l t  i n  our cons ider ing  e f f i c i e n t  a U.S. 

p r i c e  which i s  i n e f f i c i e n t l y  low -- which f a i l s  t o  r e f l e c t  some of t h e  

c o s t s  of  imported o i l  consumption. I f  t h i s  i s  t h e  c a s e ,  then ou r  

a n a l y s i s  of  t h e  e f f i c i e n c y  of t h e  re l . a t ionsh ip  between U.S. and world 

p r i c e s  a r e  below world l e v e l s ,  and l e s s  i n e f f i c i e n c y  r e s u l t i n g  i f  t hey  

a r e  above. Thus, ou r  conc lus ion  t h a t  U.S. p r i c e s  were i n e f f i c i e n t l y  

low du r ing  1979 becomes even s t r o n g e r  i f  t r u e  e f f i c i e n c y  d i c t a t e s  t h a t ,  

due t o  an o i l  import  premium, t h e y  should have l a i n  above world p r i c e s .  

For  a p e r s p e c t i v e  on t h i s  i s s u e ,  s e e  Landsberg, e t  a l .  (1979) .  



Chapter 3 

ADAPTATION WITHIN THE U.S. MARKET 

In  t h i s  chapter  we w i l l  analyze t h e  process of U.S. market adapta t ion  

t o  higher world o i l  p r i c e s  which occurs wi th in  t h e  American o i l  market. That 

i s ,  we w i l l  examine how ind iv idua l  f i rms,  s e c t o r s  of t h e  o i l  i ndus t ry ,  

and consumers r e a c t  t o  changes i n  t h e  world p r i c e  of o i l  ( a s  it i s  f i l t e r e d  

Lhrough t h c  marginal spot m a . r k ~ t ) .  We will examine both the  economic 

e f f i c i ency  impl ica t ions  of t h e  observed t r a n s i t i o n  process and i t s  d i s t r i b u -  

t i o n a l  impact upon consumers and producers. 

We f i r s t  p resen t  an a n a l y t i c a l  framework f o r  our ana lys i s ,  and then apply 

it t o  t h e  changes which took place  i n  t h e  U.S. market f o r  o i l  during 1979. 

3.1 Analyt ica l  Framewuik 

3.1.1 E f f e c t s  on Price/Supply Decisions 

The response of a f i rm t o  an inc rease  i n  t h e  p r i c e  of one of i t s  inpu t s  

i s  t o  s h i f t  t h e  mix of inpu t s  used i n  t h e  production process,  inc rease  t h e  

output  p r i c e ,  and decrease t h e  output  supplied.  These movements genera l ly  

occur r ega rd less  of t h e  competitiveness o r  noncompetitiveness of t h e  indust ry  

(i.e., t h e  movements a r e  no t  of t h e  same magnitude bu t  a r e  i n  t h e  same di rec-  

t i o n  f o r  var ious  market s t r u c t u r e s ) .  

Rzcal l  from t h e  previous d iscuss ion t h a t  t h e  r e l evan t  c o s t  of crude t o  

t h e  r e f i n e r  i s  t h e  p r i c e  t h e  r e f i n e r  must pay f o r  i t s  marginal b a r r e l . o f  crude. 

Even i f  t h e  average c o s t  of crude i s  much lower than t h e  marginal c o s t ,  t h e  

p r o f i t a b i l i t y  of  t h e  l a s t  b a r r e l s  of r e f i n e d  products  t h e  r e f i n e r  produces 

i s  determined by t h e  p r i c e  t h e  r e f i n e r  pays f o r  t h e  l a s t  b a r r e l s  of i t s  crude 

input .  A company t h a t  shows a massive inc rease  i n  p r o f i t s  i n  t h e  face  of a 



supply shock -- a s  many comapnies d id  i n  1979 -- i s  not  necessa r i ly  p r i c e  

gouging o r  i n e f f i c i e n t l y  responding t o  the  changing crude s i t u a t i o n .  I f  

f a c t ,  from an economic e f f i c i ency  p o i n t  of view, such increases  i n  a f i r m ' s  

p r o f i t s  represent  an e f f i c i e n t  adaptat ion t o  higher input  p r i c e s  ( t h a t  i s ,  

higher marginal p r i c e s ) .  If t h e  f irm ra i sed  i ts  p r i c e  only t o  r e f l e c t  t h e  

increased.average c o s t  caused by t h e  higher marginal c o s t  of crude ( thus  

experiencing no inc rease  i n  p r o f i t s ) ,  t h e  r e s u l t  would be l e s s  e f f i c i e n t .  

Consumers would see  marginal p r i c e s  t h a t  would be l e s s  than t h e  c o s t  of 

produced petroleum products.  Thus, r a i s i n g  re f ined  product p r i c e s  by an 

amount r e f l e c t i v e  of t h e  increase  i n  marginal,  r a t h e r  than average, cos t  

of crude rep resen t s  t h e  e f f i c i e n t  r e a c t i o n  t o  more expensive crude o i l .  

If a r e f i n e r  f aces  an inc rease  i n  t h e  c o s t  of crude, t h e  major input  i n  

t h e  production process,  how does t h a t  a f f e c t  t h i s  f i r m ' s  production, p r i c e ,  

and output  decis ions?    he r e f i n e r  w i l l  a t tempt t o  produce a given l e v e l  

of output  of r e f ined  products  .in t h e  l eas t - cos t  method, qiven t h e  r e l a t i v e  

c o s t s  of t h e  var ious  inputs .  A s  crude o i l  becomes more expensive r e l a t i v e  t o  

o the r  inpu t  f a c t o r s  i n  t h e  r e f i n i n g  process,  a s h i f t  i s  made toward more in ten -  

s i v e  use of t h e  r e l a t i v e l y  cheaper inpu t  f a c t o r s ,  such a s  c a p i t a l ,  than previous ly  

occurred. However, t h i s  can happen only t o ' a  very l imi ted  ex ten t  i n  r e f i n i n g ,  

a s  crude o i l  has a low e l a s t i c i t y  of s u b s t i t u t i o n  with o ther  inputs .  

Due t o  crude o i l ' s  low e l a s t i c i t y  of s u b s t i t u t i o n ,  higher p r i c e s  f o r  

crude a r e  f e l t  r a t h e r  d i r e c t l y  by r e f i n e r s ,  inc reas ing  t h e  cos t  of producing 

r e f i n e d  products .  For any given output  p r i c e ,  r e f i n e r s  w i l l  n o t  supply a s  

much a s  before.  This can be represented by a s h i f t  i n  t h e  indus t ry  supply 

curve. Output p r i c e  inc reases  and output  decl ines .  It i s  important t o  no te  

t h a t  p a r t  of t h e  increased c o s t  i s  borne by t h e  producer r a t h e r  than being 

a l l  passed on t o  t h e  consumer. This  r e s u l t s  from t h e  f a c t  t h a t  demand f o r  



refined products i s  reduced a s  p r ices  r i s e ,  forcing producers t o  tradeoff 

higher p r ices  against  reduced sa l e s  i n  t h e i r  attempt t o  r a i s e  t he  revenue 

necessary' to cover t h e i r  costs.  

3.1.2 .Ef fec t s  on Consumers 

Higher p r ices  fo r  refined products (or  f o r  any other good i n  t he  economy) 

w i l l  make consumers worse off than they were p r io r  t o  the  pr ice  increases.  

Their income w i l l  buy fewer t o t a l  qoods and services  than before. Some policy- 

makers appear t o  have the  bel ief  t h a t  American consumers have t he  r i g h t  t o  lower- 

than-world pr ices  fo r  energy; ' thus,  they advocate regulation of t he  domestic 

market, i n  the form of p r ice  controls on both crude o i l  and refined products. 

While t h i s  may.be a p o l i t i c a l l y  popular posi t ion,  a s  we have seen i n  Chapter 2 ,  

po l ic ies  t h a t  'constrain U.S. pr ices  r e l a t i ve  t o  those on world markets lead t o  

a misallocation of , resources .  We have noted t h a t  the  o i l  market i s  an i n t e r -  

nat ional  one; thus,  a s  the  r e s t  of the  world perceives the  world spot p r i ce  

t o  be the  relevant p r ice  fo r  marginal supplies of o i l ,  there  i s  no reason f o r  

any d i f f e r en t  measure of the cost  of o i l  t o  p reva i l  among United S ta tes  consumers. 

I f  we accept t h a t  higher p r ices  fo r  o i l  products a re  necessary t o  inform 

consumers about the  resource cost  of the  products they a re  using, what judgments 

can we make regarding the  e f f ec t s  of these higher pr ices?  From the  point  of 

~ view of economic eff ic iency,  it i s  necessary t h a t  consumers f e e l  t he  e f f e c t s  

1 of these pr ices  d i r ec t l y ,  i n  order t h a t  they may e f f i c i e n t l y  adapt t o  t he  

~ new r e l a t i v e  value of o i l  i n  the  economy., However, from the  perspective of 

soc i a l  fa i rness  and the  d i s t r i bu t ion  of wealth across consumers i n  socie ty ,  

there  may e x i s t  grounds fo r  concern a s  a . r e s u l t  of o i l  p r ice  increases.  This 

concern, however, i s  c lear ly  notGover p r ice  leve ls  themselves, but  r a the r  

over the  e f f e c t s  of higher p r ices  on the  incomes -- the  purchasing power -- 



of various consumers. 

I t  i s  inaccurate t o  conclude tha t  any al terat ion in  the supply or demand 

character is t ics  i n  the market may be seen as inherently embodying a problem 

for  consumers. Rather, changes away from old behavioral norms, based on new, 

higher pr ices ,  a re  necessary. This judgment applies not only t o  pr ice levels 

in  the market, but t o  a l l  facets  of producer and consumer adaptation. Arguments 

are often advanced, for  instance, tha t  cer tain refined petroleum products are  

"necessit ies",  especially home heating o i l .  The implications drawn from these 

arguments have often been tha t  the pr ice for  the commodity can simply become 

too high i n  an absolute sense, requiring government regulation t o  lower it. 

I t  i s  simply f a l se ,  however, t o  argue tha t  quantity of any o i l  product needed 

by American consumers i s  independent of price.  Rather, as the price of a good 

such'as home heating o i l  increases, people begin conserving in  i t s  use through 

various methods: by insulating the i r  homes, shutting off unused rooms, 

switching between energy sources, l~wer inq  the i r  thermostats, e tc .  That 

consumers must face higher prices does not imply the i r  absolute survival i s  

threatened; ra ther ,  they must make tradeoff s in  the i r  consumption patterns,  

based on the new s e t  of prices they face. 

If  the appropriate concern of policy-makers i n  times of o i l  price increases 

i s  not "need" or price levels themselves, how do we define the adverse nature 

of o i l  pr ice increases on consumers? We define it i n  terms of economic equity, 

or fairness:  e f f i c i en t  t rans i t ion  period pr ices  may cause great  harm t o  the 

welfare of many consumers; and policy-makers may, for  humanitarian reasons, 

deem it necessary t o  aid them. Higher pr ices  may push people who were on the 

edge of poverty i n t o  poverty-level existence, and those already genuinely 

impoverished even lower. In f ac t ,  the economic standing of a l l  consumers, 

regardless of income level ,  will;.be compromised by pr ice increases. The 

argument i s  often advanced, however, t ha t  low-income consumers a re  affected 



more adverse ly  t han  t h o s e  i n  h igher  income b r a c k e t s  by h ighe r  energy p r i c e s .  

The v a l i d i t y  of  t h i s  argument r e s t s  upon t h e  methods by which energy. expendi tures  

and income a r e  measured. Most s t u d i e s  conclude t h a t  t h e  sha re  of  d i r e c t  energy 

expendi tures  i n  income dec reases  a s  a  func t ion  of  income when income i s  measured 

by e i t h e r  t o t a l  household income o r  t o t a i  consumption expendi tures  ( t h e  l a t t e r  

does no t  i nc lude  household s av ings  o r  d i s s a v i n g s ) .  However, s e v e r a l  r e c e n t  

s t u d i e s  sugges t  t h a t  t h e  sha re  o f  d i r e c t  and i n d i r e c t  energy expendi tures  

combined ( t h e  l a t t e r  r e f e r s  t o  energy consumers through t h e  purchase of  goods 

and services) i s  esscntjal .1.y i n v a r i a n t  as a func t ion  t o  t o t a l  consumption 

expendi tures .2  Thus, w e  might w e l l  a rgue  f o r  s p e c i a l  programs f o r  t h e  d i s -  

advantaged f o r  t h e  s imple reason t h a t  t h e  damage they  s u f f e r  due t o  h igh  

energy p r i c e s  i s  unacceptab le  g iven  t h e i r  i n i t i a l  income s t a t e .  However, 

it i s  less l i k e l y  t h a t  arguments f o r  s p e c i a l  programs f o r  t h e s e  groups on 

t h e  b a s i s  t h a t  t hey  a r e  made worse o f f  p r o p o r t i o n a l l y  by h ighe r  energy p r i c e s  

are appiupz ia  ~e . 
There has  a l s o  been some concern t h a t  p a r t i c u l a r  consumer groups a r e  more 

a f f e c t e d  by t h e  h ighe r  energy p r i c e s  t han  o t h e r s .  Geographical  d i s p a r i t i e s  i n  

energy p r i c e s  may i n d i c a t e  t h a t  c e r t a i n  r e g i o n s  of  t h e  count ry  a r e  h u r t  more 

than o t h e r s  by t h e  h ighe r  p r i c e s .  These p r i c e  d i s c r e p a n c i e s  can be t r a c e d  t o  

c l imate-based,  s ea sona l  p a t t e r n s  i n  demand and v a r i o u s  a s p e c t s  of  t h e  regula-  

5 
t o r y  framework a f f e c t i n g  domestic crude.  I n  t h e  absence of  r e g u l a t i o n ,  we 

s h o u l d n o t  expec t  t o  s e e  s i g n i f i c a n t ,  s u s t a i n a b l e  geographica l  d i s p a r i t i e s  

( o t h e r  t han  t h o s e  allowed by t r a n s p o r t a t i o n  c o s t  d i f f e r e n t i a l s )  i n  p r i c e s .  

Rather ,  we would expec t  t o  s e e  t h e s e  d i s p a r i t i e s  a r b i t r a g e d  away by jobbers  

and d i s t r i b u t o r s  buying i n  r e g i o n s  where demand i s  s l a c k  and p r i c e s  r e l a t i v e l y  

low, and t r a n s p o r t i n g  t h e  r e f i n e d  p roduc t s  t o  a r e a s  where demand i s  peaking.  

(The r o l e  of  a r b i t r a g e  i s  d i scus sed  f u r t h e r  i n  Sec t ion  3.1.4.) 

The q u e s t i o n  has  a l s o  been r a i s e d  i n  t h e  p u b l i c  a r ena  whether t h e r e  may 



by a need t o  support  producer groups who would otherwise go bankrupt due 

t o  higher c o s t  energy. From t h e  po in t  of view of pure economic e f f i c i e n c y ,  

t h e  answer i s  genera l ly  no. Consider, f o r  example, the  a g r i c u l t u r a l  sec to r .  

I f ,  due t o  an inc rease  i n  the  p r i c e  of productive inpu t s  such a s  o i l ,  t h e  

production and t r anspor ta t ion  of a  food product exceeds t h e  value of t h a t  

product as'measured by t h e  p r i c e  consumers a r e  w i l l i n g  t o  pay, it i s  an 

e f f i c i e n t  r e s u l t  t o  allow the  food t o  gounharves ted .  I f  a  f i rm i n  an indus t ry  

goes bankrupt because i t s  technology i s  more energy-intensive than t h a t  of 

its competi tors ,  t h i s  res1.1lt i s  no t  undesirable i n  terns of .economic e f f i c i ency .  

I n  f a c t ,  it i s  necessary; it demonstrates t h a t  t h e r e  i s  a need t o  switch 

toward l e s s  energy in tens ive  methods of production a s  t h e  p r i c e  of energy 

inc reases  r e l a t i v e  t o  t h e ' p r i c e  of o the r  inputs .  S imi la r ly ,  it i s  no t  an 

i n e f f i c i e n t  o r  undesirable outcome f o r  e n t i r e  i n d u s t r i e s  which a r e  no longer 

p r o f i t a b l e  t o  go bankrupt due t o  higher o i l  p r i c e s .  Rather such adaptat ion 

processes simply suggest  t h a t  o ther  th ings  have come t o  be valued more highly 

than t h e  a f f e c t e d  i n d u s t r y ' s  output .  

I f  it i s  bel ieved t h a t ,  on grounds of f a i r n e s s ,  c e r t a i n  consumer o r  

producer groups should be shielded f rom' the  e f f e c t s  of higher p r i c e s ,  govern- 

. ment in te rven t ion  may indeed be c a l l e d  upon. But we should be cognizant of t h e  

f a c t  t h a t  t h e  j u s t i f i c a t i o n  f o r  such in te rven t ion ,  i n  most cases ,  i s  found i n  

our concern f o r  t h e  welfare of c e r t a i n  groups who a r e  made worse o f f  by t h e  

. adaptat ion process r a t h e r  than t h e  broad pub l i c  i n t e r e s t  i n  economic e f f i c i ency .  

such concern f o r  t h e  welfare of c e r t a i n  groups must no t  be confused with t h e  

notion of genuine market f a i l u r e ;  it r e l a t e s  not  t o  t h e  economic e f f i c i ency  

o r  t h e  process of market adapta t ion ,  but  r a t h e r  t o  our, concerns f o r  those  

who s u f f e r  because of it. We a l s o  must be aware t h a t  proper po l i cy  approaches' 

t o  inccune i s s u e s  a r e  by nature  r ' i h i c a l l y  d i f f e r e n t  than. . those  used t o  address 



3.1.4 The Role of Arbitrage 

In a market i n  which costs ,  supplies,  p r ices ,  and expectations are  i n  

f lux ,  there can often a r i s e  sharp dif ferences  i n  the demand for  petroleum 

products among regions and consumers. The p r i ce  differences t h a t  i n i t i a l l y  

r e su l t  from these dif ferences  i n  market t ightness  across regions are  soc ia l ly  

was te fu l ' i f  not arbitraged away. This i s  because i f  there  e x i s t  s ign i f ican t  

differences i n  p r ice  leve l  among consumers or regions, a l l  consumers can be 

made be t t e r  off  through t rade with each other.  The buying of a good i n  an 

area where demand i s  slack and pr ices  are 1 ~ w  and the  subsequent s e l l i ng  

of t h a t  good where the  market i s  t i g h t  is.known a s  geographical arbi t rage.  

Arbitrage takes place as  p r o f i t  opportunit ies a r i s e  due t o  these interconsumer, 

in terregional ,  or  intertemporal market differences.  A s  an example of geogra- 

phical  arbi t rage,  i f  the pr ice  of gasoline on the  East Coast r i s e s  above the 

p r i ce  i n  the Midwest, i t  may pay some firms t o  t ransport  supplies from the 

Midwest t u  t h e  Lighter East Coast market. 

However, t r ad i t i ona l  businesses may. be somewhat hampered i n  effectively 

capi ta l iz ing on these ksnds of opportunit ies because a var ie ty  of fac tors  render 

them unable t o  reac t  t o  day-to-day changes i n  the demand s t ruc ture  surrounding 

them. Paramount among these fac tors  a re  long-term contractual  commitments, i . e . ,  

supply re la t ionships  i n  which they have invested considerable cap i ta l .  To a l t e r  

radical ly  these re la t ionships  i n  order t o  follow market dynamics i n  the  short- 

term would serkously a f f ec t  these fj.rms' long-term business i n t e r e s t s .  

What we must look f o r ,  i n  times of supply shocks, i s  evidence t h a t  some 

actors  i n  the  o i l  market are  pursuing a s t ra tegy t h a t  c ap i t a l i ze s  on the  p r o f i t  

opportunit ies which a r i s e  from an unequal adjustment process. I f  we see evidence 

t h a t  any dif ferences  i n  p r ice  l eve l  among regions o r  consumer groups a re  

quickly being diss ipated,  we can conclude t h a t  the  eff ic iency of the  market 

i s  not being hampered by inadequate opportunit ies f o r  arbi t rage.  The spot  

market i s  the  sector  of the  o i l  market t h a t  we would expect t o  play the  major 
.. - 



r o l e  i n  i n t e r r e g i o n a l  and in te rconsumer  a r b i t r a g e  d u r i n g  t imes  such as 

t h e s e  because  of t h e  r o l e  i t  p l a y s  i n  mee t ing  m a r g i n a l  needs .  We. would 
. . 

expec t  t o  s e e  t h i s  s p o t  market a c t i v i t y  i n c r e a s e  through i n c r e a s e d  a c t i v i t y  

by s p o t  market  b r o k e r s  -- b u s i n e s s e s  n o t  encumbered by long-term b u s i n e s s  

commitments whose s o l e  s t r a t e g y  i s  t o  b r o k e r  o i l  between r e g i o n s  and con- 

sumers. We s h a l l  examine t h e  changes  i n  t h e  l e v e l  of a c t i v i t y  of t h e s e  

: a c t o r s  . in t h i s  marke t  t o  de te rmine  whether  a  s i g n i f i c a n t  change i n  l e v e l  of 

a c t i v i t y  e x i s t s .  

3 . 2  S t r u c t u r a l  A d a p t a t i o n :  An A n a l y s i s  of Market Behavior 

I n  t h i s  s e c t i o n ,  we s h a l l  examine a v a i l a b l e  d a t a  r e l a t i n g  t o  t h e  U.S. 

m a r k e t ' s  s t r u c t u r a l  ad jus tment  p r o c e s s .  A r e  f i r m s  a d a p t i n g  t o  t h e  new and 

o f t e n  s h a r p  supp ly  f l u c t u a t i o n s  i n  t h e  marke t?  Do we observe  new f i r m s  e n t e r i n g  

t o  d e a l  w i t h  a s p e c t s  of a d a p t a t i o n  such a s  a r b i t r a g e  which were d e s c r i b e d  

e a r l i e r ,  o r  do e x i s t i n g  f i r m s  meet t h e s e  needs  a d e q u a t e l y ?  

The a s p e c t  of t h e  dynamics of t h e  American o i l  i n d u s t r y ' s  conduct  which 

w i l l  t e l l  t h e  most d i r e c t  s t o r y  about  how f i r m s  a r e  r e a c t i n g  t o  t h e  changes 

i n  t h e  U.S. n a r k e t  i s  t h e i r  behav ior  w i t h  r e s p e c t  t o  a r b i t r a g e .  A s  d e s c r i b e d ,  

t h e  a c t i o n s  of f i r m s  i n  a r b i t r a g i n g  away d i f f e r e n c e s  i n  p r i c e  among r e g i o n s  

and consuming groups  a r e  t h e  most dynamic ev idence  t h a t  i n d u s t r y  a c t o r s  a r e  

t a k i n g  advan tage  of t h e  shor t - t e rm o p p o r t u n i t i e s  i n  t h e  market  which a r e  

c r e a t e d  by u n a n t i c i p a t e d  supp ly  shocks .  The s e c t o r . o f  t h e  market  which we 

would e x p e c t  t o  p l a y  t h e  r o l e  of a r b i t r a g i n g  d u r i n g  t i m e s  o f  ad jus tment  i s ,  

of c o u r s e ,  t h e  s p o t  market  because ,  a s  we d e s c r i b e d  e a r l i e r ,  i t  s e r v e s  a s  . 

t h e  marke t  c o n d u i t  f o r  immediate-need t r a n s a c t i o n s .  T h e o r e t i c a l l y ,  t h e  b e s t  

p e r s p e c t i v e  upon a c t i v i t y  i n  s p o t  m a r k e t s  would r e s u l t  from t h e  e x i s t e n c e  of 

q u a n t i t a t i v e  d a t a  on t h e  l e v e l  of volumes o f  o i l  which p a s s  through t h i s  

s e c t o r  o f  t h e  marke t  d u r i n g  any g i v e n  t ime  p e r i o d .  U n f o r t u n a t e l y ,  no r e l i a b l e  
. . -.. . ... 



1 e s t i m a t e s  of a c t u a l  volumes t r a n s a c t e d  th rough  s p o t  marke t s  e x i s t .  Theref o r e ,  

I : we must u t i l i z e  t h e  most r e l i a b l e  s o u r c e s  of i n f o r m a t i o n  a v a i l a b l e  f o r  t h i s  

a n a l y s i s .  These i n c l u d e  numerous d i s c u s s i o n s  w i t h  i n d u s t r y  and t r a d e  p u b l i c a -  

t i o n  s o u r c e s  and a n a l y s i s  and a n e c d o t a l  ev idence  provided i n  t h e  t r a d e  p u b l i -  

c a t i o n s  themselves .  

Evidence from t h e s e  s o u r c e s  s u g g e s t s  t h a t  s i n c e  t h e  beg inn ing  of t h e  

p e r i o d  i n  which t h e  U.S. has  exper ienced  r e p e a t e d  world  o i l  s u p p l y / p r i c e  

shocks  t h e  l e v e l  of a c t i v i t y  on s p o t  marke t s  h a s  undergone a  v e r i t a b l e  explo-  

s i o n .  Trad ing  volumes on s p o t . m a r k e t s  and t h e  number of b r o k e r s  do ing  b u s i n e s s  

i n  t h e s e  marke t s  jumped twice  i n  t h e  1970s ,  f i r s t  i n  1973-1974 and a g a i n  i n  

1979. These were ,  of c o u r s e ,  t h e  p e r i o d s  i n  which t h e  U.S. market was a d a p t i n g  

t o  t h e  s h a r p e s t  changes  i n  t h e  world  o i l  market .  The number of s p o t  b r o k e r s  

o p e r a t i n g  i n  New York and Houston, t h e  two l a r g e s t  c e n t e r s  of s p o t  t r a d i n g ,  

i n c r e a s e d  a lmos t  a  thousand-fold  o v e r  t h e  t e n  y e a r  p e r i o d  frLm 1970-1979.4 

T h i s  o f f e r s  p e r s p e c t i v e ' r e g a r d i n g  t h e  r o l e  t h a t  a r b i t r a g e  p l a y s  d u r i n g  market  

t r a n s i t i o n ,  and of t h e  U.S. m a r k e t ' s  v e r y  marked s h i f t s  towards  h i g h e r  l e v e l s  
- - 

of b r o k e r  a c t i v i t y  d u r i n g  p e r i o d s  of change. 

A second t e s t a n e n t  t o  t h e  i n c r e a s e d  r o l e  of s p o t  market  and a r b i t r a g e  

i n  t h e  U.S. market  may b e  found i n  t h e  manner i n  which major  t r a d e  i n d u s t r y  

p u b l i c a t i o n s  l i s t  p r i c e  d a t a .  P r i o r  t o  1976, t h e  major  s o u r c e  of d a i l y  o i l  

p r i c e s ,  P l a t t ' s  Oilgram D a i l y  News S e r v i c e ,  , d i d  n o t  t r a c k  and l i s t  t h e  s p o t  

t r a n s a c t i o n  p r i c e s .  However, beg inn ing  i n  1976, P l a t t ' s  began l i s t i n g  s p o t  

t r a n s a c t i o n  p r i c e s ,  an  e d i t o r i a l  d e c i s i o n  t h a t  was based  on t h e  i n c r e a s e d  

importance (volume) of t h e s e  t r a n s a c t i o n s  i n  o i l  m a r k e t s  as a  w h 0 1 e . ~  

T h i s  i s  a  c l e a r  i n d i c a t i o n  of t h e  changing impor tance  of s p o t  ( m a r g i n a l )  

p r i c e s  and a r b i t r a g e  i n  t h e  o i l  i n d u s t r y .  

From t h e  p e r s p e c t i v e  of i n d u s t r y  c o n d u c t ,  ' then,  a v a i l a b l e  e v i d e n c e  

s u p p o r t s  t h e  c o n e l u s i o n  t h a t  t h e  U.S. o i l  i n d u s t r y  i s  changing i n  i t s  p a t t e r n s  



of o p e r a t i o n ,  and i n  some s i n s e  i t s  s t r u c t u r e ,  i n  o r d e r  t o  a d a p t  t o  t h e  

1 shocks  which i t  h a s  exper ienced  due t o  r a d i c a l  changes i n  world o i l  marke t s .  

The s h i f t i n g  of market  o p e r a t i o n s  towards  f i r m s  i n  t h e  s e c t o r  of t h e  market  

t h a t  most e f f e c t i v e l y  mee t s  m a r g i n a l  needs  h a s  been pronounced over  t h e  p a s t  

decade.  We now t u r n  t o  an  examinat ion of whether  t h i s  b e h a v i o r a l  r e s u l t  i s  

s u f f i c i e n ' t .  t o  e n s u r e  a  comple te ly  e f f i c i e n t  t r a n s i t i o n  p r o c e s s  a s  measured 

by p r i c i n g  i n  U.S. marke t s .  (A more d e t a i l e d  d i s c u s s i o n  of t h e  a c t i v i t y  i n  

U.,S. s p o t  m a r k e t s  d u r i n g  t h e  1979 t r a n s i t i o n  p e r i o d  i s  p r e s e n t e d  i n  Chapter  5 ) .  

3 . 3  P r i c e  A d a p t a t i o n :  An A n a l y s i s  of Market Performance 

I n  t h i s  s e c t i o n ,  we p r e s e n t  t h e  most i m p o r t a n t  a s p e c t  of our  e m p i r i c a l  

a n a l y s i s .  P r i c i n g  behav ior  c o n s t i t u t e s  t h e  most b a s i c  measure of t h e  e f f i -  

c i e n c y  of a d a p t a t i o n  w i t h i n  U.S. m a r k e t s ,  and i s  t h e  measure of most r e l e v a n c e  

t o  U.  S. pet roleum consumers. 

I n  order  t o  judge t h e  e f f i c i e n c y  of t h e  p r i c e  i n c r e a s e  p r o c e s s  i n  U.S. 

marke t s  over  t h e  shor t - t e rm,  we s h a l l  t a k e  t h e  U.S. s p o t  market a s  our  b a s e .  

As t h e  world s p o t  p r i c e  s e r v e s  a s  a  benchmark from which t o  a n a l y z e  t h e  

r e l a t i v e  p r i c e  l e v e l s  i n  i n d i v i d u a l  c o u n t r i e s ,  s o  t h e  U.S. s p o t  p r i c e  i t s e l f  

may s e r v e  a s  a  s t a n d a r d  by which t o  judge  t h e  e f f i c i e n c y  of p r i c i n g  w i t h i n  

U.S. marke t s .  The s p o t  market w i t h i n  t h e  U.S. s e r v e s  a s  a  benchmark because  

i t  i s  t h e  s o u r c e  of m a r g i n a l  supp ly  f o r  U.S. consumers. A s  w e  have concluded 

i n  o u r  e a r l i e r  a n a l y s i s ,  t h e  p r i c e  of m a r g i n a l  supp ly  i s  t h e  p r i c e  a t  which 

a n  e f f i c i e n t  market  shou ld  f u n c t i o n .  T h i s  p r i c e  r e p r e s e n t s  t h e  r e s o u r c e  

c o s t  t o  s o c i e t y  o f  a b a r r e l  of o i l  consumed. I f  o i l  p r o d u c t s  a r e  r e a d i l y  

a v a i l a b l e  t o  consumers on American s p o t  m a r k e t s  a t  s p o t  p r i c e s ,  which we have 

I shown t o  b e  e q u a l  t o  o r  below world  p r i c e s ,  t h e n  o t h e r  p r i c e s  f o r  o i l  i n  t h e  

econany may b e  judged f o r  e f f i c f e n c y  r e l a t i v e  t o  t h e  m a r g i n a l  s p o t  norm. 



Transac t ions  on U.S. spo t  markets  do n o t  c o n s t i t u t e  t h e  bu lk  of o i l  

s a l e s  i n  t h e  U.S. Rather ,  approximately 90 pe rcen t  of a l l  U.S. o i l  p roducts  

a r e  suppl ied  through c o n t r a c t  markizts, i . e . ,  through t h e  mechanisms of long- 

term con t r ac t ed  r e l a t i o n s h i p s  between buyers  and s e l l e r s .  It i s  i n  t h e s e  

c o n t r a c t  markets ,  t h e r e f o r e ,  t h a t  e f f i c i e n c y  i n  t r a n s i t i o n  must be measured, 

u t i l i z i n g ' r h e  spo t  market a s  our b a s i s  of comparison. Most of t h e  a l l e g a -  

t i o n s  about  i n a p p r o p r i a t e  behavior  on t h e  p a r t  of major U.S. f i rms  during 

r ecen t  pe r iods  of o i l  c r i s i s  have revolved around t h e i r  p r i c i n g  p a t t e r n s  

w i th in  t h e  con tex t  o f  t h s e  c o n t r a c t  r e l a t i o n s h i p s .  To ga in  a  pe r spec t ive  

upon how we would expect  t o  s e e  c o n t r a c t  p r i c e s  behave, r e l a t i v e  t o  an 

e f f i c i e n t  marg ina l  norm, we must add re s s  ou r se lves  f i r s t  t o  t h e  n a t u r e  of 

product  supply c o n t r a c t s  w i th in  U.S. markets  and t o  what t h e  c o n t r a c t  p r i c e  

paid f o r  o i l  by c o n t r a c t  buyers  r e p r e s e n t s .  

Supply c o n t r a c t s  a r e  long-term agreements by buyer and s u p p l i e r  which 

a c t  as a v e h i c l e  f o r  a l l o c a t i n g  and sha r ing  risks -- c o s t s  t h a t  a r e  i nhe ren t  

i n  t h e  product ion  and d i s t r i b u t i o n  system. Con t r ac t s  p rovide  r i s k  and c o s t  

b e n e f i t s  t o  both t h e  consumers and t h e  s u p p l i e r .  To t h e  buyer ,  possess ing  a  

l e g a l l y  con t r ac t ed  source  of supply v a s t l y  reduces t r a n s a c t i o n  c o s t s  and 

al lows p lanning  based upon a  h igher  l e v e l  of in format ion  regard ing  t h e  a v a i l -  

a b i l i t y  and p r i c e  of f u t u r e  s u p p l i e s  than would o therwise  e x i s t .  For t h e s e  

sou rces  of s e c u r i t y ,  e s p e c i a l l y  i n  a  market w i th  increas ' ing u n c e r t a i n t y  such 

a s  t h a t  i n  o i l  p roducts  s i n c e  1973, hhe consumer i s  u s u a l l y  w i l l i n g  t o  pay 

a  s l i g h t l y  h ighe r  p r i c e  f o r  o i l .  The amount t h e  consumer i s  w i l l i n g  t o  pay 

above spo t  market p r i c e s  can be termed t h e  cont rac t -va lue  premium. To t h e  

s e l l e r ,  con t r ac t s  r e p r e s e n t  t h e  lowering of t r a n s a c t i o n  c o s t s  i nhe ren t  i n  

market ing p l u s  t h e  a b i l i t y ,  through s p e c i f i e d  volume p rov i s ions ,  t o  approxi- 

mate f u t u r e  demand p a t t e r n s  and ' t hus  p r e d i c t  demand f lows.  Th i s  p r e d i c t i v e  

a b i l i t y  serves t o  a i d  many a s p e c t s  of bus ines s  such a s  inventory  maintenance 



and seasona l  s t o c k p i l e  management. Furthermore, when t h e  c o n t r a c t  c a r r i e s  

t h e  u se  of a  brand name, t h e  s e l l e r  is  b u i l d i n g  public-image c a p i t a l ,  

whi le  t h e  buyer ( r e s e l l e r )  i s  purchasing t h e  r i g h t  t o  u t i l i z e  t h e  e x i s t i n g  

brand name c a p i t a l  of h i s  bus iness .  (Branded s a l e s  a r e  coqmonjngas.ol ine and 

d i e s e l ,  but  less s o  i n  hea t ing  o i l ,  where customer image i s  more dependent 

upon s e r v i c e  q u a l i t y .  ) 

Due t o  t h e  r e s t r i c t i o n s  of s e v e r a l  p i e c e s  of f e d e r a l  1eg i s l a t . i on  (no tab ly  

.EPAA and t h e  Robinson-Patman Act ) ,  r e f i n e r s  f o r  many y e a r s  have been extremely 

wary of any appe3ranc.e of price d i sc r imina t ion .  Therefore ,  wh i l e  we might 

expect  t h a t  long term supply c o n t r a c t s  would c a r r y  w i th  them c e r t a i n  p r i c e  

guaran tees ,  t h i s  i s  i n  f a c t  no t  t h e  case ,  Ra,ther, pr i .ces  a r e  l e f t  unspec t f i ed  

i n  c o n t r a c t s .  Con t r ac t s  d e f i n e  t h e  r e l a t i o n s h i p  between s u p p l i e r  and 

buyer p r i m a r i l y  w i th  r e s p e c t  t o  l e v e l  of supply.  The p r i c e  horizon i n  o i l  

product  c o n t r a c t s  i s  one-day; major s e l l e r s '  c o n t r a c t s  s t i p u l a t e  t h a t  t h e  
. - 

p r i c e  T u i  any g iven  d c l i v c r y  of f u e l  s p e c i f i e d  i n  t h e  c o n t r a c t  i s  t h a t  p r i c e  

posted by t h e  company f o r  c o n t r a c t  s a l e s  f o r  t h a t  day i n  t h e  reg ion  r e l e v a n t  

t o  t h e  s e l l e r . 6  I n t e r r e g i o n a l  p r i c e  d i s c r i m i n a t i o n  i s  heav i ly  avoided, a s  

i s  interconsumer d i s c r i m i n a t i o n ,  due a l s o  t o  t h e  p rov i s ions  of t h e  a fo re -  

mentioned l e g i s l a t i o n .  Thus, i n  c o n t r a c t  markets  -- q u i t e  u n l i k e  spo t  -- 

p r i c e s  between r eg ions  do n o t  show s i g n i f i c a n t l y  more v a r i a t i o n  than t h a t  

accounted f o r  by t h e  d i f f e r e n t  c o s t s  of t r a n s p o r t a t i o n .  NOT do p r i c e s  between 

consumers va ry  f o r  such reasons  a s  l e n g t h  of bus ines s  r e l a t i o n s h i p .  

Given t h i s  d e s c r i p t i o n  of c o n t r a c t  p rov i s ions ,  we may now make some 

t h e o r e t i c a l  p r e d i c t i o n s  r ega rd ing  t h e  behavior  of c o n t r a c t  p r i c e s  dur ing  a  

per iod  of dynamic o i l  market t r a n s i t i o n  such a s  1979. S p e c i f i c a l l y ,  we may 

r e l a t e  t h e i r b e h a v i o r  t o  t h e  t r e n d s  observed i n  our  measure of  marg ina l  market 

p r i c e ,  t h e  s p o t  market p r i c e .  W e  would expec t  t h e  cumulat ive impact of 

a l l  t h e  f a c t o r s  i n  t h e  c o n t r a c t i n g  p roces s  t o  y i e l d  a  t r a n s i t i o n  pe r iod  c o n t r a c t  





p r i c e  which r e l a t e s  o v e r  t ime  t o  s p o t  p r i c e  a s  we have drawi  t h e  r e l a t i o n s h i p  

i n  F i g u r e  5. T h i s  diagram p r e s e n t s  a  t h e o r e t i c a l  r e p r e s e n t a t i o n  of c o n t r a c t  

p r i c e s  sometimes l a g g i n g  s p o t  d u r i n g  t h e  ad jus tment  p r o c e s s ,  b u t  such l a g s  

i n  p r i c i n g  shou ld  b e  r e l a t i v e l y  s h o r t  l i v e d .  O v e r a l l ,  we.would c l e a r l y  

n o t  e x p e c t  c o n t r a c t  p r i c e s  t o  show t h e  sam,e g y r a t i o n s  a s  s p o t  p r i c e s .  There  

i s  c l e a r l y '  enough s h a r e d  r e s p o n s i b i l i t y  between t h e  two p a r t i e s  t o  t h e  c o n t r a c t i n g  

agreement t o  promote some pr ice-smoothing i n  t h e  i n t e r e s t s  o f  p r e d i c t a b i l i t y .  

Also,  t h e  c o n t r a c t  market i s  g e n e r a l l y  n o t  s p e c u l a t i v e ,  and t h e r e f o r e  would 

n o t  be  expec ted  t o  g y r a t e  a s  s h a r p l y  a s  s p o t ,  which r e f l e c t s  p r i c e s  on a  

moment-by-moment b a s i s .  A s  F i g u r e  5 s u g g e s t s ,  once t h e  marke t  t r a n s i t i o n  

p r o c e s s  i s  completed,  we would e x p e c t  a  rough p a r i t y  t o  e x i s t  a g a i n  between 

s p o t  and c o n t r a c t  p r i c e s ,  a f t e r  t h e  c o n t r a c t  p r i c e  h a s  been a d j u s t e d  by t h e  

v a l u e  of t h e  c o n t r a c t  premium. 

Given t h a t  we would e x p e c t  rough c o n t r a c t - s p o t  p r i c e  p a r i t y  over  t h e  

long r u n  ( a d j u s t i n g  f o r  t h e  c o n t r a c t  v a l u e  premium), w e  may s t a t e  b r i e f l y  

t h e  i n e f f i c i e n c i e s  t h a t  would occur  i f  we observed c o n t r a c t  p r i c e s  l y i n g  

s i g n i f i c a n t l y  above o r  below s p o t  p r i c e s  o v e r  t i m e  i n  t h e  marke t  f o r  a  pe t ro leum 

p r o d u c t .  The e f f i c i e n c y  and w e l f a r e  i m p l i c a t i o n s  of a  d e v i a t i o n  from s p o t  

p r i c e s  i n  o t h e r  modes of o i l  s a l e s  w i t h i n  t h e  U.S. a r e  much t h e  same a s  t h o s e  

d i s c u s s e d  e a r l i e r  r e g a r d i n g  a  d i s p a r i t y  i n  U.S. and wor ld  s p o t  p r i c e s .  We w i l l  

summarize t h e s e  c o n s i d e r a t i o n s  h e r e  f o r  t h e  p r e s e n t  d i s c u s s i o n .  

I f  t h e  p r i c e  charged i n  o t h e r  s a l e s  a r rangements  i s  above t h e  p r i c e  i n  s p o t  

marke t s  by a  s u b s t a n t i a l  marg in ,  an  i n e f f i c i e n c y  i s  i n d i c a t e d .  I f  we s e e  

c o n t r a c t  and p o s t e d  p r i c e s  w e l l  below s p o t  p r i c e s ,  we may assume t h a t  s e l l e r s  

a r e  c h a r g i n g  a n  i n e f f i c i e n t l y  low p r i c e  f o r  o i l  i n  t h e  shor t - run .  I n  b o t h  

c a s e s ,  t h e r e  are d i s t r i b u t i o n a l  a s  w e l l  a s  e f f i c i e n c y  consequences  t o  observed  

p r i c i n g  d e c i s i o n s .  If  p r i c e s  are' above s p o t  ( p l u s  t h e  c o n t r a c t - v a l u e  premium), 

consumers a r e  s u f f e r i n g  a n e t  w e l f a r e  l o s s  ( r e l a t i v e  t o  t h e  d i s t r i b u t i o n a l  



consequences of an  e q u i v a l e n t  exchange a t  e f f i c i e n t  p r i c e s )  and p r o d u c e r s  a r e  

en joy ing  a  n e t  w e l f a r e  g a i n .  I f  p r i c e s  a r e  below s p o t ,  t h e n  p r o d u c e r s  s u f f e r  

the l o s s ,  and consumers r e a l i z e  t h e  g a i n  on a l l  o i l  s o l d  t o  them by t r a d i -  

t i o n a l  s u p p l i e r s  a t  l e s s  than  t h e  h i g h e s t  p r i c e s  t h a t  would b e  had ( i . e . ,  

s p o t  p r i c e s ) .  I n  b o t h  c a s e s ,  a deadweight l o s s  t o  s o c i e t y  r e s u l t s .  

We now t u r n  t o  a n  a n a l y s i s  of p roduc t  p r i c i n g  p a t t e r n s  d u r i n g  1979. 

Both c o n t r o l l e d  and u n c o n t r o l l e d  p roduc t  m a r k e t s  w i l l  be  ana lyzed  i n  o r d e r  t o  

i s o l a t e  t h e  e f f e c t s  t h a t  p r i c e  c o n t r o l s  have on t h e  market  t r a n s i t i o n  p r o c e s s .  

W e  s h a l l  examine t h e  p r i c e s  of p r o d u c t s  and t h e i r  a v a i l a b i l i t y  r e l a t i v e  t o  

demand d u r i n g  t h e  y e a r s  1978-1979. T h i s  a l l o w s  t h e  o b s e r v a t i o n  of p r i c i n g  

t e n d e n c i e s  i n  one y e a r  of r e l a t i v e  market  s t a b i l i t y  and one y e a r  of p r o t r a c t e d  

market t u r m o i l  and change.  

3 .3 .1  D e c o n t r o l l e d  Markets  

Of a l l  major  d e c o n t r o l l e d  pe t rn l  e m  p r o d u c t s ,  d i s t i l l a t e  s e r v e s  

a s  t h e  most r e l e v a n t  f o r  t h e  purposes  of o b s e r v a t i o n  and a n a l y s i s .  T h i s  i s  

because ,  a t  1 8  p e r c e n t  of a l l  o i l  consumed i n  t h e  U.S . ,  i t  i s  t h e  l a r g e s t  

volume pe t ro leum produc t  t r a d e d  i n  a  market  which is  n o t  s u b j e c t  t o  d i r e c t  

p r i c e  r e s t r i c t i o n s .  Moreover, d i s t i l l a t e  h a s  been d e c o n t r o l l e d  f o r  a  t ime  

p e r i o d  s u f f i c i e n t  t o  a l l o w  t h e  f o r c e s  of supp ly  and demand t o  r e a s s e r t  them- 

s e l v e r  over  t h e  e f f e c t s  of p r e v i o u s  c o n t r o l s  ( d i s t i l l a t e  h a s  been exempt from 

c o n t r o l s  s i n c e  June ,  1976).  / 

Graph 3 and T a b l e  3 show t h e  a v e r a g e  weekly p r i c e  a t  which s a l e s  of d i s -  

t i l l a t e  f u e l  o i l  took p l a c e  under  w h o l e s a l e  c o n t r a c t  i n  New York Harbor d u r i n g  

1978-1979, and compares t h i s  c o n t r a c t e d  s a l e  p r i c e  w i t h  t h e  a v e r a g e  weekly 

p r i c e  of s p o t  w h o l e s a l e  p roduc t  t r a n s a c t i o n s  i n  t h e  same l o c a t i o n  d u r i n g  t h e  

same p e r i o d .  T h i s  comparison y t e . l d s  some i n t e r e s t i n g  c o n c l u s i o n s .  I n  1978, 

w e  o b s e r v e  e x a c t l y  what we would e x p e c t  i n  t h e  j u x t a p o s i t i o n  of t h e s e  two p r i c e s .  



Graph 3 

SPOT AND CONTRACT PRICES FOR DISTILLATE 
NEW YORK EARBOK 

(4 observations per month) 

SOURCE: Oil Buyers Guide, January 1978-December 1979, Petroleum Publications, Lakewood, New Jersey. * 
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Table 3 

AVERAGE CONTRACT AND SPOT PRICES FOR DISTILLATE 
CENTS PER GALLON, NEW YORK HARBOR 

(4 observat ions per  month) 

Month Average Contract  Spot Month Average Contract  Spot 

January 36.500 35.900 J u l y  36.000 35.150 

36.500 36.200 36.000 35.300 

36.500 36.200 36.000 35.800 

i 36.500 34.900 36.000 3tj.000 

February 36.500 34.800 August 36.000 36.350 

I 
I March 36.000 35. 4'00 September 36.500 37.700 

I 36.000 35.600 36.500 38.200 

36.000 35.700 37.500 38.850 

~* i 

Apr i l  36.000 35.650 October 37.500 39.000 

36.000 35.550 37.500 39.250 

36.000 35.500 37.500 39.625 

~ 36.000 35.500 38.500 40.200 

36.000 35.370 November 38.500 

36.000 35.100 38.500 

36.000 35.350 38.500 

36.000 35.370 38.500 

1 June 36.000 35.370 December 38.500 41.000 

~ 36.000 35.250 39.200 41.250 

~ 36.000 35.150 39.200 40.700 



TABLE 3 ( c o n t i n u e d )  

19 79 

Month Average Cont- ract  Spot  Month Average C o n t r a c t  Spot  - 
J a n u a r y  39.200 41.000 J u l y  53.700 81.600 

39.200 42.250 56.000 73.000 

39.200 42.000 56.000 75.250 

40.000 43.350 56.000 75.250 

-- - 

February  40.000 44.500 August 56.000 74.500 

40.000 49.500 56.000 79.000 

40.000 50.750 58.000 79.000 

40.000 52.500 58,000 7 9 ,  nnn 

March 
- -  - -  

62.750 September 61.000 78.000 

A p r i l  59.000 October  

61.000 

62.750 

62.500 

- - 

May 46.000 70.000 November 61.000 88.000 

48.000 81.000 61.000 89.000 

50.000 109.000 61.000 90.000 

50.000 114.000 61.000 89.000 

J u n e  

SOURCE: O i l  Buyers  Guide ,  E s t i m a t e d  Spot  Cargo a n d , B a r g e  P r i c e s ,  January  1978 - 
December 1979 (Pe t ro leum P u b l i c a t i o n s ,  Lakewo,od., New J e r s e y ) .  



While s p o t  p r i c e s  v a r i e d  t o  a  s l i g h t l y  g r e a t e r  e x t e n t  t h a n  c o n t r a c t  p r i c e s  

d u r i n g  t h i s  y e a r ,  r e f l e c t i n g  g r e a t e r  v o l a t i l i t y  . in  s p o t  m a r k e t s ,  t h e  p r i c e  

under  c o n t r a c t  s t a y e d  1~ t o  2~ p e r  g a l l o n  above s p o t  -- r e f l e c t i n g  t h e  v a l u e  

t o  t h e  buyer  of a n  a s s u r e d  s o u r c e  of supp ly  -- and t r a c k e d  t h e  s p o t  p r i c e  

f a i r l y  c o n s i s t e n t l y .  Beginning i n  January  1979, however, t h i s  t r e n d  changes  

r a d i c a l l y . . '  Spot  p r i c e s  undergo a  d r a m a t i c  i n c r e a s e  -- r e f l e c t i n g  t h e  h i g h e r  

s c a r c i t y  v a l u e  of o i l  i n  t h e  wake of t h e  I r a n i a n  c u t o f f .  They c o n t i n u e  c l imbing  

i n  a  f a i r l y  s t e a d y  manner th roughout  t h e  y e a r ,  w i t h  s e v e r a l  l a r g e  d i s c r e t e  

g y r a t i o n s  b o t h  up and down. These jumps r e f l e c t  p e r i o d s  of d r a m a t i c  change 

i n  world  marke t s  and U.S. governmental  p o l i c y .  

C o n t r a c t  p r i c e s  d o  n o t  e x h i b i t  what would b e  c o n s i d e r e d  e f f i c i e n t  b e h a v i o r .  

U.S. c o n t r a c t  p r i c e s  f o r  d i s t i l l a t e  c o n s i s t e n t l y  l a g  f a r  beh ind  s p o t  p r i c e s  and 

show l i t t l e  s i g n  of c a t c h i n g  up and approaching r e - e q u i l i b r a t i o n  u n t i l  March 

1980 -- a  f u l l  1 5  months a f t e r  t h e  i n i t i a l  d ive rgence .8  T h i s  b e h a v i o r  of 

p r i c e s  i m p l i e s  t h a t  c o n t r a c t  s e l l e r s  of d i s t i l l a t e  o i l s ,  f a c e d  w i t h  no  e x p l i c i t  

government c o n t r o l s  on p r i c e s  i n  1979, chose  t o  ho ld  p r i c e s  a r t i f i c i a l l y  low 

i n  t h e  U.S. marke t ,  th roughout ,  and perhaps  p a s t ,  t h e  p e r i o d  of t r a n s i t i o n .  

Taking t h e  s p o t  p r i c e  a s  t h e  measure of t h e  m a r g i n a l  c o s t  of d i s t i l l a t e  

t o  t h e  n a t i o n  i n  1979, Tab le  3 i n d i c a t e s  t h a t  t h i s  v a l u e  was o f t e n  2 0 ~  p e r  

g a l l o n  above t h e  p r i c e  a t  which most c o n t r a c t  s e l l e r s  i n  t h e  U.S. were  s u p p l y i n g  

i t  i n  1979. T h i s  d i f f e r e n c e  s u g g e s t s  a  major  gap i n  t h e  c o n t r a c t  market  

between t h e  amount t h a t  t h e  i n d u s t r y  was w i l l i n g  t o  s u p p l y  and t h e  amount t h a t  

b u y e r s  demanded a t  t h e  c o n t r a c t  p r i c e .  I f  t h e r e  were  no such  gap ,  a l l  demand 

cou ld  b e  s a t i s f i e d  ( i . e . ,  c l e a r e d )  i n  t h e  c o n t r a c t  marke t ,  no demand would b e  

r e g i s t e r e d  i n  t h e  s p o t  marke t ,  and s p o t  p r i c e s  would d r o p  t o  approx imate  p a r i t y  

w i t h  lower  c o n t r a c t  p r i c e s .  With u n s a t i s f i e d  demand i n  t h e  c o n t r a c t  marke t ,  

however, t h o s e  s e l l e r s  who do n o t ' r a i s e  p r i c e  t o  c u r r e n t  m a r k e t - c l e a r i n g , l e v e l s  

can b e  expec ted  t o  i n s t i t u t e  methods o f  r a t i o n i n g  t h e  p r o d u c t  t h e y  do make 



a v a i l a b l e  among t h e i r  customers  by non-pr ice  means. 
i 

With more demand t h a n  s u p p l y ,  some method of a l l o c a t i n g  t h e  supp ly  is  

n e c e s s a r y .  Normally, of c o u r s e ,  p r i c e  would be  used t o  a l l o c a t e  t h e  p roduc t  

by r e g u l a t i n g  supp ly  and demand u n t i l  t h e y  were  i n  b a l a n c e .  I n  1979, however, 

non-pr ice  methods of a l l o c a t i o n  a r o s e .  P roduc t  was d i s t r i b u t e d  th roughout  

much of 1979 th rough  t h e  u s e  of a l l o c a t i o n  f r a c t i o n s ;  t h a t  i s ,  through a c t i o n  

by s e l l e r s  t o  a l l o c a t e  e x i s t i n g  f u e l  s u p p l i e s  among t h e i r  customers  roughly  

i n  p r o p o r t i o n  t o  cus tomers '  c o n t r a c t  volume agreements  and p a s t  demand p a t t e r n s .  

Tab le  4 i s  a  summary of d i s t i l l a t e  a l l o c a t i o n  f r a c t i o n s  imposed by v a r i o u s  

l a r g e  companies, g a t h e r e d  from i n d u s t r y  t r a d e  p u b l i c a t i o n s .  The e x i s t e n c e  

of t h e s e  f r a c t i o n s ,  o r  non-pr ice  r a t i o n i n g  of a  p roduc t  n o t  under  f o r m a l  

f e d e r a l  c o n t r o l ,  r e i n f o r c e s  t h e  p r i c i n g  d a t a  i n  s u g g e s t i n g  t h a t  most d i s t i l l a t e  

s o l d  th roughout  1979 a t  c o n t r a c t  was p r i c e d  below t h e  m a r k e t - c l e a r i n g  p r i c e .  

I f  companies which t r a d i t i o n a l l y  supp ly  a  major  p o r t i o n  of t h e  c o n t r a c t  

market i n  d i s t i l l a t e  a r e  induced t o  ho ld  p r i c e s  a r t i f i c i a l l y  low and a r e  

r e s o r t i n g  t o  non-pr ice  r a t i o n i n g ,  we would t h e n  e x p e c t  t o  observe  a  s i g n i f i c a n t  

amount of u n s a t i s f i e d  demand. T h i s ,  aga.in,  p roves  t o  be  t h e  c a s e .  Hear ings  

h e l d  i n  1979 by t h e  Department of Energy and v a r i o u s  Congress iona l  committees 

on supp ly  and p r i c e  i n  d i e s e l  f u e l  a r e  over f lowing  w i t h  c a s e s  of cus tomers  

who were  unab le  t o  o b t a i n  g r e a t e r  t h a n  50 t o  80 p e r c e n t  of t h e i r  p r e v i o u s  y e a r ' s  

9  s u p p l i e s  from t h e i r  s u p p l i e r .  Of c o u r s e ,  c o m p l a i n t s  abou t  a b s o l u t e  p r i c e  l e v e l  

are a l s o  o f t e n  found i n  t h e s e  a c c o u n t s ;  b u t  no  e v i d e n c e  e x i s t s  t o  show t h a t  

p r i c e s  from t r a d i t i o n a l  s u p p l i e r s , w e r e  i n e f f i c i e n t l y  o r  a r t i f i c i a l l y  h i g h .  

R a t h e r ,  t h e  p r i c e s  of t h e s e  s u p p l i e r s  were  h i g h e r ,  i n  an  a b s o l u t e  s e n s e ,  t h a n  

t h e  customers  had p a i d  i n  t h e  p a s t .  And, i n d e e d ,  e v i d e n c e  e x i s t s  i n  t h e s e  

t e s t i m o n i e s  t h a t  t h e  "high" p r i c e s  consumers complained of b e i n g  charged were  

a c t u a l l y  s t i l l  i n e f f i c i e n t l y  low'' They were  w e l l  below t h e  s p o t  p r i c e  i n  t h e  

a p p r o p r i a t e  r e g i o n ,  which was i n  t u r n  w e l l  below wor ld  levels.10 As l o n g  a s  



s p o t  p roduc t  was a v a i l a b l e  t o  t h o s e  consumers who were  u n a b l e  t o  o b t a i n  

t h e i r  m a r g i n a l  s u p p l y  needs  from t r a d i t i o n a l  s o u r c e s ,  and a s  long  a s  t h a t  

s p o t  p roduc t  was a v a i l a b l e  t o  them a t  p r i c e s  n o t  exceed ing  world  s p o t  l e v e l s ,  

t h e r e  was no  a b s o l u t e  s h o r t a g e .  I n  a l l  i n d i v i d u a l  c a s e s  su rveyed  from t h e  

r e c o r d s  of t h e  1979 h e a r i n g s ,  s p o t  p roduc t  was a v a i l a b l e  t o  meet m a r g i n a l  needs .  

However, such  s p o t  product '  was n o t  a lways  purchased by t h o s e  who c la imed t o  

"need" more than  was a v a i l a b l e  t o  them a t  a r t i f i c i a l l y  low p r i c e s  from t h e i r  

t r a d i t i o n a l  sources. ' '  T h i s  makes e v i d e n t  t h e  d i s p a r i t y  between i n c r e a s e d  

demand c r e a t e d  by t h e  a r t i f i c i a l l y  low p r i c e s  of c o n t r a c t  s u p p l i e r s  and t h e  

lower l e v e l s  of a c t u a l  market  demand which were  e v i d e n t  a t  c u r r e n t  m a r g i n a l ,  

t h a t  i s ,  s p o t  p r i c e s .  

It  i s  c l e a r  t h a t  supp ly  was b e i n g  made a v a i l a b l e  t o  consumers by p r o d u c e r s  

a t  f a r  below what t h e  market  would h e a r .  T h i s  r e p r e s e n t e d  a trer?e.ndous t r a n s f e r  

of w e a l t h  away from t r a d i t i o n a l  d i s t i l l a t e  p r o d u c e r s  toward d i s t i l l a t e  consumers.  

Taking t h e  d i f f e r e n c e  between t h e  y e a r l y  a v e r a g e  c o n t r a c t  p r i c e  charged by 

r e s e l l e r s  f o r  d i s t i l l a t e  p r o d u c t s  and t h e  a v e r a g e  y e a r l y  New York s p o t  p r i c e  

f o r  t h e  p r o d u c t  and m u l t i p l y i n g  t h a t  d i f f e r e n c e  by a  p r e l i m i n a r y  e s t i m a t e  of 

t h e  volume of d i s t i l l a t e  s o l d  under  c o n t r a c t  d u r i n g  t h e  y e a r ,  we a r r i v e  a t  an  

e s t i m a t e  of t o t a l  w e a l t h  t r a n s f e r s  s u f f e r e d  by t h e  d i s t i l l a t e  p roduc ing  i n d u s t r y .  

I n  1979 a s  a  whole,  we e s t i m a t e  t h a t  t h e  p r o d u c e r s  i n  t h e  d i s t i l l a t e  i n d u s t r y  

h e l d  p r i c e s  s u f f i c i e n t l y  low t h a t  o v e r  $8.5 b i l l i o n  were  t r a n s f e r r e d  from 

d i s t i l l a t e  s u p p l i e r s  t o  t h o s e  lower  i n  t h e  d i s t r i b u t i o n  c h a i n .  
12 

We would e x p e c t  s e v e r a l  g roups  t o  b e n e f i t  from t h i s  w e a l t h  t r a n s f e r .  To 

t h e  e x t e n t  t h a t  lowered p r i c e s  a r e  passed  on t o  u l t i m a t e  consumers of  o i l  pro- .  

d u c t s ,  t h e y  d e r i v e  b e n e f i t s .  However, t h e  w e a l t h  t r a n s f e r  can a l s o  b e  c a p t u r e d  

by r e s e l l e r s  i n  t h e  i n d u s t r y  who can  r a i ' s e  p r . i c e s  s o  a s  t o  c l e a r  t h e  marke t .  

While t h i s  r e s u l t  d i r e c t s  much of t h e  b e n e f i t  o f  lower  p r i c e s  away from 

consumers,  i t  is  a p r e f e r a b l e  s o l u t i o n  i n s o f a r  a s  i t  p r e s e n t s  consumers w i t h  



Table 4 

DISTILLATE ALLOCATION FRACTIONS - 1979, REFINERS 

( P a r t i a l  L i s t i n g  - F r a c t i o n s  Reported 
i n  Nat iona l  Trade P u b l i c a t i o n s )  

Month Company 
. . 

Action (A l l  %s a r e  of Cont rac t  Volumes u n l e s s  
o therwise  i n d i c a t e d )  

I March Amoco 80% of March 1978 volumes 

I Citgo  80% of March 1978 volumes 

Arco Purchases  l i m i t e d  t o  minimum c o n t r a c t  
volume - 70% of maximum 

I Mobil Contract  customers: 90% of c o n t r a c t  volumes 

Sunoco Non-contract: 90% of 1978 f i r s t  q u a r t e r  
d e l i v e r i e s  and 80% of 1978 i n  11 Northeast  
s t a t e s  

I Tenneco 90% f o r  next  3  months 

Average Reported F r a c t i o n s  = 83% 

A p r i l  Conoco Varying 

BP 

She l l  

90% d i s t i l l a t e  pad 1 

No. 2 90% Mid-continent,  85% West of 
Rockies and Southwest 

P h i l l i p s  85% 

Amoco 9 0% 

Diamond Shamrock 60% 

I Texaco Jet f u e l ,  80% 

Average Reported F r a c t i o n s  = 83% 

Chevron 95% of May 1978 

S h e l l  85% nat ionwide 

I Exxon 90%-93% depending on customer 

I Arco Continuing minimum c o n t r a c t  volumes 

I Citgo  50% of 1978 

I Amoco 85% 

I Mobil 85% ' 

I P h i l l i p s  75% 

I Conoco 7 5% 

I 
. . 

Diamond Shamrock 75% 

Champion 40% 

Average Reported F r a c t i o n s  = 78.5% 



TABLE 4 (continued) 

June Mobil 

Tenneco 

Citgo 

Murphy 

Chevron 

Exxon 

I Sunoco 

85% continued 

85% 

50% 

70% 

95% 

90% of contracted 

Union/CA 90% 

Amoco 60% (equals 80% of 1978 volumes) 

Fina 40% 

Average Reported Fraction = 82.5% 
- -- 

July Citgo 46% 

Fina 85% 

Tenneco 85% 

Amoco 65% 

Chevron 90% 

Mobil 87% 

Conoco 69 % 

Ashland 80% 

Rock Island Refinery 90% (Continuation of June) 

Husky 

Murphy 

Navajo Refinery 

70% (Continuation of June) 

,7O% (Continuation of June) 

65% (Continuation of June) 

Shell 70% (Except Northeast where none) 

Shell Jet. Fuel, 80% 

Union 85% 

Exxon 91% 

Average Reported Fraction = 75.5% 

August Mob i 1 87% 

Fina 90% 

Phillips 65% 

Exxon 96% 

Shell 85% 

Citgo 71% 

Husky 70% 



TABLE 4 (continued) 

August Diamond Shamrock 85% 

(continued) Skelly 75% 

Ashland 80% 

Amoco 70% 

Thunderbird 70% 

Average Reported Fraction =,78.7% 

September Amo co 70% 

Phillips 65% 

American Petroleum 85% 

Husky 70% 

Ci tgo 71% 

Mobil 9 3% 

Average Reported Fraction = 75.7% 

SOURCE: Intermittent reports in Oil Buyers Guide, Oil and Gas Journal, and 
Oil Daily, March-September, 1979. 



e f f i c i e n t  p r i c e  s i g n a l s  and a v o i d s  t h e  w a s t e  and a r b i t r a r i n e s s  of n o n p r i c e  

r a t i o n i n g  mechanisms. We w i l l  examine what combinat ion of t h e s e  r e s u l t s  

t r a n s p i r e d  i n  t h e  U.S. market  i n  1979 when we examine t h e  p r i c i n g  b e h a v i o r  

of l a r g e  and s m a l l  f i r m s  i n  t h e  upcoming pages.  

It i s  c l e a r  t h a t  a r t i f i c i a l l y  low c o n t r a c t  p r i c e s ,  coupled w i t h  n o n p r i c e  

r a t i o n i n g ,  were r e s p o n s i b l e  f o r  t h e  p u b l i c  and governmenta.l p e r c e p t i o n s  of 

a b s o l u t e  d i s t i l l a t e  " shor tages"  which were s o  noteworthy i n  t h e  s p r i n g  and 

summer of 1979. I f  p r i c e s  had been r a i s e d  t o  m a r k e t - c l e a r i n g  l e v e l s  (and 

t h u s  had r e f l e c t e d  t h e  a c t u a l  s c a r c i t y  v a l u e  of t h e  d i s t i l l a t e  s u p p l y  l e v e l  

t h a t  was a v a i l a b l e  on world and U.S. m a r k e t s ) ,  demand by a l l  s e c t o r s  would have 

f a l l e n .  S u p p l i e s  would have i n c r e a s e d ,  and t h e r e  would have been no  p e r c e p t i o n  

of s h o r t a g e s ,  on ly  of h i g h e r  p r i c e s .  N e w s  commentators would have spoken about  

p r i c e  i n c r e a s e s  s o  g r a v e  that people  were a c t u a l l y  r e f r a i n i n g  from purchas ing  

a s  much a s  t h e y  used t o  -- e x a c t l y  t h e  r e s p o n s e  t o  i n c r e a s e d  s c a r c i t y ,  a s  

r e f l e c t e d  i n  h i g h e r  p r i c e s ,  t h a t  we would expec t  from r a t i o n a l  i n d i v i d u a l s ,  

and e x a c t l y  t h e  response  n e c e s s a r y  f o r  an  e f f i c i e n t  ad jus tment  of t h e  economy 

t o  a  world  of i n c r e a s i n g l y  s c a r c e  o i l .  I n s t e a d ,  w i t h  f i r n s  somehow induced 

n o t  t o  r a i s e  p r i c e s  i n  t h i s  e f f i c i e n t  manner, t h e  new m a r g i n a l  m a r k e t s  i n  o i l ,  

t h e  brokered s p o t  m a r k e t s ,  s e r v e d  t o  s a t i s f y  e x c e s s  demand from t h e  c o n t r a c t  

market .  D e s p i t e  t h e  a v a i l a b i l i t y  of ' o i l  a t  t h e  marg in ,  many s e r i o u s  i n e f f i c i e n -  

c i e s  r e s u l t e d  from t h e  p r i c e  l a g s  i n  c o n t r a c t  marke t s .  F i r s t ,  t h e r e  undoubtedly  

o c c u r r e d  s u b s t a n t i a l  in te rconsumer  m i s a l l o c a t i o n ,  w i t h  many consunlers buying 

more o i l  t h a n  t h e y  would have,  had t h e y  been f a c e d  w i t h  m a r k e t - c l e a r i n g  p r i c e s .  

F u r t h e r ,  a  h i g h e r  s p o t  market  p r i c e  p robab ly  r e s u l t e d  from h i g h e r  demand f o r  

s p o t  market  o i l ;  i f  c o n t r a c t e d  p r i c e s  had been c l o s e r  t o  market  c l e a r i n g  l e v e l s ,  

s p o t  p r i c e s  would p robab ly  have been lower.  
13 

I n  o r d e r  t o  g a i n  a  pe rspec t i ' ve  on which p a r t i c u l a r  g roups ,  i f  any,  a r e  

t h e  i n s t i g a t o r s  o f  t h e  a r t i f i c i a l l y  low c o n t r a c t  p r i c e s  i n  d e c o n t r o l l e d  p r o d u c t s  



such as d i s t i l l a t e ,  we must f u r t h e r  b r e a k  down t h e  c o n t r a c t  p r i c e  d a t a .  T h i s  

i s  done i n  Graphs 4 and 5 and Tab les  5 and 6 which show produc t  p r i c i n g  by 

i n d u s t r y  s e c t o r .  ~ h e s e  show t h e  c o n t r a c t  p r i c i n g  of t h e  two major  d i s t i l l a t e  

p r o d u c t s  a t  w h o l e s a l e  by major  o i l  companies and s m a l l  independent  f i r m s ,  and 

e s t i m a t e s  of t h e  w h o l e s a l e  c o n t r a c t  p r i c e  charged f o r  a l l  d i s t i l l a t e  p r o d u c t s  

by t h e  l a r g e s t  r e f i n e r s .  The d a t a  demons t ra te  t h a t  t h e  major  companies i n  t h e  

U.S. o i l  marke t ,  as judged by a b s o l u t e  s i z e ,  c o n s t r a i n e d  p r o d u c t  p r i c e s  

s e v e r e l y  th rough  t h e  t r a n s i t i o n  p e r i o d .  Those i n  t h e  independen t  s e c t o r ,  

p a r t i c u l a r l y  s m a l l  f i r m s ,  p r i c e d  i n  a  manner c l o s e r  t o  what t h e  s p o t  market 

I would s u g g e s t  t o  be  marke t -c lea r ing .  It i s  f u r t h e r  a p p a r e n t  from a  comparison 

1 of t h e  g r a p h s  t h a t  r e f i n e r s  lagged p r i c e s  more t h a n  d i d  o t h e r  l a r g e  companies. 

1 While s m a l l  independen ts  a r e  c l e a r l y  p r i c i n g  somewhat under  s p o t  p r i c e s  

o v e r  t h e  shor t - t e rm,  t h e  gap between m a j o r s '  and r e f i n e r s '  c o n t r a c t  p r i c e s  and 

s p o t  p r i c e s  i s  c o n s i d e r a b l e .  Indeed,  t h e  d i f f e r e n c e  between majors '  and 

I ~ r e f i n e r s '  c o n t r a c t  p r i c e s  and independen ts '  c o n t r a c t  p r i c e s  i s  a l s o  s u b s t a n t i a l .  

I While t h e r e  a r e  some i n t e r e s t i n g  f l u c t u a t i o n s  and v a r i a t i o n s  i n  t h e  p r i c i n g  of 

majors  e v i d e n t  i n  t h e  two d i s t i l l a t e  p r o d u c t s  surveyed (which w i l l  b e  d i s c u s s e d  

i n  an upcoming s e c t i o n ) ,  i t  i s  c l e a r  o v e r a l l  from t h i s  d a t a  t h a t  major  o i l  

companies s i g n i f i c a n t l y  underpr iced  d u r i n g  c r i t i c a l  p e r i o d s  of 1979. 

Tab le  7 p r o v i d e s  a n  e s t i m a t e  of t h e  w e a l t h  t r a n s f e r  borne  by major  d i s -  

t i l l a t e  r e f i n e r s  a s  a r e s u l t  of t h e s e  l agged  p r i c e s  d u r i n g  1979. We ca lcu-  

l a t e  t h a t  t h e  major  companies l o s t  a l m o s t  $5.0 b i l l i o n  of revenue  i n  1979 

from u n d e r p r i c i n g  t h e  two major  d i s t i l l a t e  p r o d u c t s ,  r e l a t i v e  t o  what t h e y  

cou ld  have g a i n e d  from p r i c i n g  a t  m a r k e t - c l e a r i n g  l e v e l s  throughout  t h e  

p e r i o d .  

3 . 3 . 2  C o n t r o l l e d  Produc t  Markets'  

The o n l y  major  o i l  p r o d u c t  t h a t  was s t i l l  under  t h e  c o n s t r a i n t  o f  p r i c e  





c e n t s  per  g a l l o n  . . Graph 4b 
,?*. 

r .. 
PRICES FOR HOME HEATING OIL ; *. 0 *a. 

BY MAJORS AND INDEPENDENTS 0 t 

M a j o r s  , 0 , 1978-1979 ' • • , ------ Independents 
, 

a. .* 

J 1 A S 0 ,\ I) I: J h '  

5 9 7 8  ' " 
11 1 I :.I ,? : . I  . I  A :> (. K U 19 79 

SOURCE: Aggregation o f  DOE p r i c e  data .  From DOE survey of product producers and r e s e l l e r s .  Aggregation performed 
by O f f i c e  of  P r i c e  and Margin A n a l y s i s ,  Energy Information Administrat ion,  February, 1980. 
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T a b l e  5 

PRICES FOR DISTILLATE PRODUCTS, 
MAJORS AND SMALL INDEPENDENTS 

1978-1979 

Year - Month Majors  Independen ts  Year Month Majors  Independen ts  - - 
19  78  Jan. , 37.5 36.6 1978  . J an .  37.2  . 36.5  

Feb. 37.3  3 6 . 5 .  Feb . 36.7 36.2 

Mar. 37 .3  36 .7  Mar. 36 .4  35.6 

Apr. 37.2 36 .5  Apr . 36.5 35 .5  

May 37.3  36.6 May 36.6 35.5 

June  37.2  35.3 June  36.3  35 .3  

J u l y  37.0 34 .8  J u l y  36.3  34.6 

Aug . 37.3 35 .0  Aug . 36.5 35 .4  

37.6 35.5 S e p t .  Sep t . 37.2 36.4 

Oct. 38 .0  36 .5  Oct. 38.2 37.6 

Nov. 38.8 37.7 Nov. 39.7 39.2 

Dec. 39.3 39 .3  Dec. 40.2  40.2 

1979  Jan .  

Feb. 

Mar. 

Apr . 
May 

J u n e  

J u l y  

Aug . 
S e p t  . 
Oct. 

Nov. 

Uec. 

1 9  79 J a n .  

Feb . 
Mar. 

Apr . 
May 

J u n e  

J u l y  

Aug . 
Sept .  

Oc t . 
Nov. 

Dec. 

SOURCE: ' A g g r e g a t i o n  of DOE p r i c e  d a t a .  From DOE survey  of p roduc t  p r o d u c e r s  and 
resellers. Aggrega t ion  performed by O f f i c e  of P r i c e  and Margin A n a l y s i s  
Energy I n f o r m a t i o n  A d m i n i s t r a t i o n ,  February ,  1980 .  





T a b l e  6 

J a n u a r y  

February  

March 

A p r i l  

May 

June  

J u l y  

August 

September 

October  

November 

December 

MAJOR REFINERS' AVERAGE MONTHLY PRICES 
FOR DISTILLAGE, 19 79 

SOURCE: These  p r i c e s  r e p r e s e n t  t h e  a v e r a g e  of t h e  i n d i v i d u a l  company 
d a t a  r e p o r t e d  i n  T a b l e  10.  



c o n t r o l s . i n  1979 was g a s o l i n e ,  which was c o n t r o l l e d  a t  every l e v e l  of t h e  

i n d u s t r y .  A comparison of Exxon's c o n t r a c t  p r i c e  a t  wholesa le  f o r  t h i s  

p roduc t  -- t h e  on ly  c o n t r a c t  p r i c e  d a t a  a v a i l a b l e  t o  u s  d u r i n g  1979.--  w i t h  

c o n c u r r e n t  s p o t  p r i c e s  d e m o n s t r a t e s  t h e  e x t e n t  of t h e  p r i c e - i n c r e a s e  l a g s  

which occur red  i n  t h e  c o n t r a c t  g a s o l i n e  market  d u r i n g  t h i s  p e r i o d .  T h i s  may 

be s e e n  i n  Graph 6  and Tab le  8.  The g a s o l i n e  market  f a i l e d  t o  c l e a r  -- t h e r e  

were g a s o l i n e  l i n e s  -- d u r i n g  much of t h e  l a t e  s p r i n g  and e a r l y  summer. 
1 4  

The i s s u e  which t h i s  s e c t i o n  w i l l  examine i s  whether  i t  may be  concluded 

t h a t  t h e  p r i c e  c o n t r o l  c o n s t r a i n t  a l o n e  was r e s p o n s i b l e  f o r  t h e s e  low p r i c e s  

and r e s u l t i n g  s h o r t a g e s  o r  whether  t h e r e  were  o t h e r  c o n s t r a i n i n g  i n f l u e n c e s  

a t  work i n  t h i s  market s i m i l a r  t o  t h o s e  found i n  d i s t i l l a t e .  As a  f i r s t  

approx imat ion  we can a n a l y z e  t h i s  by de te rmin ing  whether  g a s o l i n e  p r i c e s  were 

a t  t h e i r  p r i c e - c o n t r o l l e d  maximums th roughout  t h e  summer's s h o r t a g e ,  o r  whether  

t h e y  were below c e i l i n g  l e v e l s .  

G a s o l i n e  p r i c e  c o n t r o l s  have d i f f e r e n t  s t r u c t u r e s  and e f f e c t s  a t  d i f f e r e n t  

l e v e l s  of t h e  g a s o l i n e  d i s t r i b u t i o n  network.  A t  w h o l e s a l e ,  t h e  c o n t r o l s  a r e  

based upon a  f u l l  pass th rough  of i n c r e a s e d  c o s t s ,  a s  measured r e l a t i v e  t o  

a  b a s e  p r i c e  and c o s t  s t r u c t u r e  t h a t  i s  s p e c i f i c  t o  each  f i rm.  These c o s t s  

i n c l u d e ,  f ,or  r e f i n e r s ,  t h e  i n c r e a s e d  c o s t s  of p u r c h a s e s  of r e f i n e d  p r o d u c t  

and c o s t s  of do ing  b u s i n e s s ,  such  a s  l a b o r  and marke t ing  c o s t s .  The s t r u c t u r e  

of r e t a i l  c o n t r o l s  m i r r o r e d  t h e  c o s t  pass th rough  framework of t h e  w h o l e s a l e  

and r e f i n i n g  s e c t o r s  f r a n  t h e  beg inn ing  of c o n t r o l s  i n  1973 u n t i l  t h e  summer 

of 1979. However, beg inn ing  on August 1, 1979, t h e  d o l l a r - f o r - d o l l a r  c o s t  

p a s s t h r o u g h  work was abandoned a t  r e t a i l ,  and i n s t e a d  a  g r o s s  margin r u l e  

was adopted.  T h i s  r u l e  a l lowed g a s o l i n e  r e t a i l e r s  t o  c h a r g e  amaximum of 

1 5 . 4 ~  above a v e r a g e  c o s t  on each  g a l l o n  of g a s o l i n e  t h e y  s o l d  ( t h e  g r o s s  

marg in  i s  updated a t  r e g u l a r  i n t e r v a l s ,  and s t o o d  a t  16.1$ p e r  g a l l o n  as of 

l a t e  1980) .  
1 5  



Month 

J a n u a r y  

February  

March 

A p r i l  

May 

June  

J u l y  

August 

September 

October  

November 

~ e c & n b e r  

Tab le  7 

WEALTH TRANSFERS EXPERIENCED BY MAJOR OIL CaMPANIES 
DUE TO LAGGED DISTILLATE PRICES, 1979 

Wealth T r a n s f e r  i n  
S a l e s  of /I2 D i e s e l  

Wealth T r a n s f e r  i n  
S a l e s  of /I2 Hea t ing  O i l  

TOTAL, 1979 $2,649,719,000 $2,331,177,000 

TOTAL 1979 /I2 D i s t i l l a t e  

Methodology: Hea t ing  o i l  and d i e s e l  f u e l  a v e r a g e  c o n t r a c t  p r i c e s  charged by 
m a j o r s  were  f a c t o r e d  o u t  of a Department of Energy census  of 
major  o i l  company p r o d u c t  p r i c e s ,  a l o n g  w i t h  s a l e s  volumes f o r  
each  p r o d u c t  by month f o r  t h i s  group. P r i c e s  were  t h e n  s u b t r a c t e d  
from an a v e r a g e  monthly d i s t i l l a t e  s p o t  p r i c e ,  d e r i v e d  from t h e  
weekly s p o t  p r i c e s  i n  Tab le  3 ,  t o  a r r i v e  a t  a per-monthly a v e r a g e  
d i f f e r e n c e  between m a j o r s '  and m a r k e t - c l e a r i n g  p r i c e s .  T h i s  
p e r - g a l l o n  d i f f e r e n c e  was t h e n  m u l t i p l i e d  by monthly s a l e s  
volumes f o r  each  p r o d u c t ,  t o  a r r i v e  a t  t h e  monthly w e a l t h  
t r a n s f e r  e s t i m a t e s  d i s p l a y e d .  



SOURCE: Oil Buyers Guide, January 1978-December 1979, Petroleum Publications, Lakewood, New Jersey. 



Table 8 

U.S. SPOT AND EXXON CONTRACT PRICES 
FOR GASOLINE, NEW YORK HARBOR 

1978-1979 

(4  obse rva t ions  per  month) 

1978 19 7 8 

Month " Spot Exxon Contract  Month Spot Exxon Cont rac t  

January 37.10 42.30 J u l y  42.00 43.50 

February 36.80 42.30 August 49.50 44.20 

36.80 42.30 49.50 44.20 

March 36.60 42.30 September. 45.00 45.20 

36. G O  42.30 44.75 45.20 

A p r i l  , 38.00 42.30 October 46.25 45.20 

May 39.50 43.00 November 48.50 45.20 

June 39.40 43.50 December 50.00 46.20 

39.60 43.50 49.30 46.20 



. 9 

TABLE 8 (cont inued)  

Month ' Spot Exxon Contract  Month Spot . Exxon Gont rac t  - 
J.anua r y 51.30 46.20 J u l y  93.00 55.20 

February 55.30 .47.20 August ., .75.00 63.90 

65.00 47.20 73.90 63.90 

65.00 47.20 74.00. , 63.90 

64.30 47.20 77.00 65.90 

March 69.50 47.20 September '81.00 68.90 

69.00 47.20 283.00 68.90 

66.30 47.20 86.00 68.90 

71.00 47.20 90.00 68.90 

A p r i l  73.50 47,20 October 91.00 68.90 

74.50 49.20 91.00 68.90 

75.50 49.20 100.00 68.90 

76.50 49.20 104.00 68.9.0 

May 84.00 49.20 November 108.00 68.90 

87.00 51.20 116.00 68.90 

126.00 53.20 111.00 68.90 

126. 00 . ' :,...:.'53:.20 .-13.7..00 j- 68. !XI 

June 126.00 53.20 .December 119.00 68.90 

SOURCE: O i l  Buyers Guide, January 1978-December 1979, 
Petroleum P u b l i c a t i o n s ,  Lakewood, New J e r sey .  



I n  t h i s  c o n t r o l  sys tem,  a  supply-demand gap o c c u r r i n g  a t  upper  l e v e l s  
.... . .. . . .  . . .  . .. 

of t h e  i n d u s t r y  was exacerba ted  a t  r e t a i l ,  a s  t h e  r e t a i l  s e c t o r  was p reven ted  
. . . . 

from r a i s i n g  p r i c e s  t o  t h e  l e v e l  needed t o  e l i m i n a t e  t h e  gap. Due t o  t h e  

s t r u c t u r e  of t h e  c o n t r o l s ,  r e t a i l e r s  a l s o  f a c e d  many d i s i n c e n t i v e s  t o  s e a r c h i n g  

f o r  and purchas ing  a d d i t i o n a l  s u p p l i e s  f r a n  n o n t r a d i t i o n a l  s u p p l i e r s  i n  

t i m e s  of , r a p i d l y  r i s i n g  p r i c e s ,  which f u r t h e r  exacerba ted  t h e  s h o r t a g e .  1 6  

The r e s u l t  was t h a t  g a s o l i n e  was u n d e r p r i c e d ,  and r e t a i l e r s  had t o  r e s o r t  t o  

methods of non-pr ice  r a t i o n i n g  such  as customer  l i n e s ,  poore r  s e r v i c e ,  and 

s h o r t e r  hours .  

I n  o r d e r  t o  g a i n  t h e  n e c e s s a r y  p e r s p e c t i v e  upon t h e  c o n s t r a i n t  t h a t  was 

l i m i t i n g  g a s o l i n e  p r i c e  i n c r e a s e s  d u r i n g  1979, i t  is  n e c e s s a r y  t o  examine i n  

d e t a i l  a n o t h e r  a s p e c t  of t h e  p r i c e  c o n t r o l  framework: banked c o s t s .  An exami- 

n a t i o n  of t h e  t r e n d s  i n  banked c o s t s  d u r i n g  1979 w i l l  a l l o w  u s  t o  de te rmine  i f  

r e f i n e r s  ( t h e  on ly  s e c t o r  of t h e  i n d u s t r y  f o r  which banked c o s t  d a t a  a r e  a v a i l -  

a b l e )  were  a b l e  t o p a s s  through t h e  c o s t  i n c r e a s e s  they i n c u r r e d  i n  1979, o r  

whether  some c o n s t r a i n t  p reven ted  them from do ing  so .  

When a  r e f i n e r  i n c u r r e d  i n c r e a s e d  c o s t s  which t h e  f i r m  was unab le  t o  p a s s  

th rough  immediately because  t h e  market  would n o t  b e a r  h i g h e r  p r i c e s ,  t h e  company 

would t h e n  bank t h o s e  unrecovered c o s t s  f o r  p o s s i b l e  f u t u r e  recovery .  F i g u r e  6  

d e p i c t s  t h e  s i t u a t i o n  i n  which i n c r e a s e d  c o s t s  are c o n s t r a i n e d  from b e i n g  

f u l l y  passed  th rough  -- t h e  c o n s t r a i n t  b e i n g  t h e  l e v e l  of market  demand. 
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P r i o r  t o  t h e  i n c r e a s e  i n  c o s t ,  which i s  d e p i c t e d  as s h i f t i n g  t h e  f i r m ' s  supp ly  

c u r v e  from So t o  S1 i n  F i g u r e  6 ,  b i n d i n g  p r i c e  c o n t r o l s  were  i n ' p l a c e .  Tha t  

C 
is ,  t h e  c o n t r o l l e d  p r i c e  &, was less t h a n  t h e  marke t -c lea r ing  p r i c e ,  Po. 

Suppose t h e r e  i s  a c o s t  i n c r e a s e  of $X p e r  u n i t  o u t p u t .  The new c e i l i n g  

- 
p r i c e  i s  Fl = Po + X and  a l l o w s  a f u l l  pass th rough  of i n c r e a s e d  c o s t s  o v e r  

t h e  b a s e .  As d e p i c t e d  i n  F i g u r e ' 6 ,  however, t h e  new p r i c e  c e i l i n g  i s  n o t  



b i n d i n g  ( F i g u r e  7 i l l u s t r a t e s  t h e  o t h e r  a l t e r n a t i v e ) .  The market  w i l l  o n l y  

C a l l o w  t h e  p r i c e  t o  r i s e  t o  P1 . N o t i c e  t h a t  p a r t  of t h e  i n c r e a s e d  c0s.t i s  

borne  by t h e  consumer and p a r t  by t h e  p roducer .  Consumers b e a r  a  c o s t  of 

- C C C 
(P: - Po) Q1. , The p a r t  t h a t  i s  borne  by t h e  p r o d u c e r ,  (TI - P1) Q1, i s  added 

C C t o  h i s  bank f o r  p o s s i b l e  f u t u r e  recovery .  T h i s  amount, (PI - P1) Q1 , is  

C shown by t h e  a r e a  F 1 ~ ~ ~ ;  o r  e q u i v a l e n t l y  by % F E ( P ~  - X )  . 

F i g u r e  6 
P r i c e  

Q u a n t i t y  

I n  a  t ime  of r a d i c a l l y  i n c r e a s i n g  c o s t s ,  such  a s  l a s t  y e a r ,  we might  

e x p e c t  a  r e f i n e r  t o  push t h o s e  c o s t s  th rough  i n  h i g h e r  p r i c e s  i f  a b l e .  A s  we 

have s e e n ,  however, a t  l e a s t  some c o n t r a c t  s e l l e r s  of g a s o l i n e  were  n o t  r a i s i n g  

p r i c e s  as much a s  t h e  m a r k e t p l a c e  would a l l o w ,  i . e . ,  t o  approx imate  p a r i t y  w i t h  

s p o t  p r i c e s .  I f  t h i s  were  due t o  p r i c e  c o n t r 0 . 1 ~  on c o n t r a c t  g a s o l i n e ,  we 

would e x p e c t  t o  s e e  t h e  e x h a u s t i o n  o f ,  o r  a t  l e a s t  n o  b u i l d u p  i n  banked 

c o s t s  among r e f i n e r s .  T h i s  s i t u a t i o n  i s  i l l u s t r a t e d  i n  F i g u r e  7. The c o n t r o l l e d  



P r i c e  F i g u r e  7 

O u a n t i t v  

- 
p r i c e ,  Po,  i s  f a r  below m a r k e t - c l e a r i n g ,  P:. Excess demand (a  supp ly  s h o r t a g e )  

n 
of Qo - Q: r e s u l t s .  An i n c r e a s e  i n  c o s t  of SX p e r  u n i t  c a u s e s  a  s h i f t  i n  s u p p l y  

- 
t o  S  from So an i n c r e a s e  i n  t h e  p r i c e  c o n t r o l l e d  c e i l i n g  t o  P1 = Po + X .  

1 

The p r i c e  c o n s t r a i n t  i s  s t i l l  b i n d i n g  i n  t h i s  c a s e ;  t h u s ,  o u t p u t  ( supp ly )  

remains  the same ( r a t h e r  than  d e c l i n i n g  a s  i n  F i g u r e  6) ,  e x c e s s  demand h a s  

D s 
decreased  t o  Q - Q , and t h e  i n c r e a s e d  c o s t ,  Q: X ,  h a s  been f u l l y  passed  

1 

th rough  t o  consumers ( i n  F i g u r e  h p a r t  was b o r n e  by t h e  p r o d u c e r s  and banked) .  

Banke'd c o s t s  would remain t h e  same. I n  f a c t ,  i f  t h e  f i r m  h a s  banks  of B 

from p r i o r  t ime  p e r i o d s  i t  could  draw upon them i n  t h i s  s i t u a t i o n .  Given 



banks B and t h e  c o n t r o l l e d  p r i c e  c e i l i n g  (wi th  no bank drawdown) of P t h e  
1 

- 
maximum p r i c e  a l lowed i f  t h e  banks a r e  comple te ly  drawn down, P  . depends 

max 
- - B 

on q u a n t i t y  Q: P  (Q) = P1 + - . That  i s ,  a v a i l a b l e  t o t a i  banks ,  B y  g e t  
max Q 

I .  s p r e a d  o u t  over  t h e  q u a n t i t y ,  Q,  of t h e  f i r m ' s  s a l e s .  Thus, a s  s a l e s  i n c r e a s e  

B 
t h e  p e r  u n i t  a l lowed pass th rough  of banks ,  - , d e c l i n e s .  T h i s  i s  shown as 

Q 
B 

t h e  C a x ( ~ )  = P + - c u r v e  i n  F i g u r e  7. The s i t u a t i o n  d e p i c t e d  i n  F i g u r e  7  
1 Q 

i s  f o r  B l a r g e  enough s o  t h a t  t h e  market  c l e a r s  by on ly  p a r t i a l l y  drawing down 

banks.  Banks would be  drawn down by Q?(P? - TI)  and remaining banks would b e  

- B 
C C 

B - Q;(P; - P1) = ((F1 + ) - P1)Q1. T h i s  need n o t  b e  t h e  case .  I f  t h e  banks  
Q 1 

a r e  i n s u f f i c i e n t  t o  a l l o w  t h e  market  t o  c l e a r ,  t h e n  a  s h o r t a g e  w i l l  r e s u l t .  

D i a g r a m a t i c a l l y ,  t h i s  s imply means t h a t  t h e  c u r v e  (Q) i n t e r s e c t s  t h e  supp ly  
max 

I c u r v e  S1 below C 
1' 

An a n a l y s i s  of banked c o s t s  i n  g a s o l i n e  d u r i n g  t h e  months of " g a s o l i n e  

c r i s i s "  i n  1979 i n d i c a t e s  t h a t  some market  c o n s t r a i n t  o t h e r  t h a n  t h e  p r i c e  

I c o n t r o l  framework i t s e l f  was p u t t i n g  s e v e r e  downward p r e s s u r e  on g a s v l i ~ i e  priees.  

While p r i c e  c o n t r o l s  c e r t a i n l y  f u r t h e r  e x a c e r b a t e d  t h e  problems i n  t h e  g a s o l i n e  

m a r k e t ,  our  o b s e r v a t i o n s  s u g g e s t  t h a t  o t h e r  f o r c e s  were  y e t  more r e s t r i c t i v e .  

T a b l e  9  summarizes t h e  t o t a l  banked c o s t s  i n  g a s o l i n e  h e l d  by t h e  twenty-nine 

I l a r g e s t  U.S. r e f i n e r s .  These f i g u r e s  i n d i c a t e  t h a t  d u r i n g  t h o s e  months -of  

1979 when a r t i f i c i a l l y  low p r i c e s  caused t h e  g r e a t e s t  problems i n  t h e  g a s o l i n e  

marke t ,  t h e s e  r e f i n e r s  were n o t  bound i n  g a s o l i n e  p r i c e  by t h e  p r i c e - c o n t r o l  

framework. 

T a b l e  9  shows t h a t  d u r i n g  t h e  p e r i o d  of g a s o l i n e  s h o r t a g e ,  banked c o s t s  

i n  g a s o l i n e  were  i n  f a c t  i n c r e a s i n g  a t  a  tremendous r a t e  among t h e s e  twenty-nine 

r e f i n e r s  moving from s l i g h t l y  o v e r  $ 1 . 1  b i l l i o n  i n  February  1979 t o  o v e r  $3.1 

b i l l i o n  by September. Thus, b i n d i n g  p r i c e  c o n t r o l s  a t  t h e  r e f i n e r y  l e v e l  

f a i l  as a n  e x p l a n a t i o n  f o r  t h e  1979 g a s o l i n e  s h o r t a g e s .  T h i s  i s  r e i n f o r c e d  

by t h e  e v i d e n c e  c o n t a i n e d  i n  t h e  t a b l e  t h a t  i n  y e a r s  of re la t ive  p r i c e  s t a b i l i t y  



g a s o l i n e  banks s t i l l  d e p l e t e d  d u r i n g  t h e  summer months, a s  r e f i n e r s  p r i c e d  

s o  a s  t o  t a k e  advan tage  of t h e  s e a s o n a l  demand peak.  Of course ,  t h i s  does  n o t  

p r e c l u d e  t h e  p o s s i b i l i t y  t h a t  c o n t r o l s  were b i n d i n g  a t  t h e  r e t a i l  l e v e l .  

I n  d i s t i l l a t e ,  a r t i f i c i a l l y  low p r i c e s  charged by l a r g e  f i r m s  d i d  n o t  r e s u l t  

i n  s h o r t a g e s  because  of t h e  e x i s t e n c e  of a  m a r g i n a l  s p o t  market comprised of 

b r o k e r s  and independen ts  and t h e  l a c k  of fo rmal  c o n t r o l s  a t  t h e  r e t a i l  l e v e l .  

While t h e r e  were  compla in t s  of t h e  economic impact of h i g h  p r i c e s  by d i s t i l l a t e  

consumers l a s t  summer, t h e r e  were no l i n e s .  I n  c o n t r a s t ,  i t  i s  c l e a r  t h a t  t h e  

p r i c e  and a l l o c a t i o n  c o n t r o l  sys tem i n  g a s o l i n e  h a s ,  i n  s e v e r a l  ways, c r e a t e d  

a b a r r i e r  t o  t h a t  m a r k e t ' s  c l e a r i n g  i n  t h e  p r e s e n c e  of p r i c e  l a g s  by majors .  

F i r s t ,  t h e  r e g u l a t o r y  framework h a s  r e s t r i c t e d  t h e  development of a  h e a l t h y  

b rokered  and independent  s p o t  market  due t o  t h e  d i s i n c e n t i v e s  t o  e n t r y  i n t o  ' 

t h i s  marke t  posed by t h e  c o n t r o l  framework. Second, t h e  c o n t r o l  framework, based 

upon average-cos t -pass th rough  w i t h  t ime  l a g s ,  s e r v e s  as a  d i s i n c e n t i v e  t o  t h e  

purchase  of expens ive ,  ~ n a r g i a a l  supp ly .  T h i r d ,  a n  e f f i c i e n t  r e s u l t  i n  t h e  

g a s o l i n e  market  might  have been a t t a i n e d  i f  r e t a i l e r s  had s imply been a b l e  t o  

r a i s e  p r i c e  t o  t h e  p o i n t  a t  which t h e  marke t  c l e a r e d ,  t h u s  making up f o r  c o n t r o l -  

caused supp ly  r e d u c t i o n s  a t  wholesa le .  The c o n t r o l  framework, of c o u r s e ,  p re -  

ven ted  them from s o  doing.  One r e t a i l e r  who a t t e m p t e d  t o  pursue  t h i s  l a t t e r  g o a l ,  

and t h u s  t r i e d  t o  s e r v i c e  t h e  g a s o l i n e  market a t  t h e  marg in ,  was Beacon H i l l  

Gulf i n  Boston,  Massachuse t t s .  The s t a t i o n  owner r a i s e d  h i s  p r i c e s  i n  J u l y  

of 1979 t o  m a r k e t - c l e a r i n g  l e v e l s  -- approx imate ly  $1.50 p e r  g a l l o n .  He was 

s e n t  t o  j a i l ,  and f i n e d  t h e  amount h e  "gouged" consumers by' i n c r e a s i n g  h i s  

p r i c e s  above p r i c e - c o n t r o l l e d  l e v e l s .  
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It shou ld  be  n o t e d  t h a t  a t  $1.50 p e r  g a l l o n  -- approx imate ly  70c above 

t h e  t h e n - c u r r e n t  c o n t r o l l e d  p r i c e  -- Beacon H i l l  Gulf was r e a l i z i n g  subs tan-  

t i a l  w i n d f a l l  g a i n  d u r i n g  t h e  p e r i o d  on t h e  g a s o l i n e  i t  o b t a i n e d  under  c o n t r a c t .  



The r e s u l t  a t t a i n e d ,  however, was f a r  p r e f e r a b l e  i n  an  economic s e n s e .  Marg ina l  

supp ly  was made a v a i l a b l e  t o  consumers who d i d  n o t  have t o  w a i t  i n  l i n e s  t o  

o b t a i n  i t .  From t h e  v iewpoin t  of economic e f f i c i e n c y ,  i t  i s  b e n e f i c i a l  t o  

have a  s o u r c e  of m a r g i n a l  supp ly  a v a i l a b l e  t o  t h e  consumer a t  p r i c e s  r e f l e c t i v e  

of m a r g i n a l  c o s t s  of supp ly  a c q u i s i t i o n .  A s o u r c e  of supp ly  which may b e  

o b t a i n e d  ' a t  a  h i g h  p r i c e  w i t h  no  w a i t i n g  i n  l i n e  i s  p r e f e r a b l e  t o  n o  such  

s o u r c e  i f  some consumers choose t o  purchase  p roduc t  from t h a t  s o u r c e .  I f  t h e  

c o s t  t o  them of w a i t i n g  i n  l i n e  f o r  low-priced supp ly  i s  a c t u a l l y  h i g h e r  

when a l l  f a c t o r s  a r e  counted i n ,  than i s  paying a  h i g h e r  p r i c e ,  t h e  h i g h  p r i c e  

i s  p r e f e r a b l e .  Longer l i n e s  s e r v e  t o  i n c r e a s e  t h e  e f f e c t i v e  p r i c e  p a i d  by 

consumers f o r  g a s o l i n e .  The v a l u e  of marginal-supply s o u r c e s ,  as opposed t o  

a  c o n t r o l l e d  environment w i t h  l i n e s ,  may b e  s e e n  i n  a  s t o r y  t h a t  appeared i n  

t h e  Washington P o s t  on February  14 ,  1973. At t h a t  t ime ,  p r i c e  c o n t r o l s  had 

become b ind ing  even w i t h o u t  a  world  o i l  s z p p l y  i n t e r r u p t i o n .  A s  a  r e s u l t ,  

s i g n i f i c a n t  p r i c e  d i f f e r e n c e s  e x i s t e d  between c o n t r o l l e d  U.S. and c o n t r o l l e d  

f o r e i g n  marke t s .  Consequent ly:  

Mexicans a r e  c r o s s i n g  i n t o  C a l i f o r n i a  t o  f i l l  t h e i r  
t a n k s ,  w h i l e  C a l i f o r n i a n s  a r e  s t e a l i n g  i n t o  T i j u a n a  
t o  do t h e  same. k ::exits:-I s t ~ : l c x  o r n e r  s a i d  h i s  
countrymen s e r e  fic??L:--: Lrito 6an Diego county,  where 
g a s  i s  b e t t e r  q u a l i t y  and cheaper  by 7c p e r  g a l l o n .  
I n  C;~u la  Vista, on t h e  U.S. s i d e ,  a  s t a t i o n  owner 
s a i d  t h a t  Americans are d r i v i n g  i n t o  T i j u a n a  because  

. f u e l  i s n ' t  r a t i o n e d  and t h e r e  a r e  no w a i t i n g  l i n e s .  

C l e a r l y  t h i s  d e m o n s t r a t e s  t h a t  t h e  e f f e c t i v e  . p r i c e  of a  p roduc t  i n c l u d e s  an  

e v a l u a t i o n  of t h e  non-pr ice  a t t r i b u t e s  of t h e  p roduc t  (such as w a i t i n g  t ime)  

and . t h a t  d i f f e r e n t  consumers p l a c e  d i f f e r e n t  v a l u e s  on t h o s e  a t t r i b u t e s .  

I n  t h e  n e x t  c h a p t e r ,  we advance a t h e o r y  r e g a r d i n g  t h e  n a t u r e  of t h e  

c o n s t r a i n t  t h a t  governed rates o f . p r i c e  . i n c r e a s e  i n  domes t ic  pet roleum 

m a r k e t s  d u r i n g  1979. 



T a b l e  9 

.UNRECOUPED COSTS FOR REFINED PRODUCTS 
FOR 29 LARGEST REFINERS 

( i n  m i l l i o n s  of  d o l l a r s )  

Year Month 

19 77 J a n u a r y  
F e b r u a r y  
March 
A p r i l  
May 
J u n e  
J u l y  
August 
September 
October  
Novemher 
December 

1978 J a n u a r y  
February  
March 
A p r i l  
May 
J u n e  
J u l y  
August 
September 
October  
November 

. December 

1979 J a n u a r y  
February  
March 
A p r i l  
May 
J u n e  
J u l y  
August 
September 
October  
November 
December 

I 

Motor 
G a s o l i n e  

SOURCE: Monthly Energy Review 

A v i a t i o n  
J e t  
F u e l  

Other  
P r o d u c t s  T o t a l  



NOTES FOR CHAPTER 3 

1. Major p roponen ts  of t h i s  view i n c l u d e  S e n a t o r  Edward M.  Kennedy (D- 

M a s s a c h u s e t t s )  and Congressman Anthony (Toby) M o f f e t t  (D-Connecticut) .  

2. For  a review 'of t h e  l i t e r a t u r e  s u r r o u n d i n g  t h i s  i s s u e ,  s e e  Wright (1980) ,  

pp. 10-11 and 24-25. See a l s o  Landsberg e t  a l .  (1979) ,  pp. 80-81. 

3.  Major among t h e  r e g u l a t o r y  p o l i c i e s  t h a t  cailse t h e s e  g e o g r a p h i c a l  d i s p a r i t i e s  

t o  p e r s i s t  i s  t h e  Crude O i l  Buy-Sell Program; s e e  V e r l e g e r  (1979).  

4. E s t i m a t e s  on t h e  l e v e l  of b rokered  a c t i v i t y  have been o b t a i n e d  from s e v e r a l  

s o u r c e s .  Inc luded  a r e  e x e c u t i v e s  a c t i v e  i n  t h e  management of p roduc t  d i s -  

t r i b u t i o n  and s a l e s  f o r  s e v e r a l  l a r g e  o i l  r e f i n i n g  f i r m s ,  and t h e  e d i t o r s  

of s e v e r a l  t r a d e - i n d u s t r y  j o u r n a l s  which f o r m a l l y  r e p o r t  s a l e s  a c t i v i t y  

and p r i c i n g .  

5. See r e p r e s e n t a t i v e  i s s u e s  of P l a t t ' s  Oilgram P r i c e  Report  pre-  and post-1976. 

C o n v e r s a t i o n s  w i t h  P l a t t ' s  e d i t o r s  have a f f i r m e d  t h a t  t h i s  r e a s o n i n g  was 

beh'ind t h e  d e c i s i o n  t o  i n c l u d e  s p o t  p r i c e s  i n  1976. 

6. Examples of o u t l i n e s  of t y p i c a l  supp ly  c o n t r a c t s  a r e  a v a i l a b l e ' u p o n  r e q u e s t  

f r ~ m  most major  r e f i n e r s .  

7. F e d e r a l  Energy A d m i n i s t r a t i o n ,  Mandatory Pe t ro leum P r i c e  and A l l o c a t i o n  

R e g u l a t i o n s :  Exemption of Middle  D i s t i l l a t e .  ' F i n a l  Rule ,  41 FR 24516, 

J u n e  16 ,  1976. 



8. On March 1 7 , 1 9 8 0 , P l a t t f s  Oilgram P r i c e  ,Report  d a t a  i n d i c a t e d  t h e  New 

York Harbor s p o t  p r i c e  f o r  i i2 d i s t i l l a t e  t o  b e  7 3 . 5 0 ~  and t h e  New York 

Harbor p o s t e d  p r i c e  a t  7 6 . 0 0 ~ .  Given t h e  v a l u e  of t h e  c o n t r a c t  premium, 

t h i s  may b e  c o n s i d e r e d  p a r i t y  i n  t h e s e  p r i c e s .  

9. See,  f a r  i n s t a n c e ,  U.  S. DOE Hear ings  on S p e c i a l  Rule  9: Amendment t o  

P r o v i d e  Middle D i s t i l l a t e s  f o r  A g r i c u l t u r a l  P r o d u c t i o n .  #ERA-R-79-25. 

1.0. Fnr  some p e r s p e c t i v e  on Midwestern p o s t e d  p r i c e s ,  s e e  P l a t t f s  Oilgram 

P r i c e  Report .  We a l s o  o b t a i n e d  a c c o u n t s  of p r i c i n g  p a t t e r n s  from v a r i o u s  

o i l  company and a g r i c u l t u r a l  o p e r a t o r s  i n  t h e  regfon .  

11. See t h e  S p e c i a l  Rule 9  Hear ing T r a n s c r i p t .  

To a r r i v c  a t  an e s t i m a t e  of t h e  t n t a l  w e a l t h  t r a n s f e r  away from U.S. d i s -  

t i l l a t e  p r o d u c e r s  i n  1979, i t  was n e c e s s a r y  t o  u t i l i z e  a d j u s t e d  1978 f i g u r e s  

f o r  U.S. d i s t i l l a t e  consumption as a  s u r r o g a t e  f o r  1979 p r o d u c t i o n .  Due 

t o  u n a v a i l a b i l i t y  of t h e  l a t t e r  d a t a ,  1978 consumption f i g u r e s  were  a d j u s t e d  

f o r  i m p o r t s  and f o r  a n  approx imat ion  of t h e  e f f e c t  of h i g h e r  p r i c e s  on 

demand. T h i s  1979 e s t i m a t e  was t h e n  m u l t i p l i e d  by t h e  a v e r a g e  d i f f e r e n c e  

d u r i n g  1979 between c o n t r a c t  and s p o t  d i s t i l l a t e  p r i c e s .  While t h e  e s t i -  

m a t e  t h u s  a t t a i n e d  i s  f a r  from p e r f e c t ,  i t  does  g i v e  u s  a  p e r s e p c t i v e  upon 

t h e  magni tude of w e a l t h  t r a n s f e r  t h a t  lagged p r i c e s  caused.  

13. T h i s  i s  b e c a u s e  t h e  lower t h e  p r i c e  of c o n t r a c t e d  o i l ' r e l a t i v e  , to  s p o t ,  

t h e  g r e a t e r  i s  t h e  d i s i n c e n t i v e  t o  s e l l  on t h e  c o n t r a c t  marke t ,  t h u s  t h e  

lower t h e  a l l o c a t i o n  f r a c t i o n s  i n  c o n t r a c t e d  marke t s .  But t h e  lower  t h e  

a l l o c a t i o n  f r a c t i o n ,  t h e  g r e a t e r  is  t h e  amount t h a t  must b e ' s e c u r e d  from 
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t h e  s p o t  market .  T h i s  g r e a t e r  demand f o r  s p o t  p roduc t  i n c r e a s e s  t h e  

p r e s s u r e  on t h e  s p o t  marke t ,  and t h i s  p r e s s u r e  r e s u l t s  i n  h i g h e r  p r i c e s  

f o r  s p o t  p roduc t  than  might o t h e r w i s e  occur .  

14. Refe rences  t o  g a s  l i n e s  were widespread i n  b o t h  t e l e v i s i o n  and t h e  p r i n t e d  

news mGdia. See,  f o r  example, May, ~ u n e ' a n d  J u l y  i s s u e s  of Time Magazine, 

t h e  Washington P o s t ,  and The New York Times. 

~ 
I 15.  For  a  more complete  d e s c r i p t i o n  of t h e  p r i c e  con t ro l .  framework i n  g a s o l i n e ,  

s e e  Volume 1 of Commerce C l e a r i n g  House, Energy Management S e r i e s .  

, 
16. ~ h d  d i s i n c e n t i v e  t o  purchase  of a d d i t i o n a l  s u p p l i e s  i n  t imes  of r a p i d  p r i c e  

i n c r e a s e s  s tems from t h e  average  cost -based n a t u r e  of c o s t  p a s s t h r o u g h s .  

Average c o s t  pass th roughs  i g n o r e  t h e  average  cos t / .marg ina l  c o s t  d ive rgence  

which t h e  f i r m  f a c e s  when d e c i d i n g  on t h e  p r o l i t a b i l i t y  of a d d i t i o n a l  

s u p p l i e s .  The p r o f i t a b i l i t y  of t h e  a d d i t i o n a l  s u p p l i e s  i s  determined by 

t h e  m a r g i n a l  c o s t ,  n o t  a v e r a g e  c o s t ,  of t h o s e  s u p p l i e s .  

17.. As a g u i d e  t o  u n d e r s t a n d i n g  F i g u r e s  6  and 7 ,  t h e  f o l l o w i n g  shou ld  be  no ted :  

S u b s c r i p t s  0 and 1 r e f e r  r e s p e c t i v e l y  t o  t h e  two t ime  r e f e r e n c e s  chosen 

w i t h  z e r o  d e n o t i n g  t h e  b a s e  p e r i o d  and one r e f e r r i n g  t o  t h e  a l t e r e d  s t a t e .  

Four s u p e r s c r i p t s  are used: "C", "D", "S", and "-", which r e f e r  t o  v a r i o u s  

c o n t r o l l e d  and u n c o n t r o l l e d  s i t u a t i o n s .  A "C" d e n o t e s  t h e  c o m p e t i t i v e  

( u n c o n t r o l l e d )  s o l u t i o n  i n  which c a s e  supp ly  e q u a l s  demand. A "-" ( b a r )  

s u p e r s c r i p t  d e n o t e s  a  c o n t r o l l e d  p r i c e ,  t h a t . i s ,  a  p r i c e  c e i l i n g .  I n  

p r i c e  c o n t r o l l e d  s i t u a t i o n s ,  i f  t h e  c e i l i n g  i s  b i n d i n g ,  s u p p l y  w i l l  n o t  

e q u a l  demand and t h e  q u a l i t y  s u p p l i e d  i s  denoted w i t h  t h e  s u p e r s c r i p t  "S" 

and t h a t  demanded is  deno ted  by a "Dl'. 



18. U.S. D i s t r i c t  Cour t ,  D i s t r i c t  of M a s s a c h u s e t t s ,  Cr imina l  Number 79-314-2. 

The owner 's  c o n v i c t i o n  i s  c u r r e n t l y  under  a p p e a l  b e f o r e  t h e  Temporary 

Emergency Court  of Appeals.  Docket number TECA1-7. 



Chapte r  4 

POLITICAL PRESSURE ANALYSIS OF 
INTRA-U.S. PRICING PATTERNS 

We have observed major  i n e f f i c i e n c i e s  i n  t h e  p r i c i n g  of t h e  two most w i d e l y  

consumed petroleum p r o d u c t s  i n  t i m e s  of market  t r a n s i t i o n .  T h i s  i n e f f i c i e n c y  

i s  t h e  r e s u l t  of t h e  observed tendency f o r  f i r m s  i n  t h e  i n d u s t r y  t o  c h a r g e  

p r i c e s  below m a r k e t - c l e a r i n g  l e v e l s  d u r i n g  p e r i o d s  of world  c r u d e  o i l  supp ly  

c o n s t r i c t i o n .  T h i s  tendency i s  most s e r i o u s  among r e f i n e r s  and,  p a r t i c u l a r l y ,  

o i l  companies. Marg ina l  s u p p l i e r s  i n  u n c o n t r o l l e d  pe t ro leum marke t s  behave i n  

a manner which a s s u r e s  t h a t  t h e  m a r k e t s  c l e a r .  I n c o n t r o l l e d  p r o d u c t s ,  however, 

t h e  u n d e r p r i c i n g  t r e n d  e x a c e r b a t e s  t h e  i n e f f i c i e n c i e s  i n h e r e n t  i n  t h e  p r i c e  

c o n t r o l  framework and r e s u l t s  i n  a  market  s e r i o u s l y  hampered i n  a d j u s t i n g  t o  

new world and IJ. S. marke t  c o n d i t i o n s .  

T h i s  s t u d y  now t u r n s  t o  t h e  t a s k  of d e v i s i n g  a t h e o r e t i c a l  e x p l a n a t i o n  t h a t  

a c c o u n t s  f o r  t h e  p r i c i n g  p a t t e r n s  observed i n  o i l  p r o d u c t  marke t s .  We n o t e  a t  

t h e  o u t s e t  t h a t  more e m p i r i c a l  work i s  needed on t h e  a c t u a l  p r i c i n g  s t r a t e g i e s  

of f i r m s  i n  t h e s e  marke t s .  Modeling t h e  i n c e n t i v e s  and d i s i n c e n t i v e s  p e r c e i v e d  

by i n d i v i d u a l  f i r m s  o v e r  t ime ,  and examining t h e  e x a c t  r e l a t i o n s h i p  of f i r m s '  

p r i c e s  t o  t h e i r  a v e r a g e  and m a r g i n a l  l e v e l s ,  w i l l  y i e l d  a more p r e c i s e  p ic tu , re  

of t h e  c a u s e s  of t h e  p r i c i n g  p a t t e r n s  govern ing  U.S. ' r e f i n e d  p r o d u c t  marke t s .  

We b e g i n  t h e  t h e o r e t i c a l  a n a l y s i s , b y  examining t h e  v a l i d i t y  of two some- 

what r e l a t e d  hypotheses  r e g a r d i n g  o i l  i n d u s t r y  p r i c i n g  s t r a t e g y  t h a t  have been 

advanced by policy-makers o v e r  r e c e n t  y e a r s .  The f i r s t  i s , t h a t  o i l  company 

p r i c i n g  i s  s imply  based on a v e r a g e  r a t h e r  t h a n  marg ina l  c o s t s  and t h a t ,  as a 

r e s u l t ,  low major  company p r i c e s  'siimply r e f l e c t  t h e  f a c t  t h a t  t h e s e  f i r m s  

p r o c u r e  most of t h e i r  p r o d u c t  from c h e a p e r  s o u r c e s .  T h i s . h a s  been p a r t i c u l a r l y  



a l l e g e d  f o r  member c o r p o r a t h n s  of Aramco. The second i s  t h a t  t h e s e  companies 

a r e  p r i c i n g  below each o t h e r  i n  an a t tempt  t o  expand t h e i r  market s h a r e s ,  o r  

o therwise  ga in  a  compet i t ive  advantage w i t h  regard  t o  one another  dur ing  t h e  

t r a n s i t i o n  process .  

While t h e  average-cost-based p r i c i n g  theory has  been advanced t o  exp la in  

p r i c i n g  p a t t e r n s  i n  va r ious  i n d u s t r i e s ,  o b s e r v a t i o n a l  d a t a  suggest  t h a t  i t  does 

n o t  d e s c r i b e  t h e  t y p i c a l  behavior  of f i r m s  i n  t h e  petroleum indus t ry . '  The 

theory  of average-cost-based p r i c i n g  i s  behav io ra l  i n  n a t u r e  and, i n  e s sense ,  

hypothes izes  t h a t  firm managers w i l l  a t t empt  t o  approximate t h e  " r igh t "  p r i c e  

f o r  t h e i r  product  through a  markup above t h e  average c o s t  of product ion because 

they possess  imper fec t  in format ion  r ega rd ing  t h e  market.  This  behavior  i s  more 

l i k e l y  t o  occur  t h e  g r e a t e r  t h e  degree of s t a b i l i t y  and complexity ( s t rong  

product  d i f f e r e n t i a t i o n ,  e t c . )  i n  t h e  market.  

The g r e a t e r  t h e  s t a b i l i t y  of t h e  market ,  t h e  g r e a t e r  w i l l  b e  t h e  s t a b i l i t y  

of t h e  r e l a c i o n s h i p  belweea average and marg ina l  cos t .  F u r t h e r ,  t h e  g r e a t e r  

t h e  degree  of complexity i n  t h e  market ,  t h e  more d i f f i c u l t  i t  is  t o  determine 

p reva l en t  c o s t  and demand cond i t i ons ,  and thus ,  t h e  more l i k e l y  a r e  average-cost-  

based r u l e s  t o  be  used a s  su r roga t e s .  

It i s  c l e a r  t h a t  t h o s e  cond i t i ons  conducive t o  average c o s t  p r i c i n g  a r e  n o t  

m e t  i n  t h e  o i l  i ndus t ry .  Complexity of t h e  s o r t  t h a t  obscures  t h e  marginal- 

average r e l a t i o n s h i p  seems minimal i n  t h i s  i n d u s t r y ,  where i t  appears  t h a t  t h e  

marg ina l  n a t u r e  of spo t  markets  and t h e  e f f e c t  of marg ina l  supply a v a i l a b i l i t y  

and p r i c e  on f i rms '  a b i l i t y  t o  meet supply o b l i g a t i o n s  i s  ev iden t  t o  most 

i n d u s t r y  a c t o r s ;  F u r t h e r ,  t h e  n o t a b l e  l ack  of s t a b i l i t y  i n  t h i s  market over  

t h e  l a s t  s e v e r a l  y e a r s  would l ead  f i r m s  t o  r e l y  less h e a v i l y  on average-cost-  

based r u l e s .  The o i l  i n d u s t r y  a c t o r s  a r e  appa ren t ly  t o o  s o p h i s t i c a t e d  and t h e  

market is  t o o  dynamic f o r  i t s  man.agers t o  conform t o  t he .behav io ra1  norui of 

average-cost-based p r i c i n g .  Of course ,  i t  may indeed b e  t h e  ca se  t h a t  t h e  p r i c i n g  



of c e r t a i n  f i rms  i n  t h e  i n d u s t r y  does approximate t h e i r  average  c o s t s  (o r  s t anda rd  

markups over t h e i r  average c o s t s )  i n . p e r i o d s  such a s  1979. This  i s  n o t  expla ined ,  

however, by t h e  hypothes i s  t h a t  t h i s  i s  t h e  i n t e n t  of t h e  a c t o r s  i n  t h e  i n d u s t r y .  

Ra ther ,  i t  i s  t h e  r e s u l t  of c e r t a i n  prece ived  i n c e n t i v e s  t h a t  e x i s t  i n  t h e  market- 

p l a c e  t h a t ' l e a d  o therwise  marginal-cost-pr ic ing f i rms  t o  d e v i a t e  from t h e i r  

u sua l  behavior .  

The second,  market share-based theory r ega rd ing  t h e  s t r a t e g y  of o i l  f i r m  

dur ing  pe r iods  of market t r a n s i t i o n  rests upon s e v e r a l  ques t i onab le  assumptions 

regard ing  o i l  i n d u s t r y  market s t r u c t u r e  and t h e  i n t e r a c t i o n s  of f i rms  which a r i s e  

i n  response t o  t h i s  s t r u c t u r e .  Many policy-makers have voiced t h e  b e l i e f  s i n c e  

1973 t h a t  i n t e r e s t s  i n  t h e  o i l  market a r e  such t h a t  o i l  companies engage i n  

preda tory  conduct vis-2-vis  one another  dur ing  pe r iods  of adjustment  and u n c e r t a i n t y  

S p e c i f i c a l l y ,  w i th  r ega rd  t o  p r i c i n g  a c t i v i t i e s ,  one theory  sugges t s  t h a t  p r i c e  

c u t t i n g  may occur between f i r m s  a s  t hose  f i r m s  jockey f o r  compet i t ive  advantage 

2  
i n  t h e  market.  The two most nften-vniced a l l e g a t i o n s  t h a t  a r i s e  from t h i s  

b e l i e f  a r e :  1 )  t h a t  major f i r m s  a c t  i n  such a s  way a s  t o  squeeze i ndependen t ,  

o i l  companies ou t  of t h e  market ;  and 2) t h a t  they a t tempt  t o  i n c r e a s e  t h e i r  s h a r e  

of t h e  market w i th  regard  t o  t h e i r  compet i to rs .  I n  bo th  of t h e s e  views, p r i c e  

becomes a  weapon,and p r i c e  d e v i a t i o n s  a l low t h e  f i r m  t h e  oppor tun i ty  t o  expand 

i t s  market t e r r i t o r y  and i t s  i n f l u e n c e  over market a c t i v i t i e s .  

The most c r i t i c a l  a s p e c t s  of t h e  independent marke te rs '  argument have been 

addressed i n  Sec t ion  3.1.3. I n  t h e  p re sen t  con tex t ,  "market cont ro l"  t heo r i e s ,  

we s h a l l  c a l l t h e m , s u f f e r  from a  misunderstanding of t h e  economist ' s  u s e  of t h e  

ten11 "competit ion1' .  

. "Competition" t o  t h e  layman sugges t s  an image of i n t e r - r i v a l  compet i t ion.  

Therefore ,  t o  d e f i n e  an  i n d u s t r y  a s  "workably competi t ive"  c a r r i e s  t h e  i m p l i c a t i o n  

t h a t  f i r m s  compete .with each other. ,  - spa r r ing  i n  t h e  marketplace.  The ec'onomic 

d e f i n i t i o n  of compet i t ion,  however, c a r r i e s  c e r t a i n  i m p l i c a t i o n s ' t h a t  a r e  t h e  



o p p o s i t e  of t h o s e  t h a t  pol icy-makers  g e n e r a l l y  p e r c e i v e  i t  t o  have.  I n  t h e  

economic s e n s e ,  t h e  g e n e r a l l y  a c c e p t e d  c o n c l u s i o n  t h a t  o i l  m a r k e t s  a r e  workably 

c o m p e t i t i v e  means t h a t  f i r m s  i n  t h e  o i l  i n d u s t r y  g e n e r a l l y  do n o t  p e r c e i v e  a n  

a b i l i t y  t o  i n f l u e n c e ,  t h e i r  s t r u c t u r a l  p o s i t i o n  i n  t h e  market  v i s -3 -v i s  

t h e i r  c o m p e t i t o r s  by a l t e r i n g  p r i c e s .  The t e x t b o o k  d e f i n i t i o n  of  t h e  competi-  

t i v e  form does  n o t  s u g g e s t  t h a t  t h e  f i r m  w i l l  " j o u s t "  w i t h  i t s  r i v a l s  i n  

t h e  a r e n a  i n  o r d e r  t o  g a i n  a  c o m p e t i t i v e  advan tage .  R a t h e r ,  s imply  p u t ,  q u i t e  

t h e  o p p o s i t e  i s  t h e  c a s e .  Compet i t ive  f i r m s  p e r c e i v e  themse lves  a s  a b l e  t o  

s e l l  any amount of  t h e  commodity which t h e y  p r o v i d e  a t  t h e  p r i c e  demanded i n  t h e  

m a r k e t p l a c e .  I f  a  c o m p e t i t i v e  f f r m  i s  f o r c e d  f o r  some reason  such a s  p o l i t i c a l  

p r e s s u r e  t o  lower  i t s  p r i c e  below t h e  r e s t  of  t h e  marke t ,  t h e  r e s u l t  w i l l  be 

a ' d e c r e a s e  i n  i t s  o u t p u t ,  and t h u s  a  s h r i n k a g e  i n  i t s  market  s h a r e  (because ,  

i n  g e n e r a l ,  m a r g i n a l  c o s t s  a r e  expec ted  t o  r i s e  a s  o u t p u t  r i s e s ) .  
3 

The s o r t  of in tercompany p r i c e  maneuvering and s t r a t e g i z i n g ,  which some 

pol icy-makers  s u g g e s t  c h a r a c t e r i z e s  t h e  o i l  i n d u s t r y ,  i s  n o t  c o m p e t i t i v e  

b e h a v i o r  i n  t h e  economic s e n s e ,  b u t  i s  d e f i n e d  a s  o l i g o p o l i s t i c  b e h a v i o r .  

RTvalry r a t h e r  t h a n  c o m p e t i t i o n  i s  t h e  term economis t s  u s e  t o  d e s c r i b e  such  

b e h a v i o r .  T h i s  i n t e r d e p e n d e n t  b e h a v i o r  g e n e r a l l y  stems from a  market  s o  concen- 

t r a t e d  a s  t o  be  i n a d e q u a t e l y  c o m p e t i t i v e ,  w i t h . s o  few s e l l e r s  c o n t r o l l i n g  such 

a  l a r g e  p a r t  of t h e  market  t h a t  t h e i r  p r i c i n g  d e c i s i o n s  d i r e c t i o n  a f f e c t  each 

o t h e r ' s  market  s t a n d i n g .  According t o  t h e  b u l k  of a v a i l a b l e  economic r e s e a r c h ,  

t h e  U.S.  o i l ,  r e f i n i n g ,  d i s t r i b u t i n g  and m a r k e t i n g  i n d u s t r y  i s  n o t  o l i g o p o l i s t i c  

4 
i n  n a t u r e .  Thus,  w h i l e  f i r m s  a s  l a r g e  as t h o s e  i n  t h i s  i n d u s t r y  a r e  n o t  com- 

p l e t e l y  i g n o r a n t  of  e a c h  o t h e r ,  i t  i s  n o t  e x p e c t e d  t h a t  t h e  i n d i v i d u a l  f i r m ' s  

market  p o s i t i o n  w i t h  r e s p e c t  t o  i t s  r i v a l s  dominates  o r  even  s i g n i f i c a n t l y  

i n f l u e n c e s  i t s  s h o r t - t e r m  p r i c i n g  s t r a t e g y .  

I n  s h o r t ,  a v e r a g e  c o s t  and u h r k e t  c o n t r o l  t h e o r i e s  of t h e  p r i c i n g  b e h a v i o r  

of  firms i n  t h e  o i l  i n d u s t r y  do  n o t  ade 'quate ly  e x p l a i n  t h e  i n c e n t i v e s  t h a t  



r e s u l t  i n  t h e  t r a n s i t i o n - p e r i o d  market  b e h a v i o r  i n v e s t i g a t e d  above. I n  t h i s  

c h a p t e r ,  we advance a n  a l t e r n a t i v e  t h e o r y  r e g a r d i n g  t h e  o r i g i n s  and n a t u r e  

of t h i s  p r i c i n g  b e h a v i o r .  T h i s  t h e o r y  i s  based on t h e  i n c r e a s i n g  p o l i t i c i -  

z a t i o n  of o i l  marke t s  t h a t  h a s  o c c u r r e d  i n  c o n c e r t  w i t h  t h e  o i l  p r i c e  i n c r e a s e s  

of t h e  l a s t  decade.  I t  s u g g e s t s  t h a t  t h e  o i l  market  c o n d i t i o n s  obse rved  i n  

1979 stem from t h e  emergence of a  market  whose s e l l e r s  a r e  s u b j e c t  t o  more o r  

less o v e r t  p o l i t i c a l  p r e s s u r e s  t h a t  c o n s t r a i n  them from r a i s i n g  p r i c e  beyond 

c e r t a i n  l e v e l s .  S e l l e r s  i n  t h e  market  p r i c e  s o  a s  t o  b a l a n c e  t h e  c o s t s  of  

a c t i n g  c o n t r a r y  t o  p o l i t i c a l  p r e s s u r e  a g a i n s t  t h e  r e t u r n s  from h i g h e r  p r i c e s .  

The p e r c e i v e d  c o s t s  of a c t i n g  a g a i n s t  t h e  p o l i t i c a l  c o n s t r a i n t  by r a i s i n g  p r i c e s  

i n c l u d e :  t h e  i n c r e a s e d  p r o b a b i l i t y  of  p r o d u c t  r e c o n t r o l ;  t h e  t i g h t e n i n g  of 

e x i s t i n g  c o n t r o l s ;  t h r e a t s  of c o n g r e s s i o n a l  a c t i o n  t o  b reak  up t h e  o i l  i n d u s t r y ;  

t h r e a t s  of  e x p r o p r i a t i v e  t a x e s ;  and damage t o  t h e  s e l l e r ' s  p u b l i c  image by 

pol icy-makers  who have a c c e s s  t o  t h e  media.  

I n  S e c t i o n  4 . 1  we deve lop  a  model t o  d e s c r i b e  t h e  p r i c i n g  r e s t r a i n t  t h a t  

dominated pe t ro leum p r o d u c t  p r i c i n g  i n  1979. I n  S e c t i o n  4 .2 ,  we examine s p e c i f i c  

f a c e t s  of  t h a t  model i n  some d e t a i l ,  p a y i n g  s p e c i a l  a t t e n t i o n  t o  t h e  i n t e r a c t i o n s  

t h a t  t i e  t h e  v a r i o u s  components of t h e  model t o g e t h e r .  I n  S e c t i o n  4 .3 ,  we 

summarize t h e  main r e s u l t s  of t h e  model developed i n  4 . 1  and 4 . 2 .  

4 . 1  A Model of t h e  P o l i t i c a l  P r i c i n g  C o n s t r a i n t  

. F i g u r e s  8 and 9 p r o v i d e  a  r e p r e s e n t a t i o n  of t h e  model we b e l i e v e  d e s c r i b e s  

t h e  p r i c i n g  c o n s t r a i n t  a f f e c t i n g  f i r m s  i n  t h e  o i l  i n d u s t r y  d u r i n g  p e r i o d s  of 

wor ld  s u p p l y  c o n s t r i c t i o n .  F i g u r e  8 p r e s e n t s  t h e  e l e m e n t s  of t h i s  model ,  w h i l e  

F i g u r e  9 o f f e r s  a  complementary view i n  f low-char t  form. The l a t t e r  o u t l i n e s  

p r imary  f u n c t i o n a l  t i e s  a s  w e l l  a s  secondary  r e l a t i o n s h i p s ,  b o t h  of  which a r e  

d i s c u s s e d  i n  t h i s  c h a p t e r .  

The d e g r e e  of  induced  r e s t r a i n t  a f i r m  shows i n  i t s  p r i c e  i n c r e a s e  d e c i s i o n  
. . .. - . . .. 



i s  determined by two p r imary  f a c t o r s :  1 )  t h e  f i r m ' s  p o l i t i c a l  v i s i b i l i t y ;  and 

2 )  t h e  amount of  p o l i t i c a l  p r e s s u r e  g e n e r a t e d  a g a i n s t  t h e  i n d u s t r y  a s  a  whole 

and a g a i n s t  t h e  f i r m  i t s e l f .  We propose  t h a t  b o t h  v i s i b i l i t y  and p o l i t i c a l  

p r e s s u r e  a r e  needed t o  c r e a t e  a  genu ine  c o n s t r a i n t  i n  f i r m  p r i c i n g .  E i t h e r  

a l o n e  does  n o t  a p p e a r  s u f f i c i e n t  t o  c a u s e  p r i c e s  t o  d i v e r g e  from t h e i r  e f f i c i e n t  

m a r k e t - c l e a r i n g  l e v e l s .  

The t h i r d  major  e l ement  o f  t h e  model i s  t h e  i n f l u e n c e  of  t h o s e  g roups  who 

c a p i t a l i z e  on a  f i r m ' s  p o t e n t i a l  v i s i b i l i t y  and consumer anger  f o r  t h e i r  own 

g a i n .  These g roups  -- p o l . i t i c i a n s ,  r e g u l a t o r s ,  and t h e  media -- can be  termed 

t h e  " c a t a l y s t s "  of  t h e  o i l  market  They a c t  t o  g i v e  form and d e f i n i t i o n  t o  

bo th  t h e  p o l i t i c a l  p r e s s u r e  f e l t  by t h e  f i r m  and t h e  f i r m ' s  d e g r e e  of p u b l i c  

v i s i b i l i t y .  R e g u l a t o r s  and p o l i t i c i a n s  form t h e  mechanism t h a t  t r a n s l a t e s  

p u b l i c  d i s s a t i s f a c t i o n  (which we term consumer p r e s s u r e )  w i t h  h i g h e r  p r i c e s  

a n d / o r  s h o r t a g e s  i n t o  enac tment  and enforcement  ~ f ' ~ u n . a t i v e  r u l e s ,  r e g u l a t i o n s  

and laws ( p o l i t i c a l  p r e s s u r e ) .  The media i n  t u r n ,  r e a l i z e s  p r i v a t e  g a i n  by 

c a t e r i n g  t o  consumer p r e f e r e n c e s  by molding and c o a l e s c i n g  t h e  p u b l i c ' s  view 

of  i n d i v i d u a l  f i r m s  and t h e  i n d u s t r y  a s  a  whole.  T h i s  t r a n s l a t e s  ben ign  and 

u n d i r e c t e d  consumer a n g e r  i n t o  e f f e c t i v e  consumer p r e s s u r e .  

The c a p i t a l i z a t i o n  t h a t  i s  sough t  by t h e s e  g roups  r e p r e s e n t s  e n t i r e l y  

r a t i o n a l  b e h a v i o r .  These a c t o r s ,  l i k e  any o t h e r s ,  behave i n  t h e  manner t h a t  

b e s t  maximizes t h e i r  own r e t u r n s  g i v e n  t h e i r  p o s i t i o n  i n  r e l a t i o n  t o  market  and 

p o l i t i c a l  c o n d i t i o n s .  No n e g a t i v e  o r  p e r j o r a t i v e  i m p l i c a t i o n s  a r e  a t t a c h e d  

t o  t h e  d e s c r i p t i o n  of t h e  b e h a v i o r  o f  t h e s e  g roups .  Without t h e  b e h a v i o r a l  

t e n d e n c i e s  t h a t  e x i s t  among them, t h e  v a r i o u s  f a c t o r s  which s e r v e  t o  d e t e r m i n e  

. a  f i r m ' s . p u b l i c  v i s i b i l i t y  would remain s imply  innocuous  f a c t s .  Without t h e s e  

c a t a l y s t s ,  f i r m s  would n o t  f e e l  compelled t o  c o n s t r a i n  p r i c e  a s  t h e  p r e s s u r e  o f  

i n d i v i d u a l  consumers would pose  n o . c r e d i b l e  t h r e a t  t o  them. 
5 

A, v a r i e t y  o f  p r imary  f a c t o r s  a f f e c t  the  i n d i v i d u a l  f i r m ' s  v i s i b i l i t y ,  a  
. . 



F i g u r e  8 

A PRICING CONSTRAINT MODEL 

Degree of P r i c i n g  C o n s t r a i n t :  PC 

Where, f  i s  t h e  f i r m ' s  d e c i s i o n  ' 

f u n c t i o n  g i v e n  f i r m  v i s i b i l i t y ,  
V ,  and e f f e c t i v e  consumer p r e s s u r e  
( a l s o  termed p o l i t i c a l  p r e s s u r e ) ,  C .  

1. The P o l i t i c a l  Community 
2 .  R e g u l a t o r s  
3 .  The Media 

d e t e r m i n e  v i s i b i l i t y ,  V ,  and 
p o l i t i c a l  p r e s s u r e ,  C ,  from 
a,, bv . . . and a c ,  bc  .. . 
r e s p e c t i v e l y  : 

Components of V i s i b i l i t y :  V Components of Consumer P r e s s u r e :  C 

a, Firm s i z e  a, R a t e  of p r i c e  i n c r e a s e  

bv A b s o l u t e  p r o f i t s  bc  A b s o l u t e  s i z e  of p r i c e  i n c r e a s e  

cv I n c r e a s e  i n  p r o f i t s  c c  Consumers' s t a t e  of p e r c e p t i o n  

dv P r o f i t  r a t e  ( r a t e  of r e t u r n )  dc  Demand c y c l e  f o r  t h e  p r o d u c t  

ev  A c t i v i t y  i n  t h e  r e g u l a t o r y -  
p o l i t i c a l - p u b l i c  a r e n a  

f v  Type of f i r m ,  e . g . ,  " r e f i n e r "  

NOTE: For  s i m p l i c i t y ,  F i g u r e  8 is .  
d e p i c t e d  f o r  a  "genera l "  f i r m .  
F o r  t h e  f i r m - s p e c i f i c  model,  
s e e  F i g u r e  .. 9. . . 

e c  O r g a n i z a t i o n  of demanders 

f c  P e r c e p t i o n  of s h o r t a g e  

gc Response t o  drawn-out p r i c e  
inc rease .  

hc Secondary r e s p o n s e  t o  f i r m  v i s i b i l i t y  



F i g u r e  9 

FLOWCHART OF PRICING CONSTRAINT MODEL 

Firm i ' s  
P r i c e  C o n s t r a i n t ,  pci1 

I f i ,  f i r m  i ' s  p r i c e  
c o n s t r a i n t  f u n c t i o n  

e f f e c t i v e  consumer p r e s s u r e  
f i r m  i ' s  v i s i b i l i t y ,  vi on f i r m  i, ~i 

NOTE: Firm a t t r i b u t e s  t e n d  t o  be  f i r m  s p e c i f i c .  Some consumer a t t r i b u t e s  
a r e  a p p l i c a b l e  indus t ry -wide ,  f o r  example,  a f  - e& i n  F i g u r e  8 ,  
w h i l e  o t h e r s  may a p p l y  t o  s p e c i f i c  f i r m s ,  a s  f c  - hc.  For  t h e  former  

i j i a  = a  . . . , e  = e j  f o r  a l l  f i r m s  i and j i n  t h e  i n d u s t r y .  
C c ' C C 

I I 

/ \ 
/ 

/ g ,  t h e  c a t a l y s t s '  
\ 
\ 

h ,  t h e  c a t a l y s t s '  
v i s i b i l i t y  f u n c t i o n  consumer p r e s s u r e  

/ \ f u n c t i o n  

& - 
f i r m  i ' s  a t t r i b u f e s  

i 
a t ,  b, ... 

o t t r i b u t e ~  ascribed by 
consumers t o  f i r m  i 

i 
a t ,  bc ... 



p a r t i a l  l i s t  of which i s  g i v e n  i n  F i g u r e  8. C l e a r l y , n o o n e  f a c t o r  d e t e r m i n e s  

t h e  f i r m ' s  o v e r a l l  v i s i b i l i t y  and d i f f e r e n t  components i n  t h e  v i s i b i l i t y  f u n c t i o n ,  

g ,  r e c e i v e  d i f f e r e n t  emphasis f o r  d i f f e r e n t  f i r m s .  The t a s k  of d e t e r m i n i n g  

t h e  a c t u a l  f u n c t i o n a l  form of "g" i n  F i g u r e s  8 and 9 i s  d i f f i c u l t ,  i f  n o t  impos- 

s i b l e ,  g i v e n  t h e  problem of  c o l l i n e a r i t y  t h a t  e x i s t s  among v a r i o u s  components. 

D e s p i t e  t h i s ,  i t  i s  i n s t r u c t i v e  t o  examine t h e  r o l e s  each of t h e s e  components 

can p l a y .  i n  d e t e r m i n i n g  a  f i r m ' s  v i s i b i l i t y .  

The most obv ious  f a c t o r  i n  d e t e r m i n i n g  a  f i r m ' s  p u b l i c  image is  f i r m  s i z e .  

The long  American t r a d i t i o n  of  m i s t r u s t  of  b i g n e s s  i n  economic a f f a i r s  p r o v i d e s  

an  e f f e c t i v e  theme f o r  t h e  p r e s s u r e  c a t a l y s t s .  A second f a c t o r  d e t e r m i n i n g  

v i s i b i l i t y  i s  f i r m  p r o f i t a b i l i t y .  D i f f e r e n t  measures  of p r o f i t a b i l i t y  a r e  used 

by t h e  c a t a l y s t s ,  depending on which w i l l  have t h e  most  impact  i n  any g i v e n  s i t u -  

a t i o n .  The amount of exposure  t h e  f i r m  h a s  i n  p u b l i c  h e a r i n g s  of v a r i o u s  t y p e s ,  
I 
I 

a s  w e l l  a s  t h e  f i r m ' s  a d v e r t i s i n g  a c t i v i t y ,  a l s o  have a n  e f f e c t  on t h e  d e g r e e  
I 

of v i s i b i l i t y  e x p e r i e n c e d  by a  f.irm. Note t h a t  t h i s  exposure  may d e p i c t  t h e  
I 

f ikm i n  a  p o s i t i v e  o r  n e g a t i v e  l i g h t ;  however,  wha tever  t h e  o r i g i n a l  s i t u a t i o n ,  

t h e  v i s i b i l i t y  i s  i n c r e a s e d .  L a s t ,  t h e  t y p e  of f i r m  and i t s  s c o p e  of a c t i v i t i e s  

may a f f e c t  i t s  v i s i b i l i t y ;  companies w i t h  r e t a i l  o u t l e t s ,  f o r  example,  a r e  l i k e l y  

t o  be  more v i s i b l e  t h a n  companies t h a t  o n l y  s e l l  c r u d e  o i l .  

I n  c o n t r a s t  w i t h  f i r m  v i s i b i l i t y ,  t h e  amount of p o l i t i c a l  p r e s s u r e  emanat ing 

from t h e  consumer s i d e  p r o b a b l y  a r i s e s  p r i m a r i l y  a s  p r e s s u r e  a p p l i e d  t o  t h e  

i n d u s t r y  a s  a  whole  and o n l y  s e c o n d a r i l y  a s  p r e s s u r e  a p p l i e d  a g a i n s t  s p e c i f i c  

f i r m s .  The major  f a c t o r  t h a t  c o n t r i b u t e s  t o  i n c r e a s e d  consumer p r e s s u r e  and ,  

t h u s ,  t o  i n c r e a s e d  p o l i t i c a l  p r e s s u r e  i s ,  u n d e r s t a n d a b l y ,  h i g h e r  p r i c e s  f o r  
' 

t h e  p r o d u c t .  P u b l i c  d i s c o n t e n t  i s  a l s o  g r e a t e r  i n  t h e  f a c e  of p r i c e  i n c r e a s e s  

when t h e  demand f o r  t h e  p r o d u c t  i s  h i g h :  h e a t i n g  o i l  p r i c e  i n c r e a s e s  i n  mid- 

summer g e n e r a t e  less a n g e r  t h a n  e q u i v a l e n t  i n c r e a s e s  . i n  midwin te r .  Fur the rmore ,  

i f  demanders a r e  we l l -o rgan ized ,  t h e y  can more e a s i l y  o b t a i n  t h e  a t t e n t i o n  o f  

.li..l,. I,.. .. . . ...... j. .,,. .<.1 . i,"l,. , , ,, . .. ... ( - ... L 1 ,  . . .< .. . , . . . . , . . . , ,:. . r .  .,,,. :..... .. . . , ,.,. :,; ..,. ( ' .  I.".: , - ,, ,. . ,-..-- ..-, .. ,-.,,. . .. .... . . ...... . c .  .... ' . ..,. ' .  " .'.. ... ". ;,. . .'.... "":.r.'.:"... '.. ' . . "  - ' -. . .. .. ; . . : :. 



t h e  p o l i t i c i a n s ,  r e g u l a t o r s ,  o r  media .  Consumers' p e r c e p t i o n  of what i s  normal 

and abnormal i n  t h e  market  i n  such  m a t t e r s  a s  p r i c i n g  a l s o  de te rmines  t h e  p r e s s u r e  

consumers e x e r t ;  and i t  i s  i m p o r t a n t  t o  n o t e  t h e s e  p e r c e p t i o n s  may e a s i l y  

change w i t h  t i m e .  For  i n s t a n c e ,  cons.umer a n g e r  w i l l  t end  t o  be  g r e a t e r  o v e r  

i n i t i a l  p r i c e  i n c r e a s e s  t h a n  o v e r  s i m i l a r  i n c r e a s e s  which occur  a f t e r  a  p r i c e -  

i n c r e a s e  t r e n d  h a s  been e s t a b l i s h e d .  On t h e  o t h e r  hand,  consumers may i n c r e a s e  

t h e i r  d i s s a t i s f a c t i o n  i f  p r i c e s  a r e  s t i l l  r i s i n g  l o n g  a f t e r  t h e  r e a l  o r  pe r -  

ce ived  c a u s e  of  t h e  p r i c e  r i s e  h a s  c e a s e d .  T h i s  c a t c h e s  f i r m s  which l agged  

p r i c e s  d u r i n g  t h e  d i s r u p t i o n  i n  a b i n d ,  f o r  w h i l e  t h e i r  p r i c e  l a g g i n g  s t r a t e g y  

made them l e s s  s u s c e p t i b l e  t o  p u b l i c  a t t a c k  d u r i n g  t h e  d i s r u p t i o n ,  they  t h e n  

must  c o n t i n u e  r a i s i n g  p r i c e s  i n  o r d e r  t o  c a t c h  up. F u r t h e r ,  p r e s s u r e  a g a i n s t  

t h e  i n d u s t r y  o r  a  fkrm i s  l i k e l y  t o ' i n c r e a s e  i n  r e s p o n s e  t o  e i t h e r  p o l i t i c a l  

o r  media-based r e p o r t s  about  t h e  i n d u s t r y  o r  t h e  f i r m  t h a t  i n c r e a s e  v i s i b i l i t y .  

F i n a l l y ,  consumer p r e s s u r e  w i l l  b e  i n c r e a s e d  by s h o r t a g e s :  s h o r t a g e s  n e c e s s a r i l y  

imply consumer-borne shadow p r i c e s  i n  e x c e s s  uL quoted  p r i c e s .  

4.2 D e s c r i p t i o n  of P r i c i n g  C o n s t r a i n t  F a c t o r s  

I n  t h i s  s e c t i o n ,  we d i s c u s s  i n  more d e t a i l  t h e  p r i c i n g  c o n s t r a i n t  model 

o u t l i n e d  above.  Each component of t h e  model i s  d e s c r i b e d ,  and i t s  t i e s  t o  

o t h e r  p a r t s  of  t h e  model a r e  i n t r o d u c e d .  Examples a r e  drawn from t h e  market  

t u r m o i l  of  1979 t o  i l l u m i n a t e  t h e  t h e o r y .  

The v a r i o u s  components a r e  d i s c u s s e d  s e q u e n t i a l l y .  However, i t  i s  impor- 

t a n t  t o  keep i n  mind t h e  manner i n  which any s p e c i f i c  p a r t  of t h e  model i n t e r a c t s  

w i t h  t h e  r e s t .  I n  S e c t i o n  4 . 2 . 1  we d i s c u s s  t h e  t o p  end of  t h e  model., t h e  

p i i c i n g  c o n ~ t r a i n t  i t se l f  (deno ted  f . i n  F i g u r e s  8 and 9 ) .  .We a l s o  p r e s e n t  f i r m  

s p e c i f i c  d a t a  showing t h e  u l t i m a t e  r e s u l t  of  t h e  p r i c i n g  c o n s t r a i n t  d u r i n g  

1979. T h i s  d a t a  i s  d i s c u s s e d  i n  d e t a i l  i n  subsequen t  s e c t i o n s .  Next ,  i n  

S e c t i o n  4 .2 .2 ,  we d i s c u s s  t h e  c r u c i a l  r o l e  t h e  c a t a l y s t s  p l a y  i n  t h i s  marke t .  
. . .. . 



T h e i r  r o l e  i s  i m p o r t a n t  b e c a u s e ,  i n  o u r  t e r m i n o l o g y ,  t h e y  t u r n  consumer p r e s s u r e  

i n t o  c r e d i b l e  p o l i t i c a l  p r e s s u r e .  S e c t i o n  4 . 2 . 3  examines t h e  f i r m ' s  s i d e  of 

t h e  marke t ;  s p e c i f i c a l l y ,  t h e  components and i n t e r a c t i o n s  t h a t  l e a d  t o  a  f i r m ' s  

v i s i b i l i t y .  S e c t i o n  4.2.4 p r e s e n t s  a n  a n a l y s i s  of consumer p r e s s u r e  and t h e  

v a r i o u s  components t h a t  compr i se  i t .  F i n a l l y ,  i n s i g h t s  i n t o  t h e  p r i c i n g  con- 

s t r a i n t s  f e l t  i n  p r i c e - c o n t r o l l e d  m a r k e t s  a r e  o f f e r e d  i n  S e c t i o n  4 .2 .5 .  

4 . 2 . 1  The P r i c i n g  C o n s t r a i n t  

We may view t h e  f i r m ' s  p r i c i n g  d e c i s i o n  f u n c t i o n  (denoted f  i n  F i g u r e s  

8 and 9 )  a s  t h e  f i r m ' s  p r o f i t  maximizing d e c i s i o n ,  c o n s t r a i n e d  by a  p r o b a b i l i t y  

of u n d e s i r e d  p o l i t i c a l  consequences .  The f i r m  e s s e n t i a l l y  makes i t s  p r i c e  l a g  

d e c i s i o n  based on a  r i s k  a n a l y s i s  of a l t e r n a t i v e  p r i c e  c o n s t r a i n t  s c e n a r i o s .  

The f i r m  c a l c u l a t e s  t h e  o p t i m a l  t r a d e o f f  between t h e  i n c r e a s e d  p r o f i t s  and t h e  

i n c r e a s e d  r i s k  of  r e g u l a t o r y  r e t r i b u t i o n ,  b o t h  of which become g r e a t e r  t h e  h i g h e r  

t h e  f i r m  r a i s e s  i t s  p r i c e s .  

It i s  i m p o r t a n t  t o  n o t e  t h a t  t h e  v i s i b i l i t y  and p o l i t i c a l  p r e s s u r e  components 

of  t h e  p r i c e  c o n s t r a i n t  f u n c t i o n  e n t e r  i n  a n  e s s e n t i a l l y  m u l t i p l i c a t i v e  f a s h i o n .  

E i t h e r  component on i t s  'own i s  g e n e r a l l y  n o t  s u f f i c i e n t  t o  c o n s t r a i n  e f f e c t i v e l y  

a  f i r m ' s  p r i c e s .  I f  a  f i r m  p e r c e i v e s  i t s  p u b l i c  v i s i b i l i t y  as minimal ,  t h e n  

p o l i t i c a l  t h r e a t s  have l e s s  c r e d i b i l i t y  -- p o l i t i c a l  t h r e a t s  ho ld  r e t u r n s  f o r  

p o l i t i c i a n s  o r  r e g u l a t o r s  o n l y  when t h e y  c a t e r  t o  some p u b l i c  demand. I n  t h e  

p r e s e n c e  of low v i s i b i l i t y ,  t h e  f i r m  a c t s  a s  a n  e f f e c t i v e  f r e e  r i d e r .  I n  

o t h e r  words,  a  f i r m  w i t h  low v i s i b i l i t y  d e p e n d s ' o n  t h e  p r i c e  l a g g i n g  behav io r .  

of  h i g h  v i s i b i l i t y  f i r m s  t o  s h i e l d  i t  from r e t r i b u t o r y  a c t i o n s  t h a t  i t  would 

o t h e r w i s e  r i s k  from i t s  d e c i s i o n  n o t  t o  l a g  p r i c e s .  Converse ly ,  i f  a  f i r m  per -  

c e i v e s  t h a t  p o l i t i c a l  p r e s s u r e  i s  n i l ,  t h a t  i s ,  i f  v i s i b i l i t y  does  n o t  i n d u c e  

c r e d i b l e  t h r e a t s  from t h e  community o r  r e g u l a t o r s ,  t h e n  i t  w i l l  n o t  

f e e l  compel led  t o  l a g  p r i c e s .  



The p r i c e  r e s p o n s e  t h a t  we would e x p e c t  from o i l  companies d u r i n g  t imes  

of s t e e p l y  i n c r e a s i n g  world  o i l  p r i c e s ,  g i v e n  t h e  g o a l  of  e s t a b l i s h i n g  t h e  

optimum t r a d e o f f  between maximizing s h o r t - t e r m  p r o f i t s  and minimizing t h e  pro- 

b a b i l i t y  of  r e g u l a t o r y  r e t r i b u t i o n ,  i s  t o  l a g  p r i c e s  i n  o i l  p r o d u c t s .  T h i s  

l a g  s e r v e s  a s  a  b u f f e r  between t h e  wor ld  o i l  market  and t h e  American oil-consuming 

p u b l i c .  The amount and d u r a t i o n  of p r i c e - l a g  cou ld  be  e x p e c t e d  t o  b e  dependent  

upon t h e  s i z e  of  t h e  wor ld  o i l  m a r k e t ' s  p r i c e  i n c r e a s e  and t h e  l e n g t h  of t h e  

p e r i o d  o v e r  which t h e  i n c r e a s e  t a k e s  p l a c e .  

Tables 5 and  6 above show t h e  p r i c i n g  t r e n d s  of ma jor  r e f i n e r s  and . indepen-  

d e n t  s e l l e r s  o f  d i s t i l l a t e  d u r i n g  1978 and 1979. T a b l e  1 0  p r e s e n t s  f u r t h e r  

breakdowns of p r i c e  d a t a  among major  r e f i n e r s .  Again,  r e l a t i v e  t o  a n  e f f i c i e n t  

s p o t  norm, s i g n i f i c a n t  l a g s  a r e  shown. T a b l e  11 o f f e r s  t h e  s i z e  s t a t i s t i c s  

f o r  t h e  f i r m s  p r e s e n t e d  i n  Tab le  10 .  These t a b l e s ,  a s  w e l l  a s  T a b l e s  5 and 6 ,  

p r o v i d e  a  s u f f i c i e n t l y  d e t a i l e d  p e r s p e c t i v e  on p r i c i n g  t r e n d s  w i t h i n  t h e  i n d u s t r y  

t o  a l l o w  d e t a i l e d  examina t ion  of t h e  f a c e t s  of  t h e  p r i c i n g  c o n s t r a i n t ,  where i t  

o r i g i n a t e s ,  and how i t  o p e r a t e s .  These e x a m i n a t i o n s  a r e  p r e s e n t e d  i n  S e c t i o n s  

4 . 2 . 2  t h r o u g h  4 . 2 . 5  u t i l i z i n g  t h e  d a t a  p r e s e n t e d  i n  t h e s e  t a b l e s .  

4 . 2 . 2  The C a t a l y s t s  

Three  g r o u p s ,  which a r e  a c t o r s  i n  t h e  p o l i t i c a l  m a r k e t p l a c e ,  c o n s t i t u t e  

t h e  c a t a l y s t s  between consumer a n g e r  o v e r  h i g h e r  p r i c e s  and t h e  p r i c i n g  a c t i o n s  

of f i r m s .  Without  t h e  p r e s e n c e  and obse rved  a c t i v i t y  p a t t e r n s  of t h e s e  g r o u p s ,  

p u b l i c  a n g e r  o v e r  p r i c e  i n c r e a s e s  might  n o t  b e  focussed  on o i l  companies a t  a l l ,  

and c e r t a i n l y  would have few i f  any t a n g i b l e  e f f e c t s  on o i l  p r i c e  d e c i s i o n s ,  

however i n t e n s e  t h a t  a n g e r  might  become. Of t h e  t h r e e  g r o u p s ,  two c o n s t i t u t e  

t h e  mechan ica l  l i n k  between p u b l i c  a n g e r  and h i g h e r  p r i c e s .  These are t h e  

p o l i t i c a l  and r e g u l a t o r y  communities.  The t h i r d  group -- t h e  media -- per fo rms  

t h e  c r u c i a l  f u n c t i o n s  of l i n k i n g  p r i c e s  i n c r e a s e s  t o  f i r m  r e s p o n s i b i l i t y  and o f  



T a b l e  1 0  

POSTED WHOLESALE PRICES 
/I2 OIL, NEW YORK CITY, 

I ( 4  o b s e r v a t i o n s  p e r  month) 
~ 

1978 . . 
~. 

Month Exxon Mobil Sunoco Amo co C i t g o  

January  36.50 37.00 37.05 --- 36.85 

36.50 37.00 37.05 --- 36.85 

36.50 37.00 37.05 --- 36.86 

February 

March 36.00 36.50 36.55 --- 35.85 

36.00 36.00 36.55 --- 35.85 

36.00 36.00 36.55 --- 35.85 

36.00 36.50 36.55 --- 35.85 

A p r i l  

J u n e  36.00 36.50 36.55 --- 36.50 



TABLE 10 ( c o n t i n u e d )  

1978  
Month Exxon Mobil Sunoco Amoco . C i  t g o  

J u l y  36 .00  36 .50  36.55 -- - 36.50  

36 .00  36 .50  36.55 --- 36.85 

36 .00  36 .50  36.55 --- 36.85 

36 .00  36.50 36.55 --- 36.85  

August 

- ~ 

September 

October  

November 

- - - - - - - . - - - .  

December 38.50  40 .20  40.70 --- 40.45  

38 .50  40 .20  40 .70  --- 30.45 

39 .20  40 .80  40.70 --- 40.45 

39 .20  40 .80  40 .70  --- 40.45 



TABLE 10 (cont inued)  

1979 

Month Exxon Mobil Sunoco Amoco Ci tgo  

January 39.20 40.80 40.70 --- 40.45 

39.20 40.80 40.70 --- 41.45 

39.20 40.80 40.70 --- 
I .  

41.45 

40.00 41.30 40.70 --- 41.45 

February 

March 41.50 44.80 45.50 --- 45.25 

44.00 45.80 46.65 46 .'lo 45.40 

44.00 45.80 46.65 46.10 45.40 

44.00 46.80 47.90 46.70 45.40 

A p r i l  

May 47.50 47.80 51.40 50.55 50.16 
I 47.50 48.80 52.40 50.55 51.65 

49.50 48.80 52.40 50.55 50.60 

1 50.50 48.80 51.25 51.80 53.35 

i June 51.50 49.80 60.00 58.10 60.40 

57.50 55.80 60.00 60.10 62.40 

57.50 58.30 60.00 60.10 62.40 

1 57.50 57.30 58.85 59.25 59.35 



TABLE 1 0  (continued) 

.Month Exxon Mobil Sunoco Amoco Citgo 

July 54 .50  5 3 . 8 0  60 .00  58 .10  6 0 . 4 0  

5 7 . 5 0  55 .80  60 .00  60 .10  62 .40  

5 7 . 5 0  58 .30  6 0 . 0 0  60 .10  62 .40  
. .  . 

5 7 . 5 0  57 .30  58 .85  59 .25  59 .35  

August 

- - 

September 

October 6 2 . 5 0  64 .80  6 8 . 5 0  69 .40  72 .90  

Novembe r 62 .50  6 4 . 8 0  68 .50  6 9 . 4 0  72.90 

62 .50  64 .80  6 8 . 5 0  69 .40  69 .90  

6 2 . 5 0  64 .80  68 .50  69 .40  69 .90  

62 .50  6 4 . 8 0  6 8 . 5 0  6 9 . 4 0  6 9 . 9 0  

December 62 .50  6 4 . 8 0  68 .50  69 .40  70 .72  

62 .50  . 6 4 . 8 0  69 .50  69 .40  70 .72  

I 
! SOURCE: Oil Buyers Guide, East Cost Terminal Price Summary, January 1978-  

I December 1 9 7 9 .  Petroleum Publications, Lakewood, New Jersey. 



Table  11 

Firm 

Exxon 

Mobil 

Amncn* 

Sunoco 

C i t g o  *;'; 

COMPARISON OF FIRM SIZE TO 
AVERAGE 1979 DISTILLATE PRICING PATTERNS 

Size-Volume F o r t u n e  500 
of S a l e s  Rank A l l  

($000) U .  S. I n d u s t r i e s  

O r d i n a l  
S i z e  Rank 
I n  Sample 

O r d i n a l  Rank 
'Average of Average 
1979 P r i c e  P r i c e  f o r  Sample 

* ~ t ' a n d a r d  O i l  of I n d i a n a  

** C i t i e s  S e r v i c e  

Methodology f o r  P r i c c ~ :  R e f i n e r s  a v e r a g e  pos ted  p r i c e s  by week were averaged t o  
o b t a i n  an e s t i m a t e d  a v e r a g e  1979 p r i c e .  P r i c e  s e r i e s  used f o r  a v e r a g i n g  i s  d i s -  
p layed i n  T a b l e  10,  and b e g i n s  w i t h  t h e  second March o b s e r v a t i o n ,  a s  t h e  d a t a  
s e r i e s  a c r o s s  r e f i n e r s  a r e  incomple te  p r i o r  t o  t h i s  d a t e .  

SOURCES: For tune  Magazine, May 5 ,  1980 
O i l  Buyers Guide,  March - December, 1979 
P r i c e  d a t a  from Table  1 0  



provid ing  a  forum through which t h e  o rgan ize r s  of consumer i n t e r e s t  groups 

opera te .  

4 .2 .2 .1  The Media 

The media p l ays  t h e  primary r o l e  i n  d i ssemina t ing  information t o  t h e  

p u b l i c  about  t h e  opera t ion  of o i l  markets .  For t h e  purpose of t h e  model of 

p o l i t i c a l  p r e s su re  examined he re ,  i t  i s  t h e  manner i n  which t h e  news media 

r e p o r t s  o i l  p r i c e  s t c r i e s  t h a t  c r e a t e s  t h e  l i n k  between o i l  p r i c e  i n c r e a s e s  and 

o i l  1ndus~r .y  c u l p a b i l i t y .  Without a t t r i b l i t i n n  by t h e  media, t h e  o i l  p r i c e  

i n c r e a s e  news of 1979, f o r  i n s t a n c e ,  might have had no major American v i l l a i n s  

i n  t h e  p u b l i c  percept ion .  It appears  t h a t  t h e  media can c a p i t a l i z e  on t h e  

p u b l i c ' s  r ead ines s  t o  blame U.S. o i l  companies f o r  i nc reased  p r i c e s  by c a l l i n g  

a t t e n t i o n  t o  t h e  o i l  market s i t u a t i o n  wi thout  p rovid ing  reasoned judgments 

r ega rd ing  t h e  causes  of U .  S .  o i l  i n d u s t r y  a c t i o n s .  Accurate  r e p r e s e n t a t i o n s  

of t h e  market cond i t i ons  which lead  t o  r e s u l t s  such a s  p r i c e  and p r o f i t  i n c r e a s e s  

a r e  o f t e n  e c l i p s e d  by t h e  a t t e n t i o n  focussed on t h e  r e s u l t s  themselves.  Repeated 

media demands f o r  " j u s t i f i c a t i o n "  by o i l  company execu t ives  f o r  p r i c e  and p r o f i t  

i n c r e a s e s  b e l i e s  a  tendency f o r  a  "good guy/bad guy" vie.w of economic even t s ,  

a s  w e l l  a s  a  p r e suppos i t i on  of c a u s a l i t y ,  i f  n o t  c u l p a b i l i t y .  

News media behavior  appears  t o  r e f l e c t  t h e  i n t e r a c t i o n  of t h r e e  f a c t o r s .  

F i r s t ,  and most impor t an t ly ,  i t  i s  c l e a r  t h a t  t h e  news media have economic 

i n c e n t i v e s  t o  c a t e r  t o  t h e  en te r ta inment  v a l u e  i n h e r e n t  i n  a  news i t em t h a t  

a f f e c t s  such a  v a s t  number of Americans. They appear  t o  p l ay  o i l  market d i s t u r -  

bance s t o r i e s  i n  such a  manner a s  t o  c a p i t a l i z e  on consumer demand f o r  drama 

and m o r a l i t y  p lays .  S ince  d i s p a s s i o n a t e  and d e t a i l e d  in format ion  on t h e  t r u e  

n a t u r e  of o i l  p r i c e  i n c r e a s e s  i s  of l i t t l e  u se  t o  t h e  t y p i c a l  consumer, media 

f i r m s  which provide  such  informat ion  a r e  l i k e l y  t o  be  a t  a  d i sadvantage  i n  t h e  

competi t ion f o r  audience.  Second, t h e  market s e rved  by most media f i r m s ,  
. . . . . ,  



p a r t i c u l a r l y  t e l e v i s i o n  f i rms  i s  a  market of consumers. Consequently,  media 

f i rms  w i t h  a  consumerist  approach a r e  o f t e n  a t  a  compet i t ive  advantage. Th i rd ,  

because consumerism s e l l s  i n  t h e  media marketplace,  t h e  news a n a l y s t s  most l i k e l y  

t o  prosper  a r e  o f t e n  t hose  t h a t  a r e  motivated by genuine pro-consumer s en t imen t s  

and t h a t  possess  many of t h e  same misunderstandings of t h e  n a t u r e  of economic 

behavior  as  consumers themselves,  e . g . ,  b e l i e v i n g  t h a t  U.S. o i l  companies can 

somehow be  "forced" t o  lower p r i c e s  wi thout  damage t o  t h e i r  i n d u s t r y  o r  t o  t h e  

economy a s  a  whole. Note t h a t  a l l  of t h e s e  conc lus ions  about  media behavior  f low 

d i r e c t l y  from economic i n c e n t i v e s  and i n  no way imp inge . the  motives  of media f i rms .  

4.2.2.2 The P o l i t i c a l  Community 

Among p o l i t i c i a n s ,  t h e r e  appears  t o  be  a  pe r f e r ence  f o r  g r adua l  i n c r e a s e s  

I i n  o i l  p r i c e  l e v e l s .  Gradual i n c r e a s e s  c a r r y  l e s s  p o l i t i c a l  f a l l o u t .  Indeed, 

g radua t ion  i n  o i l  p r i c e  changes has  been a  key p a r t ,  i f  n o t  t h e  corners tone ,  

of f e d e r a l  energy po l i cy '  s i n c e  Phase I1 of t h e  Nixon .Adminis t ra t ion ' s  p r i c e  

6 c o n t r o l  program. Gradualism, moreover, i s  c o n s i s t e n t  w i t h  economic models 

of p o l i t i c a l  behavior .  7  

The n a t u r e  of t h e  American p o l i t i c a l  marketplace i s  such t h a t  t h e  p o l i t i -  

I c i a n  must remain t o  some s i g n i f i c a n t  e x t e n t  respons ive  t o  c o n s t i t u e n t s  i n  o r d e r  

t o  remain i n  o f f i c e .  Thus, a s  a c t o r s  i n  t h e  p o l i t i c a l  p roces s ,  p o l i t i c i a n s  

must be  q u i t e  respons ive  t o  t h e  widespread p u b l i c  d i s c o n t e n t  w i th  t h e  U.S. 

1 o i l  i n d u s t r y  -- d i s c o n t e n t  t h a t  i s  he ightened  dur ing  p e r i o d s . o f  r a p i d  p r i c e  

1 i nc rease .  The o i l  companies have demonstrably had much t o  f e a r  from t h e  pol i t . -  

~ i c a l . ' .  r e s u l t s  of an i l l - in formed and angry American publ ic .  Beginning w i t h  

1 t h e  EPAA p r i c e  and a l l o c a t i o n  c o n t r o l  framework i n  1973, a  long l i s t  of regu- 

l a t o r y  and l e g i s l a t i v e  e f f o r t s  ha s  been.aimed a t  t h e  i n d u s t r y  i n  response  

t o  h ighe r  petroleum product  p r i c e s .  I n  a d d i t i o n  t o  EPAA, EPCA, and ECPA, 

i n i t i a t i v e s  and t h r e a t s  which have emanated from Congress and t h e  execu t ive  



branch o v e r  t h e  p a s t  s e v e r a l  y e a r s  i n c l u d e :  

R e g u l a t i o n  of h e r e t o f o r e  u n r e g u l a t e d  s e c t o r s  of and a c t i v i t i e s  
i n  t h e  i n d u s t r y  (such a s  t h e  p r o p o s a l s  f o r  c o n t r o l l i n g  r e f i n e r y  
p r o d u c t i o n  l e v e l s  and y i e l d s  which were made by DOE i n  1979) . 8  

R e c o n t r o l  of d e c o n t r o l l e d  p r o d u c t s  (such a s  d i s t i l l a t e ,  a s  
was proposed i n  1979)? 

~ i g h t e n i n ~  of e x i s t i n g  c o n t r o l s  (,such as t h e  p r o p o s a l s  f o r  t h e  
e l i m i n a t i o n  of c o s t  banks i n  g a s o l i n e  which were  made i n  Congress 
and DOE i n  1979) .  lo 

Vigorous  p r o s e c u t i o n  f o r  " v i o l a t i o n s "  of a r c a n e  r e g u l a t i o n s  
( such  a s  stepped-up p r o s e c u t i o n  f o r  "price-gouging" i n  
c o n t r o l l e d  p r o d u c t s ) .  l1 

T h r e a t s  of c o n g r e s s i o n a l  a c t i o n  t o  l e g i s l a t e  a l t e r a t i o n s  i n  
t h e  c o r p o r a t e  s t r u c t u r e  of o i l  i n d u s t r y  (such a s  t h e  v e r t i c a l  
and h o r i z o n t a l  d i v e s t i t u r e  l e g i s l a t i o n  t h a t  h a s  been i n t r o -  
duced i n  s e v e r a l  post-1973 Congresses ) .  l2 : 

a T h r e a t s  of l e g i s l a t i v e  r e s t r i c t i o n  on t h e  f u t u r e  s t r u c t u r a l  
c h a r a c t e r i s t i c s  o r  b e h a v i o r  of f i r m s  i n  t h e  o i l  i n d u s t r y  (such 
a s  l e g i s l a t i o n  i n t r o d u c e d  i n  1978 and 1979 t o  p r e v e n t  U.S. 
o i l  companies from p a r t i c i p a t i n g  i n  t h e  development of non- 
o i l  energy s o u r c e s ) .  1 3  

C l e a r l y ,  t h i s  p a r t i a l  l i s t  of t h r e a t s  t o  t h e  o i l  i n d u s t r y ' s  wel l -being 

h a s  been s u f f i c i e n t  t o  induce  i n d u s t r y  a c t o r s  -- a t  l e a s t ,  t h o s e  h i g h l y  v i s i b l e  

ones -- t o  t a k e  a c t i o n s  t o  a v e r t  t h e s e  o r  o t h e r  similar measures .  Given 

t h e i r  c a u s e ,  p o l i t i c a l  t h r e a t s  a r e  b e s t  d i s s i p a t e d  through p r i c i n g  p a t t e r n s  I 

des igned  t o  minimize  p u b l i c  a n g e r  d u r i n g  t i m e s  of s h a r p  world o i l  p r i c e  i n c r e a s e s .  

4.2.2.3 The'  R e g u l a t o r s  

.The r e g u l a t o r  can be  viewed a s  t h e  a g e n t  charged w i t h  c a r r y i n g  o u t  t h e  broad 

p o l i c y  g o a l s  l a i d  o u t  by t h e  p o l i t i c i a n s .  I n  t h i s  t a s k ,  t h e  r e g u l a t o r  h a s  consid- 

e r a b l e  . d i s c r e t i o n .  I n  f a c t ,  t h e r e  a r e  s e v e r a l  i n i t i a t i v e s  a  r e g u l a t o r  may 

t a k e  which a id  t h e  p o l i t i c i a n  i n  t h e  r e s t r a i n i n g  of o i l  p r i c e  i n c r e a s e s ,  of 

which two predominate .  F i r s t ,  t h e  r e g u l a t o r  h a s  an  ongoing i n t e r a c t i o n  w i t h  

f i r m s  i n  t h e  o i l  i n d u s t r y .  As a consequence,  r e g u l a t o r s  ~ f t e l i  p o s s e s s  i n f o r -  



i n  deve lop ing  a n t i - i n d u s t r y  t h r e a t s .  Second, t h e  e f f e c t i v e n e s s  of any p o l i c y  

i n i t i a t i v e  i s  i n  l a r g e  p a r t  due t o  t h e  z e a l  of r e g u l a t o r y  implementat ion.  

For  i n s t a n c e ,  t h e  i n c r e a s e d  i n c i d e n c e  of "overcharge" p r o s e c u t i o n  by DOE i n  

1979 was a  f u n c t i o n  of r e g u l a t o r y  e f f o r t  r a t h e r  t h a n  of p o l i c y  making. 
1 4  

Thus, 

by p r o v i d i n g  i n f o r m a t i o n  t o  t h e  p o l i t i c a l  community and i n c r e a s i n g  o r  d e c r e a s i n g  

t h e  v i g o r  'of r e g u l a t o r y  enforcement ,  t h e  r e g u l a t o r y  community can have a  s t r o n g  

impact upon t h e . c r e d i b i l i t y  of t h e  p o l i t i c a l  t h r e a t .  T h i s  imbues t h e  r e g u l a t o r s  

w i t h  some power i n  d e t e r m i n i n g  t h e  e f f e c t i v e n e s s  o f . p o l i t i c i a n s l  t h r e a t s ,  and 

thus wi th  s u b s t a n t i a l  o p p o r t u n i t y  t o  maximize h i s  o r  h e r  p e r s o n a l  c a p i t a l  i n  

t h e  p r o c e s s .  

4.2.2.4 P r i c e  G u i d e l i n e s  of t h e  P r e s i d e n t ' s  Counci l  on Wage and P r i c e  S t a b i l i t y :  
A Case Study of t h e  C a t a l y s t s  i n  Ac t ion .  

Many p o l i c y  makers,  b u s i n e s s  a n a l y s t s ,  and economis t s  have expressed  t h e  

s t r o n g  b e l i e f  t h a t  t h e  major  i n t e r f e r e n c e  w i t h  f ree-market  p r i c i n g  p a t t e r n s  i n  

o i l  marke t s  d u r i n g  1979 stemmed from t h e  c o n s t r a i n t s  on p r i c e  i n c r e a s e s  embodied 

i n  t h e  g u i d e l i n e s  s e t  f o r t h  by t h e  P r e s i d e n t ' s  Counci l  of Wage and P r i c e  S t a b i l i t y  

(COWPS). S e v e r a l  economists  (.e.g., J a c o b s ,  1980) have ana lyzed  t h e  COWPS 

g u i d e l i n e s  and r e l a t e d  them t o  1979 o i l  p r i c i n g  p a t t e r n s  i n  some d e t a i l ;  t h e  

c o n c l u s i o n  h a s  been t h a t  t h e  g u i d e l i n e s  have accounted f o r  many of t h e  odd 

and o t h e r w i s e  u n e x p l a i n a b l e  r e l a t i o n s h i p s  between p r i c e s  i n  d i f f e r e n t  p r o d u c t s .  
1 5  

What remains  i s  t o  examine how t h e  COWS g u i d e l i n e s  f i t  i n t o  a p o l i t i c a l  p r e s s u r e  

t h e o r y  of market  p r i c i n g .  

To u n d e r s t a n d  t h e  r e l a t i o n s h i p  between COWS and o u r  p o l i t i c a l  p r e s s u r e  

t h e o r y ,  i t  i s  n e c e s s a r y  t o  examine why COWS s e r v e d  as a c o n s t r a i n t  i n  t h e  

market  a t  a l l .  For  what is  remarkab le  abou t  t h e  g u i d e l i n e s  -- p a r t i c u l a r l y  

r e g a r d i n g  o u r  t h e o r y  -- is  t h a t  t h e y  had s i g n i f i c a n t  e f f e c t ,  g iven  t h e i r  

v o l u n t a r y  n a t u r e .  Apparen t ly  t h e  outgrowth of a p o l i t i c a l  g o a l  t o  dampen 

p r i c e  i n c r e a s e s ,  t h e  C o u n c i l ' s  g u i d e l i n e s  d i d  n o t  c o n s t i t u t e  l e g a l l y  b i n d i n g  
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r e g u l a t i o n s .  C e r t a i n  p e n a l t i e s  ensued i f  t h e y  were  v i d l a t e d ,  b u t  v i o l a t i o n  

I : 
d i d  n o t  r e s u l t  i n  t h e  s o r t  of c r i m i n a l  p e n a l t i e s  t h a t  s tem,  f o r  example, from 

v i o l a t i n g  EPAA p r i c e  c o n t r o l  g u i d e l i n e s .  It  was t h e  n a t u r e  of t h e  p e r c e i v e d  

v i o l a t i o n  p e n a l t i e s  under  COWS t h a t  r e n d e r  t h e  g u i d e l i n e s  s o  p e r t i n e n t  t o  

our  theory .  

I V i o l a t i o n  of COWS g u i d e l i n e s  b rought  on ly  one s t a t u t o r y  p e n a l t y :  t h e  

Counci l  could  recommend t o  t h e  F e d e r a l  O f f i c e  of Procurements  t h a t  t h e  v i o l a t o r  

b e  den ied  new f e d e r a l  c o n t r a c t s  i n  e x c e s s  of $5 m i l l i o n  ( t h e r e  was no r e t r o -  

a c t i v e  a u t h o r i t y  over  t h e s e  c o n t r a c t s ,  o n l y  t h e  p e r o g a t i v e  t o  recommend t h e :  d i s -  

16 
m i s s a l  of new awards) .  T h i s  a u t h o r i t y  -- e x e r c i s e d  on ly  a  coup le  of t imes  i n  

197% -- was minimal i n  scope o v e r a l l .  According t o  t h e  O f f i c e  of Procurements ,  n.0 

c o n t r a c t s  were  den ied  d u r i n g  1979 on t h e  b a s i s  of COWPS recommendations. 
17  

Where, t h e n ,  does  t h e  C o u n c i l ' s  power t o  i n f l u e n c e  p r i c i n g  d e c i s i o n s  of 

l a r g e  American c o r p o r a t i o n s  stem from? We s u g g e s t  t h a t  t h i s  power i s  i n  f a c t  

p o l i t i c a l  i n  n a t u r e ,  and t h a t  COWS simply r e p r e s e n t s  t h e  f o c u s s e d  embodiment 

of a l l  f a c e t s  of our  t h e o r y  r e g a r d i n g  t h e  r o l e  and b e h a v i o r  of c a t a l y s t s  i n  

t h e  market .  Although i t  &ay, i n  a  s e n s e ,  b e  thought  of as a n o t h e r  c a t a l y s t ,  

i t  seems more r e a s o n a b l e  t o  view COWS as a n  i n s t i t u t i o n a l  outgrowth of po1i . t -  

i c a l  p r e s s u r e .  COWPS came i n t o  e x i s t e n c e  i n  o r d e r  t o  g i v e  one of t h e  c a t a -  

l y s t s  -- t h e  p o l i t i c a l  community -- a  v e h i c l e  w i t h  which t o  c a t a l y z e  p u b l i c  

d i s c o n t e n t  and c r e a t e ,  s e l e c t i v e l y ,  f i r m  v i s i b i l i t y .  COWPS' s t r o n g  i n t e r p l a y  

w i t h  b o t h  t h e  p o l i t i c a l  and media communities th roughout  1979 s u g g e s t s  t h a t  i t s  

pr imary  power was based  i n  g e n e r a t i n g  a n  e f f e c t i v e  p o l i t i c a l - p r e s s u r e  t h r e a t  

t o  f i r m s .  Thus, COWPS r e p r e s e n t e d  a n  i n s t i t u t i o n a l i z e d  e x e m p l i f i c a t i o n  of 

t h e  manner i n  which t h e  p o l i t i c a l  m a r k e t p l a c e  g e n e r a t e s  f r i c t i o n  a g a i n s t  

p r i c e  i n c r e a s e s .  

Two examples w i l l  demons t ra te  t h e  p o l i t i c a l  n a t u r e  of t h e  COWPS c o n s t a i n t .  



These examples,  d e r i v e d  from d i s c u s s i o n s  w i t h  COWPS o f f i c i a l s ,  p r o v i d e  a  

p e r s p e c t i v e  upon t h e  s t r e n g t h  of t h e  p u r e l y  p o l i t i c a l  t h r e a t  embodied i n  

COWS, and j u x t a p o s e  t h i s  w i t h  t h e  minimal l e v e l  of t h r e a t  embodied i n  t h e  

s t a t u t o r y  a u t h o r i t y  of t h e  Counci l  o v e r  t h e  g r a n t i n g  of c o n t r a c t s .  

The f i r s t  of t h e s e  examples i n v o l v e s  Mobil  O i l  Company, which on A p r i l  3 ,  

1979 was i s s u e d  a warning by COWS t h a t  i t  was i n  v i o l a t i o n  o f ' t h e  g u i d e l i n e s .  

Mobil  o f f i c i a l s  took no  a c t i o n  e i t h e r  t o  p e t i t i o n  f o r  exemption o r  t o  come i n t o  

compliance b e f o r e  t h e y  were  p u b l i c l y  l i s t e d  i n  v i o l a t i o n .  'Rather ,  Mobil  

p u b l i c l y  r e f u s e d  t o  r e c o g n i z e  o f f i c i a l l y  t h e  Colmcil. and t h e  g u i d e l i n e s  -- even 
I 

r e f u s i n g  t o  send a t t o r n e y s  t o  n e g o t i a t e  w i t h  t h e  COWPS s t a f f .  COWS' r e t a l i a -  

t o r y  a c t i o n ,  a s  one o f f i c i a l  p u t  i t ,  was t o  " let  t h e  P r e s i d e n t  know h e  cou ld  

b e  v e r y  h e l p f u l  i n  c a r r y i n g  t h e  b a l l  on t h i s . " 1 8  The o f f i c i a l  went on t o  

d e s c r i b e  t h e  r e s u l t .  

From t h e  t ime  we n o t i f i e d  t h e  P r e s i d e n t  of M o b i l ' s  noncompliance 
and r e f u s a l  t o  c o o p e r a t e ,  a t  e v e r y  p r e s s  c o n f e r e n c e  and i n  e v e r y  
p u b l i c  forum, h e  n e v e r  f a i l e d  co  m t i r i t i o ~ i  Mabil .  I lcnow t h a t  i n  
t h e  two p r e s s  c o n f e r e n c e s  h e  h e l d  i n  t h e  month a f t e r  n o t i f i c a t i o n ,  
h e  c a l l e d  Mobil  un-American and i r r e s p o n s i b l e  -- w i t h o u t ,  e i t h e r  
t ime ,  b e i n g  asked abou t  t h e  c a s e .  He j u s t  b rought  i t  up on h i s  
own -- h e  was t e r r i f i c .  

Within  t h e  month Mobil  was a t  t h e  n e g o t i a t i n g  t a b l e  w i t h  u s  -- 
a s k i n g  u s  t o  c a l l  o u r  dogs o f f ,  because  t h e y  c o u l d n ' t  s t a n d  t h e  
n e g a t i v e  p u b l i c i t y .  19 

T h i s  example c l e a r l y  demons t ra tes  b o t h  t h e  n a t u r e  of COWPS' a b i l i t y  t o  

e n f o r c e  i t s  g u i d e l i n e s  and how comple te ly  t h i s  a b i l i t y  r e s t s  upon p o l i t i c a l  

r a t h e r  t h a n  s t a t u t o r y  power. It i s  c l e a r  t h a t  t h e  s t a t u t o r y  power o v e r  

c o n t r a c t s  which COWPS p o s s e s s e d  was n o t  a  s i g n i f i c a n t  d e t e r r e n t  t o  t h e  company, 

as i n  i t s  i n i t i a l  r e f u s a l  t o  c o o p e r a t e ,  Mobil  cou ld  b e  expec ted  t o  have weighed 

' t h e  p e n a l t i e s  of t h e  f u n d i n g  f r e e z e  i n  f o r m u l a t i n g  i t .  Only when p o l i t i c a l l y -  

based p r e s s u r e  was a p p l i e d  d i d  Mobil  d e c i d e  t h a t  i t  was i n  i t s  i n t e r e s t  t o  

comply w i t h  COWPS -- t h a t  i s ,  i t , d e c i d e d  t o  c o n s t r a i n  i t s  p r i c e  i n c r e a s e s  based  

upon t h e  p o l i t i c a l  p r e s s u r e  t h e y  f a c e d .  



The second ca se  involves  a  l e s s  well-known o i l  company, ~ rne rada  Hess. 
2 0 

I n ' t h i s  case ,  t h e  r e s u l t s  a r e  s l i g h t l y  more complicated, bu t  serve t o  shed 

more l i g h t  on t h e  ba lance  between COWS' s t a t u t o r y  and p o l i t i c a l  a u t h o r i t y ,  

I n  mid-1979, Hess was found i n  v i o l a t i o n  of t h e  g u i d e l i n e s ,  and l i k e  Mobil, 

t h e  company r e fused  t o  come i n t o  compliance. COWS i s sued  a  recommendation 

t o  t h e  Of f i ce  of Procurement t.o d i s a l l ow  a  c o n t r a c t  between Hess and t h e  

Department of Defense (DOD) f o r  jet  f u e l .  However, t h e  Procurement Of f i ce  

overrode t h e  COWPS recommendation, c i t i n g  " n a t i o n a l  s e c u r i t y  cons ide ra t i ons . "  

Thus ,  COWPS' l i m i t e d  s t a t u t o r y  a u t h o r i t y  was over r idden  by another  f e d e r a l  

agency which l e f t  Hess f ac ing  no d i r e c t  f i n a n c i a l  o r  l e g a l  p e n a l t i e s  f o r  con- 

t inued  v i o l a t i o n s  of t h e  Counci l ' s  g u i d e l i n e s .  However, i n  t h e  wake of t h e s e  

developments, a s  one COWS o f f i c i a l  t e l l s  i t ,  t h e  fo l lowing  even t s  took p l ace :  

We s t a r t e d  p u t t i n g  t h e  word out  -- q u i e t l y ,  through f r i e n d s  
i n  t h e  p r e s s ,  s o  a s  t o  avoid in te rgovernmenta l  f r i c t i o n  -- 
t h a t  t h e r e  was t h i s  boondoggle between Hess and DOD, t h a t  
Hess was p r o f i t e e r i n g  on i t s  o i l  p roducts  and t h a t  DOD was 
p r o t e c t i n g  them from gnvernment pressure.  S t o r i e s  s t a r t e d  
popping up  -- and, d e s p i t e  t h e  f a c t  t h a t  Hess was v i o l a t i n g  
our g u i d e l i n e s  wi thout  any r e a l  p e n a l t y ,  they came i n  t o  
n e g o t i a t e .  They complied. 21  

This  c a s e  i s  y e t  more i n t e r e s t i n g  than t h a t  of Mobil. Hess, a l though l a r g e ,  

i s  n o t  a  well-known o i l  company; and i t  seems c l e a r  t h a t  i t s  low p r o f i l e  i s  

an i n t e g r a l  p a r t  of i t s  co rpo ra t e  s t r a t e g y .  Thus, i n  t h i s  ca se ,  COWS' 

p o l i t i c a l  r e t r i b u t i o n  c r ea t ed  p u b l i c i t y  t h a t  was doubly n e g a t i v e  f o r  t h e  

company because,  u n l i k e  t h e  e f f e c t s  of COWPS' p u b l i c i t y  i n  t h e  Mobil c a se ,  many 

who read  r e p o r t s  of Hess 's  supposed i r r e s p o n s i b i l i t y  were forming t h e i r  f i r s t  

, impress ion  of t h e  f i rm.  

I n  s h o r t ,  t h e  COWPS g u i d e l i n e s  o f f e r  a c l e a r  embodiment of t h e  c a t a l y s t  

f u n c t i o n  i n  p o l i t i c a l  p r i c e  c o n s t r a i n t .  COWPS provides  an i n s t i t u t i o n a l  fulcrum 

f o r  c r e d i b l e  t h r e a t s  beyond t h e  scope of t h e  Counci l ' s  s t a t u t o r y  a u t h o r i t y .  

Indeed, t h e  p r i c e  c o n s t r a i n t  s t r e n g t h  of t h e  Council  appears  t o  'have emanated 



overwhelmingly from i t s  ev iden t ly  l a r g e  degree of in formal  power w i t h i n  t h e  

p o l i t i c a l  market process .  

4 . 2 . 2 . 5  Summary 

Three groups -- t h e  media, t h e  p o l i t i c a l  community, and r e g u l a t o r s  -- 

t o g e t h e r  c o n s t i t u t e  t h e  c a t a l y s t s  i n  b r i n g i n g  about t h e  e f f e c t i v e  p o l i t i c a l  

p r e s s u r e  t h a t  induces c e r t a i n  o i l  f i rms  t o  l a g  i n  t h e i r  p r i c e  i n c r e a s e  d e c i s i o n s  

dur ing  pe r iods  of sha rp  upward p r i c e  p re s su re .  The media 's  t rea tment  of t h e  

p r i ce - inc rease  phenomenon t u r n s  gene ra l i zed  pub l i c  anger  i n t o  d i r e c t e d  consumer 

p re s su re .  The policy-making community, i n  response t o  t h i s  p r e s s u r e ,  r e s t r i c t s  

o r  a t  t h e  very  l e a s t  t h r e a t e n s  t o  r e s t r i c t  va r ious  a s p e c t s  of o i l  i n d u s t r y  

behavior  i n  r e t r i b u t i o n  f o r  h ighe r  p r i c e s .  Regula tors  abe t  t h e  an t i - i ndus t ry  

p o l i c y  process  t o  maximize t h e i r  own c a p i t a l  w i th  t h e  Counci l  on Wage and P r i c e  

S t a b i l i t y  provid ing  t h e  most s t r i k i n g  r e c e n t  example. 

4 .2 .3  Determinants of a  Firm's V i s i b i l i t y  

Fac to r s  on t h e  supply s i d e  of t h e  marketplace a r e  used by t h e  c a t a l y s t s  

t o  c r e a t e  t h e  p o l i t i c a l  v i s i b i l i t y  of f i rms  i n  t h e  i n d u s t r y ,  and t h e  i n d u s t r y  

a s  a  whole, i n  times of market change. For any given amount of p o l i t i c a l  

p r e s su re ,  t h i s  v i s i b i l i t y  i n  t u r n  determines t h e  degree of p r i c e  lagging  prac- 

t i c e d  by t h e  i n d u s t r y  as a  whole and by i n d i v i d u a l  f i rms  i n  p a r t i c u l a r .  The 

c h a r a c t e r i s t i c s  desc r ibed  i n  t h i s  s e c t i o n  a r e  gene ra l l y  f i rm-spec i f i c ;  however, 

i t  should be  noted t h a t  many of t h e  f a c t o r s  i n  f a c t  have s p i l l o v e r  e f f e c t s  on 

t h e  p o l i t i c a l  v i s i b i l i t y  of t h e  e n t i r e  i n d u s t r y .  

The d e c i s i o n  t o  l a g  p r i c e s  is  a  f i rm-spec i f i c  dec i s ion ,  based on each 

f i r m ' s  pe rcep t ion  of i t s  own v i s i b i l i t y  i n  combination wi th  t h e  degree  of 

e f f e c t i v e  consumer p re s su re .  ~ a c h  f i r m  posses se s  a t t r i b u t e s  t h a t  a r e  combined 

by t h e  c a t a l y s t s  -- p a r t i c u l a r l y  t h e  media -- t o  c r e a t e  an i n d i v i d u a l ,  f irm- 



s p e c i f i c  amount of p o l i t i c a l  v i s i b i l i t y .  The fo l lowing  f a c t o r s  appear  t o  

p lay  important  r o l e s  i n  c r e a t i n g  a  f i r m ' s  p o l i t i c a l  v i s i b i l i t y :  

f i rm s i z e  and scope 

f i rm p r o f i t a b i l i t y ,  inc lud ing:  

- a b s o l u t e  p r o f i t s  

- i n c r e a s e  i n  p r o f i t s  

- p r o f i t  r a t e  

a c t i v i t y  i n  t h e  r egu la to ry -po l i t i c a l -pub l i c  a rena  

Of t h e s e  f a c t o r s ,  some, such a s  f i r m  s i z e ,  a r e  r e l a t i v e l y  f i x e d  i n  c h a r a c t e r  

over t h e  s h o r t  term and a r e  t hus  p r e d i c t a b l e  and r e l a t i v e l y  cons t an t  i n  t h e i r  

e f f e c t  on v i s i b i l i t y .  Others ,  such a s  p r o f i t a b i l i t y  o r  a c t i v i t y  i n  t h e  p u b l i c  

a r ena  a r e  obviously very  v o l a t i l e ,  and a l t e r  t h e  f i r m ' s  v i s i b i l i t y  and t h u s ,  

u l t i m a t e l y ,  i t s  p r i c i n g  d e c i s i o n s  over  t i m e ,  It should be  noted t h a t  t h e  

e n t i r e  a r r a y  of f i rm a t t r i b u t e s  which we have l i s t e d  a r e  c l e a r l y  important  i n  

determining t h e  f i r m ' s  v i s i b i l i t y .  It would be  d i f f i c u l t ,  i f  n o t  imposs ib le ,  

t o  determine t h e  a c t u a l  importance of any s p e c i f i c  a t t r i b u t e  g iven  t h e  col-  

l i n e a r i t y  t h a t  i t  s h a r e s  w i t h  many of t h e  o t h e r  a t t r i b u t e s .  For example, 

Exxon, t h e  l a r g e s t  i n d u s t r i a l  co rpo ra t i on  i n  t h e  wor ld ,  w i t h  a 1979 s a l e s  volume 

of over $79 b i l l i o n  has ,  a s  a  r e s u l t  of i t s  s i z e ,  a  much l a r g e r  a b s o l u t e  l e v e l  

of p r o f i t s  than o t h e r  petroleum co rpo ra t i ons .  Exxon's v i s i b i l i t y  i n c r e a s e s  i n  

t h e  f a c e  of r e p o r t s  about i t s  a b s o l u t e  p r o f i t s .  However, g iven  i t s  s i z e ,  

Exxon may a c t u a l l y  have experienced a  lower p r o f i t  r a t e  ( i . e . ,  r a t e  of r e t u r n )  

than o t h e r  f i r m s  i n  t h e  i ndus t ry .  I n  t h i s  s i t u a t i o n ,  i t  i s  d i f f i c u l t  t o  

determine which f a c t o r  a c t u a l l y  determined Exxon's 1979 v i s i b i l i t y :  a b s o l u t e  

p r o f i t a b i l i t y ,  a b s o l u t e  s i z e ,  o r  both.  

4.2.3.1 Firm S i z e  and Scope 

Tables  5, 6, 10,  and 11 o f f e r  suppor t  f o r  t h e  a s s e r t i o n  t h a t  t h e  s i z e  of 

t h e  f i r m  i s  a major f a c t o r  i n  determining i t s  p o l i t i c a l  v i s i b i l i t y ,  and t h u s  



i t s  l e v e l  of p r i c i n g  r e s t r a i n t .  Tab les  5 and 6 a l s o  i n d i c a t e  t h a t  r e f i n e r s  

appear  more c o n s t r a i n e d  i n  p r i c i n g  t h a n  o t h e r  a c t o r s  i n  t h e  i n d u s t r y .  

Perhaps  one r e a s o n  t h e r e  h a s  n o t  g e n e r a l l y  been p o l i t i c a l l y - b a s e d  p r i c i n g  

i n  i n d u s t r i e s  o t h e r  t h a n  o i l  t h a t  have undergone major  p r i c e  i n c r e a s e s  i n  

r e c e n t  year 's  i s  t h a t  t h o s e  i n d u s t r i e s  g e n e r a l l y  have f i r m s  which are of a  

much s m a l l e r  s i z e  t h a n  f i r m s  i n  t h e  o i l  i n d u s t r y .  The s i z e  of some o i l  i n d u s t r y  

members r e l a t i v e  t o  o t h e r  f i r m s  is  s e e n  by t h e  placement of o i l  f i r m s  w i t h i n  

t h e  F o r t u n e  500 l ist  as shown i n  T a b l e  11. When o t h e r  commodities have under- 

gone l a r g e  p r i c e  i n c r e a s e s  i n  t h e  American economy d u r i n g  t h e  l a s t  two decades ,  

t h e  i n d u s t r i e s ,  c h a r a c t e r i z e d  by f i r m s  which p l a y  a  s m a l l e r  and t h e r e f o r e  l e s s  

v i s i b l e  r o l e  i n  t h e  American economy, have g e n e r a l l y  escaped p u b l i c  n o t i c e .  

A g r i c u l t u r e  i s  a  prime example of t h i s  phenomenon. When meat p r i c e s  double ,  

consumers seem t o  e x e r t  l i t t l e  e f f e c t i v e  a t t e n t i o n  toward meat p roducers .  

Meat p r o d u c e r s  s imply do n o t  loom l a r g e  i n  t h e  p u b l i c  consc iousness  i n  t h e  

way t h a t  Exxon, Mobil and o t h e r  l a r g e  U.S. o i l  f i r m s  do. 

Tab le  1 0  p r e s e n t s  p o s t e d  p r i c e s  charged by f i v e  i n d i v i d u a l  r e f i n e r s  a t  

w h o l e s a l e  f o r  d i s t i l l a t e  i n  New York Harbor d u r i n g  1978 and 1979. (These a r e  

t h e  i n d i v i d u a l  company d a t a  which were  a g g r e g a t e d  t o  produce t h e  average  l a r g e  

r e f i n e r  p r i c e s  i n  T a b l e  6 . )  These d a t a  s u g g e s t  t h a t ,  w i t h i n  t h e  r e f i n i n g  

s e c t o r ,  s i z e  i s  c l e a r l y  t h e  o v e r r i d i n g  d e t e r m i n a n t  of t h e  e x t e n t  of p o l i t i c a l  

p r e s s u r e  f e l t  by a  f i r m .  T a b l e  11 shows t h e  r e l a t i v e  s i z e  r a n k i n g s  of t h e  

f i v e  o i l  companies i n  Tab le  1 0  and compares t h e s e  s i z e  r a n k i n g s  w i t h  t h e  

a v e r a g e  p r i c e  charged f o r  d i s t i l l a t e  by t h e  f i r m  i n  1979. The d a t a  show 

t h a t  t h e  two l a r g e s t  companies, Exxon and Mobil ,  m a i n t a i n  s i g n i f i c a n t l y  lower  

p r i c e s  t h a n  t h e  o t h e r  t h r e e  th roughout  t h e  y e a r ,  and t h e  s m a l l e s t  f i r m ,  Cities 

S e r v i c e ,  m a i n t a i n s  t h e  h i g h e s t  p r i c e .  F u r t h e r ,  th roughout  t h e  sample ,  t h e  

s i z e  r a n k i n g s  p e r f e c t l y  match a v e r a g e  p r i c e  r a n k i n g s .  



Given t h e  c o n s i s t e n c y  of t h e  d a t a  p r e s e n t e d  i n  T a b l e s  10 and 11, i t  

i s  probab ly  s a f e  t o  assume t h a t  o t h e r  l a r g e  r e f i n e r s  w i l l  be  p r i c i n g  i n  a  manner 

s i m i l a r  t o  t h a t  shown i n  Tab les  1 0  and 11. Given t h i s  assumption,  a  comparison ' 

of T a b l e s  5  and 6  o f f e r s  a view of t h e . d i f f e r e n c e  between r e f i n e r  p r i c i n g  and 

p r i c i n g  of a l l  p a r t i c i p a n t s  i n  t h e  w h o l e s a l i n g  s e c t o r  d u r i n g  1979. I n  T a b l e  5, 

we s e e  h e a t i n g  o i l  and d i e s e l  f u e l  p r i c e s  ,of major  w h o l e s a l e r s ;  i n  Tab le  6 ,  

a v e r a g e  d i s t i l l a t e  p r i c e s  f o r  t h e  f i v e  r e f i n e r s  su rveyed  i n  T a b l e  10. A s  t h e  

r e f i n e r  p r i c e s  i n  T a b l e  6  form a  s u b s e t  of t h e  major  s e l l e r s  f i g u r e  i n  Tab le  5 ,  

i t  s t a n d s  t o  r e a s o n  t h a t  t h o s e  n o n - r e f i n i n g  w h o l e s a l e r s  whose p r i c e s  a r e  a l s o  

averaged i n t o  Tab le  5 shou ld  be  s u b s t a n t i a l l y  above t h e  f i n a l  T a b l e  6  a v e r a g e  

p r i c e s ,  a s  t h e  v o l u m e t r i c a l l y  weighted a v e r a g e  of t h e s e  r e f i n e r  and w h o l e s a l e r  

p r i c e s  i s  h i g h e r  t h a n  t h o s e  of t h e  r e f i n e r s  a l o n e .  

It shou ld  b e  no ted  t h a t  t h e  c o m p a r a b i l i t y  of t h e s e  d a t a  series i s  l i m i t e d .  

The p r i c e  s e r i e s  i n  T a b l e s  5 and 6  a r e  g a t h e r e d  by d i f f e r e n t  s o u r c e s ,  sampl ing 

from d i f f e r e n t  f i m s ,  and u t i l i z i n g  d i f f e r e n t  su rvey  methodologies. F u r t h e r ,  

p r i c e s  i n  Tab le  5  a r e  s p e c i f i c  t o  t h e  two major  d i s t i l l a t e  p r o d u c t s ,  w h i l e  

t h o s e  i n  Tab le  6  r e p r e s e n t  an  a v e r a g e  p r i c e  among t h e  s e l l e r s  surveyed f o r  a l l  

d i s t i l l a t e  a t  w h o l e s a l e .  None the less ,  comparison o f  t h e s e  two s e r i e s  s u g g e s t s  

t h a t  r e f i n e r  p r i c e s  r e p r e s e n t e d  t h e  lower end of t h e  p r i c e  spectrum i n  o i l  

p r o d u c t s  d u r i n g  1979. 

Why do r e f i n e r s  appear  r e l a t i v e l y  more c o n s t r a i n e d  i n  t h e i r  p r i c i n g  dec.i- 

s i o n s  i n  p e r i o d s  s u c h  as 1979? There  are probab ly  s e v e r a l  e l e m e n t s  a t  work which 

combine t o  c r e a t e q  t h e  n e t  p o l i t i c a l  v i s i b i l i t y  which r e f i n e r s  f e e l ;  however, 

a b s o l u t e  c o r p o r a t e  s i z e  seems t h e  major  d e t e r m i n a n t .  R e f i n e r s  -- a l l  e x c e p t  

a s m a l l  number of v e r y  m a r g i n a l  independen t  r e f i n e r s  -- t e n d  t o  b e  f a r  l a r g e r  

c o r p o r a t i o n s  than even t h e  b i g g e s t  a c t o r s  f u r t h e r  down t h e  d i s t r i b u t i o n  c h a i n  

i n  the '  o i l  i n d u s t r y .  22 S e v e r a l  of t h e  a t t r i b u t e s  t h a t  a f f e c t  r e f i n e r  v i s i b i l i t y  

are o b v i o u s l y  s i z e - r e l a t e d ,  such  a s  t h e  number of p e o p l e  .whom t h e  l a r g e  f i r m ' s  



a c t i o n s  a f f e c t ,  d i r e c t l y a n d i n d i r e c t l y .  Other  f a c t o r s  t h a t  may a t  f i r s t  a p p e a r  

t o  r e l a t e  more c l o s e l y  t o  o t h e r  f i r m  a t t r i b u t e s  such as s t r u c t u r e  o r  marke t ing  

s t r a t e g y  are, i n  f a c t ,  s imply r e f l e c t i o n s  of f i r m  s i z e .  An example of t h i s  

i s  t h e  f a c t  t h a t  r e f i n e r s  d e a l  e x t e n s i v e l y  i n  n a t i o n a l  and i n t e r n a t i o n a l ,  

as opposed t o  s t a t e  o r  r e g i o n a l ,  o i l  marke t s .  

L a r g e , f i r m s  t h u s  appear  t o  be i n d u l g i n g  i n  a  r a t i o n a l  t r a d e o f f  between 

t h e  c o s t s  of an i n c r e a s e d  r i s k  of government r e g u l a t i o n  stemming from p r i c e  

i n c r e a s e s  and t h e  maximizat ion of p r o f i t s .  A s  t h e  Vice  P r e s i d e n t  of one major  

company s t a t e d  i n  J u l y  of 1979: 

We're t r e a d i n g  t h e  k n i f e  edge i n  d i s t i l l a t e  p r i c i n g  -- 
i n c r e a s i n g  p r i c e  j u s t  a s  f a r  a s  we t h i n k  i t ' s  f e a s i b l e  
t o  w i t h o u t  g e t t i n g  r e - r e g u l a t e d .  I f  you look  a t  companies 
b i g g e r  t h a n  u s ,  t h e y ' r e  i n c r e a s i n g  p r i c e s  s t i l l  more 
s lowly ;  w h i l e  o u r  customers  a r e  buying from u s  a t  7 5 ~  
and t u r n i n g  around and s e l l i n g  two days  l a t e r  -- sometimes 
back t o  u s  -- a t  9 0 ~ .  We're l o s i n g  a  l o t  of money; b u t  
f r a n k l y ,  i f  I e v e r  g o t  r e - r e g u l a t e d  i n  d i s t i l l a t e ,  I ' d  
have t o  g e t  o u t  of t h e  b u s i n e s  . It j u s t  wouldn ' t  be  
p r o f i t a b l e  f o r  me t o  s t a y  i n .  2 3 

I n  a  s i t u a t i o n  i n  which f i r m  s i z e  c l e a r l y  h a s  a  g r e a t  d e a l  t o  d o  w i t h  f i r m  

v i s i b i l i t y  and t h u s  t h e  l e v e l  of c o n s t r a i n t  f e l t  i n  p r i c i n g ,  we might  e x p e c t  t o  

s e e  s m a l l  f i r m s  a c t i n g  a s  f r e e  r i d e r s ,  t h e i r  s m a l l  s i z e  and r e l a t i v e  i n v i s i b i l i t y  

a l l o w i n g  them t o  p r i c e  a t  m a r k e t - c l e a r i n g  l e v e l s .  ~ o t w i t h s t a n d i n g  t h i s  expec- 

t a t i o n ,  some p r i c i n g  c o n s t r a i n t s  were  a p p a r e n t l y  f e l t  by s m a l l  members of t h e  

o i l  i n d u s t r y  d u r i n g  1979, a s  a comparison of independents ' .  p r i c e s  f o r  d i s t i l l a t e  

p r o d u c t s  (Table  5 )  w i t h  d i s t i l l a t e  s p o t  p r i c e s  (Tab le  1 o r  3) i n d i c a t e s .  Among 

s m a l l  f i r m s ,  t h e r e  a p p e a r s  t o  have been a p r e v a l e n t  p e r c e p t i o n  t h a t  p r i c e  

i n c r e a s e s  t h a t  were  n o t  a v e r a g e - c o s t -  j u s t i f i e d  q u a l i f i e d  a s  "gouging" and 

t h a t  "gouging" was i l l e g a l .  T h i s  p e r c e p t i o n  s u g g e s t s  t h a t  i n f o r m a t i o n  concern ing  

t h e  a c t u a l  l e g a l  and r e g u l a t o r y  framework i n  t h e  market  i s  imperfect  among 

s m a l l e r  members of t h e  i n d u s t r y .  F u r t h e r ,  t h e  p r i c e  c o n t r o l  framework which. 

p r e v i o u s l y  dominated t h e  i n d u s t r y  h a s  r e s u l t e d  i n  a set of p e r c e i v e d  i n c e n t i v e s  



i 
and r e s t r i c t i o n s  among some s m a l l  b u s i n e s s e s  which c o n t i n u e  t o  a f f e c t  a d v e r s e l y  

t h e i r  b e h a v i o r  a f t e r  t h e  r e g u l a t o r y  framework i t s e l f  h a s  been removed. (With- 

o u t  t h e  l e g a l  framework of c o n t r o l s ,  t h e r e  a r e  no fo rmal  p r o h i b i t i o n s  on 

p r i c i n g  f o r  d e c o n t r o l l e d  o i l  p r o d u c t s .  ) Moreover, t h i s  i n f o r m a t i o n a l  problem 

h a s  i n  some i n s t a n c e s  been promoted and e x a c e r b a t e d  by p u b l i c  o f f i c i a l s  i s s u i n g  

t h r e a t s  c e n t e r e d  around h i g h  p r i c e s  and "gouging". 2 4 

Many independen t  d i e s e l  s e l l e r s  appear  t o  have r e f r a i n e d  from p u r c h a s i n g  

and r e s e l l i n g  s p o t  market  d i e s e l  due t o  b o t h  i m p e r f e c t  i n f o r m a t i o n  on l e g a l  

and r e g u l a t o r y  m a t t e r s  and c o n s i d e r a b l e  d i r e c t  p r e s s u r e  and t h r e a t  from consumer 

groups ,  n o t a b l y  t h e  t r u c k i n g  i n d u s t r y .  Indeed,  t h e  c a s e  of independen t  d i e s e l  

s e l l e r s  a p p e a r s  t o  r e p r e s e n t  a n  i n s t a n c e  i n  which l a r g e  s i z e  was n o t  r e q u i r e d  

t o  g e n e r a t e  v i s i b i l i t y ;  a h i g h l y  c o n c e n t r a t e d  consumer group was a b l e  t o  b r i n g  

e f f e c t i v e  p r e s s u r e  t o  b e a r  w i t h o u t  t h e  media t ion  of c a t a l y s t s .  There  a r e  many 

i n s t a n c e s  i n  t h e  h e a r i n g s  h e l d  on S p e c i a l  Rule  9 i n  which independent  i n d u s t r y  

members appeared g e n u i n e l y  confused o v e r  t h e  r a t e  a t  which t h e y  could  r a i s e  

p r i c e s  and how t h e  p r i c e / s u p p l y  r e l a t i o n s h i p  worked i n  t h e  market .  25 More- 

o v e r ,  t h e r e  were  widespread r e p o r t s  among owners and o p e r a t o r s  of independent  

d i e s e l  t r u c k s t o p s  t h a t  t r u c k e r s  had t h r e a t e n e d  p i c k e t s ,  f o r c e d  shutdowns,  and 

o f t e n  p h y s i c a l  b r u t a l i t y  i f  p r i c e s  were  r a i s e d  t o  a l e v e l  a t  which sellers 

cou ld  a f f o r d  t o  s e l l  m a r g i n a l  s u p p l i e s  ( t h a t  is ,  s p o t  s u p p l i e s ) .  
2 6 

4 .2 .3 .2  P r o f i t s  -- 

We have l i s t e d  t h r e e  t y p e s  of p r o f i t a b i l i t y  d a t a  i n  Diagram 11 which may 

c a u s e  a f i r m  t o  e x p e r i e n c e  i n c r e a s e d  p o l i t i c a l  v i s i b i l i t y .  It  i s  n o t  t h e  r e a l i t y  

of t h e s e  d a t a ,  b u t  r a t h e r  t h e i r  appearance ,  which we b e l i e v e  c r e a t e s  ha rmfu l  



fmpacts on f i rms .  During t i m e s  of concern about o i l  markets ,  o therwise  benign 

p r o f i t a b i l i t y  d a t a  may be  inflammatory i n  t h e  hands of t h e  c a t a l y s t s .  Faced 

wi th  l i m i t e d  t ime o r  space f o r  news s t o r i e s  and cognizant  of t h e  low en t e r t a inmen t  

va lue  i n h e r e n t  i n  a  p r e s e n t a t i o n  of d e t a i l e d  a n a l y s i s  of co rpo ra t e  d a t a ,  t h e  

media has  ca t a lyzed  nega t ive  p o l i t i c a l  v i s i b i l i t y  by i t s  p r e s e n t a t i o n  of d a t a  

per ta in ing . .  t o  t h e  o i l  companies' prof i ts .  

O i l  f i rm  p r o f i t a b i l i t y  was d i scussed  dur ing  1979 n o t  i n  terms of p r o f i t  

r a t e s  pe r  s e ,  a s  i s  a p p r o p r i a t e  when comparing p r o f i t a b i l i t y  ac ros s  i n d u s t r i e s  

and across t ime pe r iods ,  bu t  i n  terms of percentage i n c r e a s e s  i n  a b s o l u t e  p r o f i t s  

and a b s o l u t e  l e v e l s  of p r o f i t s .  This  provided a  f o c a l  p o i n t  f o r  consumers' 

anger  over s t e e p l y  r i s i n g  p r i c e s .  Consumers tend t o  view p r o f i t s  a s  coming 

d i r e c t l y  out  of t h e i r  pockets  -- a s ,  of course  they do. Thus, they tend t o  

d i r e c t  t h e i r  anger  a g a i n s t  t h e  companies which they pe rce ive  a s  making t h e  most 

money a t  t h e i r  expense. Consumers do n o t  g e n e r a l l y  understand t h e  causes  and 

need t o r  i nc reased  p r i c e s  dur ing  p e r i o d s  of r a p i d l y  t j s i . n g  margina l  i n p u t  c o s t s .  

Nor do they understand t h e  r e s u l t i n g  i n c r e a s e s  i n  p r o f i t s  t h a t  a r i s e  when t h e r e  

i s  a  sha rp  marginal-average i npu t  c o s t  divergence.  Nor do they understand t h a t  

t h e s e  p r i c e  and p r o f i t  i n c r e a s e s ,  given a  concomitant world-market p r i c e  i n c r e a s e  

a r e  unavoidable i f  economic e f f i c i e n c y  i s  t o  be  maintained.  2 7  The media 

g e n e r a l l y  does n o t  p rovide  consumers w i th  in format ion  about t h e  o i l  companies' 

r e a l  r a t e  of p r o f i t s ,  i . e . ,  t h e i r  r e t u r n  on e q u i t y ,  co r r ec t ed  f o r  i n f l a t i o n  

and i n  comparison wi th  t h e  p r o f i t  r a t e s  of o t h e r  i n d u s t r i a h .  It was, f o r  

i n s t a n c e ,  g e n e r a l l y  n o t  r epo r t ed  t h a t  t h e  l a r g e  i n c r e a s e s  i n  p r o f i t s  i n  1979 

were, i n  f a c t , ' i n c r e a s e s  r e l a t i v e  t o  t h e  low p r o f i t s  of 1975 through 1978. 

Less p u b l i c  anger  might have been d i r e c t e d  a g a i n s t  o i l  companies i n  1979 i f  

i t  had been made c l e a r  by t h e  news media t h a t  t h e  i n c r e a s e s  i n  p r o f i t s  t h a t  

occurred t h a t  yea r  b a r e l y  b r o u g h t . o i 1  company p r o f i t a b i l i t y  f o r  1974-1979 

i n t o  l i n e  w i t h  t h e  average  p r o f i t a b i l i t y  of U.S. i n d u s t r i a l  companies. 
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For  example, on ~ ~ r i i  23rd,  1979, CBS b r o a d c a s t  a news i t e m  on i t s  even ing  

news program r e g a r d i n g  t h e  newly-announced f i r s t - q u a r t e r  p r o f i t  i n c r e a s e s  of 

major  o i l  companies.28 Although a  l a r g e  number of f i r m s  had announced t h e i r  

i n c r e a s e s  as of '  t h i s  d a t a ,  CBS chose  t o  a i r  t h e  d a t a  on t h r e e ,  and gave pro- 

minant p l a y  t o  on ly  two. I n  Exxon's c a s e ,  d a t a  were p r e s e n t e d  s o  a s  t o  show 

e a r n i n g s  i n  terms of raw d o l l a r s ;  and t h e s e  r e p r e s e n t e d  a  huge a b s o l u t e  

amount. F u r t h e r ,  t h e  manner i n  which t h e  s t o r y  was p r e s e n t e d  l e f t  u n c l e a r  

whether  t h a t  amount -- $955 m i l l i o n  -- r e p r e s e n t e d  t h e  i n c r e a s e  i n  e a r n i n g s  

o v e r  1978, o r  t o t a l  e a r n i n g s  f o r  t h a t  q u a r t e r  i n  1979. Of c o u r s e ,  t h e  l a t t e r  

was t h e  c a s e .  F u r t h e r ,  i t  was n o t  made c l e a r  t h a t  t h e  r e a s o n  f o r  t h e  h igh  

e a r n i n g s  was s imply t h a t  t h e  f i r m  i t s e l f  i s  v e r y  l a r g e  i n  terms of s a l e s  and 

a s s e t s ,  and t h a t  such a  dol lar-amount  of p r o f i t s  might  n o t  r e p r e s e n t  an  abnormal 

r e t u r n  f o r  a  f i r m  of i t s  s i z e .  Ra ther ,  t h i s  a b s o l u t e  amount was r e p o r t e d  s o  

a s  t o  seem v i r t u a l l y  c r i m i n a l .  It shou ld  b e  no ted  t h a t  by a n  a l t e r n a t i v e  

d e f i n i t i o n  of p r o f i t a b i l i t y ,  t h e  i n c r e a s e  i n  r a t e  of p r o f i t ,  t h i s  p a r t i c u l a r  

f i r m  was low by i n d u s t r y  s t a n d a r d s  f o r  tha ' t  q u a r t e r ;  and was, i n  f a c t ,  below 

t h e  i n d u s t r y  mean. It is  c l e a r  t h a t  t h e  most s e n s a t i o n a l  a s p e c t .  of t h e  f i r m ' s  

a l t e r e d  f i n a n c i a l  s i t u a t i o n  was emphasized by t h e  media.  T h e . c o n c l u s i o n  cannot  

b e  escaped t h a t  t h i s  p r e s e n t a t i o n  -- b o t h  i n  terms of t h e  p a r t i c u l a r  f i r m  

s e l e c t e d  and t h e  a s p e c t  of p r o f i t a b i l i t y  d a t a  s e l e c t e d  -- was made i n  such  a  

way as t o  have damaged t h e  f i r m ' s  and t h e  i n d u s t r y ' s  p u b l i c  image. 

I n  t h e  c a s e  of O c c i d e n t a l  Pet roleum,  which was a l s o  g iven  heavy p l a y  i n  

t h e  CBS s to ry . ,  p r o f i t s  w e r e  p r e s e n t e d  i n  t e rms  of t h e  rate of i n c r e a s e  o v e r  

t h e  p r e v i o u s  y e a r  -- w i t h  no  i n d i c a t i o n  of what e f f e c t  t h i s  i n c r e a s e  had on 

t h e  f i r m ' s  a c t u a l  o v e r a l l  p r o f i t a b i l i t y  r a t e .  It was r e p o r t e d  t h a t  O c c i d e n t a l  

had announced e a r n i n g s  " n e a r l y  t r i p l e "  t h o s e  of t h e  f i r s t - q u a r t e r  of 1978. 

I n  t h i s  c a s e ,  what was n o t  r e p o r t e d  was t h a t  i n  d o l l a r  t e rms  t h i s  d i d  n o t  

r e p r e s e n t  a  huge o r  s t a r t l i n g  amount, as O c c i d e n t a l  i s  a  r e l a t i v e l y  s m a l l  



c o r p o r a t i o n .  I n  f a c t ,  i t s  t o t a l - d o l l a r  p r o f i t s  f o r  t h a t  q u a r t e r  p l a c e d  i t  

1 6 t h  among American o i l  r e f i n i n g  f i r m s  w i t h  e a r n i n g s  of $88 m i l l i o n .  

The p a r t i a l  r e p o r t i n g  of t h e s e  two f i r m s '  f i n a n c i a l  s i t u a t i o n ,  combined 

I w i t h  t h e  e x c l u s i o n  of o t h e r  d a t a  and background, c o n s t i t u t e s  r e p o r t i n g  

! 
I des igned  t o  e n t e r t a i n  by c r e a t i n g  an  a d v e r s e  a tmosphere  s u r r o u n d i n g  o i l  company 

p r o f i t a b i l i t y .  D i s c u s s i o n s  w i t h  consumers have shown . t h a t  such  s t o r i e s  l e f t  

# .  a t  least some of t h e  American p u b l i c  pe rce ' iv ing  t h a t  a c t u a l  c o r p o r a t e  r a t e s  

of p r o f i t  among companies such  as O c c i d e n t a l  were  300%, as opposed t o  t h e  t r u e  

p i c t u r e  of 300% r a t e s  of i n c r e a s e .  

I n  1979, a s  t h i s  example demons t ra tes ,  two a s p e c t s  of prof  i t  d a t a  were  most 

wide ly  used i n  t h e  c r e a t i o n  of f i r m s '  and t h e  i n d u s t r y ' s  p u b l i c  image: a b s o l u t e  

1 d o l l a r  l e v e l s  of p r o f i t s  and i n c r e a s e s  i n  l e v e l s  of p r o f i t .  We must n o t e ,  

however, t h a t  i n  p r o t r a c t e d  p e r i o d s  of world  o i l  market  . p r i c e  i n c r e a s e ,  a b s o l u t e  

r a t e s  of c o r p o r a t e  p r o f i t  could  a l s o  become major  public-image c o n s t r a i n t s ,  

were  t h e y  t o  r i s e  t o  l e v e l s  s i g n i f i c a n t l y  above t h o s e  i n  o t h e r  U.S. i n d u s t r i a l  

e n t e r p r i s e s .  

4.2.3.3 Firm A c t i v i t y  i n  t h e  P o l i t i c a l - R e g u l a t o r y  Arena 

S e v e r a l  f a c t o r s  g e n e r a t e  t h e  h y p o t h e s i s  t h a t  a  f i r m ' s  a c t i v i t y  i n  t h e  p o l i -  

t i c a l ,  p o l i c y ,  and r e g u l a t o r y  a r e n a s  s e r v e  t o  f o c u s  a t t e n t i o n  upon it and 

I t h u s  t o  i n c r e a s e  i t s  p o l i t i c a l  v i s i b i l i t y .  ' F i r m s  i n  t h e  o i l  i n d u s t r y  v a r y  

c o n s i d e r a b l y  i n  t h e i r  p a r t i c i p a t i o n  i n ,  and t h u s  t h e i r  v i s i b i l i t y  w i t h i n ,  t h e  

p o l i c y  p r o c e s s .  Many o i l  companies a r e  a c t i v e  i n  t h i s  a r e n a ,  a t t e m p t i n g  t o  

i n f l u e n c e  t h e  r e g u l a t o r y  and l e g i s l a t i v e  p r o c e s s  a s  i t  a f f e c t s  t h e  o i l  i n d u s t r y .  

As a  g e n e r a l  r u l e ,  f i r m s  u n d e r t a k e  t h i s  s o r t  of a c t i v i t y  when t h e y  p e r c e i v e  t h a t  

I t h e  c l i m a t e  of policy-making i s  such  t h a t  w i t h o u t  t h e i r  p a r t i c i p a t i o n ,  t h e  

I r e s u l t i n g  l e g a l  and r e g u l a t o r y  framework cou ld  do more damage t o  t h e i r  p a r t i c u l a r  

endeavors .  However, w i t h i n  t h i s  g e n e r a l i z a t i o n  a r i s e  marked d i f f e r e n c e s  between 



f i rms ,  obviously t i e d  t o  d i f f e r e n c e s  i n  t h e i r  l e v e l  of r i sk-avers ion  and 

co rpo ra t e  s t r a t e g y .  Some f i r m s  a r e  w i l l i n g  t o  gamble upon t h e  plus-and- 

minus e f f e c t s  of a  high p o l i t i c a l  p r o f i l e  when p o t e n t i a l  r e t u r n s  a r e  r e l a t i v e l y  

low, wh i l e  o t h e r s  w i l l  only do s o  when t h e  rewards -- o r  t h e  c o s t s  of n o t  

opposing po l i cy  a c t i v i t y  -- a r e  very  high.  

As  example of t h e  e f f e c t  of f i r m  p a r t i c i p a t i o n  i n  t h e  po l i cy  process  

upon i t s  p o l i t i c a l  v i s i b i l i t y ,  and u l t i m a t e l y  i t s  p r i c i n g  c o n s t r a i n t ,  may be  

found i n  an exchange which occurred i n  1979 between Mobil and t h e  Ca r t e r  

Adminis t ra t ion .  During t h e  f i r s t  week i n  May, Mobil came ow t i n  oppos i t ion  t o  

t h e  C a r t e r  Admin i s t r a t i on ' s  crude o i l  decon t ro l  p o l i c i e s  -- t h e  only major 

U.S. o i l  company t o  do s o  a t  t h e  time. This  engendered an immediate w r a t h f u l  

r e a c t i o n  from w i t h i n  t h e  c a r t e r  ~ d m i n i s t r a t i o n . ~ ~  On June 1, t h i s  anger  became 

p u b l i c  and P re s iden t  C a r t e r  p u b l i c l y  c a l l e d  Mobil " the  most i r r e s p o n s i b l e  

co rpo ra t i on  i n  America." The accusa t ion  was front-page news i n  t h e  New York 

Times t h e  fo l lowing  day and played prominently on network news t h a t  evening. 3 0 

The p r i c e  s e r i e s  f o r  Mobil i s  d isp layed  i n  Table  10. Through t h e  beginning 

of t h e  yea r ,  i t  runs  c o n s i s t e n t l y  above t h a t  of t h e  l a r g e r  Exxon -- t h e  expected 

response ,  g iven  t h e  s i z e  d i f f e r e n t i a l  o f ' t h e  f i rms .  However, i n  t h e  second 

week of May, Mobil ' s  p r i c e  drops below Exxon's and remains c o n s i s t e n t l y  below 

u n t i l  t h e  t h i r d  week i n  Ju ly .  The d a t e  a t  which ~ o b i l ' s  p r i c e  drops below t h a t  

of Exxon corresponds e x a c t l y  t o  t h e  t ime when Mobil began t o  f e e l  adverse  Admin- 

i s t r a t i o n  r e a c t i o n  t o  Mobil ' s  p o s i t i o n  on decon t ro l .  This  sugges t s  t h a t  t h e  

markedly i nc reased  p o l i t i c a l  v i s i b i l i t y  whi.ch Mobil genera ted  through t h e  . 

a c t i v e  espousa l  of i t s  an t i -decon t ro l  p o s i t i o n  r e s u l t e d  i n  a perceived need by 

. ~ o b i l  t o  fo l l ow  a more restrained p r i c i n g  s t r a t e g y  f o r  t h e  fo l lowing  two months. 

I n  p h i l o s o p h i c a l  terms,  i t  i s  somewhat sobe r ing  t o  cons ide r  t h a t  t h e  con- 

c lu s ion  a r i s i n g  from t h i s  s e c t i o n - i s  t h a t ,  t o  some degree ,  d i s s e n t  from 

government p o l i c i e s  can i n c u r  huge c o s t s  f o r  a  company -- s o  l a r g e  t h a t  th.e 



f i rm  may f e e l  forced  t o  " lay  low." Mobil seems t o  have paid dea r ly  i n  t h e  

form of m i l l i o n s  of d o l l a r s  of l o s t  revenues f o r  i t s  disagreement w i t h  t h e  

C a r t e r  Adminis t ra t ion .  The company's o f f i c i a l s  appa ren t ly  perce ived  t h a t  

t h e  p o t e n t i a l  c o s t s  of governmental punishment, i n  t h e  form of i nc reased  

r egu la to ry  p re s su re s ,  p rosecut ion  t h r e a t s ,  and o t h e r  p o l i t i c a l  r e t r i b u t i o n ,  

were s u f f i c i e n t  t h a t  t h e  company took immediate s t e p s  t o  o f f s e t  t h e  adverse  

v i s i b i l i t y  t h a t  i t s  p o l i c y  p o s i t i o n  had genera ted .  They c l e a r l y  perce ived  

t h a t  t he se  c o s t s  would outweight t h e  con 's iderable  c o s t s  of t h e  i n c r e a s i n g l y  

Jagged p r i c e s  t h a t  were u t i l i z e d  t o  lower t h e  f i r m ' s  v i s i b i l i t y .  

I n  summary, t h r e e  primary v a r i a b l e s  -- f i rm  s i z e ,  p r o f i t a b i l i t y ,  and 

f i rm  a c t i v i t y  i n  t h e  p o l i c y  process  -- a r e  u t i l i z e d  by t h e  c a t a l y s t s  t o  c r e a t e  

t h e  p o l i t i c a l  v i s i b i l i t y  which a f f e c t s  p a r t i c u l a r  f i r m s  and t h e  o i l  i n d u s t r y  

a s  a  whole. We now t u r n  t o  an examination of t h e  f a c t o r s  which t o g e t h e r  comprise 

consumer p r e s s u r e  -- t h a t  is ,  t h e  v a r i a b l e s  on t h e  demand s i d e  of t h e  market -- 

and t h e i r  i n t e r a c t i o n  w i t h  p o l i t i c i a n s  and r e g u l a t o r s .  

4 . 2 . 4  Determinants of E f f e c t i v e  Consumer P re s su re  

A s  was t h e  case  on t h e  supply s i d e ,  t h e r e  a r e  s e v e r a l  f a c t o r s  which engender I 

consumer anger  a t  t h e  o i l  companies. Th i s  anger ,  t ransformed by t h e  c a t a l y s t s ,  

c r e a t e s  po l i t i c a l l y -based  consumer p r e s s u r e  which u l t i m a t e l y  l e a d s  t o  t h e  

p r i c i n g  r e s t r a i n t  seen  i n  t h e  market. It must be re-emphasized t h a t ,  a s  w i t h ,  

supply-s ide v a r i a b l e s ,  t h e  e x i s t a n c e  of t h e  f a c t o r s  d e t a i l e d  h e r e  does n o t  auto-  

m a t i c a l l y  l ead  t o  an e f f e c t i v e  c o n s t r a i n t  on p r i c e s .  Rather  i t  i s  t h e  e x i s t e n c e  

of t h e  c a t a l y t i c  p o l i t i c a l  and r e g u l a t o r y  communities, which t u r n  gene ra l  p u b l i c  

anger  i n t o  genuine l e g a l  t h r e a t ,  t h a t  t ransforms  consumer p r e s s u r e  i n t o  p o l i t i c a l  

p r e s su re .  

Consumer p r e s s u r e  i s  g e n e r a l l y  d i r e c t e d  a t  t h e  i n d u s t r y  a s  a  whole, a l though 

t h e r e  a r e  secondary, i n t e r a c t i v e  e f f e c t s  which i n  some i n s t a n c e s  serve t o  make 



consumer p r e s s u r e  f i r m - s p e c i f i c .  Examples of f i m - s p e c i f i c  f a c t o r s  a r e  f c ,  

g c ,  and hc  i n  Diagram 11 ( s h o r t a g e  p e r c e p t i o n ,  r e s p o n s e  t o  drawn-out p r i c e  
; 

i n c r e a s e ,  and secondary r e s p o n s e  t o  f i r m  v i s i b i l i t y ) ;  t h e i r  i n t e r a c t i v e  n a t u r e  

i s  d i s c u s s e d  l a t e r  i n  t h i s  s e c t i o n .  We examine i n  d e t a i l  f o u r  g e n r e s  of v a r i -  

. . . - a b l e  which we b e l i e v e  t o  b e  of paramount impor tance  i n  d e t e r m i n i n g  consumer 

p r e s s u r e ,  and t h u s  u l t i m a t e l y  p o l i t i c a l  p r e s s u r e .  These a r e :  t h e  n a t u r e  of 

p r i c e  i n c r e a s e s ,  p r o d u c t  demand c y c l e s ,  o r g a n i z a t i o n  of consumer g roups ,  and 

consumer p e r c e p t i o n s .  

4 .2 .4 .1  P r i c e  I n c r e a s e s  

The r e a c t i o n s  of consumers of o i l  p r o d u c t s  t o  h i g h e r  o i l  p r i c e s  forms 

t h e  b a s i s  of t h e  p o l i t i c a l  p r e s s u r e  f e l t  by o i l  i n d u s t r y  a c t o r s  d u r i n g  t i m e s  

of r a p i d  p r i c e  i n c r e a s e .  The economic s t a n d i n g  of many American consumers and 

i n d u s t r i e s  i s  c l o s e l y  t i e d  t o  t h e  consumption of o i l  p r o d u c t s .  For t h e s e  

f i r m s  and i n d i v i d u a l s ,  l a r g e  i n c r e a s e s  i n  o i l  p r i c e s  mean l o s s e s  i n  w e l f a r e .  

T h i s  e n s u r e s  t h a t  any major  change i n  t h e  p r i c e  of o i l  w i l l  l i k e l y  s t i r  a  g r e a t  

d e a l  of p u b l i c  d i s c o n t e n t . .  P u b l i c  r e a c t i o n  a g a i n s t  h i g h e r  p r i c e s  would n o t  

. t a k e  t h e  form of a n t i p a t h y  toward t h e  U.S. o i l  i n d u s t r y  i f  t h e  p u b l i c  c o r r e c t l y  

unders tood  t h e  market  s i t u a t i o n  f a c e d  by domes t ic  o i l  f i r m s  d u r i n g  p e r i o d s  of 

w o r l d s u p p l y  cutback.  I n  t h e i r  r o l e  as p r i c e - t a k e r s  on world  o i l  m a r k e t s ,  U.S. 

f i r m s  a r e  n o t  t h e  i n s t i g a t o r s  of p r i c e  i n c r e a s e s ,  and t h u s  a r e  a n  i n a p p r o p r i a t e  

t a r g e t  f o r  p u b l i c  i r e  d u r i n g  p e r i o d s  of world  o i l  market  d i s t u r b a n c e .  

The p u b l i c ,  g e n e r a l l y  i g n o r a n t  of t h e  economics of a supply-demand economy, 

e v i d e n t l y  h a s  a v e r y  i m p e r f e c t  u n d e r s t a n d i n g  of t h e  r o o t  c a u s e s  of t h e  o i l  

p r i c e ' i n c . r e a s e s  t h e y  have e x p e r i e n c e d  i n  r e c e n t  y e a r s .  Most c e n t r a l l y ,  t h e y  

do n o t  u n d e r s t a n d  t h e  c r u c i a l  p r i ce -de te rmin ing  r o l e  of m a r g i n a l  i n p u t  c o s t s .  

Moreover, t h e y  do n o t  u n d e r s t a n d  t h a t  p r o d u c t  p r i c e s  r e f l e c t  soc ie ty -wide  s u p p l y  

and demand f a c t o r s ,  r a t h e r  t h a n  t h e  d e s i g n s  o f  any i n d i v i d u a l  a c t o r s  i n  t h e  



market. The media have tended t o  exacerba te  and c a p i t a l i z e  on in fo rma t iona l  

imper fec t ions .  Rather  than p re sen t ing  an  a n a l y s i s  of t h e  r o o t  causes  of h ighe r  

p r i c e s ,  news o rgan iza t ions  have d i r e c t e d  t h e  p u b l i c ' s  a t t e n t i o n  and anger  a t  t h e  

p r i c e s  themselves,  and a t  t h e  American f i rms  who a r e  charging,  o r  " s e t t i n g , "  

t hose  p r i c e s .  

The tendency t o  blame U.S. . o i l  c o m p a n i e s f o r p r i c e  i n c r e a s e s  may stem n o t  

only from t h e  s o r t  of imper fec t  in format ion  problem j u s t  descr ibed ,  bu t  a l s o  

from a  r a t i o n a l  c a l c u l a t i o n  on t h e  p a r t  of consumers a s  t o  where t o  d i r e c t  

t h e i r  anger  a t  h ighe r  p r i c e s .  Consumers and consumer r e p r e s e n t a t i v e s  i n  t h e  

po l i cy  process  may recognize  t h a t  d i r e c t i n g  t h e i r  a t t e n t i o n  toward o u t s i d e  

sources ,more  r e spons ib l e  f o r  p r i c e  i n c r e a s e s ,  such a s  t h e  o i l  expor t ing  n a t i o n s ,  

does n o t  g e n e r a l l y  c r e a t e  a  d i r e c t  impact upon U.S. o i l  p r i c e  p o l i c i e s .  These 

groups,  f r u s t r a t e d  by a  l a c k  of p o l i t i c a l  potency i n  world market d e c i s i o n s ,  

d i r e c t  t h e i r  anger  toward those  f i r m s  over which t h e y . p o s s e s s  more con t ro l .  

The media agaiu appear t o  exace rba t e  and e a p i t a l i e c  on t h i ~  tendency, o f t e n  

i n c i t i n g  t h e  p u b l i c  t o  blame U.S. co rpo ra t i ons  wh i l e  doing l i t t l e  t o  h i g h l i g h t  

t h e  r e l a t i o n s h i p  between U.S. p r i c i n g  p o l i c i e s  and OPEC p r i c e  h ikes  o r  world 

spo t  market d i s tu rbances .  Other c a t a l y s t s  appear t o  aggreva te  t h i s  confusion 

by r e f r a i n i n g  from provid ing  exp lana t ions ,  i n  l a y  terms,  of t h e  under ly ing  causes  

of t h e  h ighe r  p r i c e s  seen  by t h e  consumer. Again, i t  must be  noted t h a t  regula-  

t o r y  and p o l i t i c a l  c a t a l y s t s  p lay  a  c r u c i a l  r o l e  by d i r e c t i n g  anger  i n t o  c r e d i b l e  

a n t i - o i l  company t h r e a t s .  

Two a s p e c t s  of p r i c e  i n c r e a s e s  have o f t e n  been u t i l i z e d  by t h e  c a t a l y s t s  

t o  d i r e c t  consumer anger  and focus  p o l i t i c a l  p r e s su re .  The f i r s t  of t h e s e  i s  

t h e  a b s o l u t e  s i z e  of t h e  p r i c e  i nc rease .  Obviously,  t h e  l a r g e r  t h e  i n c r e a s e  

i s  i n  a b s o l u t e  terms, t h e  g r e a t e r  i s  t h e  l e v e l  of p u b l i c  discomfort  i t  engenders ,  

and t h e  g r e a t e r  i s  t h e  p o t e n t i a l  p r e s s u r e  which may be  focussed by t h e  c a t a l y s t s .  

Second, r a t e s  of p r i c e  i n c r e a s e  have been u t i l i z e d  by t h e  c a t a l y s t s  t o  make p r i c e  



i n c r e a s e s  appear  more s t r i k i n g  t h a n  t h e y  a c t u a l l y  have been when viewed i n  

a b s o l u t e  terms. An o i l  p r o d u c t  p r i c e  i n c r e a s e  of 5% i n  a  month -- e s p e c i a l l y  

i f  t r a n s l a t e d  i n t o  an a n n u a l i z e d  i n c r e a s e  of 80% -- g e n e r a l l y  seems more 

s t a r t l i n g  t h a n  t h e  same p r i c e  i n c r e a s e  when viewed i n  o t h e r  terms.  Such a  

5% i n c r e a s e  i n  d i s t i l l a t e  i n  l a t e  1979 would have equa ted  w i t h  a  l e s s  s t a r t l i n g  

4c p e r  g a l l o n  a b s o l u t e  i n c r e a s e  i n  p r i c e .  

I n  marke t s  which a r e  n o t  c l e a r i n g ,  t h e  v i s i b l e  consequences  of d i s e q u i -  

l i b r i u m  s e r v e  t o  c r e a t e  a  g r e a t  amount of p u b l i c  a n g e r .  Moreover, s h o r t a g e s  

a r e  s e a s o n a l  enough t h a t  c a t a l y s t s  can r e a d i l y  u t i l i z e  them t o  t u r n  p u b l i c  

a n g e r  in t ,o  p o l i t i c a l  p r e s s u r e .  I n  1979, t h e  combinat ion of t h e  p r i c e / a l l o c a t i o n  

c o n t r o l  framework w i t h  t h e  p r i c e - l a g g i n g  s t r a t e g y  of major  o i l  companies 

c r e a t e d  a  non-c lea r ing  market  i n  g a s o l i n e .  As a  r e s u l t ,  such  n o n p r i c e  r a t i o n i n g  

methods a s  l i n e s  and a l l o c a t i o n  r u l e s  ( e . g . ,  t h e  odd-even purchas ing  r u l e )  ' 

became f a i r l y  widespread.  Consumers may p e r c e i v e  l i n e s ,  a l l o c a t i o n  r u l e s ,  

and o t h e r  f a c e t s  of non-c lea r ing  marke t s  a s  p r o d u c t  u n a v a i l a b i l i t y  i n  a n  a b s o l u t e  

s e n s e .  However, i t  i s  ' impor tan t  t o  u n d e r s t a n d  t h a t ,  i n  f a c t ,  t h e i r  a n g e r  a t  

t h e s e  e lements  stems from t h e  f a c t  t h a t  t h e  n e t  e f f e c t  of a  non-c lea r ing  market  

i s  s h a r p l y  h i g h e r  shadow p r i c e s .  L i n e s ,  f o r  i n s t a n c e ,  i n v o l v e  t h e  s a c r i f i c e  

of t h e  v a l u a b l e  t ime  of t h e  consumer. The shadow p r i c e  of o i l  i s  than  t h e  pump 

p r i c e  p l u s  t h e  v a l u e  of s a c r i f i c e d  t ime.  Consumer anger  o v e r  t h i s  a s p e c t  of 

p r i c e  i n c r e a s e s ,  w h i l e  g e n e r a l l y  d i r e c t e d  a c r o s s  t h e  i n d u s t r y ,  may a l s o  b e  

d i r e c t e d  a t  s p e c i f i c  f i r m s ,  i f  t h o s e  f i r m s  t e n d  t o  n o n p r i c e  r a t i o n  more t h a n  

o t h e r s  i n  t h e  i n d u s t r y .  

4.2.4.2 Consumer E x p e c t a t i o n s  

I 
I A second major  f a c t o r  i n  d e t e r m i n i n g  t h e  l e v e l  of p u b l i c  anger  c r e a t e d  

d u r i n g  p e r i o d s  o f  marke t  d i s r u p t i . o n  i s  t h e  s t a t e  of consumer e x p e c t a t i o n s  

r e g a r d i n g  normal  v e r s u s  abnormal market  c o n d i t i o n s .  During t h e  i n i t i a l  



t r a n s i t i o n  away from r e l a t i v e  o i l  p r i c e  s t a b i l i t y ,  consumers' expec t a t i ons  have 

not  caught up wi th  t h e  changing market ,  and i n c r e a s e s  i n  p r i c e s  a r e  no t i ced  

wi th  more concern. However, once p r i c e  i n c r e a s e s  have worked i n t o  g e n e r a l  

consumer expec t a t i on ,  anger  over i n c r e a s e s  tends  t o  diminish.  Thus, companies 

might l a g  p r i c e s  wi th  t h e  expec t a t i on  n o t  only t h a t  they w i l l  minimize immediate 

p u b l i c  conern,  but  t h a t  f u t u r e  p r i c e  i n c r e a s e s  w i l l  be  more and more r e a d i l y  

t o l e r a t e d .  

An example t h a t  i l l u s t r a t e s  consumers' changing e x p e c t a t i o n s  i s  given by 

31 an a n a l y s i s  nf r ~ t a f l  g a s o l i n e  dur ing  1979 and 1980. This  example a l s o  

i l l u s t r a t e s  t h e  problems involved i n  determining t h e  u l t i m a t e  e f f e c t  t h a t  

any s p e c i f i c  component of consumer p re s su re  has  on t h e  o v e r a l l  l e v e l  of consumer 

p re s su re .  I n  January 1980, t h e  l a r g e s t  monthly i n c r e a s e  i n  r e c e n t  h i s t o r y  

% w a s  recorded i n  t h e  r e t a i l  p r i c e  of ga so l ine .  P r i c e s  i nc reased  by seven p e r c e n t ,  

y e t  t h e r e  was r e l a t i v e l y  l i t t l e  p u b l i c  ou tc ry .  A much g r e a t e r  amount of p u b l i c  

p r e s s u r e  had been exe r t ed  throug11uuL 1979 i n  reacc lon  t o  i n c r e a s e s  of much 

sma l l e r  s i z e .  I n  p a r t ,  t h e  l ack  of p u b l i c  i n t e r e s t  i n  t h e  January 1980 p r i c e  

i n c r e a s e  was due t o  r ev i sed  consumer expec t a t i ons  a s  t o  what c o n s t i t u t e d  a 

"normal" p r i c e  i n c r e a s e ,  a s ,  by January of 1980, r a p i d l y  i n c r e a s i n g  g a s o l i n e  

p r i c e s  had come t o  be  perceived a s  a  market norm. However, o t h e r  f a c t o r s  

a r e  a l s o  of obvious importance i n  t h i s  s i t u a t i o n .  Gas l i n e s  dur ing  May, June 

and J u l y  of 1979 c l e a r l y  caused a l a r g e  p a r t  of t h e  consumer anger  apparen t  

dur ing  those  months. I n  f u r t h e r  comparing t h e  1979 and 1980 s i t u a t i o n s ,  i t  

must be  noted t h a t  t h e  January  1980 p r i c e  i n c r e a s e  occurred du r ing  t h e  s ea sona l  

t rough i n  demand f o r  gaso l ine .  (For a  d i s cus s ion  of t h i s  a spec t  of consumer 

p re s su re ,  s e e  t h e  next  s e c t i o n . )  The c o l l i n e a r  occur rence  of t h e s e  v a r i o u s  

f a c e t s  l e aves  no r e a d i l y  a v a i l a b l e  methods f o r  determining t h e  r e l a t i v e  impor- 

t ance  e x e r t e d  some s i g n i f i c a n t  fo rce .  



I 

1; 
Consumers' expec t a t i ons  may have both p o s i t i v e  and n e g a t i v e  e f f e c t s  on 

1 consumer p re s su re ,  and, u l t i m a t e l y ,  on f i rm  p r i c i n g .  Consumers' changing expec- 

I t a t i o n s  a l low r e f i n e r s  t o  cont inue  i n c r e a s i n g  p r i c e s  wi thout  i n c u r r i n g  s i g n i f i -  ' 

cant  p o l i t i c a l  c o s t s  a f t e r  t h e  i n i t i a l  per iod  of pub l i c  r e a c t i o n  a g a i n s t  p r i c e  

i n c r e a s e s  has  passed. This  is  a  f a c t o r  t h a t  r e f i n e r s  must t a k e  advantage o f ,  

be'cause any s t r a t e g y  of lagging  p r i c e s  below e f f i c i e n t  l e v e l s  d i c t a t e s  t h a t  

p r i c e s  must cont inue  t o  i n c r e a s e  over a  longer  per iod  than t h a t  i n  which t h e  

a c t u a l  tu rbulence  i n  world o i l  markets  occurs ,  i n  o r d e r  t o  r e g a i n  p a r i t y .  For 

example, world o i l  markets  had e s s e n t i a l l y  r e - equ i l i b r a t ed  by t h e  l a t e  summer 

of 1979, fo l lowing  t h e  December 1978 I r a n i a n  d i s tu rbance .  However, t h e  whole- 

s a l e  c o n t r a c t  g a s o l i n e  p r i c e s  of U.S. majors  were s t i l l  i n c r e a s i n g  i n  March of 

3.980, no t  y e t  having achieved p a r i t y  w i th  U.S. o r  world spo t  p r i c e s .  

While changing expec t a t i ons  may al low r e f i n e r s  t o  i n c r e a s e  p r i c e s  dur ing  

. l a t e r  pe r iods  w i th  l e s s  pub l i c  r e s i s t a n c e ,  t h e r e  i s  a  n e g a t i v e  a s p e c t  t o  t h i s  

drawn out  p r i c e  i nc rease .  Consumers exper ienc ing  l a t t e r - p e r i o d  p r i c e  i n c r e a s e s  : 

may n o t e  t h a t  t h e r e  i s  no immediately ev iden t  reason f o r  them. P o s t - c r i s i s  

p r i c e  i n c r e a s e s ,  then ,  may engender susp i c ion  among consumers. Gasol ine 

s t a t i o n  ope ra to r s ,  and those  i n  o i l - i n t e n s i v e  i n d u s t r i e s  such a s  a g r i c u l t u r e ,  

a r e  examples of those  who have voiced resentment and susp i c ion  over  t h e  1980 

catch-up p r i c e  i n c r e a s e s .  A s  one g a s o l i n e  s t a t i o n  ope ra to r  put  i t :  

Las t  year  they  blamed i t  on I r a n .  Well ,  t h i s  yea r  t h e r e ' s  
no th ing  t o  blame i t  on and t h e y ' r e  s t i l l  r a i s i n g  p r i c e s  
on me. They ' re  J u s t  t r y i n g  t o  g e t  r i c h  and d r i v e  u s  a l l  
ou t  of bus iness .  2 

This  comment encapsu la t e s  t h e  double-edged n a t u r e  o f the .p r i ce - l agg ing  s t r a t e g y .  

I n  t h e  short- term,  i n  t h e  absence of a  massive p u b l i c  educa t ion  program, 

r e f i n e r s  f a c e  few op t ions  o the r  than pr ice- lagging .  But t h e  s t r a t e g y  c e r t a i n l y  

c r e a t e s  c o s t s  of i ts  own, i n  terms of long-term n e g a t i v e  p u b l i c  and bus ines s  

pe rcep t ions  t h a t  may come back t o ' h a u n t  t h e  i n d u s t r y .  



4.2.4.3 Produc t  Demand Cycles  

The amount of p u b l i c  a t t e n t i o n  focussed  on t h e  market  f o r  any i n d i v i d u a l  

o i l  p r o d u c t  i s  r e l a t e d  t o  t h e  demand c y c l e  f o r  t h a t  p r o d u c t .  I n  times of 

heavy p r o d u c t  u s e ,  o r  when such  a  t ime  i s  imminent, t h e  p u b l i c  i s  more aware 

of t h e  market  s i t u a t i o n  of t h e  p roduc t  t h a n  when t h e  p roduc t  i s  i n  r e l a t i v e l y  

low demand. , I n  p e r i o d s  of r e l a t i v e l y  h i g h  demand, t h i s  i n c r e a s e d  p u b l i c  a t t e n -  

t i o n  c a u s e s  he igh tened  consumer p r e s s u r e  i n  r e s p o n s e  t o  p r i c e  i n c r e a s e s .  T h i s ,  

i n  t u r n ,  i n f l u e n c e s  t h e  p r i c i n g  p a t t e r n  f o r  t h e  p r o d u c t ,  a s  our  model would 

i n d i c a t e .  T h i s  t r e n d  may be  s e e n  by o b s e r v i n g  t h e  r e s e l l e r s  f o r  t h e  two major  

d i s t i l l a t e  p r o d u c t s ,  d i e s e l  f u e l  and home h e a t i n g  o i l .  These a r e  shown i n  

Graphs 4a and 4b, and i n  T a b l e  5. 

P r i c e s  f o r  b o t h  d i e s e l  f u e l  and home h e a t i n g  o i l  among major  and independen t  

s e l l e r s  b e g i n  t h e  p e r i o d  of market t r a n s i t i o n  a t  rough p a r i t y .  Independen ts  

t h e n  r a i s e  t h e i r  p r i c e s  f o r  b o t h  p r o d u c t s  a t  roughly  e q u a l  r a t e s ,  t o  roughly  

e q u a l  l e v e l s .  T h i s  i s  t h e  p r i c e  i n c r e a s e  p a r c e r n  thaL w e  wuuld expect from 

o b s e r v i n g  h i s t o r i c a l  p r i c i n g  p a t t e r n s  i n  t h e s e  p r o d u c t s ,  which are f u n c t i o n a l  

s u b s t i t u t e s ;  t h e i r  d i f f e r i n g  demand c y c l e s  have l e d  i n  p a s t  y e a r s  t o  p r i c e  

d i s c r e p a n c i e s  of a  maximum of 1 t o  2  c e n t s  p e r  g a l l o n  i n  d i f f e r e n t  s e a s o n s .  

Majors '  p r i c i n g  t r e n d s  f o r  b o t h  p r o d u c t s  f o l l o w  a  markedly d i f f e r e n t  p a t t e r n  

than  independen ts .  P r i c e s  ' f o r  d i e s e l  among m a j o r s  i n c r e a s e  a t  a  s l o w e r  r a t e  

t h a n  t h o s e  of i n d e p e n d e n t s ,  w i t h  t h a t  r a t e  of i n c r e a s e  f a i r l y  c o n s t a n t  through- 

, o u t  t h e  y e a r .  H e a t i n g  o i l  p r i c e s  charged by m a j o r s ,  by c o n t r a s t ,  f o l l o w  a y e t  

more markedly d i f f e r e n t  p a t t e r n  t h a n  t h a t  fo l lowed  by d i e s e l .  The p r i c e s  of 

majors  l a g  beh ind  t h o s e  of independen ts  d u r i n g  t h e  f i r s t  q u a r t e r .  I n  A p r i l -  

August t h e y  a c h i e v e  p a r i t y ,  b u t  t h e n  d rop  s i g n i f i c a n t l y  i n  September and remain 

r e l a t i v e l y  c o n q t a n t  f o r  t h e  remainder  of t h e  y e a r .  

T h i s  p a t t e r n  of p r i c e  i n c r e a s e  by m a j o r s  s u p p o r t s  t h e  a s s e r t i o n  t h a t  p u b l i c  

a t t e n t i o n  and p r e s s u r e  upon p r i c e s  is  a f u n c t i o n  o f  consumer s e c t o r  demand 



c y c l e s .  D i e s e l  f u e l  i s  i n  r e l a t i v e l y  s t a b l e  demand throughout  t h e  y e a r  -- 

r e f l e c t i n g  i t s  major  u s e  i n  c o m m e r c i a l / i n d u s t r i a l  t r a n s p o r t a t i o n  p r o c e s s e s  -- 
w i t h  a  r e l a t i v e l y  s m a l l  demand i n c r e a s e  due t o  a g r i c u l t u r a l  u s e  i n  t h e  summer 

months. By v i r t u e  of t h i s ,  t h e  p o l i t i c a l  v i s i b i l i t y  of t h e  p r o d u c t ,  and t h u s  

t h e  c o n s t r a i n t  of p r i c i n g ,  would b e  expec ted  t o  remain r e l a t i v e l y  c o n s t a n t  

t h r o u g h o u t , ' t h e  y e a r .  Thus, t h e  c o n s t a n t  and s t a b l e  r a t e  of l a g  i n  p r i c i n g  

t h a t  we do i n  f a c t  obse rve  was n o t  s u r p r i s i n g .  Hea t ing  o i l ,  by c o n t r a s t ,  i s  

c l e a r l y  s u b j e c t  t b  s e a s o n a l  demand f l u c t u a t i o n s  -- a  s i z a b l e  m a j o r i t y  of t h e  y e a r ' s  

t o t a l  consumption of t h e  p roduc t  o c c u r s  i n  t h e  months from October  through 

  arch. 33  I n  keep ing  w i t h  t h e  model of demand-derived consumer p r o d u c t  v i s i b i l i t y ,  

we observe  a  p r i c i n g  l a g  through t h e  t a i l  end of t h e  1978-1979 h e a t i n g  s e a s o n ,  

commensurate w i t h  t h e  p r o d u c t ' s  v i s i b i l i t y  d u r i n g  t h i s  t ime.  Then, from A p r i l  

t o  J u l y ,  major  companies were f a r  less c o n s t r a i n e d  i n  p r i c i n g  b e h a v i o r  and,  

i n  f a c t ,  were a b l e  t o  i n c r e a s e  p r i c e s  as f a s t  a s  independen ts .  But i n  August 

of 1979, w i t h  t h e  high-demand h e a t i n g  season  i n  s i g h t ,  and i n c r e a s i n g  p o l i t i c a l  

u n r e s t  o v e r  t h e  p r i c e s  o f  pet roleum p r o d u c t s ,  t h e  White House and Congress 

brought  remarkably  i n t e n s e  p o l i t i c a l  p r e s s u r e  t o  b e a r  on t h e  m a j o r s  i n  t h e  

i n d u s t r y  i n  an  a t t e m p t  t o  keep p r i c e s  The r e s u l t  is  c l e a r  from t h e  

d a t a :  h e a t i n g  o i l  p r i c e s  among r e f i n e r s  were  a c t u a l l y  f o r c e d  down i n t o  rough 

p a r i t y  w i t h  lagged d i e s e l  p r i c e s ,  where t h e y  remained f o r  t h e  d u r a t i o n  of t h e  

35 high-demand season.  
3 ' 

. . 

4.2.4.4 Consumer Group A c t i v i t y  i n  t h e  P o l i c y  P r o c e s s  ,. 

Many consuming s e c t o r s  have f o r m a l  lobbying e n t i t i t i e s .  When t h r e a t e n e d  

by o i l  p r i c e  i n c r e a s e s ,  t h e s e  g roups  b r i n g  d i r e c t  p r e s s u r e  t o  b e a r  on t h e  

c a t a l y s t s ,  i n c r e a s i n g  p o l i t i c a l  p r e s s u r e .  P r e s s u r e  from t h e s e  g roups  u s u a l l y  

c e n t e r s  around p r i c e s  and supp ly  :of a s i n g l e  pe t ro leum p r o d u c t ,  o f t e n  i n  a 

p a r t i c u l a r  consuming s e c t o r  o r  r e g i o n  of t h e  coun t ry .  T h e r e f o r e ,  t h i s  f a c t o r  



i s  l i k e l y  t o  be  p a r t i c u l a r l y  e f f e c t i v e  i n  induc ing  p r i c e  r e s t r a i n t  by s p e c i f i c  

f i r m s  w i t h i n  s p e c i f i c  s e c t o r s  of t h e  domes t ic  pet roleum i n d u s t r y .  We p r o v i d e  

a  d e t a i l e d  a n a l y s i s  of t h e  e f f e c t  of o r g a n i z e d  consumer-group p r e s s u r e  on 

d i s t i l l a t e  market  p r i c i n g  i n  1979 i n  Chapter  5 of t h i s  s t u d y .  

4.2.4.5 Secondary Response t o  Firm V i s i b i l i t y  

Consumer p r e s s u r e ,  and t h u s  p o l i t i c a l  p r e s s u r e ,  i s  g e n e r a l l y  d i r e c t e d  

towards  t h e  i n d u s t r y '  o v e r a l l ,  t h a t  p r e s s u r e  b e i n g  made v i a b l e  by t h e  p o l i t i c a l  

and r e g u l a t o r y  communities. The f i r m - s p e c i f i c  p r i c i n g  c o n s t r a i n t  r e s u l t s  from 

. t h e  combinat ion of t h i s  g e n e r a l  p r e s s u r e  w i t h  t h e  f i r m - s p e c i f i c  p r e s s u r e  c r e a t e d  

by t h e  f i r m ' s  v i s i b i l i t y :  t h e  less v i s i b l e  a  f i r m  i s ,  t h e  more l i k e . 1 ~  i t  i s  t o  

f r e e  r i d e  on t h e  p r i c e  r e s t r a i n t  of o t h e r  f i r m s .  Although i t  i s  n o t  a  pr imary 

e f f e c t ,  we n o t e  t h a t  some d i r e c t  f i r m - s p e c i f i c  consumer p r e s s u r e  may a r i s e  i n  

r e s p o n s e  t o  t h e  f i r m ' s  v i s i b i l i t y .  For  example, M o b i l ' s  a n t i - d e c o n t r o l  pro- 

nouncement n o t  on ly  caused some d e g r e e  of i n c r e a s e d  f i r m  v i s i b i l i t y  due t o  i t s  

p a r t i c i p a t i o n  i n  t h e  p o l i t i c a l  p r o c e s s ,  b u t  t h e  p o l i t i c a l  and media a t t a c k s  on 

t h a t  company a l s o  caused some d e g r e e  of i n c r e a s e d  a n g e r  t o  b e  d i r e c t e d  e x c l u s i v e l y  

a t  Mobil  by consumers. 

4.2.5 P r i c i n g  C o n s t r a i n t  i n  C o n t r o l l e d  Markets  

The model of p r i c i n g  c o n s t r a i n t  developed above i s  n o t  p e c u l i a r  t o  unregu- 

l a t e d  marke t s .  I n  c o n t r o l l e d  m a r k e t s ,  t h e  c o r p o r a t e  concern which b r e e d s  

r e a c t i o n  t o  p o l i t i c a l  p r e s s u r e  and engenders  a p r i c e , l a g g i n g  s t r a t e g y  r e l a t e s  

n o t  t o  r e c o n t r o l  b u t  t o  more s t r i n g e n t  c o n t r o l .  I n  g a s o l i n e ,  t h e  on ly  major  

p r o d u c t  s t i l l  c o n t r o l l e d  as of 1979, we have s e e n  t h a t  p r i c e  c o n t r o l s  have  been 

s u f f i c i e n t l y  f l e x i b l e  t o  a l l o w  c e i l i n g  p r i c e s  t h a t  were  g e n e r a l l y  above market-  

c l e a r i n g  l e v e l s  d u r i n g  t h e  post-embargo p e r i o d .  T h i s  f l e x i b i l i t y  h a s  p r e v e n t e d  

g a s o l i n e  l i n e s  from o c c u r r i n g  more o f t e n  and h a s  a l lowed most sellers t o  behave 



a s  i f  formal  c o n t r o l s  d id  n o t  e x i s t  when formula t ing  P r i c i n g  pol icy .  3 6 Conse- 

quent ly ,  lagged p r i c e s  i n  g a s o l i n e  i n  1979 ( s e e  Table  8 and Graph 6 )  were t h e  

r e s u l t  of a t t empt s  t o  minimize t h e  p o l i t i c a l  p r e s s u r e  f o r  t h e  impos i t ion  of 

more r e s t r i c t i v e ,  b ind ing  c o n t r o l s .  Many examples of t h r e a t s  of more r e s t r i c -  . 

t i v e  g a s o l i n e  p r i c e  c o n t r o l s  may be  found i n  1979. There was much d i scus s ion  

w i t h i n  DOE', a t  DOE hea r ings ,  and i n  congress ,  of e l imina t ing  t h e  a p p l i c a b i l i t y  

of t h e  banked-cost passthrough r e g u l a t i o n s  during c r i s i s  pe r iods ,  s o  t h a t  f i r m s  

could n o t  " t ake  advantage of t h e  shortage" by inc reas ing  p r i c e s  more than could 

be  j u s t i f i e d  by c u r r e n t  average c o s t  i nc reases .  Fu r the r ,  t h e r e  was obviously 

hope w i t h i n  t h e  o i l  i n d u s t r y  t h a t  ' i f  p r i c i n g  dur ing  1979 appeared " respons ib le , "  

g a s o l i n e  p r i c e  c o n t r o l s  might be  l i f t e d  i n  t h e  n e a r  f u t u r e .  It would seem t h a t  

r e f i n e r s ,  p a r t i c u l a r l y  major ones,  were t hus  absorbing l a r g e  cos t  i n c r e a s e s  

i n  hopes o f ,  l ike .  p r i s n n e r s ,  r ece iv ing  "time of f  f o r  good behavior." 

I n t e r e s t i n g l y ,  given t h e  i n c e n t i v e s  t o  l a g  p ~ i c e s ,  and t h e  p o t e n t i a l  f o r  

p o l i t i c a l  r e t r i b u t i o n  f o r  high p r i c e s ,  t h e  c o n t r o l  framework i n  g a s o l i n e  may 

n o t  have been a  completely nega t ive  f a c t o r  f o r  r e f i n e r s ,  a l though i t  was f o r  

t h e  economy a s  a  whole. A s  major f i r m s  lagged p r i c e s  more than c o n t r o l  c e i l i n g s  

dur ing  1979, t h e  e x i s t e n c e  of t h e  p r i c e  c o n t r o l s  themselves gave t h e s e  f i r m s  

something t o  focus  p u b l i c  and p o l i t i c a l  blame upon. S i m i l a r l y ,  resentment  about 

l a t t e r - p e r i o d ,  catch-up p r i c e  i n c r e a s e s  mai have been somewhat defused by t h e  

p u b l i c  pe rcep t ion  t h a t  t h e s e  p r i c e  i n c r e a s e s  were " lega l"  - - , t h a t  i s ,  were 

t ak ing  p l a c e  w i t h i n  t h e  con f ines  of t h e  p r i ce -con t ro l  framework. Re f ine r s ,  

i f  p ressed  by p o l i t i c i a n s  o r  o t h e r s  i n  t h e  p u b l i c  a rena ,  could p o i n t  ou t  t h e  

r e g u l a t o r y  l eg i t imacy  of t h e i r  a c t i o n s  t o  exonera te  themselves.  

The c o n t r o l  framework was c e r t a i n l y  a  c r i p p l i n g  h indrance  i n  t h e  market 

a s  a  whole. It prevented,  a s  noted above, a  marke t -c lear ing  short- term p r i c e  

s o l u t i o n  du r ing  pe r iods  of s e v e r e - ' r e f i n e r  p.rice-lag. However, a s  1979's  

p r i c i n g  p a t t e r n s  i n d i c a t e ,  t h e  U.S. o i l  market ha s  become s o  p o l i t i c i z e d  t h a t  
. . .. 



major  f i r m s  and r e f i n e r s  a r e  de  f a c t o  c o n t r o l l e d  even when t h e y  a r e  f r e e  from -- 
a l l  fo rmal  p r i c i n g  r e s t r a i n t s .  Formal c o n t r o l  programs may b e  something of a n  

advan tage  t o  f i r m s .  A t  l e a s t ,  t h e  c o n t r o l  program demonstrably  became a  b a r g a i n i n g  

t o o l  i n  t h e  p o l i t i c a l  p r o c e s s  d u r i n g  1979 and was u t i l i z e d  t o  d e f l e c t  some of 

t h e  h e a t  away from major  r e f i n e r s .  

4 . 3  Summary 

The market  p r i c i n g  p a t t e r n s  t h a t  emerged i n  u n c o n t r o l l e d  o i l  p r o d u c t s  

d u r i n g  t h e  market  t u r m o i l  of 1979 a r e  n o t  e a s i l y  e x p l a i n e d  by s t a n d a r d  t e x t b o o k  

models of m a r g i n a l  cost -based p r i c i n g .  F u r t h e r ,  i n  c o n t r o l l e d  p r o d u c t s ,  t h e  

b i n d i n g  c o n s t r a i n t  on t h e  market  o p e r a t i o n  was n o t  t h e  p r i c e  and a l l o c a t i o n  

c o n t r o l  framework, as i n c r e a s e s  i n  banked c o s t s  o v e r  t h e  p e r i o d  show.   he 

model p r e s e n t e d  h e r e  o f f e r s  a p l a u s i b l e  e x p l a n a t i o n  f o r  f i r m  p r i c i n g  p a t t e r n s  

d u r i n g  t h i s  p e r i o d .  T h i s  model i s  obv ious ly  s t i l l  i n  an  i m p e r f e c t  s t a t e  w i t h  

t h e  p r e c i s e  form o£, t h e  v a r i o u s  I u n c ~ i o r l s  y e t  t o  be determined.  Ilowever, i t  

a p p e a r s  t o  a i d  c o n s i d e r a b l y  i n  u n d e r s t a n d i n g  t h e  b e h a v i o r a l  p a t t e r n s  e x h i b i t e d  

d u r i n g  t h e  p a r t i c u l a r  k ind  of market  change observed i n  o i l  d u r i n g  1979. 

It would a p p e a r  t h a t  a  model of t h e  t y p e  developed h e r e  w i l l  remain a  

n e c e s s a r y  t o o l  f o r  e x p l a i n i n g  p r i c i n g  p a t t e r n s  d u r i n g  t r a n s i t i o n a l  p e r i o d s  

i n  i n d u s t r i a l  marke t s  c h a r a c t e r i z e d  by ex t remely  l a r g e  and v i s i b l e  f i r m s ,  whose 

p r o d u c t s  a r e  u t i l i z e d  by a wide c r o s s - s e c t i o n  of t h e  consuming p u b l i c .  T h e o r i e s  

of r e g u l a t i o n  have f o r  some y e a r s  d e a l t  w i t h  t h e  i n c e n t i v e  changes t h a t  occur  

w i t h  d i r e c t  r e g u l a t o r y  i n t e r v e n t i o n  i n : : t h e  marke tp lace .  However, as t h e  c a s e  

of o i l  p r i c i n g  i n  1979 d e m o n s t r a t e s ,  t h e  e x i s t e n c e  of p o l i t i c a l  and r e g u l a t o r y  

b o d i e s  w i t h  s u f f i c i e n t  scope  t o  r e g u l a t e ,  coupled w i t h  t h e  expanded i n f l u e n c e  

of t h e  media,  can  combine t o  c r e a t e  a b i n d i n g  c o n s t r a i n t  upon p r i c i n g  i n  U.S. 

m a r k e t s  even w i t h o u t  f o r m a l  r e g u l a t o r y  a c t i o n .  T h i s  s u g g e s t s  t h e  need t o  a l ter  

our  t h i n k i n g  abou t  t h e  manner i n  which m a r k e t s  i n  o i l  and o t h e r  h i g h l y  v i s i b l e  

p r o d u c t s  w i l l  respond t o  times of marke t  r ea l ignment .  
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NOTES FOR CHAPTER 4  

1. For a  d i s cus s ion  of f u l l  c o s t  p r i c i n g ,  s e e  Scherer  (1980),  pages.184-190. 

. 2 .  The ja rgon  t h a t  i s  used i n  economic c i r c l e s  f o r  such behavior  i s  p reda to ry  

pr ic i f lg;  f o r  a d i s c u s s i o n  of p reda tory  p r i c i n g ,  see Scherer  (1980),  pages 

335-340, 

3. This  i d e a l i z e d  vi,ew of t h e  morlcet .as pure ly  compet i t ive  is, of course ,  

only f o r  d e s c r i p t i v e  purposes.  However, i n  r e a l i t y ,  markets  r a r e l y  conform 

e x a c t l y  t o  t h e  cond i t i ons  of a  pure ly  and p e r f e c t l y  compet i t ive  market.  

As  a  r e s u l t ,  economists must o f t e n  r e l y  on a ' l e s s  s t r i n g e n t  measure of 

compet i t ion ,  t h a t  of workable competi t ion.  For a  d i s cus s ion  of workable 

competi t ion s e e  Scherer  (1980),  pages 41-44. Among t h e  c r i t e r i a  f o r  

workable competi t ion l i s t e d  by Scherer  which d e a l  w i t 1 1  y i i c i u g  are  

" f i rms  should s t r i v e  t o  ach ieve  t h e i r  g o a l s  independent ly ,  wi thout  

c o l l u s i o n , "  and " t h e r e  should be  no u n f a i r ,  exc lus ionary ,  p reda tory  or  

coe rc ive  t a c t i c s "  (page 42). 

I ' 4. See Note 1, Chapter 1. 

5. For  an e x c e l l e n t  expos i t i on  on ' the theory  of ba rga in ing  and t h e  need f o r  

I c r e d i b l e  t h r e a t s ,  see S c h e l l i n g  (1980). 

6. See Bohi and R u s s e l l  (1978) f o r  a  background on t h e  Nixon Admin i s t r a t i on ' s  

p o l i c i e s  i n  o i l .  



7. See Peltzman (1976) and Owen and Braeutrgam (1978). 

8. See U.S. Department of Energy, Economic Regulatory Administration, Proposed 

Rule to Establish Mandatory Production Levels for Middle Distillates. 

44 FR 46244. 

9. There were numerous proposals in Congress to decontrol distillate products 

during the 1979 shortage. See, for instance, the amendment offered by 

Congressman Peter Kostmeyer to the fiscal year 1980 DOE Authorization 

Bill, HR 3000. 

10. Many discussions of this surfaced in ERA during 1979. Communications with 

the authors, June-August, 1979. 

12. See, for example, HR 3346, the Petroleum Industry Competition Act: To 

Restore and Promote Competition in the Petroleum Industry and for Other 

Purposes, 96th Congress, First Session, 1979. This bill prohibits any 

firm from engaging in activities in more than one of the following sectors: 

petroleum production, refining, or marketing. 

13. See, for example, HR 508: The Energy Competition Act: To Promote Com- 

petition in the Production of Coal, Uranium, and Geothermal Energy, 96th 

Congress, First Session, 1979. Also HR 4733, The Petroleum Corporation 

Holdings Act of 1979: To Prohibit Major Petroleum Producers, Refiners 

and Marketers from Acquiring, Owning or Controlling any Business, or 

~nterest Therein, Which is Outside of the Petroleum Industry. For another 

slant on this issue, see S 1246 Energy Anti-Monopoly Act, which prohibits 

any oil company holding over $1 billion in assets from acquiring any 



o t h e r  o i l  ffr.m h o l d i n g  over  $50 m i l l i o n  i n  a s s e t s .  U.S. S e n a t e ,  1979. 

None of t h e  above b i l l s  h a s  passed  t h e  Congress.  However, they  r e p r e -  

s e n t  a f r a c t i o n  of t h e  t o t a l  number of b i l l s  i n t r o d u c e d  d u r i n g  1979 

s e e k i n g  t o  r e s t r t c t  o r  p e n a l i z e  t h e  a c t i v i t i e s  of major  o i l  companies. 

14. See Case Records,  O f f i c e  of Enforcement,  i n  t h e  O f f i c e  of S p e c i a l  Counsel ,  

Economic Regula to ry  A d m i n i s t r a t i o n ,  DOE. Note  t h a t  w h i l e  we would e x p e c t  

t o  s e e  some i n c r e a s e  i n  r e g u l a t o r y  enforcement  e f f o r t s  i n  a y e a r  of 

market change such as 1975, we i n  f a c t  observed i n c r e a s e d  enforcement 

n o t  on ly  i n  c u r r e n t  c a s e s  b u t  i n  ones  p r i o r  t o  1979. T h i s  s u g g e s t s  

t h e  u s e  of r e t r o a c t i v e  enforcement  as a t h r e a t .  

15. See Jacobs  (1980).  See f u r t h e r  S c h e r e r  (-1980) pages  480-481. 

10.  See J a c o b s  (1980).  

, . 

17. Conversa t ion  w i t h  t h e  C o n t r a c t i n g  O f f i c e ,  O f f i c e  of Procurements ,  September 

1980. Records of f e d e r a l  c o n t r a c t s  awarded and deni.ed may b e  found i n  

t h i s  o f f i c e ,  w h i l e  t h e  COWPS recommendations r e g a r d i n g  c o n t r a c t  d e n i a l s  

may b e  found on f i l e  w i t h i n  COWPS. 

18. Conversa t ion  w i t h  COWS o f f i c i a l ,  ~ & t e m b e r ,  1980. Th.e P r e s i d e n t ' s  accu- 

:: s a t i o n s  a g a i n s t  Mobil  may b e  found i n  h i s  A p r i l  p r e s s  confe rence ;  and t h e  

d a t e s  of M o b i l ' s  l i s t i n g  and d e l i s t i n g  w i t h  COWPS a r e  on f i l e  i n  t h e  agency 

and a v a i l a b l e  from t h e  COWS O f f i c e  of P u b l i c  A f f a i r s .  

19.  I b i d .  
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20. The elements of t h i s  c a s e  a r e  on f i l e  w i t h  t h e  same sou rces  a s  i n  

I Note 18, above. 

21. Conversation between COWPS o f f i c i a l  and t h e  au tho r s ,  September, 1980. 

22. A s  o f '1976 ,  a l l  of t h e  20 l a r g e s t  o i l  companies i n  t h e  United S t a t e s ,  

a s  measured by t o t a l  annual  s a l e s  volume, were r e f i n e r s .  The 20th ranked 

company was one-tenth of t h e  s i z e  of t h e  l a r g e s t ,  ~ x x o n .  Thus, i t  i s  

c l e a r  t h a t  t he  l a r g e s t  independent wholesa le r  i n  t h a t  year  was y e t  sma l l e r .  

23.  Comrnunication..~ith t h e  au tho r s ,  J u l y  17,  1979. 

24. Discuss ions  w i th  t h e  o f f i c e s  of s e v e r a l  s t a t e  a t t o r n e y s  gene ra l ,  i nc lud ing  

t h a t  of Massachuset ts ,  i n d i c a t e  t h a t  t h e s e  agenc ies  took s e v e r a l  s t e p s  

i n  r e a c t i o n  t o  t h e  p r i c e  i n c r e a s e s  of 1979 which would r i g h t l y  be i n t e r -  

p r e t ed  by r e t a i l e r s  a s  t h r e a t s .  A l l  of t h e s e  revolved around t h e  s h a r p l y  

h i g h e r  new market p r i c e  f o r  o i l .  The Massachuset ts  Of f i ce ,  i n  p a r t i c u l a r ,  

was i n v e s t i g a t i n g  dur ing  one pe r iod  i n  1979 whether r e t a i l e r s  could be  

brought t o  cou r t  under t h e  Massachuset ts  Consumer P r o t e c t i o n  Law simply 

f o r  g i v i n g  i n s u f f i c i e n t  warning t o  customers be fo re  r a i s i n g  p r i c e s .  

25 .  For evidences of t h i s  supp ly /p r i ce  misunderstanding,  s e e  t h e  S p e c i a l  Rule 

9 Hearings T ransc r ip t .  For a p a r t i c u l a r l y  i l l u m i n a t i n g  c a s e ,  s e e  t h e  

tes t imony of M r .  Horace Kimball ,  Vice P r e s i d e n t ,  Telum Corporat ion,  

pages 143-159. 

26. .It seems apparen t  t h a t  t he re '  e x i s t e d  many such t h r e a t s  throughout  1979. 

S p e c i f i c a l l y ,  a c o l l e c t i o n  of r e p o r t s  of t h e s e  problems i s  on f i l e  w i th  



t h e  Independent  Trucks top  O p e r a t o r s  A s s o c i a t i o n .  On f i l e  are r e p o r t s  

by i n d i v i d u a l  owner-operators  of i n t i m i d a t i o n ,  such as t h r e a t s  t o  c l o s e  

down s t a t i o n s  by f o r c e ,  and newspaper a r t i c l e s  from t h e  s p r i n g  and summer 

of 1979. These a r t i c l e s  d e t a i l  b o t h  t h e  e x i s t e n c e  of such i n t i m i d a t i o n s ,  

i n  t h e  market  and numerous examples of t r u c k e r  i n s t i g a t e d  v i o l e n c e  a g a i n s t  

t r u c k s t o p  o p e r a t o r s .  

27. T h i s  of c o u r s e  p l a c e s  no emphasis on t h e  e q u i t y  i s s u e s  invo lved  i n  t h e s e  

p r i c e  and p r o f i t  i n c r e a s e s .  For  a  d i s c u s s i o n  of t h e  e f f i c i e n c y l e q u i t y  

1 d i s t i n c t i o n ,  s e e  Chapter  5 .  

I 28. CBS Evening News b r o a d c a s t ,  A p r i l  23, 1979. T r a n s c r i p t  a v a i l a b l e  from 

CBS Arch ives ,  New York, New York. 

29. S ta tement  by W i l l i a m  P, Taudula reas ,  P r e s i d e n t  a n d . C h i e f  Opera t ing  

'Off ic .er  of Mobil O i l  C o r p o r a t i o n ,  b e f o r e  t h e  Mobil  S t o c k h o l d e r s  mee t ing  

of May 3,  1979, Kansas Ci ty ;  M i s s o u r i .  That t h e  a n g e r  of t h e  C a r t e r  

A d m i n i s t r a t i o n  was immediate ly  communicated t o  t o p  Mobil  o f f i c i a l s  -- 

even b e f o r e  t h e  P r e s i d e n t ' s  p u b l i c  comment r e f e r e n c e d  i n  Note 30 below -- 

1 h a s  been documented by d i s c u s s i o n s  w i t h  s o u r c e s  w i t h i n  DOE. 

New York Times, page 1, June  2,  1979. 

31. See w h o l e s a l e  g a s o l i n e  p r i c e s  i n  t h e  a p p r o p r i a t e  i s s u e s  of U.S. Department 

of Energy, Monthly Energy Review and Monthly Petroleum P r o d u c t ' P r i c e  

Review. 

32. D i s c u s s i o n  i n  Cambridge, M a s s a c h u s e t t s ,  w i t h  independen t  g a s o l i n e  s t a t i o n  



owner, A p r i l ,  1980. For  a  f u r t h e r  d i s c u s s i o n  of t h e  myopic n a t u r e  of 

consumer e x p e c t a t i o n s ,  s e e  S c h e r e r  (1980) ,  page 215. 

33.  D a t a o n n a t i o n a l  h e a t i n g  o i l  consumption by month a r e  a v a i l a b l e  from t h e  

EIA-9 Home Hea t ing  O i l  P r i c e  Survey a d m i n i s t e r e d  by t h e  O f f i c e  of P r i c e s  

and Margins,  Energy I n f o r m a t i o n  A d m i n i s t r a t i o n ,  Department of Energy. 

34. The most n o t a b l e  i n s t a n c e s  of t h i s  p r e s s u r e  were  a s e r i e s  of White House 

mee t ings  w i t h  r e p r e s e n t a t i v e s  of t h e  twe lve  l a r g e s t  major  o i l  companies. 

I n  a d d i t i o n ,  h e a r i n g s  b e f o r e  v a r i o u s  c o n g r e s s i o n a l  commit tees ,  which 

were  r e p o r t e d  i n  t h e  n a t i o n a l  media ,  focussed  upon t h e  h e a t i n g  o i l  

problem and t h e  r e f i n i n g  i n d u s t r y ' s  r e s p o n s e  t o  t h a t  problem. 

I I 
35. Note t h a t  w h i l e  t h i s  p r i c e  drop i s  n o t  r e f l e c t e d  i n o u r  r e f i n e r  p r i c e  

! 
I d a t a ,  t h e  r e f i n e r  d a t a  a r e  n o t  s p e c i f i c  t o  h e a t i n g  o i l  b u t  r a t h e r  combine 

1 p r i c e s  for a i l  of d i s t i l l a t e .  Thus, we would expec t  t h e  p r i c i n g  p a t t e r n s  

of o t h e r  p r o d u c t s  t o  o b s c u r e  t h a t  of home h e a t i n g  o i l  i n  t h e s e  d a t a  t o  

some degree .  

36 .  It a l s o ,  of c o u r s e ,  h a s  a l lowed t h e  b u i l d u p  of f i r m s '  banks  a s  market  

demand c o n s t r a i n e d  f i r m s  from p a s s i n g  through t h e  f u l l  amount of c o s t  

i n c r e a s e s .  



Chapter 5 

ANALYSIS OF 1979 OIL MARKET PROBLEMS 
AND POLICY RESP CNSE 

A t z t h i s - s t a g e ,  we have accomplished t h r e e  of t h e  f o u r  major t a s k s  t h a t  

we embarked upon. We have presen ted  a  d e t a i l e d  empi r i ca l  p i c t u r e  regard ing  

t h e  e f f i c i e n c y  of U.S. o i l  market p r i c i n g  dur ing  pe r iods  of world o i l  market 

shock and t r a n s i t i o n .  We have a l s o  reached conc lus ions  regard ing  t h e  a v a i l -  

a b i l i t y  of marginal  supply i n  v a r i o u s  c o n t r o l l e d  and decon t ro l l ed  product  . 

markets  -- t h a t  is ,  whether ,  r e g a r d l e s s  of p r i c i n g  p a t t e r n s  exh ib i t ed  i n  t h e  

market o v e r a l l ,  t h e  markets  were c l e a r i n g  a t  t h e  margin. F i n a l l y ,  we have 

advanced a  theory  regard ing  t h e  c a u s a l  o r i g i n  of t h e  p r i c i n g  p a t t e r n s  we have 

observed i n  t he se  markets .  The t a s k  s t i l l  remaining i s  t o  p u l l  t o g e t h e r  t h e s e  

conc lus ions  r ega rd ing  t h e  marke t ' s  f unc t ion  i n t o  a  p o s i t i v e  d i s cus s ion  of t h e  

problems t h a t  w e  b e l i e v e  e x i s t  i n  t h e  market du r ing  pe r iods  such a s  1979. I n  

add re s s ing  t h i s  i s s u e ,  we approach our  a n a l y s i s  from s e v e r a l  pe r spec t ives .  

F i r s t ,  we s e p a r a t e  t h e  problems t h a t  occur i n  t h e s e  markets  i n t o  two 

c a t e g o r i e s :  t h o s e  r e l a t i n g  t o  t h e  e f f i c i e n c y  of t h e  market and those  r e l a t i n g  

t o  t h e  impact of h igher  o i l  p r i c e s  upon t h e  well-being of consumers and o i l  

companies. Concerning t h e  former of t h e s e  problems, i f  t h e  market evidences 

a  breakdown i n  p r i c i n g  and a l l o c a t i n g  goods i n  t h e  most opt imal  manner a c r o s s  

s o c i e t y ,  e f f i c i e n c y  cons ide ra t i ons  may sugges t  i n t e r v e n t i o n  i n  t h e  market t o  

a l t e r  t h e  s i g n a l s  consumers and producers  perce ive .  The l a t t e r  of t h e s e  problems 

invo lves  c o n s i d e r a t i o n s  of economic f a i r n e s s  i n  s o c i e t y :  how weal th  i s  d i s t r i -  

buted a c r o s s  consumers and producers ,  and what policy-makers pe rce ive  a s  a 

f a i r  s h a r i n g  of t h e  burden imposed on a l l  consumers due t o  t h e  r educ t ion  i n  

I t h e i r  r e a l  pur.chasing power caused by h ighe r  p r i c e s .  



The second p e r s p e c t i v e  we t a k e ,  once we have d i s t i n g u i s h e d  e f f i c i e n c y  

and f a i r n e s s  problems observed i n  t h e  marke t ,  i n v o l v e s  a  comparison between 

a c t u a l  problems and t h e  p u b l i c ' s  and pol icy-makers '  p e r c e p t i o n s  of t h e s e  

problems. Throughout t h e  most r e c e n t  p e r i o d  of American market  t u r m o i l ,  t h e r e  

w a s c l e a r l y m u c h  misunders tand ing  r e g a r d i n g  t h e  n a t u r e  of t h e  changes and problems 

t h a t ' w e r e  Occur r ing .  P r i c e  i n c r e a s e s ,  g a s o l i n e  l i n e s ,  and o t h e r  f a c e t s  of t h e  

ad jus tment  p r o c e s s  w i t h  d i f f e r i n g  c a u s e s ,  c u r e s  and i m p l i c a t i o n s  f o r  judg ing  

t h e  m a r k e t ' s  w o r k a b i l i t y  were r o l l e d  up i n  t h e  p u b l i c  a r e n a  i n t o  a n  i n s e p a r a b l e ,  

i l l - d e f i n e d  lump termed " o i l  market  c r i s i s " .  It i s  i m p o r t a n t  f o r  our a b i l i t y  

t o  cope w i t h  f u t u r e  c r i s e s  t h a t  l i g h t  be shed upon t h e  r e l a t i o n s h i p  of t h e s e  

g e n e r a l  m i s p e r c e p t i o n s  t o  t h e  r e a l  market  s i t u a t i o n .  

T h i r d ,  we examine t h e  n a t u r e  of t h e  government 's  p o l i c y  r e s p o n s e s  t o  t h e  

a c t u a l  changes  o c c u r r i n g  i n  t h e  market  and t o  t h e  p u b l i c ' s  p e r c e p t i o n s  of 

t h o s e  changes ,  e. ,g. ,  were  government r e g u l a t o r y  i n i t i a t i v e s  i n  1979 d i r e c t e d  

i n  such a  way t h a t  programs a c t u a l l y  addressed  t h e  e f f i c i e n c y  and d i s t r i b u t i o n a l  

i s s u e s  t h a t  e x i s t e d  i n  t h e  m a r k e t ?  As w e  b r i e f l y  n o t e d ,  and w i l l  expand upon 

i n  t h i s  c h a p t e r ,  e f f i c i e n c y  and d i s t r i b u t i o n a l  concerns  demand v e r y  d i f f e r e n t  

t y p e s  of i n s t i t u t i o n a l  r esponse .  We t h u s  need t o  d e f i n e  t h e  a p p r o p r i a t e  

governmental  r e s p o n s e  t o  t h e  g e n e r a l  problem t y p e s  w e  f i n d ,  and examine t h e  

r e c o r d  t o  s e e  i f  p o l i c y  h a s  a r i s e n  i n  r e s p o n s e  t o  t h e  r e a l i t y  of marke t  c r i s e s  

o r  t o  t h e  i l l u s i o n s  f o s t e r e d  by t h e  p r e v a l e n t  m i s p e r c e p t i o n s  of t h o s e  c r i s e s .  

We w i l l  t h u s  b e  a b l e  t o  draw c o n c l u s i o n s  r e g a r d i n g  t h e  p r o p r i e t y  of govern- 

m e n t a l  r e s p o n s e  t o  t h e  c r i s i s  of 1979 and ,  i n f e r e n t i a l l y ,  t o  s u g g e s t  some 

g u i d e l i n e s  f o r  p o l i c y  a c t i o n  i n  t h e  f a c e  of f u t u r e  world o i l  market  c r i s e s .  

5.1 D e f i n i t i o n  of Market Problems 

I n  t h i s  s t u d y ,  we have s t a t e . d  t h e  e f f i c i e n c ~ l f a i r n e s s  dichotomy s e v e r a l  

t i m e s .  L e t . u s  rev iew i t  q u i c k l y  h e r e  and comment on t h e  p o l ~ c y ~ i m p l i c a t i o n s  



of t h e  two types  of market problems. 

Genera l ly ,  two types  of economic problems, t hose  r e l a t i n g  t o  economic 

e f f i c i e n c y  and those  r e l a t i n g  t o  f a i r n e s s  i n  t h e  d i s t r i b u t i o n  of income, may 

occur w i t h i n  markets  and among market p a r t i c i p a n t s  i n  a  t r a n s i t i o n a l  per iod  

such a s  i n  o i l  markets  dur ing  1979. Although e f f i c i e n c y  problems may w e l l  

have d i s t r t b u t i o n a l  imp l i ca t i ons ,  t h e  d i f f e r e n c e s  between t h e s e  two c a t e g o r i e s  

of problems a r e  such t h a t  t h e i r  e f f i c i e n t  r e d r e s s  i s  g e n e r a l l y  through s e p a r a t e  

means. 

5 .1 .1  The Problem of Econanic E f f i c i ency  

How do we d e f i n e  marketplace e f f i c i e n c y  pr.oblems, t h e i r  e f f e c t s  and t h e i r  

c u r e ?  Our primary concern i n  market t r a n s i t i o n ,  a s  we have seen throughout 

t h i s  paper ,  i s  t h a t  U.S. p r i c e s  should a d j u s t  t o  r e f l e c t  world p r i c e s  s o  t h a t  

an opt imal  response by U.S. consumers and .p roduce r s  t o  t h e  r e a l i t y  of h ighe r  

p r i c e s  i s  p o s s i b l e .  I n  t h i s  way, t h e  U.S. economy w i l l  demand t h e  op t imal  

amount of o i l  a s  U.S.consurners w i l l  r e c e i v e  t h e  c o r r e c t  s i g n a l s  regard ing  t h e  

a c t u a l  v a l u e  of o i l .  I f  an e f f i c i e n c y  problems e x i s t s  i n  a  market ,  t h e  p r i c e  

charged i n  t h e  market does no t  r e p r e s e n t  t h e  r e a l  r e sou rce  c o s t  and s o c i a l  

va lue  of t h e  commodity. I f  o i l  i s  p r i c e d  above i t s  marginal  c o s t ,  demand i s  

l e s s  than i s  s o c i a l l y  opt imal .  Conservely,  i f  o i l  i s  p r i ced  below i t s  marg ina l  

c o s t  t o  s o c i e t y ,  it w i l l  be over  demanded by consumers. 

In  terms of economic e f f i c i e n c y ,  t h e  adap ta t i on  process  i s  working i f  a l l  

p roducts  a r e  a l l o c a t e d ,  by p r i c e ,  t o  t h e i r  most h igh ly  valued use  I n  s o c i e t y .  

Those who v a l u e  t h e  use of a  given amount of o i l  a t  less than t h e  p r i c e  t h a t  

c l e a r s  t h e  market -- t hose  who a r e  unwi l l i ng  t o  pay t h e  h ighe r  p r i c e  f o r  o i l  -- 
must make do w i t h  less. The maximization of t o t a l  U.S. e c o n m i c  weal th  d i c t a t e s  

t h a t  t h e  n a t i o n  u t i l i z e  t h e  r e sou rces  a v a i l a b l e  t o  i t  i n  t h e  most e f f i c i e n t  

manner p o s s i b l e .  A p r e r e q u i s i t e  i s  t o  a l low p r i c e  t o  r e f l e c t  t h e  t r u e  c o s t  



of o i l  t o  s o c i e t y  and t o  r e q u i r e  consumers t o  make consumption choices  based 

upon t h a t  p r i c e  l e v e l .  

What a r e  t h e  v i s i b l e  s i g n s  of a  problem of market i n e f f i c i e n c y ?  Whenever 

U.S. product  p r i c e s  i n  major markets ,  p a r t i c u l a r l y  t h e  c o n t r a c t  market ,  remain 

s i g n i f i c a n t l y  below s p o t  p r i c e s ,  e f f i c i e n c y  problems e x i s t .  S i m i l a r l y ,  when- 

eve r  some s e l l e r s  i n  a  market p r i c e  a t  o t h e r  than t h e  market-clear ing p r i c e ,  

e f f i c i e n c y  problems e x i s t .  I n  a d d i t i o n ,  e f f i c i e n c y  problems e x i s t  when markets  

actua1,ly f a i l  t o  c l e a r ;  t h a t  is ,  when t h e r e  i s  u n s a t i s f i e d  demand i n  t h e  market .  

I n  t h i s  s i t u a t i o n ,  . .nonpr ice  forms of r a t i o n i n g  t h e  product ,  such a s  l i n e s ,  

w i l l  appear.  

We have seen i n s t a n c e s  i n  r e c e n t  y e a r s  of i n e f f i c i e n t l y  low o i l  market 

p r i c e s .  What is  t h e  c o r r e c t  method of dea l ing  wi th  t h i s  kind of genuine 

market i n e f f i c i e n c y ?  Th i s  type  of problem demands r e d r e s s  through a  c o r r e c t i o n  

of t h e  market process .  The process ,  a s  r e f l e c t e d  i n  t h e  p r i c e  of t h e  product ,  

i s  caus ing  consumers t o  f a c e  t h e  wrong market s i g n a l s .  F u r t h e r ,  governmental 

responses  t h a t  merely a t t a c k  some v i s i b l e  r e s u l t s  of t h e  e f f i c i e n c y  problem, 

wi thout  a t t a c k i n g  t h e  b a s i c  p r i c e  i n e f f i c i e n c y  i t s e l f ,  should no t  be seen a s  

c o r r e c t i n g  t h e  market d i s t o r t i o n s  t o  any s i g n i f i c a n t  degree.  For example, 

many t imes du r ing  both  1973 and 1979, i n  a  market i n  which p r i c e s  were t o o  low 

and a c t u a l  sho r t ages  of product  developed, t h e  government's response was t o  

1 
d i r e c t  a  change i n  a l l o c a t i o n  p r i o r i t i e s .  Such a c t i o n s  do n o t  add re s s  t h e  

e f f i c i e n c y  problems c r ea t ed  by t h e  sho r t age ,  bu t  r a t h e r  only r e d i s t r i b u t e  

t h e  b e n e f i t s  of t h e  lower p r i c e s  between consumer groups. Some groups w i l l  

be made b e t t e r  o f f ,  due t o  h ighe r  a l l o c a t i o n  f r a c t i o n s ,  bu t  they a r e  made s o  

a t  t h e  expense of t h e  o t h e r  groups whose supply of i n e f f i c e i n t l y  low p r i c e d  

product  d imin ishes .  Thus, t h e  burden of t h e  shorage i s  t r a n s f e r r e d  among 

consumer groups r a t h e r  than a l l e v i a t e d .  The a p p r o p r i a t e  remedy, i f  t h e  sou rce  

of market i n e f f i c i e n c y  i s  a  d e v i a t i o n  of market p r i c e s  from t h e i r  e f f i c i e n t  

norms, i s  t o  t a k e  a c t i o n  which a l l ows  p r i c e  t o  r each  e f f i c i e n t  l e v e l s .  



. . 

5.1.2 The Problem of Economic Equity 

A s  descr ibed  i n  Sec t ion  3.1.2,  a l l  u s e r s  of petroleum p roduc t s  s u f f e r  r e a l  
. , 

1 i l o s s e s  i n  income when o i l  p r i c e s  r i s e ,  a s  any given amount of money w i l l  n o t  

I: buy a s  many petroleum products  a s  i t  prev ious ly  would. A change i n  t h e  p r i c e  

I ! of a  commodity a s  c e n t r a l  t o  our economy a s  o i l  produces major upheavals  and 

a l t e r a t i o n s  i n  t h e  mode of ope ra t i on  of v i r t u a l l y  a l l  f a c e t s  of our ,economy. 
4 

We may expect t o  observe t h r e e  c l a s s e s  of consumers h u r t  by t h e s e  t ransforma- 

I t i o n s .  The most obvious of t h e s e  i s  t h e  passive.consumer of o i l  p roducts  

I whose r e l a t i v e  economic s t and ing  i n  s o c i e t y  i s  apprec iab ly  worsened by h i s  reduced 

purchasing power i n  t h e  f a c e  of h igher  f u e l  p r i c e s .  A second l e s s  obvious 

c l a s s  of consumers who l o s e  from r i s i n g  p r i c e s  i s  bus ines se s  t h a t  depend upon 

a  cont inued supply of cheap o i l .  A t h i r d ,  and r e l a t e d  c l a s s ,  c o n s i s t s  of t h o s e  

bus ines se s  such as a u t o  producers  t h a t  produce products  t h a t  a r e  used i n  con- 

I j.unction wi th  o i l .  Many s e c t o r s  of American i n d u s t r y  w i l l  undergo r a d i c a l  

change, and some may i n  f a c t  cease  t o  e x i s t  a l t o g e t h e r  when faced  w i t h  r h e  

r e a l i t y  of h igher  o i l  p r i c e s .  I t  must be c l e a r  from our  foregoing  a n a l y s i s  

t h a t  i n  terms of economic e f f i c i e n c y ,  t h i s  r e s u l t  may n o t  be  i napp rop r i a t e .  

I Rather ,  such ad jus tments  must happen f o r  our s o c i e t y  t o  adapt .  P a t t e r n s  of 

commerce and t r a n s a c t i o n s  which were c o n s t r u c t i v e  and p r o f i t a b l e  i n  t h e  pas t  may 

I simply no longer  be p r o f i t a b l e  due t o  t h e  a l t e r e d  s t a t e  of t h e  market.  The 

I change w i l l  n e c e s s a r i l y  be  p a i n f u l  f o r  some. T h e r e - a r e  c e r t a i n l y  arguments 

t h a t  a c t i o n  should be  taken t o  a i d  t hose  most s eve re ly  h u r t  by t h e  a l t e r e d  

economic s i t u a t i o n ,  bu t  i t  must be  recognized t h a t  t h e s e  arguments a r e  u l t i -  

mately based upon cons ide ra t i ons  of f a i r n e s s  and e q u i t y  r a t h e r  than economic 

e f f i c i e n c y  i n  t h e  a d a p t a t i o n  process .  

~ The d i s t r i b u t i o n a l  consequences of a  r a p i d  i n c r e a s e  i n  t h e  p r i c e  of o i l  

I can be  s eve re ,  and t h e r e  a r e  c e r t a i n l y  convincing c a s e s  which can be  

1 made -- and which w e  would make -- t h a t  some form of r e l i e f  should be  



channeled t o  t h o s e  h u r t  by a l t e r e d  market  c o n d i t i o n s ,  when p o l i t i c a l  r e a l i t i e s  r 

. d i c t a t e .  The a p p r o p r i a t e  method f o r  g r a n t i n g  r e l i e f  i s  one which does  n o t  

i n t e r f e r e  d i r e c t l y  w i t h  t h e  e f f i c i e n c y  of t h e  a d a p t a t i o n  p r o c e s s .  Tha t  i s , '  

i n t e r f e r e n c e  w i t h  t h e  n e t  p r i c e  of t h e  o i l  p r o d u c t s  themse lves  o r  t h e  consump- 

t i o n  c h o i c e s  made by consumers f a c e d  w i t h  h i g h e r  o i l  p r i c e s  shou ld  be avoided.  

For i n s t a n c e ,  i t  i s  b e t t e r  from an e c o n m i c  e f f i c 5 e n c y  and consumer w e l f a r e  

p o i n t  of view t o  p r o v i d e  a  low income consumer w i t h  $100 i n  d i r e c t  a i d  r a t h e r  

t h a n  a l l o w i n g  t h a t  consumer t o  purchase  o i l  a t  a n  a r t i f i c i a l l y  low p r i c e ,  

s u f f i c i e n t  t o  y i e l d  t h e  same t o t a l  amount of e f f e c t i v e  a i d .  

D i r e c t  f i n a n c i a l  a i d  t o  t h o s e  consumers deemed s e v e r e l y  h u r t  by o i l  p r i c e  

i n c r e a s e s  c o n s t i t u t e s  t h e  l e a s t  d i s t o r t i n g  method of c o r r e c t i n g  t h e  d i s t r i b u -  

t i o n a l  problem. Such a i d  h e l p s  t h e s e  consumers o r  consumer g roups  t o  cope 

w i t h  t h e  impact  of i n c r e a s e d  o i l  p r o d p c t  p r i c e s  by augmenting t h e i r  income, 

w h i l e  n o t  a l t e r i n g  t h e  o i l  p r i c e  l e v e l  f o r  them o r  o t h e r  consumers. Aid,  c l e a r l y ,  

should  n e v e r  b e  t i e d  economical ly  t o  t h e  p a r t i c u l a r  k ind of f u e l  which has  

. c r e a t e d  t h e  a d v e r s e  impact  on t h e  consumer. By economic t y i n g ,  we mean t h a t  

t h e  a i d  is a s s o c i a t e d ,  e i t h e r  d i r e c t l y  o r  i n d i r e c t l y ,  w i t h  t h e  u s e  of t h e  f u e l .  

An example of a  d i r e c t  f u e l - a i d  t i e  i s  i l l u s t r a t e d  by a d i r e c t  s u b s i d y  on per-  

g a l l o n  consumption of t h e  p r o d u c t ;  a n  example of i n d i r e c t  t y i n g  i s  r e p r e s e n t e d  

by a  lump-sum s u b s i d y  which is  on ly  a v a i l a b k t o  t h o s e  consumers who a c t u a l l y  

consume o i l  p r o d u c t s  ( e . g . ,  t h e  lump-sum of money i s  g i v e n  t o  anyone w i t h  an 

o i l  b ~ r n e r ) . ~  Any such  t y i n g  w i l l  encourage over-consumption of f u e l  by 

r e c i p i e n t s  of such  a i d .  

We now proceed t o  a n a l y z e  t h e  problems e x t a n t  i n  c o n t r o l l e d  and d e c o n t r o l l e d  

p r o d u c t  m a r k e t s  d u r i n g  1979 i n  o r d e r  t o  r e n d e r  a judgment r e g a r d i n g  t h e  n a t u r e  

of t h e  p e r c e i v e d  market  problems d u r i n g  this p e r i o d .  Given t h e  a n a l y s i s  i n  

t h i s  s e c t i o n ,  we may t h e n  s u g g e s t  t h e  remedies  a p p r o p r i a t e  t o  t h e  t y p e s  of 

market  problems t h a t  we have observed.  Fol lowing t h i s ,  i n  S e c t i o n  5.3, we 



compare t h e  a c t u a l  remedies undertaken by policy-makers t o  our e f f i c i e n t  

benchmark, and determine whether t h e  Department of Energy, policy-makers, 

and t h e  p u b l i c  were pe rce iv ing  problems c o r r e c t l y  and undertaking app rop r i a t e  

po l i cy  i n  response t o  those  problems. 

5.2 Empir ical  Examination of Market Problems i n  1979 

5 .2 .1  Cont ro l led  Products  

A s  w e  have shown, i n  t h e  major c o n t r o l l e d  product ,  g a s o l i n e ,  genuine 

problems of market e f f i c i e n c y  were ev iden t  i n  1979. I n  g a s o l i n e ,  t h e  coupl ing 

of p r i c e  lagging  wi th  t h e  c o n t r o l  framework r e s u l t e d  i n  a c t u a l  sho r t ages  of 

t h e  product  a t  v a r i o u s  times dur ing  t h e  yea r .  S u f f i c i e n t  supply of g a s o l i n e  

was no t  a v a i l a b l e  a t  t h e  market p r i c e  t o  s a t i s f y  demand; and a  r e l a t i v e l y  

l a r g e  amount of industry-wide nonpr ice  r a t i o n i n g  r e s u l t e d .  Pub l i c  pe rcep t ions  

of "supply problems" were q u i t e  accu ra t e ,  a l though t h e  cause was n o t  of t e n  

understood. I n  f a c t ,  t h e  two- and three-hour g a s o l i n e  l i n e s  i n  May and June of 

1979 . represen ted  huge "shadow," o r  a c t u a l  resource-cos t ,  p r i c e s  f o r  ga so l ine .  

Many g a s o l i n e  consumers were c o r r e c t  t o  pe rce ive  t h a t ,  f o r  them, g a s o l i n e  had 

become completely unava i l ab l e .  This  was n o t  due t o  a  l ack  of supply ,  bu t  because 

t h e  combined c o s t s  of w a i t i n g  i n  l i n e  and pump p r i c e  exceeded t h e  b e n e f i t s  

t h e s e  consumers de r ived  from g a s o l i n e  consumption. 

That t h e  c o n t r o l  framework i n  t h i s  major consumer product  c r ea t ed  grave  

i n e f f i c i e n c i e s  i n  t h e  market ha s  been w e l l  understood f o r  some time. Seve ra l  

au tho r s  have performed e x t e n s i v e  ana lyses  on t h i s  f r k e ~ o r k . ~   heref fore, w e  

w i l l  n o t  examine t h e  c o n t r o l  framework i n  d e t a i l  here .  We w i l l  n o t e  two a s p e c t s  

of t h e  genera l ly -he ld  conc lus ions  regard ing  t h e  framework which we b e l i e v e  

are p a r t i c u l a r l y  p e r t i n e n t .  F i r s t ,  product  c o n t r o l s  only become b inding  du r ing  

pe r iods  of r a p i d  world a i l  p r i c e  i n c r e a s e .  It would seem t h a t  t h e  i n t e n t  of 

t h e  policy-makers who designed t h e  c o n t r o l s  was t o  " so f t en  t h e  blow" of o i l  
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p r i c e  i n c r e a s e s  d u r i n g  t h e  t r a n s i t i o n  p r o c e s s .  But t h e  e x i s t e n c e  of b i n d i n g  

c o n t r o l s  d u r i n g  p e r i o d s  of t r a n s i t i o n  t end  t o  make consumers worse  o f f .  Two- 

hour g a s o l i n e  l i n e s  i n  a  number of l a r g e  m e t r o p o l i t a n  a r e a s  d u r i n g  t h e  summer 

of 1979 r e p r e s e n t e d  huge w e l f a r e  l o s s e s  f o r  consumers, a s  w e l l  a s  n e t  e f f i c i e n c y  

l o s s e s  t o  s o c i e t y .  

Second, i t  seems c l e a r  t h a t  i t  i s  t h e  c o n t r o l  framework, and n o t  t h e  market  

i t s e l f  which h a s  l e d  t h e  huge e r r o r s  i n  p u b l i c  i n f o r m a t i o n  and e x p e c t a t i o n s  

r e g a r d i n g  world o i l  marke t  c r i s e s .  Both i n  1973-1974 and 1979, a  c o n t r o l  frame- 

work bound p r i c e s  i n  t h e  most wide ly  consumed o i l  p roduc t  ( g a s o l i n e )  and t h u s  

c r e a t e d  s h o r t a g e s  i n  t h a t  p roduc t .  A s  a  r e s u l t ,  most consumers and p o l i c y -  

makers have t h e  e x p e c t a t i o n  t h a t  a  world  market  supp ly  c u t o f f  w i l l  r e s u l t  i n  

an a b s o l u t e  supply-demand gap -- a  s h o r t a g e  -- i n  U.S. marke t s .  Of c o u r s e ,  

a b s e n t  i n t e r v e n t i o n ,  consumers would s imply have t o  a d j u s t  t o  h i g h e r  g a s o l i n e  

p r i c e s ,  n o t  cope w i t h  a  supply-demand imbalance.  

T h i s  i n c o r r e c t  p e r c e p t i o n  has became a lmos t  a c r i p p l i n g  e n c l ~ m b r a n c ~  to 

a p p r o p r i a t e  r e a c t i o n  from t h e  p u b l i c  and government t o  a world  supp ly  shock. 

Ta lk  of "emergency c o n s e r v a t i o n  measures, ' '  "emergency a l l o c a t i o n  p r i o r i t i e s , "  

and o t h e r  forms of market  i n t e r v e n t i o n  t o  c o u n t e r  expec ted  s h o r t a g e s  dominate 

p o l i c y  d i s c u s s i o n s  i n  r e s p o n s e  t o  world market  t u r m o i l ,  as a  c u r s o r y  r e a d i n g  

of popula r  news j o u r n a l s  from t h e s e  p e r i o d s  demons t ra tes .  I f  t h e  t r u e  n a t u r e  

of t h e  d i s t r i b u t i o n a l  problems c r e a t e d  by p r i c e  i n c r e a s e s  were  n o t m a s k e d  by 

t h e  s h o r t a g e s  and i n e f f i c i e n c y  which t h e  c o n t r o l  framework h a s  c l e a r l y  caused ,  

p o l i c y  might  b e t t e r  r e s o l v e  t h e  e q u i t y  i s s u e s  i n h e r e n t  i n  p r i c e  i n c r e a s e s .  

The p r i c e  and a l l o c a t i o n  c o n t r o l  r e s p o n s e  t o  t h e  problem of h i g h e r  p r i c e s  

r e p r e s e n t s  t h e  c l a s s i c  example of damaging e f f i c i e n c y  i n  an a t t e m p t  t o  a d d r e s s  

what are p r i m a r i l y  d i s t r i b u t i o n a l  concerns .  

Many of t h o s e  who have  demonstra ted t h e  most profound concern  f o r  t h e  p l i g h t  

of t h e  less f o r t u n a t e  have f a l l e n  i n t o  t h i s  t r a p ,  b e l i e v i n g  t h a t  b a s i c  economic 
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: s i g n a l s  can somehow b e  changed o r  c o n t r o l l e d  t o  b e n e f i t  t h o s e  need ing  income 
i 
5 a i d  and a s ~ i s t a n c e . ~  The s e r v i c e  t h e y  do f o r  t h e  less advantaged would b e  

g r e a t l y  i n c r e a s e d  were  t h e y  t o  unders tand  t h a t  t h e i r  a t t e m p t s  t o  c u r e  t h e s e  

I: d i s t r i b u t i o n a l  problems through market  i n t e r v e n t i o n ,  r a t h e r  t h a n  through more 
i: 

d i r e c t  income t r a n s f e r s ,  u l t i m a t e l y  a d v e r s e l y  a f f e c t  t h e  e n t i r e  American 

economy - - . . i n c l u d i n g . t h o s e  whom t h e y  s e e k  t o  a i d  -- by d e c r e a s i n g  t h e  t o t a l  

w e a l t h  a v a i l a b l e  from t h e  American economy. 

I !  

I 

~ 
1 5 .2 .2  D e c o n t r o l l e d  P r o d u c t s  

I n  d e c o n t r o l l e d  p r o d u c t s ,  we have s e e n  e v i d e n c e  t h a t  c o n t r a c t  p r i c e s ,  

p a r t i c u l a r l y  t h o s e  of major  r e f i n e r s ,  lagged s u b s t a n t i a l l y  below e f f i c i e n t  

m a r g i n a l  p r i c e s  th roughout  1979. T h i s  c e r t a i n l y  c r e a t e d  a l l o c a t i v e  i n e f f i c i e n c i e s  

i n  s o  f a r  as some consumers,  i f  f a c e d  w i t h  t h e  e f f i c i e n t  p r i c e  i n  c o n t r a c t  

p r o d u c t ,  would d o u b t l e s s  have consumed l e s s .  U l t i m a t e l y ,  however, economy- 

wide i n e f f i c i e n c i e s  were moderated by a  w e l l  f u n c t i o n i n g  market f o r  m a r g i n a l  

supp ly .  The i n f r e q u e n c i e s  of l i n e s  i n  d e c o n t r o l l e d  p r o d u c t s  s u g g e s t s '  t h a t ,  due  

t o  a c t i v e  u s e  of pr0duc.t s p o t  marke t s ,  t h e s e  m a r k e t s  c l e a r e d  a t  t h e  margin.  

However, we have #not  y e t  examined t h i s  c l a i m  i n  any d e t a i l .  Many prominent 

policy-makers and members of t h e  d i s t i l l a t e  consuming s e c t o r  vo iced  b e l i e f  

th rough  1979 (and c o n t i n u e  t o  ho ld  t h e  b e l i e f  today)  t h a t  p roduc t  a v a i l a b i l i t y  

was a  problem d u r i n g  t h i s  p e r i o d . 6  Many contended t h a t  p roduc t  was o f t e n  

a b s o l u t e l y  u n a v a i l a b l e  i n  t h e  market  and t h a t  rea l  s h o r t a g e s  d i d  e x i s t .  W e  

t u r n  now t o  a n  examina t ion  of t h e s e  c l a i m s ,  u s i n g  a s  ev idence  r e c o r d s  on one 

of t h e  p e r i o d ' s  most i n t e n s e  d i s t i l l a t e  problems,  May 1979, and t h e  r e g i o n  of 

t h e  c o u n t r y  most a f f e c t e d  d u r i n g  t h i s  p e r i o d ,  t h e  Midwest. 

~ The most e x t e n s i v e  p o l i c y  h e a r i n g s  i n  which t h e  problems of d i s t i l l a t e  

supp ly  were  a d d r e s s e d  were  t h o s e  s u r r o u n d i n g  t h e  Economic Regula to ry  Adminis- 

t r a t i o n ' s  (ERA) implementa t ion  of S p e c i a l  Rule  9  on May 16 ,  1979. T h i s  r u l e  

was an  emergency s u p p l y  d i r e c t i v e  which m a n d a t e d a l l o c a t i o n p r i o r i t i e s  i n  



d i s t i l l a t e  products  ( s e e  Sec t ion  5.3.1).  These hea r ings ,  he ld  i n  Washington 

on May 18  and 19,  1979, occurred a t  a  p o i n t  of i n t e n s e  p u b l i c  concern about  

t h e  d i s l o c a t i o n  they perceived i n  t h e  primary d i s t i l l a t e  markets .  The t r a n s c r i p t  

from t h e  hea r ings  demonstrates  t h a t  many consumers complained t o  ERA t h a t  a  

s u f f i c i e n t  supply of d i s t i l l a t e  was n o t  a v a i l a b l e  t o  them. Th i s  complaint 

was taken a t  f a c e  v a l u e  by many w i t h i n  DOE. A c l o s e  read ing  i n d i c a t e s  t h a t  

major s u p p l i e r s ,  who t r a d i t i o n a l l y  met a  huge p ropor t i on  of t h e s e  consumers' 

needs,  were indeed e s t a b l i s h i n g  a l l o c a t i o n  f r a c t i o n s  i n  d i e s e l .  These were 

g e n e r a l l y  i n  t h e  neighborhood of 50 t o  95 percent  of base-period l e v e l s  of 

maximum c o n t r a c t  volumes, a s  Seen i n  Table  4. However, pos ted  p r i c e s  f o r  

d i e s e l  from t h e  major s u p p l i e r s  throughout t h e  West and t h e  Midwest were 

roughly i n  l i n e  wi th  t h e  major s e l l e r  d i e s e l  p r i c e s  presen ted  i n  Table  5. 
8 

Thus, what t h e s e  consumers were a c t u a l l y  faced  w i t h  was a  s h o r t a g e . o f  d i e s e l  

from majors  a t  a r t i f i c i a l l y  low p r i c e s .  

  he t r a n s c r i p t , i n d i c a t e s  t h a t  s p o t  market s u p p l i e s  were a v a i l a b l e  t o  t h e s e  

purchases  dur ing  t h i s  per iod  throughout t h e  Midwest and West a t  p r i c e s  n o t  sub- 

s t a n t i a l l y  d i f f e r e n t  from those  observed i n  c o a s t a l  s p o t  markets. '  To be  s u r e ,  

spo t  p r i c e s  sometimes approached twice  c o n t r a c t  p r i c e s  dur ing  t h i s  pe r iod  -- 

p a r t i c u l a r l y  i n  June,  a s  was seen  i n  Graph 3. Never the less ,  t h e  f a c t  t h a t  some 

d i s t i l l a t e  consumers chose n o t  t o  consume spo t  d i e s e l  may be  i n t e r p r e t e d  a s  a  

consequence of t h e  p r i c e - e l a s t i c i t y  of demand f o r  d i e s e l  f u e l .  Consumers who 

r e f r a i n e d  .from buying s p o t  product  i n d i c a t e d  by s o  doing t h a t  t h e  change i n  

r e l a t i v e  v a l u a t i o n  between o i l  and t h e i r  ou tput  product  was such t h a t  t h e  c o s t  

of d i e s e l  made some marg ina l  l e v e l  of t h e i r  bus ines s  u n p r o f i t a b l e .  I f  s o ,  t h i s  

absen t ion  r ep re sen t ed  an e f f i c i e n t  r e a l l o c a t i o n  of s o c i e t a l  r e sou rces  i n  t h e  

f a c e  of new market p r i c e s .  Increased  o i l  p r i c e s  were f o r c i n g  a p p r o p r i a t e  

a d a p t a t i o n  by t h e s e  s e c t o r s .  

T r a n s c r i p t  tes t imony from t h e  S p e c i a l  Rule 9  hea r ings  shows g r a p h i c a l l y  



. the  equa t ion  between t h e  g e n e r a l  pe rcep t ion  of product u n a v a i l a b i l i t y  and t h e  

r e a l i t y  of h igh  p r i c e s  -- p r i c e s  many consumers be l i eved  were t o o  h igh  t o  

c o n s t i t u t e  " r ea l "  market p r i c e s .  Seve ra l  of t hose  t e s t i f y i n g  made t h e  t r u e  

n a t u r e  of t h e  " u n a v a i l a b i l i t y "  i s s u e  unusual ly  c l e a r ,  l i n k i n g  t h e  i s s u e  of 

" u n a v a i l a b i l i t y "  d i r e c t l y  t o  t h e i r  i n a b i l i t y  t o  a f f o r d  a v a i l a b l e  spo t  product .  10 

This  testimony provides  t h e  most i l l u m i n a t i n g  pe r spec t ive  upon t h e  n a t u r e  of 

t h e  supply c r i s i s  experienced by d i e s e l  purchasers  i n  t h e  s p r i n g  and summer 

The fo l lowing  exchange between M r .  Barton R. House, Act ing Deputy Adminis- 

t r a t o r  of'ERA, and M r .  Horace Kimball of Telum Corporat ion,  t h e  l a r g e s t  ope ra to r  

of independent d i e s e l  t r ucks tops  i n  t h e  West, demonstrates  t h i s :  

MR. KIMBALL: You w i l l  f i n d  enclosed a  l i s t  of our 1978 
s u p p l i e r s  and t h e  amount of d i e s e l  supp l i ed  
t o  u s  t h e  f i r s t  f o u r  months of 1978 and 1979. 
P l e a s e  no t e  t h a t  our sho r t ages  from t h e s e  , 

s u p p l i e r s  a r e  'a r e ~ o r d  of c o n t i n u a l  dec l ine .  
I n  January,  i t  was 19 pe rcen t ;  February,  26 
p e r c e n t ;  March, 33 pe rcen t ;  and A p r i l ,  42 
pe rcen t ;  arid, a s  of ye s t e rday ,  down t o  51  
pe rcen t  ... l i k e  M r .  House has  s a i d ,  yes ,  
t h e r e  i s  product  on t h e  spo t  market.  But 
does h e  know what t h e  s p o t  market r i g h t  
now i n  d i e s e l  f u e l  i s  i n  New York Harbor? 

MR. HOUSE: Ninety- three c e n t s .  

MR. KIMBALL: That i s  r i g h t .  Ninety- three c e n t s  ... I 
t h i n k  t h a t  about  sums up what we have. We 
have g iven  you a l i s t  of our s u p p l i e r s  f o r  
t h e s e  t h r e e  months t o  g ive  y o u ' a  l i t t l e  
background ... We go ou t  on t h e  open market 
and, normally,  buy on t h e  r ack  p r i c e  system, 
f i l l i n g  i n  w i t h  t h e  s p o t  system. 

But,  a s  t h i s  gentleman has  t o l d  you, w i th  
t h i s  s p o t  market completely ou t  of s i g h t ,  we 
have nowhere else t o  go. We c a n ' t  go t o  t h e  
s p o t  market ... t h e  s p o t  p r i c e  was s o  much higher ,  
than  t h e  rack  p r i c e  t h a t  we r e a l l y  couldn ' t  
g e t  any. 11 



Thus, s e c t o r s  a d v e r s e l y  a f f e c t e d  by h i g h e r  p r i c e s  p e r c e i v e d  t h e i r  "need" 

a s  an  a b s o l u t e  one. I n  t h e i r  v iew,  t h e  market  was n o t  working because  t h e i r  

need cou ld  n o t  be  met a t  t r a d i t i o n a l  p r i c e s  i n  t r a d i t i o n a l  ways. But t h e  

e x i s t e n c e  of e f f i c i e n t l y  p r i c e d  s p o t  p roduc t  a v a i l a b l e  t o  t h e s e  a c t o r s  i n d i c a t e s  

t h a t  t h e i r  problem w a s  n o t  a n  e f f i c i e n c y  o r  market  problem and shou ld  n o t  

have been a d d r e s s e d  through market  mechanisms. To s t a t e  t h i s  and,  t h u s ,  

c a t e g o r i c a l l y  t o  condemn c e r t a i n  k i n d s  of s o l u t i o n s  t o  t h e  problem, n e i t h e r  

b e l i t t l e s  t h e  t r u e  n a t u r e  of t h e  problem n o r  i m p l i e s  t h a t  a c t i o n  s h o u l d  n o t  

be  t aken  t o  a d d r e s s  i t .  

While i t  may have been t h e  c a s e  t h a t  many demanding r e l i e f  from h i g h  

p r i c e s  based on e f f i c i e n c y  arguments  d i d  s o  w i t h  honorab le  m o t i v e s ,  i t  shou ld  

n o n e t h e l e s s  b e  policy-makers '  f u n c t i o n  d u r i n g  t h e s e  p e r i o d s  t o  p o s s e s s  . s u f f i c i d t ~ t  

i n f o r m a t i o n  r e g a r d i n g  t h e  market  t o  u n d e r t a k e  p o l i c y  a c t i o n  w i t h o u t  ' r e l y i n g  

on t h e  o f t e n  i n c o r r e c t  i n f o r m a t i o n  g i v e n  them by i n t e r e s t e d  p a r t i e s  s e e k i n g  

f a v o r s .  

5.3 Governmental  Response 

Has governmental  r e s p o n s e  t o  t h e  problems t h a t  we have  observed i n  c o n t r o l l e d  

and d e c o n t r o l l e d  m a r k e t s  been t i m e l y  and of t h e  p r o p e r  c o n s t r u c t i o n ?  We s h a l l  

examine each t y p e  of market  s e p a r a t e l y  t o  r e n d e r  judgments on t h e  p r o p r i e t y  

and . e f f i c i e n c y  of t h e  observed governmental  r esponse .  

5 .3 .1  C o n t r o l l e d  P r o d u c t s  

It  a p p e a r s  t h a t  t h e  . r esponse  t o  t h e  real problems of s h o r t a g e  caused i n  

1979 by p r i c e  and a l l o c a t i o n  c o n t r o l s  was compl ica ted  by t h e  b a s i c  p o l i t i c a l  

r e a l i t y  of consumer p r e s s u r e  which we have d i s c u s s e d  i n  Chap te r  4. The o n l y  

government . response  which cou ld  have t r u l y  a l l e v i a t e d  t h e  n a t u r e  of t h e  marke t  

problem was t o  r e s c i n d  c o n t r o l s .  T h i s  would have l e f t  consumers angry  a t  



. . .  
higher  p r i c e s ,  bu t  would have removed t h e  huge and v i s i b l e  c o s t s  of dys func t iona l  

markets.  

Within t h e  e x i s t i n g  framework of p r i c e  and a l l o c a t i o n  c o n t r o l s ,  ERA'S 

a t tempt  t o  mainpulate  t h e  system of c o n t r o l s  i n  response  t o  p a r t i c u l a r  c r i s e s  

i n  g a s o l i n e  c o n s t i t u t e d a b - a s i c a l l y  sound i n i t i a t i v e . g i v e n  t h e  p o l i t i c a l  con- 

s t r a i n t s .  , . P r i c e  c o n t r o l s ,  dur ing  t h e  1979 adjustment  pe r iods ,  were b ind ing  

only i n  s p e c i f i c ,  l i m i t e d  a r e a s  of t h e  count ry ;par t icu la r ly  urban a r e a s .  
.-. 

This  was r e f l e c t e d  i n  a  p a t t e r n  of l o c a l i z e d  sho r t ages  -- e f f i ckency  c r i s e s  -- 

r a t h e r  than a  nat ionwide one. Consumer anger  d i r e c t e d  a t  t h e  Department over  

gas  l i n e s  was t h e  outgrowth of a  genuine e f f i c , i ency  problem; and DOE'S 

r e a c t i o n  -- t o  a t tempt  t o  a l t e r a ~ l o c a ' t i o n p r i o r i t i e s  s o  t h a t  t h e  a f f e c t e d  

markets  came.c loser  t o  c l e a r i n g  -- .probably represen ted  an e f f i c i e n c y  ga in .  
12 

This  conclusion only ho lds  i f  p r o d u c t - r e d i r . e c ~ n d o e s  not r e s u l t  i n  t h e  c r e a t i o n  

of sho r t ages  i n  new a r e a s ,  which, dur ing  1979, i t  g e n e r a l l y  d i d  no t .  l3 It 

must be understood,  however, t h a t  t h i s  kind of band-aid approach K O  r h r  

i n e f f i c i e n c y  of c o n t r o l s  was never  completely s u c c e s s f u l  i n  e l i m i n a t i n g  t h e  

i n e f f i c i e n c i e s  i n  c o n t r o l l e d  markets  dur ing  1979. l4 That t h e s e  ERA a c t i o n s  

may have had some p o s i t i v e  e f f e c t s  does n o t  sugges t  t h a t  t h e  i n h e r e n t  i n e f f i -  

c i e n c i e s  i n  a  p r i c e  and a l l o c a t i o n  c o n t r o l  framework can eve r  be  completely 

i roned  out  through ad hoc emergency measures.  

Our conc lus ions  r ega rd ing  t h e  ERA response t o  t h e ' i n e f f i c i e n c i e s  c r ea t ed  

by t h e i r  own system of p r i c e  and a l l o c a t i o n  c o n t r o l s  are thus  mixed. Given 

t h e  c o n t r o l  system's  e x i s t e n c e  i n  1979, DOE r e g u l a t o r s  who were faced  wi th  

managing t h e  i n e f f i c i e n c i e s  c r ea t ed  by t h e  c o n t r o l s  were a b l e  t o  do some good. 

However, t h e  e x i s t e n c e  of c o n t r o l  programs which had an impact on t h e  e f f i c i e n c y  

of products '  p r i c i n g  and a l l o c a t i o n  caused cons ide rab l e  damage t o  o i l  markets  

and t h e  economy. , . 



5.3.2 Decont ro l l ed  P r o d u c t s  

Were t h e  d i s t r i b u t i o n a l  problems i n  d e c o n t r o l l e d  p r o d u c t s  which we 

d e s c r i b e d  i n  S e c t i o n  5 .2 .2  p e r c e i v e d  and r e a c t e d  t'o c o r r e c t l y  by t h e  r e g u l a t o r s ?  

O r  were t h e s e  market  e q u i t y  c o n s i d e r a t i o n s  misunders tood by ERA 

policy-makers a s  t h e y  were  by t h e  consumers who were  a f f e c t e d  by them? 

U n f o r t u n a t e l y ,  we f i n d  t h a t  t h e  l a t t e r  i s  t h e  c a s e .  L e t  u s  examine s e v e r a l  

examples of ERA'S r e a c t i o n  t o  t h o s e  problems which we documented i n  S e c t i o n  

5.2.2.  I n  p a r t i c u l a r ,  we s h a l l  examine ERA'S r e s p o n s e  t o  t h e  c l a i m s  of a g r i -  

c u l t u r a l  o p e r a t o r s  and t h e  t r u c k i n g  i n d u s t r y  t h a t  d i e s e l  " shor tages"  were  r u i n i n g  

t h e i r  a b i l i t y  t o  conduct  b u s i n e s s .  

5 . 3 . 2 . 1  Department of Energy Response t o  t h e  A g r i c u l t u r a l  I n d u s t r y  

Faced w i t h  t h e  p r o s p e c t  of r a p i d l y  r i s i n g  p r i c e s  f o r  d i e s e l  f u e l ,  t h e  

a g r i c u l t u r a l  community b rought  c o m p l a i n t s  t o  t h e  Department of Energy beg inn ing  

i n  t h e  e a r l y  s p r i n g  of 1979. These compla in t s  c e n t e r e d  on t h e  i n a b i l i t y  t o  

s e c u r e  s u f f i c i e n t  d i e s e l  from market s o u r c e s  t o  complete  s p r i n g  p l a n t i n g .  A s  

ev idence ,  t h e y  produced n o t i c e s  from most major  Midwestern d i e s e l  s u p p l i e r s  

t h a t  d i e s e l  consumers would be  on a l l o c a t i o n  f r a c t i o n s  f o r  an i n d e t e r m i n a n t  

p e r i o d  i n  t h e  f u t u r e ,  l a s t i n g  a t  minimum through t h e  summer months. P r e s s u r e  

on t h e  Department was e x e r t e d  through Midwestern s tates '  r e p r e s e n t a t i v e s ,  such  

as R e p r e s e n t a t i v e  Tom Harkin  (D-Iowa), who t e s t i f i e d  a t  t h e  h e a r i n g s  on S p e c i a l  

Rule  9 on May 18,  1979. I n  a d d i t i o n ,  . the  major  lobby ing  g roup  f o r  a g r i c u l t u r a l  

i n t e r e s t s  i n  t h e  Washington p o l i c y  p r o c e s s ,  i n c l u d i n g  The American Farm Bureau 

F e d e r a t i o n ,  t h e  N a t i o n a l  Counc i l  of Farmer C o o p e r a t i v e s ,  and t h e  A g r i c u l t u r a l  

Energy Users Conference made t h e i r  v iews w e l l  known. Meet ings  between t h e s e  

g roups  and ERA r e g u l a t o r s  o c c u r r e d  th roughout  t h e  s p r i n g  of 1979; and w r i t t e n  . 

communications on r e c o r d  h i g h l i g h t  t h e  p o s i t i o n s  t a k e n  by t h e s e  g roups  i n  

a r g u i n g  f o r  a g r i c u l t u r a l  r e l i e f .  R e p r e s e n t a t i v e s  of t h e  fa rming  s e c t o r ,  as 



w e l l  a s  t h o s e  i n d i v i d u a l  o p e r a t o r s  who communicated w i t h  t h e  Department,  termed 

t h e  deve lop ing  Midwestern s i t u a t i o n  a  "shor tage"  of d i e s e l  f u e l .  I n  t h e i r  

view, t h i s  was c o n c l u s i v e  ev idence  t h a t  t h e  market was p r e v e n t i n g  t h e  p r o d u c t i o n  

of one of America 's  most impor tan t  commodities. 1 5  

As our  a n a l y s i s  i n  S e c t i o n  5 . 2 . 2  h a s  demons t ra ted ,  problems of a b s o l u t e  

p roduc t  u n a v a i l a b i l i t y  -- s h o r t a g e  -- i n  t h i s  r e g i o n  d u r i n g  e x a c t l y  t h i s  p e r i o d  

of t ime  s imply d i d  n o t  e x i s t  f o r  consumers of d i s t i l l a t e . p r o d u c t s .  R a t h e r ,  

t h e  problem which f a r m e r s  and o t h e r  d i s t i l l a t e  consumers f a c e d  was t h a t  of 

coping w i t h  t h e  e f f i c i e n t ,  y e t  s h a r p l y  h i g h e r  p r i c e s  f o r  t h e  p r o d u c t  which were 

r e f l e c t e d  i n  l o c a l  s p o t  marke t s .  The a l l e g a t i o n  by fa rming  i n t e r e s t s  and o t h e r s  

invo lved  i n  t h e  S p e c i a l  Rule  9  p r o c e s s  t h a t  a n  i n a d e q u a t e  amount of p roduc t  was 

a v a i l a b l e  t o  them was, i n  a c t u a l i t y ,  i n c o r r e c t .  R a t h e r ,  t h i s  a l l e g a t i o n  stemmed 

from t h e  d i s t r i b u t i o n a l  concerns  of t h e s e  groups .  T h e i r  c a l l  f o r  " a d d i t i o n a l  

s u p p l i e s "  of " f a i r l y  p r i c e d "  p r o d u c t  was i n  f a c t  s imply  a  p l e a  f o r  w e a l t h  

t r a n s f e r s  i n  t h e  form of a d d i t i o n a l  a l l o t m e n t s  of t h e  a r t i f i c t a l l y  cheap 

d i s t i l l a t e  p roduc t  of t h e  major  companies. Thus, f a c e d  w i t h  h i g h e r  p r i c e s  on 

m a r g i n a l  m a r k e t s ,  t h e  a g r i c u l t u r a l  community took  s t e p s  i n  May of 1979 t o  

s e c u r e  p r o t e c t i o n  from hav ing  t o  a d a p t  t o  t h e  changes  o c c u r r i n g  i n  t h e  U.S. 

o i l  market .  

The ERA r e s p o n s e  t o  t h i s  equi ty-based demand from t h e  a g r i c u l t u r a l  community 

was t o  a c c e p t  t h e i r  a l l e g a t i o n s  r e g a r d i n g  a b s o l u t e  supp ly  u n a v a i l a b i l i t y  i n  

t h e  market  and t o  i s s u e  r e g u l a t i o n  as r e d r e s s .  It i s  obv ious  t h a t  f a r m e r s  

i n  t h e  Midwest s u c c e s s f u l l y  convinced DOE r e g u l a t o r s  t h a t  i s  was e s s e n t i a l  t o  

t h e  n a t i o n ' s  w e l f a r e  t h a t  t h e i r  p a r t i c u l a r  i n d u s t r y  b e  k e p t  f u n c t i o n i n g  a t  

t r a d i t i o n a l  l e v e l s  i n ' t r a d i t i o n a l  ways, and t h a t  i t  b e  i n s u l a t e d  from t h e  

new market  p r o c e s s  by r e g u l a t o r y  i n t e r v e n t i o n .  The Department responded by 

i s s u i n g  an  emergency d i r e c t i v e ,  S p e c i a l  Rule  9 ,  on May 16 ,  1979, o r d e r i n g  t h a t  

p r i c e - l a g g i n g  m a j o r s  who were s u p p l y i n g  a g r i c u l t u r a l  o p e r a t o r s  on c o n t r a c t  



f u r n i s h  t h e i r  farming customers wi.th 100 pe rcen t  of c u r r e n t  needs i n  d i e s e l  

fue l . 16  This  amounted t o  a  g i a n t  w i n d f a l l  g a i n  f o r  farmers .  With guaran teed  

access  t o  un l imi t ed ,  i n e f f i c i e n t l y  cheap o i l ,  farmers  were a b l e  t o  cont inue  

t h e i r  product ion a c t i v i t y  through 1979 a s  i f  t h e  major supply shocks and p r i c e  

i n c r e a s e s  i n  world o i l  markets  had never  taken p l ace .  

The problems experienced by a g r i c u l t u r e  c o n s t i t u t e  a  p e r f e c t  i l l u s t r a t i o n  

of t h e  confusion between i s s u e s  of economic e f f i c i e n c y  and those  of wea l th  

d i s t r i b u t i o n  t h a t  a r i s e  i n  t h e  o i l  market a d a p t a t i o n  process .  The p l i g h t  of 

t he  a g r i c u l t u r a l  community may have meri ted c e r t a i n  emergency measures t o  d i r e c t  

funds t o  those  whose incomes were s eve re ly  t h r ea t ened  by h ighe r  d i e s e l  p r i c e s .  

However, t h e r e  i s  a  c l e a r  d i s t i n c t i o n  between provid ing  such temporary r e l i e f  

and f o r c i n g  d i s t o r t i o n s  i n  e f f i c i e n t  p a t t e r n s  of market i n t e r a c t i o n .  Any 

measure t h a t  i n s u l a t e s  an i n d u s t r y  from t h e  n e c e s s i t y  of conf ront ing  h ighe r  

p r i c e s ,  a s  S p e c i a l  Rule 9  d i d ,  c l e a r l y  f a l l s  i n t o  t h e  l a t t e r  ca tegory  and causes  

damage t o  t h e  economy a s  a whule. 

It i s  i l l u m i n a t i n g  ' t o  n o t e  t h a t  t h e  diesel-consuming community's response  

t o  t h e  r e g u l a t o r y  w i n d f a l l  of S p e c i a l  Rule 9 was e x a c t l y  t h a t  which an economic 

model of r a t i o n a l  expec t a t i ons  would p r e d i c t :  t h e r e  was specu la t i on  i n  d i e s e l  

f u e l  by members of t h e  farming i n d u s t r y  and by o t h e r s  who sought t o  t a k e  advan- 

t age  o f '  t h e  weak c e r t i f i c a t i o n  requirements  imposed by t h e  ERA. A n t i c i p a t i n g  

s t i l l  h ighe r  p r i c e s ,  f u l l y  cogn izan t  of t h e  h igh  s p o t  market p r i c e  which 

S p e c i a l  Rule 9 s h i e l d e d  them from, and recogniz ing  t h e  temporary n a t u r e  of 

t h e  Rule i t s e l f ,  many a g r i c u l t u r a l  consumers d i d  n o t  s t o p  purchasing d i e s e l  

under t h i s  r e g u l a t i o n  when they had procured s u f f i c i e n t  s u p p l i e s  t o  guaran tee  

t h a t  t h e i r  sp r ing t ime  ope ra t i ons  would f u n c t i o n  a t  100 pe rcen t  of t r a d i t i o n a l  

l e v e l s .  Moreover, many n o n a g r i c u l t u r a l  pu rchase r s  suddenly and mys t e r ious ly  

became farmers .  These consumers s t o c k p i l e d  i n  o r d e r  t o  cushion themselves 

from f u t u r e  p r i c e  i n c r e a s e s .  
17 



S e v e r a l  s u p p l i e r s  t e s t i f i e d  a t  t h e  S p e c i a l  Rule  9  h e a r i n g s  t h a t  t h e y  

had t o  meet a g r i c u l t u r a l  supp ly  needs  of i n d i v i d u a l s  whose a g r i c u l t u r a l  

c r e d e n t i a l s  and whose documented "need" were  unknown q u a n t i t i e s  a t  b e s t .  

M r .  C h a r l e s  Head, of Cities S e r v i c e  Company s t a t e d :  

We do know t h i s ,  t h a t  we have a  lot .$ of q u o t e  "farmers"  
who a r e  showing up i n  t h e  midd le  of Chicago and a p p a r e n t l y  
have no i n d i c a t i o n  t h a t  they  are i n  t h e  farming b u s i n e s s  
and we a r e  f i n d i n g  t h o s e  p r e t t y  q u i c k l y  and we have been 
swamped s i n c e  t h e  n o t i c e  of S p e c i a l  Rule  9 h a s  come o u t .  

S t r a n g e l y  enough, we have had more r e q u e s t s  from t h o s e  
t y p e  peop le  t h a n  we have from h i s t o r i c  ( a g r i c u l t u r a l )  
cus tomers .  1 8  

A l a r g e  independent  d i e s e l  o p e r a t o r  i n  t h e  Midwest and West s t a t e d :  

We have a  tremendous amount of f a r m e r s  coming i n t o  o u r  
t r u c k  s t o p s  w i t h  t h e i r  p ickup t r u c k s  f i l l e d  w i t h  55 g a l l o n  
drums t e l l i n g  u s  t h a t  t h e i r  a g r i c u l t u r a l  c o o p e r a t i v e  h a s  
been c u t  100 p e r c e n t  and t h e y  j u s t  d o n ' t  have any d i e s e l .  
And, of c o u r s e ,  we have t o  se11.19 

F u r t h e r ,  c o n v e r s a t i o n s  w i t h  DOE r e g u l a t o r s  who a i d e d  i n  t h e  implementat ion 

of t h i s  Rule i n d i c a t e  t h a t  farm i n s p e c t i o n s  d u r i n g  t h i s ' p e r i o d  show huge,  

open t a n k s  i n  f i e l d s ,  f i l l e d  t o  over f lowing  w i t h  d i e s e l  f u e l .  
20 

The r u l e  of c e r t a i n  consuming s e c t o r s  i n  a f f e c t i n g  t h e  market  through 

m a n i p u l a t i o n  of governmental  i n s t i t u t i o n s  i s  e v i d e n t  i n  t h e  r e g u l a t o r y  p o l i t i c s  

t h a t  su r round  S p e c i a l  Rule 9.  We s u g g e s t  t h a t  t h e  e x t e n t  of t h e  p r i c e  pro- 

t e c t i o n  t h a t  t h e  fa rming  s e c t o r  s e c u r e d  i n  d i e s e l  b e a r s  l i t t l e  r e l a t i o n s h i p  

t o  t h e i r  r e l a t i v e  d i s t r i b u t i o n a l  d i s a d v a n t a g e .  R a t h e r ,  i t  a p p e a r s  e v i d e n t  t h a t  

f a r m e r s  secured  what amounted t o  f a v o r a b l e  p r i c e  d i s c r i m i n a t i o n  i n  d i e s e l  f u e l  

due t o  t h e i r  p o s s e s s i o n  of some measure  of p o l i t i c a l  c a p i t a l .  A g r i c u l t u r a l  

i n t e r e s t s  have long  been ex t remely  w e l l  o r g a n i z e d  i n  t h e  policy-making p r o c e s s .  
2  1 

Over a  span  of decades ,  t h e y  appear  t o  have c r e a t e d  a symbol ic  p o l i t i c a l  per-  

c e p t i o n  t h a t  t h e i r  i n d u s t r y  i s  endowed w i t h  q u a l i t i e s  e s p e c i a l l y  v a l u a b l e  t o  

t h e ' ~ m e r i c a n  way of l i f e ,  and n o t ' n e c e s s a r i l y  measurab le  by t h e  marke t  v a l u a t i o n  

of t h e i r  o u t p u t .  It seems e v i d e n t  t h a t  t h e  power t o  s e c u r e  such  r e g u l a t o r y  



p r o t e c t i o n  from market f o r c e s  a s  we observe h e r e  stems from t h i s  symbolic 

c a p i t a l .  

5 . 3 . 2 . 2  Trucking Indus t ry  P re s su re  and DOE Response 

The p r e s s u r e s  which a r e  brought t o  bea r  i n  t h e  p o l i t i c a l  marketplace 

by v a r i o u s . a c t o r s  i n  t h e  American economy a r e  demonstrated aga in  by t h e  process  

t h a t  l ed  t o  t h e  r e s c i n d i n g  of S p e c i a l  Rule 9  a f t e r  only h a l f  of i t s  in tended  

l i f  espan had e lapsed .  22 Nonagr i cu l tu ra l  consumers of d i s t i l l a t e  products  s u f f e r e d  

l o s s e s  i n  economic w e l f a r e  due t o  t h e  r u l e .  A s  g r e a t e r  p ropor t i ons  of lagged- 

p r i c e  d i s t i l l a t e  product  were d i v e r t e d  i n t o  t h e  a g r i c u l t u r a l  s e c t o r ,  nonagri-  

c u l t u r a l  buyers  were fo rced  more heav i ly  i n t o  t h e  s p o t . m a r k e t .  These groups, 

most no t ab ly  t h e  t ruck ing  i n d u s t r y ,  immediately began t o  b r i n g  p re s su re  t o  bear  

upon DOE e i t h e r  t o  r e sc ind  S p e c i a l  Rule 9 ,  t o  g r a n t  them equ iva l en t  r e l i e f  from 

sho r t ages ,  o r  both.  (La t e r  i n  t h e  y e a r ,  t r uck ing  i n d u s t r y  p r e s s u r e  was augmented 

and perhaps even e c l i p s e d  by pressure from t h e  home hea t ing  o i l  l obby , )  

a Trucking r e p r e s e n t s  another  i n d u s t r y  i n  which t h e  e f f e c t  of i nc reased  o i l  

p r i c e s  i s  s u b s t a n t i a l .  A p r e c i p i t o u s  i n c r e a s e  i n  t h e  p r i c e  of d i e s e l  f u e l  

means l a r g e  i n c r e a s e s  i n  ope ra t i ng  expenses f o r  t h e  t ruck ing  i n d u s t r y ,  a s  f u e l  

r e p r e s e n t s  a  major v a r i a b l e  i n p u t  i n  t h e  product ion  of t r a n s p o r t a t i o n  s e r v i c e s .  

Truckers ,  l i k e  members of t h e  a g r i c u l t u r a l  s e c t o r ,  complained of d i e s e l  sho r t ages  

i n  hea r ings  b e f o r e  DOE. 23 Once aga in ,  a  c l o s e  read ing  of tes t imony,  coupled 

w i t h  a  review of t h e  d i e s e l  supply s i t u a t i o n ,  i n d i c a t e s  t h a t  t h e  only sho r t age  

which t r u c k e r s  experienced was one of f u e l  a t  o l d ,  p r e - I r an i an -c r i s i s  p r i c e s .  

It i s  c l e a r  from t h e  t r a n s c r i p t  t h a t  some r e t a i l e r s ,  whether due t o  i n fo rma t iona l  

imper fec t ions  of t h e  s o r t  de sc r ibed  e a r l i e r  o r  i n  an e f f o r t  t o  main ta in  customer 

goodwil l ,  were lagging  p r i c e s ,  dec reas ing  supply ,  and nonpr ice  r a t i o n i n g  (by 

sho r t en ing  t h e i r  bus ines s  hours ) . .  Other r e t a i l  o u t l e t s  were going t o  s p o t  

2  4 
markets  f o r  marg ina l  supply ,  charg ing  market-clear ing p r i c e s ,  and remaining open. 



Truckers  were even tua l ly  s u c c e s s f u l  i n  s ecu r ing  r e g u l a t o r y  i n t e r v e n t i o n  

on t h e i r  own b e h a l f ,  a s  w e l l  a s  be ing  in s t rumen ta l  i n  p u t t i n g  an e a r l y  end 

t o  t h e  a g r i c u l t u r a l  community's w i n d f a l l  b , ene f i t s  from S p e c i a l  Rule 9.  2 5 

During t h e  summer, DOE, a t  t h e  t ruck ing  i n d u s t r y ' s  behes t  and incon junc t ion  

wi th  t h e  Department of T ranspo r t a t i on ,  s e t  up " sa fe  passage co r r ido r s "  c o n s i s t i n g  

of major i n t e r s t a t e  networks a long  primary t ruck ing  r o u t e s  both east-west  and 

north-south.  The Department of Energy and t h e  Department of T ranspo r t a t i on  

took a c t i o n s  t o  ensu re  t h a t  major s u p p l i e r s  of t h e  r e t a i l  o u t l e t s  a long  t h e s e  

highways would supply s u f f i c i e n t  l e v e l s  of product  t o  enable  r e c a l l e r s  cu s t a y  

open 24  hours  a  day. 26 Given t h a t  p r e s s u r e  was g e n e r a l l y  exe r t ed  on major 

s u p p l i e r s  t o  supply t h e i r  c o n t r a c t  customers,  t h i s  r e s u l t e d  i n  t h e  supply 

of a d d i t i o n a l  pr ice- lagged product t o  t rucks tops .  This  r e p r e s e n t s  t h e  same 

genre  of wea l th - t r ans fe r  r e g u l a t i o n  a s  does S p e c i a l  Rule 9 .  Again, t h e  t r u e  

n a t u r e  of t h i s  pu re ly  d i s t r i b u t i o n a l  a i d  was masked. Truckers '  income problems 

were, l i k e  those  of fa rmers ,  made t o  seem problems of market e f f i c i e n c y  i n  

a l l o c a t i n g  goods t o  t hose  consumers who valued them most. 

5.3.3 F u r t h e r  Pe r spec t ives  on Governmental Response 

For  t h e  purposes of t h i s  s tudy ,  t h e  most important  a spec t  of t h i s  examinat ion 

of t h e  DOE r e g u l a t o r y  response  i s  t h a t  p r ice- lagging  behavior  of major o i l  

.companies i r o n i c a l l y  proved t h e  p i v o t a l ,  t o o l  which v a r i o u s  aggrieved o i l  con- 

suming groups u t i l i z e d  a s  evidence of market breakdown i n  o rde r  t o  o b t a i n  

i n e f f i c i e n t  forms of government r e l i e f .  Without p r ice- lagging  by majors ,  t h e r e  

would never  have b e e n a n e e d  f o r  a l l o c a t i o n  f r a c t i o n s .  Without a l l o c a t i o n  

f r a c t i o n s  and t h e  majors '  lagged p r i c e s  s e r v i n g  a s  t h e  p r i c e s  t h a t  DOE r e g u l a t o r s  

and t h e  p u b l i c  perce ived  a s  r e p r e s e n t i n g  t h e  e f f i c i e n t  norm, t h e r e  would have 

been no i l l u s i a n  of s h o r t a g e  i n  d e c o n t r o l l e d  products .  Ra ther ,  had majors '  

lagged p r i c e s  s e r v i n g  a s  t h e  p r i c e s  t h a t  DOE r e g u l a t o r s  and t h e  p u b l i c  perce ived  



a s  r ep re sen t ing  t h e  e f f i c i e n t  narm, t h e r e  would have been no i l l u s i o n  of 

shor tage  i n  decon t ro l l ed  products .  Ra ther ,  had majors '  p r i c e s  i nc reased  a t  

pure ly  market-determined r a t e s ,  and had t h e  market been devoid of p o l i t i c a l  

p r e s su re s ,  t h e  only pe rcep t ion  among policy-makers would have been a c c u r a t e :  

t h a t  sha rg ly  h ighe r  p r i c e s  were c r e a t i n g  s i g n i f i c a n t  d i s t f t b u t i o n a l  consequences 

f o r  many s e c t o r s  of t h e  American economy. Had t h i s  pe rcep t ion  r u l e d  po l icy-  

making i n  1979, we might have observed g r e a t e r  a t t empt s  t o  provide  d i r e c t  a i d  

and r e l i e f  t o  adverse ly  a f f e c t e d  consuming s e c t o r s ,  r a t h e r  than end le s s  e f f o r t s  

t o  i n t e rvene  i n  the lnarket and ob ta in  "emergency" s u p p l i e s  f o r  s e c t o r s  exper ienc ing  

"product shortage" a t  a r t i f i c i a l l y  low p r i c e s .  

When r e g u l a t o r y  a c t i o n s  taken i n  1979 i n  response t o  p r i c e  i n c r e a s e s  i n  

world o i l  markets a r e  juxtaposed wi th  t hose  from e a r l i e r  y e a r s ,  t h e r e  emerges 

an i n t e r e s t i n g  d i f f e r e n c e .  Before 1979, t h e  t rend  i n  r e g u l a t o r y  response  t o  

p r i c e  i n c r e a s e s  had been toward impos i t ion  of broad-based, open-ended r e g u l a t i o n s ,  

such a s  t h e  p r i c e  and allocation c o u t r a l s  of t h e  Emergency Petroleum Al loca t ion  

Act. These r e g u l a t i o n s  s e t  o v e r a l l  a l l o c a t i o n  p r i o r i t i e s  i n  o i l  p roduc t s ,  

a f f e c t i n g  t h e  g e n e r a l  petroleum-consuming popu la t i on  a s  a  whole. I n  1979, 

by c o n t r a s t ,  major markets  o t h e r  than g a s o l i n e  were l e f t  decon t ro l l ed  (al though 

a s  we have argued,  t h i s  does n o t  mean uncons t ra ined) .  Regulatory i n i t i a t i v e s  

i n  t h i s  r ecen t  per iod took t h e  form of t h e  d i s t r i b u t i o n  of s p e c i f i c  b e n e f i t s  

t o  s p e c i f i c  consumers f o r  s p e c i f i c  t ime pe r iods .  This  s h i f t  may w e l l  s t e m  

from a  judgment by r e g u l a t o r s  t h a t  t h e  op t imiza t ion  of t h e  government's 

p o l i t i c a l  b e n e f i t  from r e g u l a t i o n  i s  c l o s e r  t o  i t s  maximum when r e g u l a t o r y  

barga in ing  wi th  consumers and producers  i s  n o t  cons t r a ined  by an i n f r a s t r u c t u r e  

of long-term r e g u l a t i o n .  Such long-term r e g u l a t i o n  c l e a r l y  conf ines  t h e  

ba rga in ing  power of bo th  t h e  government and market p a r t i c i p a n t s ,  b u t  p a r t i c u l a r l y  

t h a t  of t h e  government. Hence, w e  s e e  i n  petroleum product  r e g u l a t i o n  i n  1979 

, t h e  kind of r e g u l a t i o n s  which appear  t o  grow d i r e c t l y  ou t  of compet i t ion f o r  



. t h e  shor t - t e rm maximizat ion of p o l i t i c a l  and monetary c a p i t a l  t h r o y g h , t h e  

p o l i t i c a l - r e g u l a t o r y  p r o c e s s .  

It is  i n t e r e s t i n g  t o  n o t e ,  a s  a  f i n a l  p e r s p e c t i v e  on t h i s  r e g u l a t o r y  

p r o c e s s ,  t h a t  t h e r e  a p p e a r s  t o  be some s e t  of c o n s t r a i n i n g  p a r & e t e r s  w i t h i n  

which DOE must o p e r a t e  when d i s t r i b u t i n g  t h e s e  b e n e f i t s  through t h e  r e g u l a t o r y  

sys  tem. 1.t seems t h a t  i t  i s  p o s s i b l e  f o r  r e d i s t r i b u t i v e  "shor tage"  . r e g u l a t i o n  

t o  be  s o  narrowly focused upon s p e c i f i c  b e n e f i c i a r i e s  t h a t  t h e  p u b l i c  and t h e  

p o l i t i c a l  community r e c o g n i z e  t h a t  i t  i n  f a c t  a c h i e v e s  w e a l t h  t r a n s f e r  r a t h e r  

t h a n  market e f f i c i e n c y  g o a l s .  For  example, i n  1979, t h e  Economic ~ e g u l a t . o r y  

A d m i n i s t r a t i o n  (ERA) of DOE ordered  Mobil  O i l  t o  i n c r e a s e  s u p p l i e s  of g a s o l i n e  

and c r u d e  o i l  t o  t h r e e  independent  r e f i n i n g  c o o p e r a t i v e s  i n  t h e  Midwest t o  

which Mobil had long-term supp ly  commitments and which Mobil  had p laced  on 

a l l o c a t i o n  f r a c t i o n .  The c o o p e r a t i v e s  h a d ' a p p e a l e d  t o  ERA, c l a i m i n g ,  l i k e  

a g r i c u l t u r e  and t r u c k i n g ,  an i n a b i l i t y  t o  o b t a i n  a d e q u a t e  supp ly .  However, 

i n  t h i s  i n s t a n c e ,  Mobil  b rought  s u i t  a g a i n s t  t h e  ERA i n  f e d e r a l  c o u r t ,  c h a r g i n g  

t h a t  t h e  c o o p e r a t i v e s  had a c c e s s  t o  u n l i m i t e d  s p o t  p roduc t  a t  a  p r i c e  8c p e r  g a l l o n  

h i g h e r  t h a n  t h a t  which Mobil was c h a r g i n g ,  and t h a t  a l l  t h e  o r d e r  amounted t o  

was a  w i n d f a l l  t r a n s f e r  away from M o b i l ' s  o t h e r  customers  t o  t h e  c 'oopera t ives .  
2 7  

The c o u r t  found f o r  Mobil ,  i n d i c a t i n g  t h a t  b l a t a n t l y  r e d i s t r i b u t i o n a l  r e g u l a t o r y  

a c t i o n s  may c a r r y  n e g a t i v e  p o l i t i c a l  i m p l i c a t i o n s .  

It i s  an i n t e r e s t i n g  e x e r c i s e  t o  ponder  what r e a s o n s  l i e  behind t h e  p u b l i c ' s  

and policy-makers '  comple te  a c c e p t a n c e  of l a r g e - s c a l e  r e d i s t r i b u t i v e  r e g u l a t o r y  

i n t e r v e n t i o n ,  such as t h e  t r u c k i n g  and a g r i c u l t u r a l  c a s e s  c i . t ed  above,  as 

opposed t o  t h e i r  obv ious  o p p o s i t i o n  t o  more l i m i t e d  and u l t i m a t e l y  l e s s  econo- 

mical.1.y damaging r e d i s t r i b u t i o n a l  r e g u l a t i o n s  such  a s  t h i s  one i n v o l v i n g  a  

s p e c i f i c  o i l  company and a few s p e c i f i c  b e n e f i c i a r i e s .  On t h e  s u r f a c e ,  i t  

s u g g e s t s  t h a t  when a n  e n t i r e  s e c t o r  of t h e  economy i s  a d v e r s e l y  a f f e c t e d  by 

o i l  p r i c e  i n c r e a s e s ,  policy-makers are hard-put t o  b e l i e v e  t h a t  s e r i o u s  marke t  



I ; i n e f f i c i e n c y  i s  n o t  invo lved .  By c o n t r a s t ,  i n  s m a l l e r  . cases ,  t h e  g a i n e r s -  

v e r s u s - l o s e r s  n a t u r e  of t h e  "market problem" i s  s u f f i c i e n t l y  obvious  t h a t  t h e  I / 
d i s t r i b u t i o n a l  n a t u r e  of b o t h  the .  problem and t h e  r e g u l a t o r y  c u r e  i s  p l a i n .  

5 . 4  Caveats  Regarding Consume'r, Firm and Governmental Behavior 

S e v e r a l  a s p e c t s  of t r a n s i t i o n - p e r i o d  behav ior  of a l l  a c t o r s  i n  t h e  o i l  

I marke t  -- f i r m s ,  consumers,  and government -- are s u b j e c t  t o  c e r t a i n  q u a l i f i -  

I c a t i o n s .  These c o n s i d e r a t i o n s  c o n s t i t u t e  something of a  grab-bag of d i s p a r a t e  

I economic e f f e c t s ;  b u t  t h e s e  b e h a v i o r a l  p e c u l i a r i t i e s  a r e ' i m p o r t a n t  t o  n o t e  

I because  they  c loud t h e  n a t u r e  of t h e  r e s p o n s e s  of a l l  a c t o r s  t o  b o t h  market 

s i g n a l s  and government p o l i c y .  I n  t h i s  s e c t i o n ,  we d i s c u s s ,  f i r s t ,  some 

I consumer e x p e c t a t i o n  problems which a p p e a r  t o  e x i s t  i n  t h e  marke t ,  and second ,  

1 v a r i o u s  m a n i f e s t a t i o n s  o f  w e a l t h  d i s t r i b u t i o n  i s s u e s .  We c l o s e  w i t h  a  f i n a l  

example of t h e  efficiency/distributional dichotomy. 

There  a p p e a r s  t o  e x i s t  a p e r c e p t u a l  b i a s  i n  consumer u n d e r s t a n d i n g  of t h e  

o p e r a t i o n  of t h e  market  which i s  i n  l a r g e  p a r t  caused by c o n d i t i o n s  c r e a t e d  by 

government i n t e r v e n t i o n .  The pr imary problem is  one of consumer e x p e c t a t i o n s  

and i n f o r m a t i o n  i n  t imes  of s h a r p  o i l  p r i c e  i n c r e a s e s .  It a p p e a r s  t h a t  two 

t y p e s  of d i s t o r t i o n s  i n  i n f o r m a t i o n  and e x p e c t a t i o n s  exist  among consumers. 

F i r s t ,  w i t h  t h e  adven t  of a  s h a r p  o i l  p r i c e  i n c r e a s e ,  consumers seem t o  p o s s e s s  

a n  i n f o r m a t i o n a l  gap r e g a r d i n g  t h e  t echnology  and economics of o i l  and s u b s t i -  

t u t e s  a t  new, h i g h e r  p r i c e s .  Second, and more s e r i o u s ,  consume.rst u n d e r s t a n d i n g  

of t h e  world  a d j u s t m e n t  p r o c e s s  seems t o  have been s h a r p l y  d i s t o r t e d  by t h e  

i n e f f i c i e n c i e s  caused by government c o n t r o l s  on t h e  market  which have e x i s t e d  

s i n c e  1971. With t h e  f a l l  of  I r a n ,  d i s c u s s i o n  among media and consumers 

r e f l e c t e d  e x p e c t a t i o n s  o f  a n  impending "shor tage" ,  p roduc t  u n a v a i l a b i l i t y ,  and  

l i n e s .  Much of t h i s  d i s c u s s i o n  of m y t h i c a l  " s h o r t f a l l s "  i n  o i l  i m p o r t s ,  i n  

domes t ic  p r o d u c t  s u p p l i e s ,  e t c .  a p p e a r s  t o  have stemmed from a b e l i e f  t h a t  



domes t ic  o i l  marke t s  i n h e r e n t l y  e x h i b i t  nonc.l:karing t e n d e n c i e s  d u r i n g  p e r i o d s  

of world  supp ly  shock. Indeed,  i t  does  r e p r e s e n t  what h a s  happened i n  g a s o l i n e  

marke t s  t w i c e  d u r i n g  t h e  1970s. But t h e  e x p e c t a t i o n  t h a t  a c t u a l  s h o r t a g e s  w i l l  

occur  i n  American marke t s ,  even i f  t h e y  a r e  d e c o n t r o l l e d ,  a s  a n  a u t o m a t i c  

consequence of o i l  p r i c e  i n c r e a s e s  on world  marke t s  s e r i o u s l y  hampers consumers' 

a b i l i t y  t o , p r e p a r e  f o r  and d e a l  w i t h  t h e  r e a l  e f f e c t s  of a  l o s s  i n  world  o i l  

supp ly .  T h i s  l o s s ,  of c o u r s e ,  r educes  purchas ing  power due t o  h i g h e r  p r i c e s .  

T h i s  problem of consumer m i s p e r c e p t i o n s  w i l l  b e  s o l v e d  by t h e  government 's  

wi thdrawal  from t h e s e  marke t s .  P o s i t i v e  governmental  i n i t i a t i v e s ,  i n  t h e  a r e a  

of i n f o r m a t i o n  as t o  t h e  a c t u a l  c a u s e s  of s h o r t a g e s ,  could  b e  of b e n e f i t .  2 8 

Three c a v e a t s  s h o u l d  b e  vo iced  r e g a r d i n g  t h e  r e g u l a t o r y  d i s t r i b u t i o n  of 

b e n e f i t s  between v a r i o u s  groups  on t h e  b a s i s  of f i n a n c i a l  h a r d s h i p  s u f f e r e d  

because  of o i l  p r i c e  i n c r e a s e s .  F i r s t ,  many groups  complained of h a r d s h i p  i n  

1979 due t o  t h e  d i s t r i b u t i o n  p a t t e r n  of a r t i f i c i a l l y  cheap,  p r i c e - l a g g e d  p roduc t .  

I n  r e a l i t y ,  t h e  e x i s t e n c e  of any p r ice - lagged  p roduc t  i n  t h e  market  c o n s t i t u t e s  

a w i n d f a l l  b e n e f i t  t o  consumers. The r e l a t i v e  d i s t r i b u t i o n  of such  p r o d u c t  

i s  n o t  r e a l l y  a  c a s e  of h a r d s h i p ,  b u t  of p r o p o r t i o n a t e  advan tage .  Moreover, 

any a t t e m p t  t o  a l l e v i a t e  d i s t r i b u t i o n a l  problems by i n t e r f e r i n g  w i t h  t h e  

a l l o c a t i o n  o f t h i s  a r t i f i c i a l l y  low-priced p r o d u c t  i s  an  i n a p p r o p r i a t e  form of 

government i n t e r v e n t i o n .  To u s e  t h e  r e g u l a t o r y  problem of p r i c e - l a g g i n g  t o  

c u r e  o t h e r  problems w i l l  o n l y  s e r v e  t o  i n s t i t u t i o n a l i z e  and worsen t h i s  unde- 

s i r a b l e  syndrome -- as t h e  example of S p e c i a l  Rule 9  t e s t i f i e s .  

Second, w e  n o t e  t h a t  consumer group power does  n o t  n e c e s s a r i l y  c o n i n c i d e  

w i t h  need i n  t i m e s  'of o i l  market  t r a n s i t i o n .  The b u s i n e s s  of a i d i n g  p a r t i c u l a r  . 

groups  d i s t r i b u t i o n a l l y  d u r i n g  t h e s e  p e r i o d s  h a s  t h e  p o t e n t i a l  t o  r e s u l t  i n  

l i t t l e  more t h a n  p o r k - b a r r e l  p o l i t i c s .  Again,  t h i s  a p p e a r s  t o  have  o c c u r r e d  

i n  1979; and i t  i s  n o t  c l e a r  t h a t , t h e  t r u c k i n g  and a g r i c u l t u r a l  i n d u s t r i e s  

c o n s t i t u t e d  t h o s e  d i s t i l l a t e  consumers most i n  need of r e l i e f  from h i g h e r  o i l  

p r i c e s .  R a t h e r ,  t h e y  may w e l l  have been t h e  . o n e s  w i t h  t h e  loud 'es t  v o i c e  i n  



T h i r d ,  t o  t h e  e x t e n t  t h a t  consumers of a p r o d u c t  e x p e c t  t o  b e  b a i l e d  o u t  

when f a c e d  w i t h  a  s u b s t a n t i a l  p r i c e  i n c r e a s e  on t h e  p r o d u c t ,  t h e y  w i l l  m i s -  

d i r e c t  t h e i r  inves tment  i n  t h a t  p roduc t .29  T h i s  i s  on ly  t h e  c a s e  i s  t h e  consumer 

s u b s i d y  i s  t i e d  t o  t h e  u s e  of t h e  p roduc t  i n .  some manner. For  example, i f  

a  d i r e c t  d o l l a r  subs idy  is  made a v a i l a b l e  on ly  t o  consumers w i t h  o i l  f u r n a c e s  

I 

i n  t h e  f a c e  of an o i l  p r i c e  i n c r e a s e ,  and i f  t h i s  i s  t h e  expec ted  s o l u t i o n  

t o  f u t u r e  emergencies ,  t h e n  t h e  d e c i s i o n  t o  h e a t  w i t h  o i l  v e r s u s  o t h e r  

I a l t e r n a t i v e s  i s  made w i t h  t h i s  i n  mind. The t y i n g  of t h e  s u b s i d y  of h e a t i n g  

w i t h  o i l  causes  t h e  consumer t o  make h i s  inves tment  d e c i s i o n  based on t h e  reduced 

u n c e r t a i n t y  and reduced c o s t  t o  t h e  consumer t h a t  f u t u r e  o i l  p r i c e  i n c r e a s e s  

now pose.  T h i s  r e s u l t s  i n  a n  i n e f f i c i e n t l y  l a r g e  inves tment  i n  t h e  p r o d u c t  

t i e d  t o  t h e  subs idy .  Conserva t ion  i n  r e s p o n s e  t o  h i g h e r  p r i c e s  i s  thwar ted .  

It shou ld  b e  f u r t h e r  n o t e d ,  a s  a n o t h e r  p e r s p e c t i v e  on t h e  e q u i t y /  

e f f i c i e n c y  confus ion  i n  t h e  p o l i c y  a r e n a ,  t h a t  c o m p e t i t i o n  f o r  t h e  w e a l t h  

t r a n s f e r s  i n h e r e n t  i n  cheap o i l  i n  and of i t s e l f  c o n s t i t u t e s  much o f t l i e b a s i s  

f o r  t h e  a p p e a l s  t h a t  a r e  made t o  DOE d u r i n g  t h e s e  p e r i o d s .  Many groups  demand 

r e l i e f  from ERA d u r i n g  t h e s e  p e r i o d s  n o t  because  t h e y  a c t u a l l y  have t h e  g r e a t e s t  

income problems and cannot  a f f o r d  o i l ,  b u t  because  t h e y  s e e  t h e  p o s s i b i l i t y  of 

r e a l i z i n g  a  major  f i n a n c i a l  g a i n  from winning a c c e s s  t o  s o c i e t y ' s  cheap l ag-  

p r i c e d  o i l .  I n  economic t e rms ,  t h e  g a i n s  t h a t  g roups  r e a l i z e  on t h e s e  below- 

m a r g i n a l  c o s t  p r o d u c t s  a r e  i n f r a - m a r g i n a l  r e n t s ;  and much consumer group 

a c t i v i t y  i n  t h e  p o l i c y  p r o c e s s  may b e  viewed as compet i t ion  f o r  t h e s e  f i n a n c i a l  

I rewards.  

A f i n a l  example w i l l  make c l e a r  t h e  s u b t l e t i e s  which a r e  o f t e n  i n v o l v e d  

i n  s e p a r a t i n g  t h e  n o t i o n s  o f  e f f i c i e n c y  and e q u i t y  i n  t h e  m a r k e t p l a c e .  During 

I 1979, t h e r e  was much d i s c u s s i o n  among d i s t i l l a t e  consumers on s u p p l y  c o n t r a c t  

1 t o  major  companies a b o u t  t h e  a l l o c a t i o n  of t h e  majors '  p roduc t .  As w e  h a v e  



seen ,  t h i s  product  was p r i ced  below market va lue  dur ing  t h i s  pe r iod ,  and 

concomitant ly ,  was a l l o c a t e d  by nonpr ice  means such a s  a l l o c a t i o n  f r a c t i o n s .  

This  c o n s t i t u t e d  an i ne f f i c i . ency  i n  t h e  marketplace.  However, complaints  

began t o  be  brought before.DOE i n  t h e  e a r l y  summer t h a t  t h e s e  a l l o c a t i o n '  

f r a c t i o n s  were no t  be ing  adminis te red  f a i r l y  -- t h a t  t h e  majors  were a l l o c a t i n g  

product  based upon b r i b e s ,  t h e  s t r e n g t h  of long-term r e l a t i o n s h i p s ,  e t c . ,  r a t h e r  

than upon t h e  p r i o r i t i e s  s e t  i n  t h e i r  own a l l o c a t i o n  f r a c t i o n s ,  

The a l l oca t . i on  by b r i b e s  and o the r  f i n a n c i a l  i n c e n t i v e s  of t h i s  a r t i -  

f i c i a l l y  cheap o i l  may i n  f a c t  be  thought of a s  a  p r e f e r a b l e  s o l u t i o n  t o  t h a t  

of simply a l l o c a t i n g . t h e  underpriced product  by s imple a l l o c a t i o n  f r a c t i o n  

r u l e .  Those w i l l i n g  t o  pay companies monetary i n c e n t i v e s  t o  i n c r e a s e  t h e i r  

a l l o c a t i o n s  were i n  f a c t  demonstrat ing a  d e s i r e  t o  purchase o i l  a t  even h ighe r  

p r i c e s ;  t h a t  is ,  they,  were w i l l i n g  t o  pay f o r  t h e  product  a t  p r i c e s  which were 

c l o s e r  t o  t h e  e f f i c i e n t ,  market c l e a r i n g  p r i c e .  It i s  probable  t h a t  many of 

t hose  who chose n o t  t o  purchase product  a t  t h i s  h ighe r  e f f e c t i v e  p r i c e ,  and who . 

complained of t h e  p r a c t i c e ,  were those  consumers whose v a l u a t i o n  of t h e  product  

was lower -- and who would, t h e r e f o r e ,  have reduced t h e i r  consumption had majors  

p r i c e d  a t  more e f f i c i e n t  l e v e l s .  Therefore ,  wi th  r e s p e c t  t o  t h e  majors '  

a r t i f i c f a l l y  cheap d i s t i l l a t e ,  "br ibery" t o  a l l o c a t e  s u p p l i e s  r ep re sen t ed  a  

more economically e f f i c i e n t  s o l u t i o n  than pure a l l o c a t i o n  by f r a c t i o n  o r  . 

h i s t o r i c a l  o i l  consumption p a t t e r n s .  A s  long a s  majors '  e f f e c t i v e  p r i c e s  remain 

below spo t  p r i c e s ,  t h e s e  b r i b e s  simply r a i s e d  t h e  p r i c e  of t h e  product  c l o s e r  

t o  t h e  spo t  p r i c e  (bu t  c l e a r l y ,  n o t  above; had t h i s  been t h e  ca se ,  t h e s e  consumers 

would.have turned  t o  t h e  s p o t  market i t s e l f  f o r  t h e  incrementa l  s u p p l i e s  

t h a t  they  d e s i r e d ) .  Many a c t o r s  i n  t h e  market -- c e r t a i n l y  t hose  who brought  

complaints  t o  t h e  Depratment of Energy -- perce ived  t h a t  t h i s  a l loca t ion-by-  

b r i b e r y  c o n s t i t u t e d  y e t  ano the r  market problem i n  d i s t i l l a t e  products .  

However, a s  should be  c l e a r  from t h i s  d i s c u s s i o n ,  t h a t  pe rcep t ion  was e r roneous .  



Indeed, t h e  market system of a l loca t ion-by-pr ice  i s  a  system of a l l o c a t i o n -  

by-bribery. This  i s s u e  t h a t  marekt "br ibery" r a i s e s  i s  one of income d i s t r i -  

bu t  ion.  

5.5  Market Problems and Government Response: Conclusions 

We have observed t h a t  two major types  of problems e x i s t e d  i n  American o i l  

product  markets  dur ing  1979. One was r e l a t e d  t o  t h e  e f f i c i e n t . o p e r a t i o n  of 

t h e  market i n  t h e  economic sense ;  t h e  o t h e r  was pure ly  d i s t r i b u t i o n a l  i n  n a t u r e .  

Regulatory-based e f f i c i e n c y  problems i n  t h e  market h u r t  t h e  performance 

of t h e  U.S. economy t o  a  g r e a t e r  e x t e n t  than t h e  world market,  p r i c e  i n c r e a s e s  

a lone  would have. This  reduced t h e  o v e r a l l  w e l f a r e  of American consumers. 

These problems -- t h e  primary e f f i c i e n c y  problems t h a t  we b e l i e v e  e x i s t e d  o r  

w i l l  e x i s t  i n  t h e s e  markets  dur ing  p a s t  o r  f u t u r e  pe r iods  of d i s r u p t i o n  -- 

were caused n o t  by t h e  market but  by e i t h e r  e x p l i c i t  o r  i m p l i c i t  government 

r e g u l a t i o n  of t h e  market.  The government's e x p l i c i t  p r i c e  and a l l o c a t i o n  

c o n t r o l  framework prevented some markets  from c l e a r i n g .  These c o n t r o l s  and 

t h e i r  adve r se  impact on markets  have been t h e  b a s i s  f o r  t h e  major problems 

which t h e  pub l i c  pe rce ives  a s  a r i s i n g  from world o i l  c r i s e s ,  i nc lud ing  

a b s o l u t e  product  u n a v a i l a b i l i t y  and w a i t i n g  i n  l i n e s  t o  purchase product .  

The government's i m p l i c i t  c o n t r o l  over p r i c i n g  i s  seen  i n  t h e  pr ice- lagging  

by major s u p p l i e r s  of bo th  c o n t r o l l e d  and decon t ro l l ed  products .  We b e l i e v e  

t h a t  t h e s e  p r i c e  l a g s  a r e  caused by t h e  e x i s t e n c e  of a  p o l i t i c a l - p r e s s u r e  p r i c e  

c o n s t r a i n t  a t  work i n  t h e  market.  I n  decon t ro l l ed  markets ,  t h i s  tendency 

probably does n o t  r e s u l t  i n  i n e f f i c i e n c i e s  t h a t  a r e  a s  s e r i o u s  a s  t hose  t h a t  

tend t o  e x i s t  i n  markets  s u b j e c t  t o  an  e x p l i c i t  c o n t r o l  framework because t h e  

margin of t h e  market con t inues  t o  o p e r a t e  e f f i c i e n t l y .  

The second problem t h a t  appears  t o  e x i s t  i n  t h e s e  markets  i s  d i s t r i b u t i o n a l .  



O i l  p r i c e  i n c r e a s e s  of a  r a p i d  and sudden n a t u r e  engender p r e c i p i t o u s  a l t e r a -  

t i o n s  i n  t h e  way t h a t  t h e  n a t i o n ' s  w e a l t h  i s  d i s t r i b u t e d  a c r o s s  d i f f e r e n t  

members of s o c i e t y .  I t  i s  t h i s  problem of l o s s e s  i n  w e a l t h  by c e r t a i n  consumers 

t h a t  f e d e r a l  o i l  r e g u l a t i o n  h a s  a t t empted  t o  a d d r e s s  o v e r  t h e  y e a r s .  However, 

i n  1979 and i n  e a r l i e r  p e r i o d s ,  b o t h  t h e  n a t u r e  of t h i s  problem and t h e  n a t u r e  

of i t s  a v a i l a b l e  s o l u t i o n s  have been misunders tood by policy-makers.  R a t h e r  

t h a n  b e i n g  s e e n  a s  a  problem of consumer income, t h e  d i s t r i b u t i o n a l  i s s u e  h a s  

been viewed a s  a  market  problem, s p e c i f i c a l l y  a  problem of p r i c e  l e v e l .  Conse- 

q u e n t l y ,  a t t e m p t s  a t  c u r e s  have g e n e r a l l y  revo lved  around a l t e r i n g  t h e  way i n  

which t h e  market s e t s  p r i c e  and a l l o c a t e s  s u p p l i e s , ,  e i t h e r  through w h o l e s a l e  

i n t e r f e r e n c e  w i t h  t h e  m a r k e t ' s  p r i c e  and a l l o c a t i o n  mechanisms, o r ,  a s  we have 

seen i n  1979, through s m a l l e r ,  d i r e c t e d  i n t e r v e n t i o n s  t h a t  a l t e r  t h e  way t h e  

market  a l l o c a t e s  p r o d i ~ c t s  among c e r t a i n  s p e c i f i c  consumers. 

The i m p l i c a t i o n s  of our  c o n c l u s i o n s  r e g a r d i n g  i n e f f i c i e n c y  i n  o i l  marke t s  

a r e  s imple .  Removing a l l  forms of d i r e c t  government i n t e r v e n t i o n  i n  p r i c i n g  

and d i s t r i b u t i o n  of d i l  p r o d u c t s  would remove t h e  more s e r i o u s  of t h e  i n e f f i -  

c i e n c i e s  i n  t h e s e  m a r k e t s ,  such  a s  g a s o l i n e  l i n e s ,  which a r i s e  i n  t imes  of 

upheaval .  A s  w i t h  a l l  market  i n e f f i c i e n c y  problems, t h e  c u r e  of t h a t  problem 

would l e a v e  t h e  a v e r a g e  American b e t t e r  o f f  by promoting an  expanded and s t r o n g e r  

economy. The i n e f f i c i e n c y  caused by t h e  p r i c e - l a g g i n g  phenomenon, a long  w i t h  

t h e  concomitant  a l l o c a t i o n - b y - f r a c t i o n ,  h a s  been caused by government dominat ion 

of o i l  marke t s  s i n c e  t h e  e a r l y  1970s.  I f  t h i s  i s  indeed  t h e  c a s e ,  t h i s  

c o n s t r a i n t  upon t h e  m a r k e t ' s  o p e r a t i o n  w i l l , , a t  b e s t ,  on ly  d i s a p p e a r  w i t h  t i m e .  

Remedies f o r  t h e  d i s t r i b u t i o n a l  problems t h a t  we have f o c u s s e d  upon i n  

t h i s  c h a p t e r ' a r e  somewhat more complex. Q u i t e  l e g i t i m a t e l y ,  t h e  i s s u e  of t h e  

economic w e l f a r e >  of c e r t a i n  c i t i z e n s  h a s  been DOE'S and t h e  Congress '  main 

concern  i n  o i l  m a r k e t s  o v e r  the. post-1.973 per iod .  Two s e p a r a t e  t y p e s  of d i s -  

t r i b u t i o n a l  problems are e v i d e n t :  ( 1 )  when o i l  p r i c e s  rise r a p i d l y  a l l  consumers 



f a c e  n e t  r e d u c t i o n s  i n  t h e i r  r e a l  s t a n d a r d  of l i v i n g ;  and ( 2 )  when o i l  p r i c e s  

r i s e ,  c e r t a i n  g roups  whose l i v e l i h o o d s  have been more dependent  upon o i l  pro- 

d u c t s  f i n d  themselves  worse  o f f ,  i n  a  r e l a t i v e  s e n s e ,  than t h e  rest of s o c i e t y .  

I f  p o l i t i c a l  r e a l i t i e s  d i c t a t e  t h e  need t o  p r o v i d e  c e r t a i n  p a r t i e s  w i t h  

a shor t - t e rm cush ion  from t h e  f u l l  impact of h i g h e r  o i l  p r i c e s ,  t h e  u s e  of t a x  

and t r a n s f e r  mechanisms can be  under taken  w i t h o u t  d e s t r o y i n g  t h e  a l l o c a t i v e  

p r o p e r t i e s  of t h e  market .  The d i r e c t  p r o v i s i o n  of a d d i t i o n a l  income t o  t h o s e  

t a r g e t e d  i n  t h e  form of t a x  b r e a k s  o r  o u t r i g h t  f e d e r a l  s u b s i d y  c o n s t i t u t e s  t h e  

d e s i r a b l e  method of a d d r e s s i n g  d i s t r i b u t i o n a l  problems. As a  g e n e r a l  r u l e ,  

t h e n ,  we would warn t h o s e  whose r e s p o n s i b i l i t y  i t  i s  t o  r e g u l a t e  t h e s e  m a r k e t s  

t o  keep t h e  problem of e f f i c i e n t  r e s o u r c e a l l o c a t % o n  s e p a r a t e d  from t h a t  of 

f a i r n e s s  o r  e q u i t y  -- e s p e c i a l l y  i n  t h e  v o l a t i l e  and confus ing  t i m e s  of o i l  

market t r a n s i t i o n .  
3 0 
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t o  t h e s e  consumers i n  t h i s  p e r i o d ,  and a  g e n e r a l  d i s c u s s i o n  of t h e  n a t u r e  
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T r a n s c r i p t ,  e s p e c i a l l y  pages  26, 34, 38, 75, 98,  147,  156,  228, 278, 291, 

and 318-319. 

10. I b i d .  

11. Speci .a l  R11l.e 9 Hear ings  T r a n s c r i p t ,  pages  143, 144 ,  1 4 7 ,  156. 

12. S e v e r a l  s e c t i o n s  of t h e  EPAA a l l o c a t i o n  r e g u l a t i o n s  s p e c i f i c a l l y  empower 

ERA r e g u l a t o r s  t o  make supp ly  a d j u s t m e n t s ,  a l b e i t  w i t h i n  f a i r l y  r i g i d  

c o n s t r a i n t s ,  i n  o r d e r  t o  a l l e v i a t e  s p e c i f i c  c a s e s  of s h o r t a g e  d u r i n g  p e r i o d s  

of t i g h t  supply .  Such r e a l l o c a t i o n s  a r e  a d m i n i s t e r e d  by t h e  O f f i c e  of 

r e t r o l c u m  o p e r a t i o n s  i n  ERA. Thc o p c c i o l  powerc c o n t a i n e d  i n  t h e  EPA4, 

S e c t i o n  211:14, g i v e  DOE a u t h o r i t y  t o  r e d i r e c t  l imi , t ed  s u p p l i e s  of 

r e f i n e d  p r o d u c t s .  S e c t i o n  211:107c g i v e s  consumers who have been c u t . t o  

an  a l l o c a t i o n  f r a c t i o n  of less t h a n  75 p e r c e n t  a p r i o r i t y  i n  p e t i t i o n i n g  

t h e  ERA f o r  a .new s u p p l i e r .  The I n t e r i m  Supply Agreement a l l o w s  a  s u p p l i e r  

t o  a c c e p t  a new o r  s e v e r e l y  supply-aggr ieved b u s i n e s s  w i t h o u t  going th rough  

t h e  u s u a l  time-consuming s u p p l y  c e r t i f i c a t i o n  p e t i t i o n .  F u r t h e r ,  ERA 

and t h e  White House g r a n t e d  s t a t e  governors  temporary a u t h o r i t y  d u r i n g  

1979 t o  o r d e r  i n t r a - s t a t e  r e d i r e c t i o n  of e x i s t i n g  pe t ro leum s u p p l i e s ,  and 

t o  demand a d d i t i o n a l  i n t e r s t a t e  p r o d u c t s  from t h e  major  s u p p l i e r s  s e r v i c i n g  

t h e  state. F i n a l l y ,  t h e  s t a t e  s e t - a s i d e  i n  r e f i n e d  p r o d u c t s  was i n c r e a s e d  

from 3 p e r c e n t  t o  5 p e r c e n t  d u r i n g  t h i s  y e a r .  

13.  If new r e g i o n a l  s h o r t a g e s  are c r e a t e d  by r e a l l o c a t i o n  e f f o r t s ,  a comparison 



of t h e  p re -  and p o s t - l e v e l s  of i n e f f i c i e n c y  i n v o l v e s  i n t e r p e r s o n a l  

comparisons of t h e  w e l f a r e  l o s s e s  which r e s u l t  from t h e  s h o r t a g e s ,  and 

i s  t h u s  i n c o n c l u s i v e .  

14. That t h i s  approach does  n o t  r e s u l t  i n  a t t a i n m e n t  of e f f i c i e n c y  i s  

evidehced by t h e  e x i s t e n c e  of g a s o l i n e  l i n e s  i n  1979. 

15. W r i t t e n  communications between t h e  named groups  and i n d i v i d u a l s  and 

ERA a r e  on f i l e  i n  C o n t r o l  Correspondence,  Economic Regula to ry  Adminis- 

t r a t i o n ,  O f f i c e  of Petroleum Opera t ions .  See a l s o  f i l e s  of i n d i v i d u a l  

groups  named f o r  w r i t t e n  conununications on t h i s  s u b j e c t  from t h e i r  

i n d i v i d u a l  c o n s t i t u e n t s ,  and White House cor respondence  f i l e s  f o r  t h e  

same per iod ,  O f f i c e  of S t u a r t  ~ i s e n s t a d t  (who managed White House- level  

development of emergency d i e s e l  f u e l  p o l i c y  i n  t h e  s p r i n g  and summer of 

1979).  See p a r t i c u l a r l y  t h e s e  f i l e s  d u r i n g  March-July of t h a t  y e a r .  

16. See Note 7, above.  

17. For s p e c i f i c  p e r s p e c t i v e s ' o n  t h e  s p e c u l a t i v e  buy9ng which S p e c i a l  Rule  9  

produced, s e e  t h e  S p e c i a l  Rule  9  Hear ings  T r a n s c r i p t s ,  e s p e c i a l l y  pages  

63,86,  157, 158, and 306-308. 

18.  S p e c i a l  Rule  9  Hear ings  T r a n s c r i p t ,  page  86. 

19.  S ta tement  of Horace Kimbal l ,  V i c e  P r e s i d e n t ,  Telum C o r p o r a t i o n ,  S p e c i a l  

Rule  9  Hear ings  T r a n s c r i p t ,  page 157. 
I 



20. Conversa t ions  w i t h  ERA o f f i c i a l s  d e t a i l e d  t o  S p e c i a l  Rule  9  implementat ion 

p r o c e s s ,  Washington and Kansas C i t y  ERA O f f i c e s ,  C o n v e r s a t i o n s  w i t h  t h e  

a u t h o r s ,  J u l y ,  1979. 

21. See Peltzman (1976) r e g a r d i n g  t h e  e f f e c t s  of group p r e s s u r e  on r e g u l a t o r s .  

See  s t i g l e r  (1971) ,  Baldwin (1975) Chapter  1, Wilson (1980) ,  and K a l t  (1981) 

Chapter  6  f o r  f u r t h e r  d i s c u s s i o n s  of c a p t u r e  t h e o r i e s  of r e g u l a t i o n .  

22. The a g r i c u l t u r a l  p r i o r i t i e s  i n  S p e c i a l  Rule  9 were rescinded on Jurrr 21, 

1979, a f t e r  f i v e  weeks. Its i n t e n d e d  t ime  frame was t o  have been t e n  

weeks, u n t i l  J u l y  31, 1979. 

I 
23. See the  S p e c i a l  Rule  9  Hear ings  T r a n s c r i p t  f o r  examples of t r u c k i n g  i n d u s t r y  

compla in t s ,  e s p e c i a l l y  pages  222-245, 296-298 and 327-343. Trucking i n t e r -  

ests were  u l t i m a t e l y  a i d e d  by t h e  r e g u l a t o r y  p r o c e s s ,  b u t ,  u n l i k e  a g r i -  

c u l t u r e ,  h e a r i n g s  were  never  h e l d  t o  a d d r e s s  t h e i r  c o m p l a i n t s  i n  p a r t i c u l a r .  

24. We have d i s c u s s e d  t h i s  i s s u e  r e g a r d i n g  d i e s e l  r e t a i l e r s '  ad jus tment  i n  

S e c t i o n  4.2.3.1.  I n  a d d i t i o n ,  we have p rov ided  t es t imony  s o u r c e s  i n  t h e  

S p e c i a l  Rule 9  Hear ings  T r a n s c r i p t  r e g a r d i n g  t h e  problems i n  d i e s e l  

r e t a i l e r s '  ad jus tment  p r o c e s s .  

25. Trucking i n d u s t r y  p r e s s u r e  was a p p l i e d  t o  t h e  DOE i n  much t h e  same manner 

t h a t  a g r i c u l t u r a l  p r e s s u r e  was. Many groups  r e p r e s e n t i n g  t r u c k i n g  -- 
i n c l u d i n g  t h e  Independent  T r u c k e r s  A s s o c i a t i o n ,  t h e  American Trucking 

A s s o c i a t i o n ,  and t h e  Independent  Trucks top  O p e r a t o r s  A s s o c i a t i o n  -- 

engaged .in b o t h  v e r b a l  and t j r i t t e n  communication w i t h  ERA th roughout  t h e  

s p r i n g  and summer of 1979, c a l l i n g  for r e l i e f .  (Examples of cor respondence  



a r e  on f i l e  i n  ERA, C o n t r o l  Correspondence,  O f f i c e  of Pe t ro leum Opera t ions . )  

An e x c e l l e n t  example of t r u c k i n g  i n d u s t r y  p r e s s u r e  may b e  found i n  t h e  

S p e c i a l  Rule 9  Hear ings ;  h e r e ,  Mike P a r k h u r s t ,  P r e s i d e n t  of t h e  Independent  

Truckers  A s s o c i a t i o n ,  i n f e r r e n t i a l l y  t h r e a t e n s  t o  c a l l  a  n a t i o n a l  s t r i k e  

and b lockade  of major  i n t e r s t a t e s  by h i s  group members i f  ERA does  n o t  

g r a n t ' h i s  c o n s t i t u e n c y  some form of r e l i e f  (p .  231).  

26. The " s a f e  passage  c o r r i d o r s "  c r e a t e d  by DOE/DOT were  n e v e r  o f f i c i a l l y  p a r t  

of t h e  rulemaking p r o c e s s .  Consequent ly ,  n e i t h e r  r e g u l a t i o n  n o r  h e a r i n g  

can be  c i t e d .  However, s e v e r a l  White House p r e s s  r e l e a s e s  s u b s t a n t i a t e  

t h e  e x i s t e n c e  o f  t h e s e  c o r r i d o r s .  These f i r s t  p r e s s  r e l e a s e s  announcing 
\ 

t h e i r  e s t a b l i s h m e n t  are d a t e d  June  22 and June  28, 1979,  (White House 

Media L i a i s o n  O f f i c e ) .  The  c o r r i d o r s ,  and supp ly  jawboning,  were under taken  

by a n  i n t e r a g e n c y  t a s k  f o r c e  comprised of members from t h e  Department of 

J u s t i c e ,  t h e  I n t e r s t a t e  Commerce Commission, t h e  DOE, and t h e  DOT, and 

o p e r a t e d  o u t  of ' t h e  DOT Emergency T r a n s p o r t a t i o n  S i t u a t i o n  Cente r  which 

e x i s t e d  d u r i n g  t h i s  p a r t  of 1979. 

27. See Energy Users Repor t ,  A p r i l  14 ,  1979. Also s e e  Mobil  O i l  C o r p o r a t i o n  

v s .  t h e  Department of Energy,  Case No. 79 C I V  1727. 

28. For  a  f u l l ~ d i s c u s s i o n ~  of t h e  r o l e  of government a d v e r t i s i n g  and e d u c a t i o n a l  

campaigns d u r i n g  p e r i o d s  of o i l  c r i s i s ,  s e e  E r f l e  (1980.) and Pound (1981).  

29. C l e a r  p e r s p e c t i v e  on how d i r e c t l y  consumers p e r c e i v e  t h e  e f f e c t s  of 

government-created i n c e n t i v e s  o r  d i s i n c e n t i v e s  on t h e i r  inves tment  d e c i s i o n s  

may b e  s e e n  i n  t h e  t e s t i m o n y  of Mike P a r k h u r s t ,  P r e s i d e n t  of t h e  Independent  

T r u c k e r s  A s s o c i a t i o n ,  i n  t h e  S p e c i a l  R u l e  9  Hear ings  T r a n s c r i p t ,  page  229. 



of consumer-producer w e a l t h  t r a n s f e r  d u r i n g  p e r i o d s  of r a p i d  pe t ro leum 

p r i c e  i n c r e a s e  w h i l e  p r e s e r v i n g  e f f i c i e n t  p r i c i n g  i n  o i l  p roduc t  marke t s .  
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Chapter  6  

SUMMARY AND CONCLUSIONS 

The p r i c e  changes i n  t h e  world  o i l  marke t  t h a t  o c c u r r e d  d u r i n g  1979 c r e a t e d  

major  r e a l i g n m e n t s  i n  t h e  domes t ic  economy of t h e , U n i t e d  S t a t e s .  By most 

measures ,  c e r t a i n l y  by t h a t  of a b s o l u t e  p r i c e  i n c r e a s e  a l o n e ,  t h i s  p e r i o d  

c o n s t i t u t e d  as g r a v e  a c r i s i s  i n , e n e r g y  m a r k e t s  as d i d  t h e  f i r s t  p e r i o d  of 

OPEC p r i c e  h i k e s .  i n  1973-1974. 

I n  t h i s  s t u d y ,  we have endeavored t o  measure t h e  e f f i c i e n c y  of U.S. o i l  

m a r k e t s  i n  a d a p t i n g  t o  p e r i o d s  of s h a r p  t r a n s i t i o n  such  as 1979. We have been 

concerned w i t h  how q u i c k l y  t h e s e  m a r k e t s  a d a p t  t o  t h e  r e a l i t i e s  of h i g h e r  world  

o i l  p r i c e s ,  and whether  t h e r e  a r e  s i g n i f i c a n t  problems i n  e i t h e r  t h e  p r i c e s  

charged f o r  o i l  p r o d u c t s  o r  t h e  manner i n  which t h e  market  a l l o c a t e s  a v a i l a b l e  

o i l  p r o d u c t s  a c r o s s  consumers. 

An examina t ion  of t h e  r e l a t i o n s h i p  between Uni ted  S t a t e s  and world  o i l  

p roduc t  p r i c e s  d u r i n g  t h e  p e r i o d  of t r a n s i t i o n  h a s  l e d  u s  t o  conclude t h a t  i n  

most major  o i l  p r o d u c t s ,  t h e r e  h a s  e x i s t e d  a gap,  w i t h  wor ld  p r i c e s  c o n s i s t e n t l y  

ab.ove domes t ic  p r i c e s .  I n e f f i c i e n c y  i n  t h e  worldwide d i s t r i b u t i o n  of o i l  p r o d u c t s  

c l e a r l y  must r e s u l t  from t h i s  p r i c e  d i s c r e p a n c y .  One of t h e  most i m p o r t a n t  

c o n c l u s i o n s  t h a t  we have reached  r e g a r d i n g  American and world  p r i c i n g  s t r u c t u r e s  

d u r i n g  p e r i o d s  of t r a n s i t i o n  i s  t h a t  t h e r e  e x i s t s  no  b a s i s  i n  f a c t  f o r  t h e  

o f t -heard  a l l e g a t i o n  t h a t  American o i l  p r i c e s  a r e  a r t t f i c i a l l y  h i g h  d u r i n g  

p e r i o d s  of c r i s i s .  R a t h e r ,  we have found t h a t ,  i f  a n y t h i n g ,  t h e  r e v e r s e  i s  

t r u e .  

Our c e n t r a l  c o n c l u s i o n  r e l a t e s  t o  t h e  a d a p t a t i o n  ~ r o c e s s  w i t h i n  U.S. marke t s .  

U t i l i z i n g  t h e  U.S. s p o t  p r i c e  as a b a s e ,  we have examined t h e  p r i c i n g  b e h a v i o r  



of f i rms  w i t h i n  t h e  U.S. economy and have found s i g n i f i c a n t ,  long-lived p r i c e  

lagging  by t h e  major f i r m s  i n  t h e  o i l  product  marketplace.  We have seen t h e s e  

f i rms  main ta in  p r i c e s  s u f f i c i e n t l y  below a c t u a l  marg ina l  p r i c e s  t h a t  they have 

had t o  adopt methods of nonpr ice  r a t i o n i n g  even i n  petroleum products  which 

have been formal ly  decon t ro l l ed .  Th i s  p r i c e  lagging  behavior  by majors ,  combined. 

w i th  t h e  concomitant use  of a l l o c a t i o n  f r a c t i o n s ,  caused two primary mispercept ions  

among t h e  p u b l i c  duri'ng t h e  per iod  of c r i s i s .  F i r s t ,  t h e  use  of a l l o c a t i o n  

f r a c t i o n s  l ed  t h e  p u b l i c  percept ion  of a b s o l u t e  u n a v a i l a b i l i t y  of some uncon- 

t r o l l e d  products .  Second, t h e  p u b l i c ' s  pe rcep t ion  of price-gouging r e s u l t e d  

.from a  misinformed p u b l i c  and policy-making e s t ab l i shmen t ,  who viewed t h e  

lagged,  a r t i f i c i a l l y  low p r i c e s  of major o i l  companies a s  t h e  e f f i c i e n t  market 

p r i c e s  i n  t h e s e  products .  We have found t h a t  majors  lagged p r i c e s  s o  s e v e r e l y  

i n  1979 t h a t  i n  gasol j .ne,  which remains c o n t r o l l e d , . t h e  formal  c e i l i n g s  were 

n o t  t h e  b ind ing  c o n s t r a i n t  on f i rms '  p r i c i n g .  

Our theory  r ega rd ing  t h e  reasons  f o r  p r ice- lagging  by t h e  major o i l  

companies rests upon t h e  observed p o l i t i c i z a t i o n  of United S t a t e s  o i l m a r k e t s .  

O i l  consumers, t h e i r  w e l f a r e  adverse ly  a f f e c t e d  by p r i c e  i n c r e a s e s ,  have 

focussed t h e i r  anger  over  p r i c e  i n c r e a s e s  upon U.S. o i l  companies through t h e  

p o l i t i c a l  p rocess .  The r e s u l t i n g  p o l i t i c a l  p r e s s u r e  has  engendered, i n  t h e  

p a s t  seven y e a r s ,  l e g a l  and r e g u l a t o r y  r e t r i b u t i o n  d i r e c t e d  a t  t h e  o i l  i n d u s t r y .  

Consequently,  U.S. o i l  companies w i t h  h igh  p u b l i c  v i s i b i l i t y  have perce ived  a  

t h r e a t  t o  t h e i r  well-being a r i s i n g  from p r i c e  i n c r e a s e s .  A s  a  r e s u l t ,  they  have 

adopted a  p r i c i n g  s t r a t e g y  t h a t  r e s u l t s  i n  i n e f f i c i e n t l y  low p r i c e s  dur ing  

pe r iods  of shock t o  world o i l  p r i c e s .  

Anger is focussed upon t h e  o i l  companies by t h r e e  groups whose n e t  s o c i e t a l  

s t and ing  is  inc reased  by s o  doing. ~ h e s e  groups -- ' t h e  p o l i t i c a l  community, 

r e g u l a t o r s ,  and t h e  media -- c o n s t i t u t e  t h e  c a t a l y s t s  i n  th.e pr ice- lagging  

process .  The policy-making community, i n  response  t o  t h i s  anger  restricts 



o r  a t  t h e  very  l e a s t ,  t h r e a t e n s  t o  r e s t r i c t  v a r i o u s  a s p e c t s  of o i l - i n d u s t r y  1 i 
behavior  i n  r e t r i b u t i o n  f o r  h ighe r  p r i c e s .  Regula tors  a b e t  t h e  p o l i c y  process  

t o  maximize t h e i r  own c a p i t a l .  The media 's  t rea tment  of t h e  p r i ce - inc rease  

I 
phenomenon t u r n s  gene ra l i zed  p u b l i c  anger  i n t o  d i r e c t e d  consumer p re s su re .  

The p o l i t i c a l  pressure-based c o n s t r a i n t  only f u n c t i o n s  when two f a c t o r s  

a r e  ca t a ly sed  t o  c r e a t e  i t :  t h e  p o l i t i c a l  v i s i b i l i t y  of i n d i v i d u a l  f i r m s  and t h e  

~ p o l i t i c a l  p r e s s u r e  f o r  lower p r i c e s  genera ted  by t h e  publ ic .  These f a c t o r s  

appear t o  be  e s s e n t i a l l y  m u l t i p l i c a t i v e  i n  a s s o c i a t i o n .  Observation of s e v e r a l  

o t h e r  i n d u s t r i e s '  p r i c i n g  response  i n d i c a t e s  t h a t  wi thout  p o l i t i c a l  p r e s s u r e  

o r  wi thout  t h e  degree of v i s i b i l i t y  and v u l n e r a b i l i t y  t h a t  we have seen  i n  t h e  

o i l  i n d u s t r y ,  t h i s  p r i c i n g  c o n s t a i n t  does n o t  opera te .  Thus, our  model i s  

n o t  s p e c i f i c  t o  oil-market p r i c i n g  a lone ,  bu t  r a t h e r  a l lows  u s  t o  make p r e d i c t i o n s  

r ega rd ing  t h e  i n d u s t r i e s  w i t h i n  t h e  U.S. which may become s u s c e p t i b l e  t o  a 

p o l i t i c a l  p r e s s u r e  p r i c i n g  c o n s t r a i n t  i n  t h e  f u t u r e .  

In  summary, t h e  p o l i t i c a l  p r e s s u r e  model r e p r e s e n t s  an a t tempt  t o  fo rma l i ze  

a  r e l a t i o n s h i p  between t r ans i t i on -pe r iod  o i l  product  p r i c i n g  behavior ,  which 

c l e a r l y  has  n o t  followed t h e  textbook marg ina l  r u l e s ,  and t h e  v a r i o u s  c o n s t r a i n t s  

which seem t o  have emerged i n  unregula ted ,  bu t  none the l e s s  h igh ly  p o l i t i c i z e d ,  

o i l  markets.  F u r t h e r  r e sea rch  w i l l  aim a t  developing a  more formal  v e r s i o n  of 

t h i s  model and inco rpo ra t i ng  a  q u a n t i t a t i v e  d e s c r i p t i o n  of t h e  c o n s t r a i n t s  

which f i r m s  i n  t h e s e  markets  f a c e .  

The n a t i o n  w i l l  cont inue  t o  see r e s u l t s  l i k e  t hose  of 1979 when t h e r e  a r e  

sudden a l t e r a t i o n s  i n  t h e  p r i c e  and supply equ i l i b r ium i n  world o i l  markets .  

The market p o l i t i c i z a t i o n  desc r ibed  h e r e  w i l l  con t inue  and perhaps i n t e n s i f y .  

u n i t e d  S t a t e s '  o i l  companies w i l l  t hus  con t inue  t o  be  forced  a g a i n s t  t h e i r  . 

own b e s t  i n t e r e s t s ,  and t h e  u l t i m a t e  b e s t  i n t e r e s t  of s o c i e t y  a t  l a r g e ,  i n t o  

i ne f  f  i c i k n t  and cons t r a ined  of adap ta t i on .  These p a t t e r n s  c l e a r l y  

have n e g a t i v e  i m p l i c a t i o n s  f o r  t h e  e n t i r e  American economy. 



F i n a l l y ,  t h i s  s tudy  has  examined t h e  problems which have e x i s t e d  i n  domestic 

o i l  markets  dur ing  pe r iods  of market t r a n s i t i o n  such a s  1979. These problems 

can be  a t t r i b u t e d  t o  v a r i o u s  f a c t o r s  i n  t h e  polit ico-economic marke tp lace  

and have shaped both p u b l i c  pe rcep t ions  and governmental po l i cy  responses .  

There i s  evidence of e f f i c i e n c y  problems i n  U.S. markets  dur ing  t h e  most r e c e n t  

per iod  of t r a n s i t i o n  i n  1979. However, t h e  e f f i c i e n c y  problems which e x i s t  

i n  t h e s e  markets  dur ing  p e r i o d s  of t r a n s i t i o n  a r e  n o t  i n h e r e n t  i n  t h e  marke t ' s  

opera t ion .  Th i s  s tudy  sugges t s  t h a t ,  i n  g e n e r a l ,  market mechanisms, i f  l e f t  

on t h e i r  own, w i l l  e f f i c i e n t l y  a l l o c a t e  o i l  p roducts  a c r o s s  consumers. The 

e f f i c i e n c y  problems which we have found t o  e x i s t  appear  t o  be  caused p r i m a r i l y  

by e x p l i c i t  and i m p l i c i t  goveriment-created c o n s t r a i n t s  on t h e  market.  I n  

c o n t r o l l e d  markets ,  t h e  d i r e c t  r e g u l a t o r y  c o n s t r a i n t  ha s  l ed  t o  t h e  most s e r i o u s  

i n e f f i c i e n c i e s  we s e e  i n  domestic o i l  markets ,  w i t h  markets  a t  t i m e s  f a i l i n g  

t o  c l e a r  and genuine sho r t ages  r e s u l t i n g .  I n  decon t ro l l ed  markets ,  t h e  i m p l i c i t  

p o l i t i c a l  c o n s t r a i n t  on major companies r e s u l t s  i n  lagged,  a r t i f i c i a l l y  low 

p r i c e s  and t h e  u se  of nonpr ice  r a t i o n i n g ,  i n  t h e  form of a l l o c a t i o n  f r a c t i o n s ,  

t o  a l l o c a t e  a v a i l a b l e  supply. These markets ,  which c l e a r  a t  t h e  margin,  a r e  

~ . l e s s  i n e f f i c i e n t  than c o n t r o l l e d  markets .  The major problems i n  t h e s e  markets  

l i e  i n  interconsumer m i s a l l o c a t i o n  of low-priced product ,  by t h e  r e c i p i e n t s  

of low p r i c e s ,  .underproduct ion by r e s t r a i n e d  companies, and weal th  t r a n s f e r s  

between consumers. 

Major p u b l i c  mispercept ions  r ega rd ing  t h e  e f f i c i e n c y  of t h e  marke t ' s  

ope ra t i on  i n  pe r iods  of o i l  c r i s i s  have a r i s e n  due t o  t h e s e  government-generated 

i n e f f i c i e n c i e s .  The p u b l i c ' s  b e l i e f  t h a t  world o i l  market t u rbu lence  l e a d s  t o  

genuine product  sho r t ages  w i t h  a b s o l u t e  product  u n a v a i l a b i l i t y  and r a t i o n i n g  

by such nonpr ice  means as l i n e s  appa ren t ly  d e r i v e s  s o l e l y  from t h e  d i s t o r t i o n s  

which r e g u l a t i o n  has  c r ea t ed .  The market chaos which r e g u l a t i o n  has  caused 

s e r v e s  t o  prevent  consumers from pe rce iv ing  and d e a l i n g  w i t h  t h e  r e a l  problem 



which t h e  phenomenon of world o i l  market c o n s t r i c t i o n  c r e a t e s :  t h e  problem 

of reduced consumer w e l f a r e  stemming from h igher  p r i c e s .  

Throughout pe r iods  of world o i l  market t r a n s i t i o n ,  d i s t r i b u t i o n a l  problems 

a r e  c r ea t ed  f o r  U.S. consumers. These problems a r e  p a r t i c u l a r l y  harsh  f o r  

c e r t a i n  groups of consumers whose l i v e l i h o o d  i s  t i e d  d i r e c t l y  t o  o i l  p roducts .  

It i s  t h e  r e a l i t y  of t h e  income problem t h a t  policy-makers have sought t o  r e d r e s s  

over  t h e  per iod  s i n c e  1973. However, r a t h e r  than address ing  t h e  t r u e  problem 

of adjustment  t o  h ighe r  prices,, policy-makers have perce ived  t h e  problem a s  

h ighe r  p r i c e s  themselves.  They have sought t o  s o f t e n  t h e  t r a n s i t i o n a l  blow 

f o r  consumers by c o n t r o l l i n g  t h e  a l l o c a t i v e  mechanics of t h e  market.  The r e s u l t  

has  been market i n t e r v e n t i o n  t o  c u r e  d i s t r i b u t i o n a l  problems which should,  

i d e a l l y ,  have been coped w i t h  through p o l i c i e s  which do n o t  s i g n i f i c a n t l y  a f f e c t  

t h e  marke t ' s  opera t ion .  D i s t r i bu t iona l ly -mot iva t ed  i n i t i a t i v e s  began i n  1973, 

wi th  t h e  p r i c e  and a l l o c a t i o n  c o n t r o l s  of t h e  Emergency Petroleum Al loca t ion  

Act. They may be  seen  i n  1979 i n  such i n i t i a t i v e s  a s  S p e c i a l  Rule 9. These 

e f f i c i e n c y - d i s t o r t i n g  responses  t o  d i s t r i b u t i o n a l  problems a r e  t h e  cause of t h e  

e x i s t i n g  a l l o c a t i v e  problems which w e  observe i n  U.S. o i l  product  markets  dur ing  

pe r iods  of t r a n s i t i o n .  

Our conc lus ions  i n  t h i s  s tudy  sugges t  s t r o n g l y  t h a t  t h e r e  e x i s t s  a  need 

t o  r e d e f i n e  t h e  U.S. government p o l i c y  towards domestic o i l  markets.  It  i s  

c l e a r  t h a t  t h e  c u r r e n t  framework of p o l i c y ,  which confuses  market problems 

wi th  i s s u e s  of wea l th  d i s t r i b u t i o n ,  ha s  caused cons ide rab l e  damage t o  t h e  

proper  func t ion ing  of t h e  U.S. economy i n  t imes of o i l  p r i c e  i nc rease .  

Th i s  b a s i c  b i a s  was b u i l t  i n t o  t h e  v a r i o u s  phases  of domestic r e f i n e d  product  

p r i c e  r e g u l a t i o n  t h a t  began wi th  t h e  Nixon Adminis t ra t ion  Wage and P r i c e  Con t ro l s  

i n  August 1971 and ended only  w i t h  Reagan Adminis t ra t ion  decon t ro l  i n  January 

1981. Decontrol  has  p laced  t h e  EPAA c o n t r o l  framework on stand-by s t a t u s  



u n t i l  i t s  fo rmal  e x p i r a t i o n  i n  October  1981. It i s  c l e a r  t h a t  much of t h e  

d e b a t e  i n  t h e  f i r s t  s e s s i o n  of t h e  Ninety-seventh  Congress w i l l  concern r e p l a c e -  

ment l e g i s l a t i o n .  T h i s  rep lacement  l e g i s l a t i o n  w i l l  d o u b t l e s s  shape  t h e  way 

t h e  government p l a n s  f o r  and d e a l s  w i t h  o i l . m a r k e t ,  t r a n s i t i o n s  f o r  many y e a r s  

t o  come. 

T h i s  s t u d y  s u g g e s t s  t h a t  t h e  t e r m i n a t i o n  of EPAA w i l l  n o t  t e r m i n a t e  l e s s  

fo rmal  methods of p r i c e  r e g u l a t i o n .  N e v e r t h e l e s s ,  i t  i s  v i t a l  t o  t h e  p r o p e r  

f u n c t i o n i n g  of t h e  U.S. economy over  t h e  n e x t  t u r b u l e n t  decade t h a t  any f o r m a l  

EPAA replacement  which comes o u t  of t h e  new Congress shed t h e  d e l u s i o n s  abou t  

market  f u n c t i o n s  t h a t  were  a t  t h e  c o r e  of EPAA. Congress shou ld  r e c o g n i z e  

t h e  economics of o i l  market  c r i s e s  and ,  i f  i t  s e e s  f i t ,  shou ld  make a major  

e f f o r t  d u r i n g  1981 t o  d e s i g n  programs based  upon t a x  and t r a n s f e r  sys tems 

t h a t  w i l l  d i r e c t l y  a d d r e s s  t h e  e q u i t y  i s s u e s  of r i s i n g  o i l  p r i c e s .  Programs 

must b e  des igned  t h a t  a r e  based on t h e  r e a l i t y  of t h e  d i s t r i b u t i o n a l  i s s u e s  

r a i s e d  by o i l  c r i s e s ,  n o t  upon t h e  m i s p e r c e p t i o n s  of t h e  p u b l i c ,  t h e  media and 

t h e  policy-makers.  To d o  o t h e r w i s e ,  t o  r e p e a t  t h e ' m i s t a k e s  of EPAA, w i l l  o n l y  

s e r v e  t o  c r e a t e  f u t u r e  market  d i f f i c u l t i e s  i n : t h e  U.S. when such  d i f f i c u l t i e s  

demonstrably  need n o t  e x i s t .  Such m i s d i r e c t e d  r e g u l a t i o n  h o l d s  t h e  promise  of 

u l t i m a t e l y  harming t h o s e  whom i t s  p a s t  champions have i n t e n d e d  t o  h e l p .  
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