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THE PROBLEMS OF MINORITY FUEL OIL DEALERS

I. Introduction

During the past several years numerous claims have been made from
both inside and outéide the industry that minority fugl oil dealers face
aunique obstacles that restrict their profitability and threaten theéir
survival. It has been claimed, for -example, that minority fuel oil
dealers are hampered by especially severe impediments in the competition
.for contracts for o0il, loan funds from banks, and assistance from the
- federal government. This study.seeks to explore these and related claiﬁs
and to éuggest possible remedial actions. Interviews were conducted with
minority and majority fuel oil retailers, oil wholesalers, banks, and
federal, state, and local officials. The study has focused on the metro-
politan areas of Boston, Massachusetts, Providence, Rhode Island, and
New York City. Time and geography have limited the scope and comprehen-
siveness of this effOrt,}and further empirical analysis is warranted.
Existing data on minority fuel dealers is poor an& the data which can be
found is often incomplete. However, despite these limitations, we feel
confident that our findings are an accurate depiction of the situation
confronting minority fuel oil dealers in the Northeast.

Our primary findings are twofold:

1) The heating oilamarket is declining in volume, and therefore,
retailers are finding it increasingly difficult to keep their

rapldly rising costs from exceeding their revenues. If a

dealer is both new and small, these difficulties are compounded.
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2) TFuel o0il retailers who service low-income, inner-city neighbor-
hoods are confronted with: a) higher costs; b) greater
difficulties in obtaining supply contracﬁs; c¢) significant
obstacles in-obtaining credit either from banks or govefn-
ment; and d) less stable and less predictable cash flows.

Again, these problems are more severe for new retailers
trying to enter the market than larger existing dealerships.

These two major findings shed considerable light on the sources of
the difficulties4encountered by minority fuel oil dealers. Thg presence of
racial discrimination would be very difficult to prove or disprove. Although
we cannot claim there is no discrimination, we do feel confident that dis-
crimination is of lesser importance than the underlying characteristics of
the market in which minority fuel oil retailers must typically operate. Minority
dealers‘tend to be small (under five million gallons of annual sales) and tend
to serve low-income inner-city neighborhoods. A majority of these dealers
have entered the business since 1973. Therefore, the claim that minority
dealers confront unique and difficult obstacles is valid--not because these
businesses are run by minorities, but because they are new, small, and serve
a high-risk clientele.

This report is divided into five sections. Following the introduction,
the evolving role of minority oil retailers in the Northeast market is re-
viewed in the second section; The third section examines the specific problems
confronfing minority dealers, including obtaining start-up capital and finding
sources of supply. The-fourth section addresses the problems associated with
serving the inner-city market. Finally, in the fifth éeqtion, specific recom-

mendations are introduced to meet the problems outlined in the earlier sections.
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II. MINORITY FUEL OIL DEALERS - THEIR ROLE IN THE INDUSTRY

IT.A. Market Setting

The Northeast, and especially New England, is heavily debendent on oil
for energy. 1In 1978, oil accounted for seventy-nine percent of New England's
energy consumption compared to only férty—nine percent for the United States
as a whole;l/ Further, in Ngw England, seventy-one percent of the homes used
o0il as the primary heating fuel, which far exceeds the national ayerage.-g

The price shocks of 1973 and 1979 ha&e had a major impéct not only on
the New England consumer, but also on the heating oil distribution industry.
Between 1973 and 1979, the price of heating oil rosé 183 percent. The average
price per gallon in 1973 was 24.1¢ and the averagé price today is in the
vicinity of $1.25 per gallon;é/ In tﬁe period of the 1950s and 1960s, there
were over one thousand retailers in Massachusetts;é/ today that number has
shrunk dramatically. Further, dealer maréins on a percentage basis have
declined at a time in which equipment, labor, and other costs have outpaced
inflation;é/ Cémpetition, together with the threat of reimposition of
government price controls and the constant presence of more subtle political
pressure, have made it almost impossiblé for oil retailers to increase these
margins to a level that would be comparable to the margins that they were
making five to tem years ago.

In addition to pricing problems and shocks, some experts Believe that,
because of recent trends in urban renewal, inner-city fuel oil dealers may
find themselves in a dwindling market.éj Many of the new buildings in cities

in the Northeast that are being erected are primarily using electricity, or
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gas for heating purposes. However, the best estimates are that urban
renewal will only cause a maximum reduction of fifteen percent in the
inner-city market and the actual percentage will probably be substantially’
lower.

‘The cost of doing business has risen dramaticall& in the heating oil
distribution industry. Seven years ago, a deli?ery vehicle cost approxi-
mately $18,000. Today, that game vehicle sells for somewhere between
$35,000 and $50,000.Z/ Moreover, credit terms offered by wholesalers have»

tightened dramatically. Several years ago, most wholesalers allowed re-

tailers thirty to fbrty-five days to pay for a delivery of oil. At present,

however, terms rarely exceed ten days and often are on a cash-on-delivery
basis.

Are there any solutions to the ﬁroblems facing minority retailefs in
the fuel oil market? According to a recent Department of Energy report:

The home heating o0il industry appears to have matured into the
final stages of its life cycle. Demand for the product is de-
creasing, as consumers turn to other fuel sources or reduce
their consumption in response to higher fuel prices. —

This is a grim picture of the market, yet in the same report, a possible
solution is proposed:

... with home heating oil in the declining stage of its life

cycle a natural indsutry shake-out becomes inevitable. A survi-
val of the fittest setting emerges, and as has been seen from

the attrition figures, some firms will have to go out of business.
Those that can best cope with the new environment, with its greater
demand for having a good business acumen, will have the best chance
to remain profitable. Nevertheless, more and more firms will get
out of the home heating o0il business as profits will become less
and less accessible.




II.B. Entry of the Minority Dealer

The entry of minority dealers into.the heating oil marketplace is a
relatively recent event. The New England Minority Fuel 0il Dealers Assoeia—
tion reports that there are currently fifty minority dealers in New-England,
and that eighty percent of these dealerships were started after 1974.2/
Collected survey data confirms these figures. Interestingly, minorities
have entered this market at a time when many other dealers are leaving.

In fact, a disproportionate number of the new eotrants into this industry
are minorities.

The reason for the recent entry of the minority dealers into the market-
place is directly related to the exodus from the inner-cities of the previously
established dealers. Minorities primarily serve vacuum,areas;—areas other
dealers leave, creating opportunities for new dealers to come in. The
exodus of majority dealers begap in the 1960s, but accelerated in the years
after the price hikes of 1973. 1Its major cause was related to the costs of
doing business in the inner-city. These costs have at least three special
elements: 1) poorer cash flows; 2) higher distribution eosts; and
3) higher overhead costs.

Inner-city residents are typically low-income and are relatively poor
credit risks. Consequently, they are served on a cash-on-delivery basis,
or on severely limitedpcredit terms. Yet, even with these arrangements,
0il retailers serving this area'often experience severe cash flow problems,
as a result of late receipt of payments, onpaid'bills, cancelled orders,
and so forth. For the retailer, these problems can in turn lead to a
crunch when wholesalers must be paid. If this problem becomes chronic,

the retailer will be forced to seek additional bank financing at very high




interest rates which can only be recovered by increasing the price to his
reliable customers. In some instances, the retailer cannot obtain the
financing or afford the interest rates and is simply forced out of business.

Retail distribution costs depend on delivery sizes. As oil prices
increase, the number of gallons a low-income person will purchase at any
one time decreases. The costs of distributing twenty-five gallons per
household are substantially higher oﬁ a pef gailon basis than the cost of
distributing 200 gallons. Most large oil retailers do nét like to deliver
any less thén 150 gallons per drop, and tend to avoid or leave market
areas whosg average demand per delivery is below the 150 figure. But,
for the same total expenditure that purchased 150 gallons in 1973, only
about 35 gallons can be bought today.

The overhead costs of inner-city fuel o0il retailers are adversély
affected by the riskiness of the retailers' operations. This riskiness
takes several forms. Many of the inner-city areas are perceived as
being unsafe. Companies serving these areas often feel compelled to assign
two people per truck and thereby increase their overhead costs. Further,
their insurance rates are substantially higher as a result of inner-city
crime and accident rates. Finally, poorer cash flow, higher costs, and
risky operating conditions undermine retailers' ability to obtain bank
financing for their equipment and product. Those factors also constrain
the aﬁility of retailers to megotiate contractual relationsﬁips with
wholesalers, As a result, many inner-city retailers pay substantially
higher interest rates for loans and must rely almost entirely on the
volatile spot market for the product. When all these incremental costs
are added up, the cost of delivering oil to the inner-city is three to

five cents per gallon greater than average.
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There is one notable exception to this scenario. In New York City,
there has not been a large exodus of existing dealers from the inner-city
and their minority customers. One of the reasons is that a great many
minorities entered this market in the early 1970s prior to the embargo due
to a concerted effort in that city to promote minority businesses. These
firms relied heavily on the ten percent federal government (contréct work)
set aside for minority businesses. They also appear to have received
substantial help from some of-New York City's larger banks and many of its
influential political figures. In this insténce, there was a concerted
effort on the part of local government and businesses to leverage the
development of minority firms--from an economic development/minority
business perspective.” The New York City experience, however, is an
anomoly.

.In the mid-seventies, price controls made it extremely difficult for
fuel oil retailers to recover their marginal operating costs. Although
these controls came off of heating oil in 1976, the threat of reimposigion
has continued to have an impact on retailer margins. As long as any system
of price contfols is calculated on the basis of average costs rather than
marginél costs, there will be a strong temptation for retailers to move
away from those market areas and customers where marginal costs are highest.
Indeed, this phenomenon has been taking place in many inner-city areas
since 1973. As majority dealers have moved out, minority dealers have
moved in.  Without this exodus, this opportunity would not have been
present and the growth in the number of minority dealers would not have
been so pronounced. Further, these new minority dealers primarily‘serve

minority consumers.




III. THE PROBLEMS OF MINORITY DEALERS

III.A. Starting Capital

The first thing that is needed to start a new business is capital.
In the fuel oil business, thé starting capital or ''fixed cost" of doing
business is quite substantial. 1In ofder to start a retail fuel oil dealer-
ship, the potential entrant must have enough money to obtain equipment and
0oil, pay employee salaries, and cover the relatively minor expenses associated
with. securing inéurance and operating permits. A reasonable estimate of
start-up costs is $50,000;lg/ |

From a survey of banks who finance heating oil retail companies, it is
élear that $50,000 in start-up funds is difficult to obtain. Dealers must
generally provide $25,000 from 6ther sources, such as personal savings, or
willing investors. Moreover, banks typically require sources of tepaymenf
other than oil inventories. Specifically, they demand collateral in the
form of durable assets such as trucks or storage equipﬁeht. For a dealer
starting out, this can establish somewhat of a Catch-22 predicament: to
buy this equipment, bank financing is often needed, yet such financiﬁg
cannot be obtained without such equipment. Finally, new retailers seeking
bank financing must provide evidence that they can operate their prospective
businesses in a financially sound manner. For the new dealer, this require-
ment is a problem when no historical records of relevant work experience
are available.

The potential entrant into the inner-city oil retailing business who is
able to qualify for bank financing typically faces'relatively high interest

rates and tight repayment schedules. This reflects the noted business risk




associatgd with the market to be served. Presently, most Banks charge
two to three points over prime for existing oil retailers.- At a time when
the priﬁe rate was approximately fourteen percen;, one banker summarized
the siﬁuation by noting:
If you own a couple of trucks with garage space for storing
them, a reliable source of supply customers who are good
credit risks, and no outstanding debt om your equipment,
then you probably will be able to obtain a $25,000 loan at
sixteen percent.

A second conceivable source of capital available for new heating oil
retailers is the Smail Businéss Administration. As a rule, however, the
SBA will not extend a loan to any firm that has not been established for
at least one year.ll/ Thus, for anyone wanting to enter the market, going
to the SBA often proves fruitless.

A potential minority retailer who is unable to secure a bank or SBA loan
to start a dealership can turn to anotheresource of help——the Federal Govern-
ment's Minority Set Aside Program. Specifically, federal law requires that
ten percent of all government oil contract work be set aside solely for
minérity businesses. This ten percent might appear to be sufficient to
help some minorities enter the market, however, it is evidegt from interviews
with es;ablished dealers that new minority dealerships are not benefitting
from this program. ‘New dealerships 'seldom haVélenough on-hand capital.ox .~
equipment to compete with prez1970 firms for these contracts. As a result,
the present étructure of the Minority Business Set Rside:Programﬁsudcéssfully
grandfathers -in older established mindrity fifms” and effectively excludes
post=1973-fitms. '

Not only is it particularly difficult to obtain financing for a new

inner-city heating oil dealership, but, for reasons noted above, the level
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of necessary starting capital is generally higher in the inner-city market

than in other markets. As a result of crime problems, dealers in the
inner-city pay more to be insured.lzj Moreover, becauée inner-city dealers
usually charge C.0.D., they typically have great sums of money with them
and are therefore more prone to robbgry. Thus, it usuélly takes two people
to deliver o0il (one to watch the truck, and one'to deliver the o0il), which
means that two salaries must be paid.

The general tendency.for initial capital requirements (and financing
costs) té be higher for inner-city retailers is not a new phenomenon; nor
is it a phenomenon that appearé'to be based on n6n~egonomic factors such
as discrimination. Relatively high start-up costs and scarce capital is
a problem faced by any entrant into the inner-city heating 0il retail
business, and it is a problem that will continue és heating oil pricés

increase and volumes delivered decline.
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II1.B. Obtaining a Reliable Source of Product

Our survey of the retail fuel oil market, indicates that the greatest
proBlem for most small dealers is finding a wholesale so#rcé of supply.
As stated above, new minétity dealerships most often serve areas that have
been left by majority dealerships. For this reason, it might seem reason-
able to assume that a new minority aealership would use the same qil source
as the exiting majority dealership. This assumption is not supported by
the empirical evidence. Federally-estabiished allécation rights to fuel
0il supplies are not automatically transferred with a change in ownership
of a fuel oil dealership; and once an existing dealership leaves, fhe
whblesaler's supply becoﬁes an object of open Bidding.lé/

In normal non—shortageAperiods, inner-city dealers encounter problems
in obtaining supply as the riskiness of retail operations, thé iﬁstability
of retail cash flow, and high failure rates for new and small businesses
édyerseiy impact wholesalers' willingness to enter into long-term contractual
relationships. The supply problems of new heating oil retailers are particu-
larly severe during periods of shortage, such as the 1973-74 embargo period
and during the 1979 Iranian crisis. During times of shortage, wholesalers
tend to serve traditional dealers first and allocate their remaining supplies
on a first come-first serve basis. Many ﬁinority dealers interviewed maintain
that because wholesalers give priority to traditional custoﬁers in times of
tight supply, oil supplies are not available to dealers who were unable, through
no fault of their own, po enter into the same contractual arrangements as the
traditional customers.

The result of these forces is that many minority dealers are forced

to buy oil on the spot market. During the winter months, spot market oil
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usually sells for a higher price than contract oil.lﬁ/ For example, in’ the
winter of 1978-79, the average price for spot market oil was always higher

5/ g

than that for contract oil (often by as much as $20 a barrel).
should also be noted that most data sources agree that during periods of
oil éhortages, even the spot market becomes very tight.

It is important to point out that in and of itself, the need to pur-
chase o0il at higher-than-contract spot prices is not necessarily a significant
problem in terms of the viability of the heating oil market. If the affected
retailer has a local monopoly in thg relevant market area, higher product
costs may be passed on without threatening the firm's survival. If‘the
affected rétailer is faced with competition that is able to compete more
effectively on price, higher spot prices will not be completely passed on,
but it would make little sense (in terms of both sovclety=wide economic
efficiency and the welfare of heating oil consumers) to insulate high-cost,
less-efficient retailérs from the tests of competition.

| Those minority dealers ﬁho are fortuﬁate enough to obtain long-range
contracts usually deal with secondary suppliers. Secondary suppliers are
those wholesalers who are supplied oil by a refiner, but do not refine
0il themselves. The supply relationships obtained by secondary suppliers
are relatively insecure as a result of the interest fully-integrated re-
finers have in guaranteeiﬁg supply to their own operations. Similarly,
because most large secondary wholesalers are also retailers, their own
retail operations have greater supply security than arms-length buyers.
In some cases, minority dealers would rather buy their oil C.0.D. from a

primary supplier than on a contract basis with a secondary supplier, since



' Connecticut that has given a black dealer a long-term contract.—
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they believe that secondary dealers have a strong incentive to discriminate
against firms which potentially compete in the same market.
From our interviews with minority dealers, the impression was given

16/

that contracts with primary suppliers are difficult to obtain.~— One
authority (a representative of a leading New England trade association)
states that he does not know of any primary supplier in the state of
17/ Dealers

in Connecticut say that primary suppliers will not even sell them o0il C.0.D.,
but will only direct them to éecondary suppliers. |

Although there is no formal criteria by which primary suppliers evaluate
potential contract purchasers, a number of factors are considered. First
and foremost, most of the 0il to be sold through long-term contracts is
reserved for long-standing customers. There is not a large supply of surplus
contract oil and obtaining the small fraction available is difficult for any
new dealer whether he be large or small, black or white. Primary oil
dealers prefer to sign contracts with larger dealers who are financially
secure, who can easily meet tight credit requirements, und who have a proven
track record. Further, they tend to favor those dealers who have large
amounté of stérage capacity or some other means of moving surplus fuel
(usuéll& 0il delivered during the summer). The companies that fit these
criteria are usually larger secondary dealers who both buy wholesale and
sell retail heating oil.

The survey of tﬁe problems of supply acquisition faced by minority

dealers réveals no overt evidence of discrimination. Rather, there is a

continuing pattern of minimizing financial risks. A primary supplier, for




example, who has a choice of signing a contréct with one large, financially
secure secondary dealer or several small, new inner-éity retailers, will,
unless otherwise pressured, sign a contract with the secondary dealer.

Some observers and market participants believe that wholesalers are afraid
to discriminate; and what might abpear to be arbitrary discrimination among
retailers is the result of the economic incentives influencing wholesalers
to honor explicit and implicit contracts and to maintain goodwill with their
larger and longesg—standing customers.lg/

‘"The one area in which the criteria by which retailers obtain contracts
which are less clear and, ﬁerhaps, more prone to discrimination is that of.

a new retailer without an established line of credit or track record attempting
to obtain a line of credit. One representative of a large New England seéondary
wholesaler has noted that:

Getting a long-range contract depends on your credit rating

and the type of person you are. If you are new and you come

with cash in hand, then you can get oil if it is available.

Otherwisezlforget it unle?s t?ey.lik? You—ig?tting a year long

contract is a totally subjective decision.=—~
It is not surprising in this setting that many minority dealers interviewed
did not believe there is discrimination in acquiring oil, but did think there
is discrimination in acquiring the cfedit necessary for a long-term contract-
ual arrangment.

This discrimination in the acquisition of heating oil supplies and credit
‘stems, at least in part, from federal price and allocation controls, of both
the formal and'informal (jawboning) varieties. First, such controls are the
cause of shortages—--of being unable to get the product no matter how much one
is willihg to pay. Second, contrary to bopular perception, price and alloca-

tion regulations make it less costly for heating oil suppliers to engage in

discriminatory or arbitrary behavior. When price is eliminated as a means
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by which suppliers allocate their products, non-economic criteria can

be pursued without loss of business or revenue. Social grbups subject

to discrimination, poor access to regulatory decision-makers, and/or in-
adequate legal representation typically are placed at a serious disadvantage

in such situations. Even the threat of the imposition of mandatory price

and allocation controls in the heating oil market, for example, can foster
discrimination. Control programs freeze buyer-supplier reiationships; and

the would-be supplier fearing that he will be locked into a relationship will
tend to discriminate against marginal retailers. In a non-controlled environ-
ment, the supplier has the aBility to witﬁdraw from the arrangement if problems
ensue, or if better opportunities arise. This incremental flexibility

would enable most suppliers to be less risk adverse.on entering into contractual

arrangements with marginal buyers,
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III.C. Other Problems Confronting Minority Dealers

In addition to the problems of a generally declining market and
expensive stért—up requirements, inner-city heating oil dealers must
confront difficulﬁies associated with éhort—terﬁ creait cruncheg and
lack of membership ip trade associations.

So-called credit crunches arise when a retail firm cannot raise money
(through the sale of its 0il) quickly enough to pay its own debts (either
to its wholesale supplier'qr to its bank); These crunches most oftén affect
dealers.that allow time payment, but they can also affect dealers that
charge their customers C.0.D. When customers are unable to pay for their
0il, the dealer is confronted with a dilemma of either delivering the oil
and facing the high prpbability of never being fully repaid, or not making
the delivery and letting the customer go cold.

Fuel o0il assistance programs aid poor people in paying for their oil,
but assistance programs, themselves, can create credit crunchesf Many
suéh programs involve substantial and often unpredictable delays between
the time the oil is delivered and the time the dealer receives payment
from the government (or the agency designated by the government). Thus,
dealers who have a disproportionate number of customers on assistance pré—
grams can face severe credit crunches particularly during'ﬁeriods of un-
usually high demand. The smallér the retailer, tﬁe more serious this problem
becomes. A larger clientele translates into a cash flow that is more stable
and less susceptible to transitdry disruption by the actions of any individual
customer or subset of customers. Moreover, one option that many 1arge heating

0il dealers have for avoiding short-term credit crunches is access to funds. - -~
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from the sale of other products such as replacement burners, furnaces,
ltand~thermostats. This option is less often available to minority dealers
than to other dealers since small inner-city minority retaiiers are less
often integrated into other product lines and low-income inner-city
consumers typically purchase such commodities less frequently.

Thefe are times when even the best efforts of the dealer are not
enough to prevent a credit crunch. The result is an immediéte need to
borrow funds. The first place the affected dealer is likely to find
financing is a commercial bank. .As already discussed, however,‘bapk
financing can be difficult to obtain. The'nex; option is the SBA, which
will grant loans to small businesses that cannot secure bank ioans. How-
ever, for a minority dealer in a crédit crunch the SBA can be a dead-end.
Many dealers state that the SBA takes a very long time to give dealers
the money they need. The bureaucratic forms are very complex and time
consuming. Finally, the SBA has fairly.tight (but probably not inapropri-
ately so) cfiteria in issuing loans and is certainly far from a sure source
of funding for a small minority dealer, confronting an immediate credit
crunch. |

A final problem facing minority dealers is a lack of information con-
cerning changes in their market and their industry. They generally do not
receive this type of iﬁfdrmatioﬁ because they generally do not belong to
trade associations. Throughout New England, minority participation in
trade associations is léss than five percent and in some cases one percent.zg/
When asked why minorities are not members of associations, association officials

claimed that minorities are suspicious that the association reflects the’
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interests of larger majority firms. It is not clear why small dealers
generally do not form associations of their own. The lack of association
membership results in minority dealers missing a substantial amount of

relevant information which could improve the management of their dealerships.
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IV. SPECIAL PROBLEMS OF THE INNER-CITY

The success or failure of the minority heating oil dealer is directly
connected to the characteristics of the customers that are served. The
inner-city oil consumer must present the dealer with unique problems.

‘This section looks at three specific topics:
1) A profile of the inner-city inﬁabitant
2) Who serves the inner=-city dweller

3) Assistance programs for inner-city heating oil consumers

IV.A. Profile of the Inner-City Resident

The Census data collected in 1970 reveal that the inner-city areas of

large metropolitan communities are predominantly populated by minorities

21/

@and the poor.——  Since blacks comprise the greatest number of minorities in

most major U.S. cities and reside in the inner-cities because that area offers

22/

the cheapest housing, many blacks live below or near the poverty level:—
The proportion of the black population and households in poverty
is significantly higher than that for the Nation and whites....
For example, in 1974, twenty-seven percent of black households
and twenty-eight percent of the black population were estimated
to be in poverty. The corresponding percentages for the Nation
and whites were tenzgyd eleven percent and eight and nine per-
cent, respectively.==
Using six different methods of measurement, the Department of Energy‘
projects that black households will, in 1985, continue to pay a larger annual
percentage of their income toward home heating oil than white households.gi/
These facts indicate that inner-city blacks typically face the problems of
poverty as well as having to use a greater portion of their incomes to obtain’
heating oil.

Many people using oil for home heating are investing in devices that

jncrease the efficient utilization of the oil they buy (oil burner retrofits,
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thermostats, etc.). TFor the average inne;—éity inhabitant, however, these ¢
measures are often beyond their limited budgets. Replacing an older ineffi-
cient burner with a high-speed, flame-retention head burner can save sixteen
percent in the average home;gé/ Yet, such a burner costs approximately $600.
At this cost, the average inﬁer—city heating oil consumef must rely on
programs such as the Department of Eﬁergy's low-income weatherization program
if oil-saving investments are to be made. The expansion of programs to
weatherize low-income homes would clearly benefit innér—city heating oil

consumers, but, by further shrinking the market, would adversely affect

inner-city oil dealers.

IV.B. Service to the Inner-City Dweller

A special problem faced by many inner-city dwellers is fiﬁding and
maintaining a constant supply of heating oil. As noted above, majority
dealers have left many inner-city areas and have been repléced by minority
dealers. However, collected evidence suggests.that many minority dealers
are having trouble staying in business. This situation creates the very
important question of who will serve the inner-city. This question was
posed to numerous officials from business and government. The answers
were mixed, ranging from extreme pessimism about finding anyone to serve
these areas to overt optimism that the large majority dealers would never
allow an entire geétion of the city to go wifhout a source of oil.

Both extremes are unrealistic. The economic reality is that inner-
city héating 0oil consumers will have to pay more on a per gallon basis to
atﬁraét'dealers into this high-risk market. In an earlier section of this
report, it was argued that serving a high-risk market, such as the inner-

city, created higher costs that are in the range of three to five cents
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per gallon. . If minority firms fail and majority firms are reluctant to
re-enter . this market, this risk premium will increase until it is high
enough to attract suppliers back into the market. The continuing net entry
by minorities suggests, however, that current premiums are sufficient to
guarantee servicé,»although the identity of particular retailers is likely
to remain unstable. |

Insofar as the risk premium reflected in the price of heating oil in
the inner-city market reflects all‘of the costs of serving this market, it
promotes the efficient use of the natioﬁ's energy resources. From an equity
perspective, however, a high'risk premium is very troubling, since those who
can least afford the high price of heating 0il must pay more for ihis product
than wealthier people. In many instances, this premium will be paid by the
federal government either through transfer payments'or the existing low-income

energy assistatice program; but in some cases, it will not.

IV.C. Assistance Programs

Local, state, and federal fuel oil assistance programs presently provide
millions of dollars to help poor people pay their home heating bills. For
thé most part, these programs are of great assistance. The present administra-
tion of these programs, however, could stand improvement in ﬁany cases,

Eﬁery large metropolitan area researched in this report has some type of
home heating assistance program. The prograﬁs usually pay up to $600 (annual
total) of oil, gas, or electric bills per eligible household. For most pro-
grams, participating families chose their own dealer; and if they could not
find one, the assistance program attempted to locate one for them. In some
of the larger multi-unit housing areas such as New York City, the assistance

monies went directly to the landlord, who in turn paid the oil dealer.
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These various assistance programs are of significant benefit to many people
(in 1979, over 23,000 families pa;ticipated‘in thé Boston program). Yet,
many of these programs are creating problems for both the inner—éity consu-
mer and dealer.

-Numerous inner-city dealers expressed reluctance to serve customers
who were eligible for assistance proérams. Dealers feared credit crunches
stemming from the assistance programs' failure to give out checks iﬁ a
timely fashion. This credit crunch threat is especially real fof the
dealers who serve the inner-city resident because, as noted, they are

usually small and without ready access to capital. Again, using Boston

as a target city, of the 330 dealers participating in the assistance program,

seventy to eighty percent of them are one or two truck operatiOns.zéj

Dealers of this type cannot afford a long hiatus between the time they

deliver the oil and the time they get paid.

IV.D. Summary

In summary, the typical inner-city inhabitant finds it difficult to:
1) pay for heating oil, 2) invest in oil saving devices, 3) gét a con~
tinuing source of supply, and 4) rely on an assistance program which has

experienced significant implementation problems.
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V. CONCLUSIONS AND RECOMMENDATIONS

V.A. Introduction

In the opinion of many, the government is not doing all it canAto heip
minority businesses and, specifically, minority fuel oil dealers. Many
minority dealers feel that the government should apply additional pressure
on major (primary) wholesalers to enter into contracts with minority dealers.
Une dealer stated that he was not looking for a handout of a long-term con-
tract,.but that he wanted the sepurity of Buying 0il from a wholesaler who
was not also a competing retgiler. Another suggested that statevand local
officials should set aside o0il specifically for minority dealers. One
market observer suggested that the government should provide ﬁraining for
small oil dealers to insure-that they become better businéss managers.

The picture of the minority fuel o0il retailer that emerges from this
study is one in which the difficultieslfaced emanate from underlying economic
coﬁditions that make business survival and profit extremely problematic.
Although the deplorable consequences of discrimination‘in fhe reatil heating
©0il market should not be minimized, it is apparent that the problems being
encountered by minority heating oil dealers arise primarily because such
dealers are typically néw,.small, and serving high-risk customers, raﬁher than
because they are minorities per se. Of course, this conclusion is of small
consolation to dealers themselves. It also does not alter the facts that it
is minorities that are bearing the brunt of the problems of serving inner-city

heating oil consumers. ' The problems for public policy are ultimately problems

of poverty-—-and the fact that poverty remains a coﬁdition'faced'dispropbrtionatéiy

‘by minorities.

e e e B I R T T T e e e 2 e e T T R L i




24

V.B. Recommedations

Our policy recommendations are shaped by this conception of the problems
faced by minority heating oil dealers. We .take the broad policy objective
of progressive income redistribution as givgn and our policy recommendations
are éimed at achieving this objective with maximum efficiency. Our recom-
mendations are predicated on the following guidelines: a) the efficient use
of the nation's energy resources reqﬁires that energy prices reflect the
costs of supplying the product in question; b) in the absence of non-economic
distor;ions; extraordinary measures designed to insulate selected firms from
the rigors of the marketplace result in inefficient and often inequitable
allocation§ of supply; and c) any progréms that are adopted should be operated
in the most effective manner possible. |

With these guidelines in mind, we make the following recommendations:

1) In the design an& implementation of low-income energy assistance
programs, mechanisms should be developed to allow for prepayment
of oil deliveries; Prepayment'will ease the cash flow problem
which plagues inner-city dealers and will lower delivery
costs by allowing larger drops of oil per household.

2) The Small Business Administration should adopt provisions for
immediate availability of short-term funds to inner-city small
businesses. Such a program would involve pre-processing and
pre-approval of SBA credit so as to reduce current delays.

This will help to alleviate the credit crunches that currently
threaten inner-city heating oil retailers and will make retailers

better credit risks in the eyes of private financial institutions.
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In the design and implementation of low-income heating oil
assistance programs, mechanisms should be developed to tie the
level of payments to the price-per-gallon premium paid by
inner-city residents. Current assistance programs may offset
the present price premiums. Future increases in'these premiums,
however, will warrant increases in those assistance levels.
Failure toAprovide sufficient assistance Qill over time cfeate —-
strong political pfessureffor the reimposition of price aﬁd‘
allocation controls which could only compound the problem of the
innér—city retailers. .

Reimposition of price and allocation controls in the heating oil
market should be discouraged. When binding, price controls

produce shortages, leave inner-city consumers unable to get the

oil they reduire, and create precisely those conditions under

which discrimination is most likely.

Information on conditions'in the heating oil market available in

the Energy Information Administration and other parts of the
Department of Energy should be systemétically and-rapidly pro-

vided to inner-city oil dealers. This will allow dealers to

keep abreast of developments in contract prices, spot priges,
inventories, public policy changes, etc.; and will promoté more
accurate business planning.

An examination of local, state, and federal government heating oil
contracting processes should be immediately undertaken. Contracting

practices that inhibit the ability of new and small retailers to

A e, g e A SL S8 ST gm e AT Ao e e, R = SO g2 SRS ) TR AN O A T ey S An Ay M AP vmen w e e s e g epas wmy bu w5 e wpe . e o s s



26

compete should be reformed. Spécial attention should be
given to the federal government's Minority Set Aside Program,
which effectively precludes participation by new and small
minority dealers{

The first two of our recommeﬁda;ions are directed at the cash flow
problems of minority heating o0il dealers. The goal is to improve the
effectiveness of programs that currently have a tendency to exacerbate,
rather than alleyiate the financing difficulties of dealers. As detailed
above, the cash flow problems of miﬁqrity heating oil dealers create credit
crunches that mﬁst be weathered if the firm is to survive. Moreover, if
the threat of credit crunches can be reduced, minority firms will become
more credit-worthy in the private sector and the problems associated with
acquisition of gtart-up capital will be significantly reduced.

Energy assistance programs provide either for reimbursing thé dealer
or for direct‘cash payment to the iow—income recipient. In the former
instance, delays of several weeks betweeﬁ delivéry and payment are cdmmon.
Tn the latter instance, the retailers' cash-flow problem is lessened, but
the recipient only is given sufficient monies to purchase oil in small
amounts, thereby increasing the cosfs per gallbn of delivering the oil.
Options to prepay vendors would eliminate the delays inherent in feimburse—
ment schemes and would allow for larger amounts of oil per delivery. Since
eligibility for these programs is a function of income and since the varia-
tion in an individual's demand per winter is rarely greater than thirty
percent, prepaying fifty to seventy percent of the estimated cost of the oil
directly to the vendor in December should be possible. If demand increases

because of weather, the outstanding percentage could be paid through the
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normal reimbursement mechanisms. If this recommendation ié perceived as
too radical a change, the program could be further regulated by only pre-
paying each month's demand.

Prepayment by energy assistance programs could improve the cash flow
positions of minority heating oil retailers, but would be unlikely to completely
eliminate credit crunches. The need for short-term financing would stil%
arise, albeit less frequently and in lesser amounts. Improvement in the
Small Business Administration's operating procedures could be made to mgke the
SBA more responsive to short;run conditions. Such improvements might entail
establishment of a working file for interested firms, including pfeprocessing
of applications, pre-examination of credit records, and pre-assessment of tﬁe
soundness of the firm's business practices. With such a file complete prior
ta a credit crunch, the bureaucratic red-tape at the time of a crunch copld
be reduced to an assessment of the short-term situation itself.

It would be inappropriate td undertake government subsidy programs to

assist.oillfetailers doing business in the inner-city unless such subsidies
were part of a broader social goal such as special programs to assist small
business in general. The business problems of inner-city dealers are
fundamentally the result of the high-risk nature of inner-city consumers.
The solutions to these problems should be shaped to address this basic
cause, rather than its symptoms. The sources of the high-risk nature of
the inner-city are rooted in a long history of'discfimination, impovefish—
ment, poor education, and unemploymenti and,-ultimately, solutions must be
founded on far broader policies affecting our basic social stfucture-than
on policies affecting the heating of homes.

Of course, other things equal, energy assistance programs and other

redistribution measures should be designed so as to minimize the risk
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factor associated with doing business in the inner-city. So long as
such a factor exists, however, it is a social cosﬁ of doing business.
The efficient allocation of society's scarce resources requires that
firms serving high-risk markets take appropriate actions in their
buying, selling, pricing, and management so as to ;void the negative
consequences of risk. The potential‘gains to customers (in the form of
lower risk premiums in the prices they pay) that might occur as a result
of subsidizing the risk—bgaring of retailgrs could easily be eatén up by
inefficiency in firms' operations.

Allowing inner-city oil dealers to bear the risks of their operations
means that the fate of any individual retailer is less certain than it
otherwise would be. It does not mean that the existence of the industry
as a whole is le;s certain. On average, retailers are remunerated for the
risks they bear, with remuneration taking the form of the price premium
noted above. Recent and continuing entry by minority dealers attest to
this prdcess. Of course, consumers ultimately pay for supporting inner-
city retailers in risky operations. Our third recommendation addresseé the
equity problems that result.

It is beyond the scope of this study to assess the appropriateness of
the transfer péyments currently made to minorities and the inner-city poor.
It is also beyond the scope of this study to éssess whether current transfer
schemes have already equitably accounted for inner-city price premiums in
heating oil and other commodities. Our third recommendation is narrowly
conceived and is designed to point out that: 1) as oil prices continue:
to increase, the consequences of failing to provide sufficient and effective

low-income assistance will grow more serious; 2) increases in inner-city

price premiums exacerbate the problem; and 3) the political process will
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demand increasing assistance levels as a response to increasing prices
of a product weighted so heavily in low-income people's expenditures.

Our fourth recommendation embodies two objectives: promoting ﬁhe
survival of minprity heating o0il dealers and guaranteeing the availability
of 0il to inner-city consumers. Price and allocation schemes transfer the
locus of economic power‘toward the political/bureaucratic arena. -Groups
such as minorities that are plagued by discrimination, povefty, and lack of
access to legal and lobbying resources seldom fare well‘under schemes that
make decisions on supply and price arbitrary and remove such decisions from
the pressure of profit-and-loss tests. The solution to inner-city problems
of supply acquisition under price and allocation controls is not in an
improved controls system. ° In the’absence of controls, minority dealers
bare guaranteed that supplies are available and that the higher costs they
may have to pay to acquire those supplies will be reimbursed.

Prior to decontrol in January of lQSl,'price'controls were in effect
for nine yéars. It would be overly optimistic to expect the market to adjust
perfectly to this new environment. Problems of transition are inevitable.
Government should be sensitive to these probiems, but their solutions shduld
not significantly impede or slow down the transition. Otherwise, the pain
of readjustment will be greater and will have to be endured over a longer
period of time.

Our fifth recommendation is geared toward improving the management of
minority heating oil dealerships. In a market as volatile as the oil marke;,
accurate information on and forecasts of prices, inventories, demand trends,

etc. becomes crucial to effective retailing. Anticipation of demand trends,
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for example, could aid minority dealers in shoring up their cash flows
when a credit crunch threatens or in allowing customers a little more
payment flexibility when a threat subsides. As another example, informa-
tion on conservation techniques could promote the integration of minority
dealers into energy counseling services. Since various offices within

the Department of Energy currently collect or generate virtually all
available information of relevance aﬁd sinée once such information is
collected its dissemination 1is virtually costless, its distributién should
be promoted. This may reqqire the designation of a locus of responsibility
within the Department of Energy that could be charged with the task of
specifically reaching inner-city heating oil retailers.

Our sixth recommendation addresses the problems that new minority
heating oil retailers have in winning bulk contracts. As noted, the
Minority Set Aside frogram appears to disproportionately Benefit well-
established firms. 1In addition, our surveys indicate that government
contracts outside the Set Aside Program are characterized to an undetermined
extent by preferential treatment of well-established dealers. An examina-
tion of, particularly, local and state contracting practices is warranged,
with an eye toward recommendations for redqcing barriers faced by new

market entrants.
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