MINUTES OF THE SENATE COMMITTEE ON JUDICIARY

Held in Room _519 S at the Statehouse at _12:00 g.m /p. m., on February 21

1979

All members were present except: Senators Steineger, Allegrucci, Berman, Gaar
and Hein

The next meeting of the Committee will be held at _10:00 a, mfpcp on' February 22

DOEsEIR IS OK X ot H I BAXOTK S0 B A0 06000686 X SOUERe oS IS PER K BOED

The conferees appearing before the Committee were:

Jesse W. Prisock - Kansas Association of Broadcasters
Mary Hudson - Hudson 0il Company

Amos Kramer - Kansas Petroleum Council

Eric L. Richards - University of Kansas

Charles E. Krider - University of Kansas

Staff present:
'Art Griggs - Revisor of Statutes
Jerry Stephens - Legislative Research Department
Wayne Morris -~ Legislative Research Department

Senate Bill No. 281 - Labor and employment, exceptions to over~.

time compensation requirements. Jesse Prisock testified in
support of the bill. He explained this bill is necessary in
order to bring the Kansas statute back into conformity with the
Federal law. When the Kansas law was changed several years ago,
this exemption was inadvertently stricken, but it is needed.

He stated the personnel involved get paid much more than the
minimum wage, and it is only the overtime provisions that are
important.

Senate Bill No. 314 and Senate Bill No. 327 - Producers and
refiners of petroleum products prohibited from operating retail
gasoline stations. Mary Hudson testified in opposition to the
bill. A copy of her statement is attached. She stated she

and others will face virtual destruction if these senate bills
become law.

Amos Kramer testified in opposition to the bill. A copy of his
statement is attached. He asked the committee to preserve the
free and open market system which has served the consuming
public well and will continue to give the best service at the
lowest cost. : '

Professors Charles E. Krider and Eric L. Richards discussed
a survey and study they made; a copy of their Analysis of

Unless specifically noted, the individual remarks recorded
herein have not been transcribed verbatim. Individual re-
marks as reported herein have not been submitted to the
individuals appearing before the committee for editing or
corrections.
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Minutes of the Senate Committee on o udiciary February 21 , 19 79

SB 314 and SB 327 continued -

Petroleum Industry Divestiture Legislation is attached. Pro-
fessor Krider testified the bill would limit competition in

the market of gasoline; the price will be more expensive for
consumers; and dealer operated stations do have problems and

the number of them is declining. Professor Richards testified
that competition is best protected by protecting competitors:;

and he can find no economic benefits for the consumer in the bill.

Senator Gaines moved that the minutes of pebruary 5 and 6 be
approved; Senator Hess seconded the motion, and the motion
carried.

The meeting adjourned.

These minutes were read and approved
by the committee on o —25-79 .




TESTIMONY BY MARY HUDSON, PRESIDENT D=z | =T
HUDSON OIL COMPANY

My name iéIMaPy Hudson. I am President of the Hudson
0il Company. I am grateful for the épportunity to appear before
this committee today. I come before ydu today as an independent
business executive, representing my company and, iﬁ a sense, other
companies similar to mine, all of which face virtual_destfuction
if these Senate billé become law., I appéal to you to hear me out
on the facts I wish to present to you regarding this retail gasoliﬁe
divestiture legislation that has been propésed‘ I firmly believe
that if you intefpret fairly what I have to say, you:will casﬁ |
aside this ridiculous bill without heéitation..A

I believe that I am qﬁalified to address this bill from a
number of important points of view. First, my experience in this
business dates back-ﬁo when T was a very young girl. X was pumping
gasoline before séme of you here were born; Seéondly, as I have
said, my company, and other companies like mine, woulé, to put it
bluntly, be destroyed were this bill to become law\ Finally (and
perhaps this ié the woman in me talking) I happen to consider mysélf
a pretty competent business person who knows her customers and knows
what they want. And I can tell you, any law that stops Hudson 0Oil
from éompeting efficiently in a freé marketplace is a law that
will cause my customers and many thousands of other consumers to
suffer greatly. And all for no good réason; Let me tell you why.
This bill yéu are being asked to»consider now is, in fact, a version
of one introduced in Maryland in 1974. It was introduced in the
emotional aftermath of the energy crisis and was passéd only through

the strangest of legal quirks. Even the United States Supreme
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Court guestioned its economic wisdom.

So now these big companies that run their own refineries
as well as operafed their own stations ére told to choose one or
the other--they couldn't have both. However, this applied not
just to the big companies with their vaét networks of dealers.

It also applied to a small company like miné, which doesn't e?en
have dealers in Méryland.

So, ‘small companies are puﬁished fér something‘they didn't
do; and ma&be for something that never happened éﬁ all. And now,’
~Kansasvprop§ses to-repeat the inequities of Maryland;’jDo'yéu”“"“
know what that means? Well, letrme»teli you. Fof-Mary~Hudson,
it means there are a lét of people who will suffer. -Tﬁey.will
lose their jobs. And many, many more will suffer because they
will have to pay a lot more for their gasoline. And, no sooner
was the Maryland law adopted than the Federal Government stepped
~in and, finding a need to safeguard the.rights of private station
dealers, passed legislation which absolutely assures these rights.
Members of the committee: The Federél Petroleum Marketing Practices
Act, commonly calledv"The Dealer Day in Court Bill," does all the
things this bill before you today does; There is no more that
cén or should be done. Not in a free economy, a£ any rate.

There is one thing these bills do that the Federal Govern-
ment does not. These bills so strongly side with one segment of
the business——namely, private station dealers--that they even more
.strongly cause another segment--namely mine--to suffer. I do not

regard that as reasonable legislation in this country, nor do I



believe that you will., I do.not see the merit in driving me out
of businesé in order to insulate dealers from combetition, And
I believe you caﬁ see that the-consequences of doihg so would be
most severely felt by the consumer.

The facts are that my stations, together with those of other
“independent refinef/marketers, just happen to be the most cohpet~
itive segment of the gasoline retailing marketplace. The lowér
operating costs we realize through the efficiency of our structure
“and tﬁrough the direct controls we are able to place on our
stations- are passed alongrté the consumef. Now we didn't-learn
how to do this just overnight. It took.years and years of exper-
ience. And all the experts in this business and market statistics
on our busihess today will tell you that consumers have expressed
a strong desire to patronize stations like ours. Not just Because
of our 1ocations; the convenience we give them by operating longer
hours than most private, full-service dealers; and, even by adding
convenience store operations to our stations;

In short, it is the people like me Qho have qonsistently
provided the greatest degree of competition in this business. -
Wefve-also been the biggest innovators. We've had to be because
we have the giants on one side of us and the private franchise
dealers to the other. Either one of them would like to take away
our business if they could. But, up until now, they had to do it
by being better at their jobs than we are at oufs.

Now they won't need to be better. Not if you give them

this law. And the real irony is that it isn't going to really
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have much impact on the giants. Direct retailing of gasoline
never has been.that impoftant to the majorvoil companies. What
do‘they care about the law, when they've aiways been more profit-
able supplying others through their refineries anyway? TIt's Mary
Hudson who these bills are.going to desfroy,.because sﬁe ﬁaé to
have a guaranteed source for retaiiing her product to the customer,
And I don't see how she's going to have one if you pass this bill.-
I also fail ﬁo see how the consumer is gbing»ﬁo be helped by this
law if you mandate anotherbmiddleman into the business-—-between
my refinery and someone else's stations.

Maybe you're saying by now tﬁat ygu've heard all this before.
After all, it's really very simple. I suppose I could go into a
lot of the details of my businessAand.startvreciting all the
economic and technical data to you. But, the triuth is, I don't
think that's really the point here--because it is so simple. What
matterSvin‘my business:is what matters in yours., Hard work.
Effort. Knowing your customer and having a éensitivity to What
your customer wants of you. I learnéd that nearly fifﬁy years
ago-when I was left a widow before most girls are even married.
And I had a small child to support. With $ZOO that I borrowed
from my father, I bought a station that had gone under. - And it
had gone under, I might add, because it wasn't run ;ight—-not be-
~cause of some new law.

Those things teach you about survival in a hurry. What is
interesting is that my story isn'!t all that unusual in my segment

of the business--that'!s more or less the way we all started. But
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now it .seems someone wants to put an end to it all. Iﬁ's tragic,
~because youlhave before you bills that, in the‘final analysis, no
one can predict the full consequence of. I've simply given you
my opinion of prbbably 25 or 30 other companies like mine. T
didn't give it to you lightly.

T only hope you will take what I have said as seriously as
I do; and I ask that'you allow_it to guide your actions. If you
do, I will be grateful, knowing that a frightening sword has been
lifted from my‘head and from the heads of my customers. ‘And
knowing, too, that you ﬁill stop this costly piece of~legislation
before it is allowed to ruin me, to hérm the consumers of our
state, and‘to become a horrible embarrassment to yourselves.

I thank you for your time and your attention. Thank you.



STATEMENT IN OPPOSITION TO 2_2).19
SB #314 & SB #327

HOUSE JUDICIARY COMMITTEE
by
AMOS KRAMER, EXECUTIVE DIRECTOR
KANQAS PETROLFUM COUNCIL, TOPEKA, KANSAS
February 21, 1979

Mr. Chairman, Members of the Committee. My name is Amos Kramer,
Executive Director of the Kansas Petroleum Council located in Topeka.
KPC is a trade organization which represents petroleum éompanies doing
business in Kansas. Membership is drawn from the Major, and to some
extent, the Independent ranks gf the industry. The group is concerned
with all segments of‘the industry but registeré'the strongest interest
for the refining, transportation aﬁd marketing divisions. Because of
this concern it is bnly natural for KPC to be represented at this
hearing to speak in opposition to SB #314 and SB #327.

We concur, that if this proposed legislation is adopted, the
Independent Refiner/Marketer grouﬁ would be the segment most affected.
KPC supports them to the fullest in their opposition.

/It is interesting to note that this.legislation would have minimal
economic impact on the major companies. A recent survey revealed that
seven companies of the Major classification here in Kansas have approx-
imately 1,836 étations. Of this total only 29 are salary operated by
the companies and would therefore be subject to divorcement. The re-
maining 1,807 stations are leased to jobbers or dealers.

KPC is opposed to the passage of SB #314 and SB #327 because
the legislation - - -

1. Is self-serving and Anti-competitive, therefore Anti-consumer.

2. It attempts to establish state-wide pricing which has little
relation to the real world of marKketing and the costs involved.

3. Calls for uniform allocafién of product which is already covered

by the Federal Energy Act.



SB #314 & SB #327 Page 2

February 21, 1979

4, Prevents companies from test marketing innovative practices and
new products in their own outlets under controlled conditions.

5. Would.continue to permit. chain retailers and other mass marketers
tohoperate their stations - but would not permit refiners, large

.or small to operate theirs.

Of the reasons stated, perhaps the first, its anti-competitive
nature has the greatest adverse economic impact on the‘motorigts of this
state. There is no doubt that the refiner operated stations represent
a competitive element in the marketplace through appearance, price,
location, convenience, hours of operation, etc. But that's what compet-
itipn is all about, and the consumer benefits since he has been provided
with a choice. Take away the competitive element and the consumer's
choice is reduced accordingly.

KPC contends that this legislation is unnecessary because it is
discriminatory and promotes expanded mediocrity in the market by placing
restrictions on who ma& operatevservice stations in Kansas. What is
needed is more qualifiéd competitors for the benefit of the public.

As a final point,.although not a part of this legislation it is a
closely related subject. The 95th Congress enacted on June 19, 1978
a statute to protect dealers from any unfair practices by any company.

If you Willlstudy Title I Franchise Protections of the Petroleum
Marketing Practices Act of 1978 we believe you will agree with John
H. Shenefield, Asst. Attorney General, Anti-trust Division of the
Justice Department that dealers are protected by law from unfair
termination or refusal to renew franchise agreements.

In closing we urge youvto report these bill unfavorably for
passage. Preserve the free and open market sysfem which has served the
consuming publiclwell and will continue to give the best service at the

lowest cost.
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SUMMARY

Both the structure and long-term profit picture indicate that the
marketing level of the petroleum industry is workably competitive. Any
economic justification for divestiture wou1d:therefore have to rest on
the premise that vertical integrationiis inherent1y bad. But as the U.S.
Supreme Court itself has emphasized, such a premise would be false. The
efficiencies inherent in vertical inteagration and the transition cosfs
that would accompany divestiture both mitigate against impositionvof
such a radical plan. |

In light of these economic realities, divestiture would have to
be supported by comnelling social reasons before it could be considered
even slightly beneficial to society. As this analysis will indicate,
such a justification does not exist. The protection that. the dealers
desire from the alleged predation of the majors can'already be provided
by the existing legislative framework.

Certainly if it is desired to have smaller oil companieg as an end
in itée]f, divestiture might appear worthwhile. (Although divestiture
might well increase concentration ratios in the long run.) 5ivestiture
proponents must be cautioned that the price of such an énd will be high
to consumers. Recent projections already indicate minimum pump price
increases of six to eight cents a gallon in the wake of the most recent
OPEC action. Divestiture would surely raise these prices even higher.

KWhen less costly remedies are already available to the dealers,
it would be unwise to drast{cal]y'a]ter the industry structure by
barring a large class of potentially efficient competitors. It makes
no sense to expend vast amounts of resources to achieve, at best, as

rmuch harm as good.



IHTRODUCT I ON

In the wake of the Supreme Court's recent decision upholding the
Nary]and statute mandating separation cf the marketing function from
petroleum refineries,l a nuirber of state legislatures will be contem;
plating similar proposals. 1t must Le emphasized that the Court in the
HMaryland case made no judgment as to the wisdom or economic impact of
the divestitdre plan. The holding was limited to»ihe due process,
commerce clause, ard federal preemption aspects of the law. .The purpose
of this study is to analyvze the 1egaf and econoniic implications of state-
imposed divestiture p‘.ans.2 ihe analysis will conclude that such
legislation is undesirable from both a legal and econcmic standpoint.
This conclusion is based upon the opinion that such legislation will ul-
timately have an adverse impact on ccmpetitionvresu1ting~in injury to‘
the consumer's welfare.Further, the benefits that such a plan may intend
to achieve are already agesuately protected by existine state and federé1
legislation.

Cur concern, we want to make clear, is only the best interests of

‘ ,
consumers who purchase gasoline and other petiroleun products. That
interest is promoted by insuring that goods and services are provided at
the lowest prices. Anv lewislation which pronoses to increase prices
above market levels cannot be in the public's .interest unless the State
as the Hea]th, safety, or ceneral welfure. A bkasic premise of this study

is that competitive markets cuarantee ihe areatest protection for tne
J Pt

.
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public welfare™ and-that State requlation should azcordingly be limited



to those.uroas where competitive marko s do not exist or are incapable
nf providing for the good of the entire comnunity.

Many of the divestiture proposals, however, .seem to be tainted by
a much more pervasive belijef. Uniting two traditional Anerican attitudes
toward big business they suggest that large industria1.accumu]ations are
inherently undesirable and tnat bigness itself results in economic in-
efficiency. As a resuit, they urge the retention of‘numefous»sma1] firms
under the mistaken belief that a healthy, competitive economy is thereby
secured.4

Economic realities mitigate against the validity of such a viewpoint.
Rather than protectinag competitors as zn end itself, competition, and
u]timaté]y the consumer welfare, is quaranteed bv insuring that certain
conduct is followed bv individual business firms; and this conduct is
itself detevmined hv the indusiry structure. One must 1dok at the market

concentration and the existence of artificial berriers to entry in order

to evaluate the likelihood of anticompatitive behavior. This means that
in a competitve market soma competitors will fall by the wayside. But
in the long run, they and society in general will benefit. Comparing the
market system to the Darwinian theory of natural selection and physical
evolution, it has been posited that

The envirorsent to which the busiress firm must

adapt is definad, ultinately, by social wants end

the social costs of mesting them. The firm tnat

adapts to the environment better than its rivals

tends to expand. The iess successful firm  tends

to contract -- perhaps, cventually to become

extinct.?

The question to be answored, tier, is whether the divestiture

Tegislation is trulv furtherina the public interest or ig rerely an



example of a special interest seeking to remove itself from the rigors
of competition.6 In any event, divestiture will only result in lower
prices to the consumers if it can be demonstrated that the costs of veftica]
integration in the o0il industry exceed any benéfits it provides. |

This study will indicate that the costs do not outweigh the benefits
of divestiture. The o0i)l industry is presently workablv competitive,
particularly at the marketing level, and‘the recent changes in retailing
strategies are the result of the natura) competiti?e'furces. Conse-
quently, divestiture would serve only to shield ore seament of the industry -
the independent lessee/dealers - from the impact of competiticn to the
detriment of the general pubiic. Increased prices and a delay in tne
dismantling of an out-dzted and‘iﬁeffigient marketing system for gasoline
would be the Tikely result. The only teneficiaries would be the current
independent dealers.

Foreover, the defiziencies that do exist in tne petrg?eum industry

v less inflationary aliernatives that already exist in the

may be resolved b
state and federal requlatory framwework. The public berefits whnen businesses
, .
meet the vigors of compstition, not when they circumvent then.
Two major propositions will be advanced recarding divesiiture:
1) competition will be reduced by the exclusion of refiners
from the marketing of casoline, and
2) consumer vrices will rise and there will he excess resources
cevoted to the marhketing of gaso)ihe.
The overall econowié irmact of such WQgislution i1l be @ misai]ocatiqn

of resources with an sttendant reduction ir the efficiency of the econony.



Nontheless, any non-ecconoiic justification fbr divestiture should also

be considered. The next part of this‘study will ‘explore the background

of vertica].integration in the petroleun industry and examine the Va}idity
of calls for dismantling such inteagration.

BACKGROUND FOR DIVESTITURL

Vertical integration is not unigue tc the o1l industry. In many
respects oil is extremely similtar to the make-up of the steel industry.
However, the controversy and fntensity surrounding the issue in 011 seems
to be much more hostile. This should not be surprising. MNot only are
petroleum sales extremely high, but oil probably zffects the functioning
of every industry and most aspects of our dai?y‘lives. Tt has been said
that, "(i)f one were forced to choose a single key industry, it would have
to be petro]eum.“7 Further, wany of the proponents of divestiture are
extremely we?l—organizéd and vocal - and fignting te preserve their pre-

sent means o7 employiient. e general public's inzentive to improve the
etficiencies in the retailing o7 gasoline are &!s0 ne?]—founﬁedf Based on
= 1976 sales, a decrease of only one cent a gallon at tie pump would result
in a savings of over one billion dollars a year %o consumers.

Many of the divestiture proposals are & direct outgrowth of the
severc gasoline shortages faced hy this countrv in 1573, lumerous persons
felt that these shortages were avdirect result of either a deliberate design
or a gross oversight by the large vertically irtegrated ol companies.
Whatever the cause, they are new seeling to insure fnit the shortages do

not recur. Independent dealer organizaticns have argued that the shortace

was a direct attempt by the major comnanies o starve themr of nesded supplies




in order to eliminate the lessce/dealers and independent discounters as
viable competitors to the najors’ company'oﬁeraied stations.8

Initially, the major oil companies all followed a similar marketing
strategy fn gasoline. The essence of the stratépy entailed the use 6f
independent lessee/dealers - each of whom sold a single natiornally adver-
tised brand of gasoline.9 Fn effort was mace to sell a product that is
essentially a commodity (as is wheat) as a differentiated product in
order to command a hicher price. Elements of this strategy included:
1) a large number of conveniently located stations, 2) elaborate bui]dings
on large lots, 3) image advertising ("You expect more frow Standard and
you get it", Shell's Platformate, and TCPj, 4) offering premiums or
trading stamps, 5) combining gasoline szles with car repairs and services,
6) an expensive credit card operation, and 7) avcicance.of pricé compe-

tition. The customer's attention was to be distracted from prices and

o8]
e

directed to other aspects of purchasinoe gascline.

Increased attention has now been Tocused uton the industry because
of recent efforts by the majors to abandon their old high saturation, Tow
profit strategy for the more promising high volune, low cost method
successfully eniployed by their independent competitors. The discounters
vere exenmplified by the high volume, self-service station which could

undersell the majors' lessee/dealers by two tc sin cents a callon. Their

211 buildings - possibly

W

stations typically have: 1) sall lots with very
part of a shopping center, 2) no car repair services, 2} limited use of
credit cards, 4) little or nu brand advertising, ) self-service, and

6) high sales volume. Prices are iower primarily because oocerating costs




are lower than for the full service, independent dealers.
As this description of altérnate narketing strategies suggests,
there exist two types of competition in the retailing of gasoline. The
first entails competition among dealers who offerAthe same mix of services
while the second is competition among dealers who vary the mix of prices
and services.‘ The 1¢tter 1s by far the'mbst important because of the
increased number of choices available to the consumer. Even if divestiture
would increase the number of lessee/dealers, competition would still be
feduced because consumers would be denied some price/service options.
Responding to the competitive pressures'exerted by the discounters,

the\vértica]?y integrated refiners have begun streamlining their opera-
tions - closing their more marginal outlets and selling gasoline through
company-operated, unbranded outlets. These changes are perceived as a
direct threat by the lessee/dealers who have a vested interest in the full
service strategy. HNot only will they be unable to compete with the com-
pany-operated, self-service stations, but they will a1so,1osé the sibsidies
they formerly received from the majors thch supported their operations.
Reacting to this threat to their existence, the dealers have éharged that,
among other things,

the existence of employee-operated stations effectively

precludes application of antitrust laws regulating sales

from distributors to dealers, increases the unwillingness

of large o0il companies to supply gasoline to retail com-

petitors, and focuses the power of vertically dintegrated

companies iaainst the small, independent private-brand
marketers. 1

Accordinaly the 1ndépendent dealers have been encouraqing divestiture

of marketing from refining, dismantling the vertically integrated



strucfure. Su;h a course would prevent the refiners from directly
operating‘their outlets, thereby protecting-the economic interests of
the dealers by eliminating potential competitors. AlT of the propoga1s
aimed at divestiture incorporate a single under]jing.theme - vertical
integration is detrimental to'the marketplacé. This premise, however,
appears to be unfounded.

Vertical integration has been condemned as the “capstone of control
in the petro?eum industry." MNon-integrated companies and independent
dealers are visualized as standing naked, "vulnerable to the constant
threat of price squeezes, the denial of supply, and the foreciosure of
markets. " 11

Various explanations are available for the motivation behind both
the vert1ca]1y integrated structure of 0il and the Tow profit, saturation
policy originally employed by the major companies. One allegation is
that the majors formerly chose to concentrate profits at the crude
production level and used their marketing outlets primarily as a coﬁduit
for pumping out vast quantities of gasoline. Vertical integration may
have encouraged the companies to subsidize downstream levels in order to
Tncrease profits at the production stage.12 This strategy was made

possib]é by various corporate tax programs, such as the o0il depletion

-allowance and foreign tax credits. Further, the majors saw themselves

as the dominant force at the crude stage where they could produce their
own requirements at minimal costs. The strategy called for the establish-
ment of high crude prices and the production of as much crude as possible

in order to make maximum utilization of the tax preferences. Controlled



refining was imperative to insure that adequate refining capacity was
available and to prevent the downward pressure on crude prices that
independent refiners would exert. Integration downsfream into marketing-
would prevent the independent retailers from squeezing refiners and thereby
weakening the prite structure.13

This saturation policy, requiring downstream subsidization of
marketing, has been regarded as a driving force behind vertical inte-

gration. Product differentiation has also been posited as a companion

‘motivation for high outlet density and,.ultimately, vertical integration.

Price competition was perceived as a high risk strategy. Price cuts were
seen as self-defeating. A cut in price would be met by all competitors
while an increase would not be possible without an industry-wide advance.
Since consumers could not 'generally be expected to buy more gasoline
as prices fell, the only result of a price decrease was a loss of profit
by all. Product differentiation strategies deﬁand a product recognition
by consumers which is brought about by image advertising. Since gasoline
cannot be reasonably marketed in separately identifiable packages, the
brand name must be attached to the dispensing apparatus. Vertical integra-
tion is the least costlv and most effective method a refiner can use to
ensure that consumers will identify the physical product with the adver-
tising image.14

Passage of the Tax Reduction Act of 1975 changed the situation for
the integrated companies. Percentage depletion was repea]ed.for the majors

and reduced for the smaller companies. The foreign tax credit was reduced

and changes were made which would prevent cffsetting intangible drilling



expenses.incurred.abroad against domestic inéome. But an even greater
blow was struck by the OPEC-initiated increases in the cost of foreign
crude. These increases wreaked havoc on tﬁe‘majors' traditional stfategy
which was premised on the availability of un)imited supplies ofvinexpeﬁ—
sive crude. Combined with the more restrictive tax programs, the majors -
found it increasingly difficult to maintain their origina] strategy. -
Finally, as the prices sky rocketed at the gas pump, consumers became
much more price conscious, thereby undermining the effectiveness of
non-price product differentiation as a viable marketing strategy. In
order to compete with the increasingly successful, private—brand dis-
counters, the majors were forced to revitalize their markéting effort

and make that stage profitable in its own right.

Injecting greater efficiency into the retail stage, as the present
controversy indicates, did not include abandoning vertical integration.
This integration was seen not as & predatory device, but as a means of
enhancing intra-firm efficiency. It reduces overall costs by stabilizing
operations and "reducing the functional costs of ascertaining the demands

and needs of the consumér.“15

More specifically, it: 1) creates economies
of management, 2) reduces the variability of profits - acting like a
diversified portfoTio, and 3) insures the availability of supplies.
Arguments have been proposed that it is only the refiner who needs
vertica] integration for the protection which would otherwise be available
on]y through greater horizontal size or diversification, fhe heavy fixed

costs d1ctate that refining be operated at maximum capac1ty to reduce per

unit costs. The assurances of a crude oil supply and stable distribution



are therefore .critical. Increased price-consciousness of consumers as

a result of the precipitous increases in the price of gasoline motivate

the refiners to take direct control of the marketing process. Integration

facilitates maintaining a close check on the pulse of consumer desires
and responding quickly to changes in those desires. Direct control of
the outlets is seen-as far superior to vertical control by various
contractural devices (i.e., reguirement, output, franchise, exclusive
dealing, real estate lease, and consignment.) The greater managerial
control resulting from direct operations enhances the responsivenessiof
the operations. The alternative of long-term contfacts js undesirable
hecause constraints on collecting and retrjéving information leads td
inflexibility since no contract can be written which covers all contingen-
cies. 'While short term contracts may offer greater flexibility, they are
more expensive because thev must frequently be renegotiated.17 Further,
lessee/dealers have been criticized as not only being unwilling to
compete, but also unable to operate a retail outlet efficiently. It has
been urged that "a specialized retail operation must be adminjstered by
a specialist; to insure proper training and supervision, these new
dealers should be company emp]oyees."lB Finally, direct opgration is
cheaper because a refiner may meet the.cha11enges of a price cutter at
the retail level without being forced to grant allowances to all of its
outlets.

Aécording]y, the»integrated companies have begun a new strategy
patterned after the more successful tactics emp]oyéd by the private-

brand discounters. The ensuing uproar, as marginally efficient lessee/
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dealers are forced from the mérket by the highly efficient company
stations, focuses upon eliminating the refiners from thevmarketihg stage
through a program of state-mandated divestiture. The merits of such a

_ course appear to rest upon three possible rationales: 1) divestiture
would prevent the unfair replacement of existing dealers by company
operated stations; 2) divestiture would limit the monopoly poﬁer of the
“major integrated oil companies; and.3) divestiture would protect the
.independent dealers from the price competition waged by more efficient
marketers. Each of these justifications will be eva]uatéd.

RATIONALES FOR DIVESTITURE

REPLACEMENT OF DEALERS

One chcérn of independent dealers is that oil companies are in the
process of changing their marketing strategies away from using franchised
dealers to market gasoline in favor of using company operated stations.
Such a strategy would presumably mean a fewer number of statiops, but
each with a higher volume of sales and increased profits, The securityb
of independent dealers would be threatened because there wou1d‘be fewer
stations and because fewer of the remaining stations would be operated
by dealers. There is clear evidence of a decrease in the number of
gasoline stations in recent years. The number of stations reached é
peak of 226,000 in 1972 and has since dropped to 171,000 in

19 table 1

1978. It is expected to drop as low as 160,000 by 1980.
shows the number of stations and average sales from 1572 to 1978 in the
United States, and Table 2 shows the same information for Kansas. The

decrease in the number of stations was accompanied by an increase in



per station sales of 22% from 1973 to 1978. The same trend is obhservable

in Kansas.
TABLE 1
Mumber of Gasoline Stationé and Sa1e$, Unjted States
(1) - (2) (3) ERC (5)
Number of Total Sales Average Sa]és Per Station

Year Stations (Billions) ~ Current Dollars 1967 Dollars -
1978 . 171,000 57.6 336,800 ' 163,495
1977 176,450 52.4 . 296,900 157,758
1976 186,400 4¢.0 257,000 144,463
1975 184,480 43.8 232,000 o 135,831
1974 . 146,130 41.0 209,900 ~ 131,269
1973 215,880 34.4 159,600 135,139

1672 - 226,459 33.7 A 148,800 138,230




TABLE 2

Number of Gasoline Stations and Sales, Kansas

(1) (2) (3) (4) (5)

Mumber of Total Sales Averége Sales Per Station
Year Stations (3i11ions) Current Dollars 1967 Dollars
1978 2725 918,325 - 337,000 | 163,592
1977 2811 834,867 297,000 | 157,810
1976 2977 759,135 . 255,000 143,333
1972 3609 456,342 126,000 117,100

From an economic perspzciive, the decrease in stations is desirable
and indicates that the éi3 industry is moving to a more éfficient marketing
system. As giscussed above, the major integrated of] companies such as
Texaco, GuiT, ano Sheil have historiczily sought fo avoid cempetition
based on prices end have instead competed using advertising, coupons,
gifts, games, elaborate stations, and convenience of locetion. A key
part of this strategy was to increase sales by having a large number of
stations in convenient Jocations. An appropriate symbol of this strategy
was a station on each of the four corners of major intersections.

Although consumers did benefit from a large number of stations by
being able to purchase gaso]{ne more conveniently, they also paid for this
privilege through higher prices. ith low volume per station, fixéd costs
must be allocated over a small number of gallons, thus increasing the

operating cost per gallon. Once the OPEC mandated increases in prices
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occurred in the_eér]y 1970's , the consumers became more price-conscious
and the Tow volume/high price approach to ée]]ingggaso]ine became 1e§s
viable. The change to having a fewer number of stations selling more
gasoline will lower the cost of distribution and‘a1so prices.

The main point of this discussion is to stress that the decrease
in stations is the result of economic forces in the marketplace, and is
not caused by any conspiracy on the part of 0il companies. .

However, the movement to a more efficient distribution system for
gasoline clearly has costs for dealers who currently see their economic
security.threatened. But this consideration does not justify the proposed
divestiture legislation. First, if the oil companies are cance]]ing-
dealers' franchises without justification or due process, there i§
federal legislation - Petroleum Marketing Préctices Aét = whichvprotects
the dealers' interests. This law was péssed in 1978 in response to com-
piaints from dealers concerning unfair treatment by major oil companies.
Second, it must be recognized that dealers should not remain in business-
if their stations are no longer economically justified. For thé State to
intervene by imposing vertical divestiture to protect noncom%etitive
deaiers will result in higher prices for the consumer and the preservation
ef an ineﬁficient marketing system for gasoline.

LIMIT MONOPOLY POVER

A second possible reason for divestiture is to 1imit the monopoly
power of petroleum companies. However, the petroleum industry is workably
- competitive, and dfvestiture legislation is not required to reduce un-

desirable mbnopo]y power. But even jf the alleged monopoly power of the



major oil companies is-the target of this legislation, the wrong weapon

is being used. Existing antitrust laws are sufficient to correct market
nroblems caused by monopoly. Further, if any type of divestiture were
justified; it would surely be aimed at the source of‘monopo1y power,

which in the petroleum industry could only be in the productioh of'crude
o{]. Indeed, the divestiture of cfude production by the major integrated
0il firms has been considered at great lengths by Congress in recent years
and has been continua11y rejected.

The marketing of gasoline in particular is competitive. Eccnomists
have two major indications of competition - structure and preformance. On
both measures the industry is competitive. In 1978 there were 26 firms
with branded retail outlets for gasoline in Kansas. The largest firm,
Amoco, had a market share of 11.26% in 1977. The largest four firms had
32.0 ﬁ. This type of industry structure - a large number of Tirms, no '
one of which is dominanf, strongly suggests that competition will prevail
in the marketing of gaso?ine.zo- Table 3 shows the market share of gasoline
sales in Kansas for 1976 and 1977. Note a1so that of the ten largest
retailers, five are fe1ative1y small companies, such as Vickers and APCO,
which in no way could have monopoly power. |

Underlying the economics of competition is the theory that capital
will flow from industries yielding low returns to those yielding higher
ones. - Concentration ratios that indicate a lTow number of sellers might
suggest the probabi1ity of higher monopoly prices. Fowever, "(w)hat
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concentration' gives, 'easy entry' can take away." Vertical integra-

tion is condemned as erecting insurmountable barriers to entry since

.



]

potential marketers are forced to enter as more costly integrated concerns

in order to avoid being deprived of supb]ies. Such a justification for

divestiture must be seen as costly over-kill. It has been argued that the

only real instances of artifical barriers that are injurious to consumer

welfare are the result of deliberate predation. As such they can be
TABLE 3

Market Share of Gasoline Sales, Kansas

Company Market Share _ Change in % Point
1977 1976
Amoco 11.26% 11.44% -0.18
Vickers | 7.74 7.00 +0.74
Philips 6.85 716 . -0.29
Derby £.23 5.82 +0.41
Coop Assn. ' 6.06 5.65 , C 40,0
Getty 5.77 6.61 | -0.84
APCO C4.40 4.16 . 40.28
Mobil 4.23 4.55 -0.32
Texaco 3.46 3.66 -0.20
44

Champlin . 2.70 2.84 -0.

Source: Dan Lundberg, Asscciates

effectively dealt with under the antitrust laws. Any prophylactic rules

for predation in the form of divestiture would- injure consumer welfare by

=



-eliminating numerous efficient companies from the retail 1eve1.22 Entry

and exit ih marketing apbears to be easyLand occurs regularly.

With free entry the returns in an industry offering monopoly profits
will sink to "normal" or competitive fates of return as new capital is
attracted? The non-existence of monopoly profits would therefore indicate
a wbrkab]y competitive industry. The competitive nature of the petroleum
industry is erther confirmed by its performance in recent years- there
is no evidence of.excéssive profits as‘would be expected for a monopoly
or cartel. If there is monopoly power it would show up in higher than
everage profits. But the evidence ié'c]ear that long rQn profitability
1S no higher in petroleum than in otﬁer industries.

Table 4 compares the return on stockholders'equity of the eight
major petroleum companies (who are most Tikely to have monopoly power) and
Foody's 125 industrials. The latter is a cross section of large American
companies. Over the 12 year period 1960-1971, the profitabi]fty of the
iargest petroleum companies exceeded the Moody's average on]y in 1970. For
most years the profitability of the petroleum industry was slidhtly below
that of the Moody average.

Table 5 shows the rate of return on stockholders' equity by industry

for 1974-78 and for the most recent 12 months. The five year average
return in petro]eum was 15.1% fer international oils, and416.1% for other
011 and gasoline companies. These rates of return are above the all-
industry median of 13.9%, and reflects the temporarily higher profits
associated with OPEC'S_prfce increases in 1973. This period is not char-

acteristic of the industry's long term profitability. For the most recent



12 month period, tﬁe return on equity was 13.9% for international oils and
13.1% for other 651 and gaso]ine companies. Theserare below the all-industry
median of 15.4%. The petroleum industry.is c}ear)& not earning a rate of
return greater than its cost of capital.

TABLE 4

Comparison of Rates of Return on Stockholders' Equity

Year tloody's 125 Industrials Eight Largest Petroleum

Companies
1971 o 11.2 11.1
1870 10.2 10.8
1969 12.2 10.8
1668 13.0 12.4
1567 12.4 12.4
1966 14.2 11.6
1965 13.7 12.1
1964 ' ‘ 13.3 10.5
1963 12.4 11.5
1962 11.6 10.7
19561 10.5 10.4
1860 10.8 10.2

¢

Both the structure of the marketing level of the petro]eﬁm industry
and the industry's long-term profit performance strongly support the
Fyrothesis of a competitive industry. Arguments that the inteérated majors
are able to exert leverage on retailers by extending upstream moﬁopo]y
nevier through to the marketing stage are unpersuasive. 1t may be érgued
that the fallacy of this claim is that it counts the same monopoly power }
twice. This Suggegts that vertical integration is a legitimate method of

doing business, bestowing many benefits on consumers. It is only when it



is associated with mbnopo]y power at a particular level of the industry

that aﬁy criticism might arise. But in those cases,vthe monopoly power

itself shou1d be attacked through antitrust enforceﬁent rather than through

the destruct{on of a method of business which is beneficial to society.’
TABLE 5

Rate of Return on Stockholders' Equity in Selected Industries, 1878

Industry E-Year Averaqe - Latest 12 Months
1. Personal Products 18.5% 19.1%
2. Aerospace & Defense 17.8 21.5
3. Information Processing 17.6 18.2
L. leisure : 17.1 18.4
5. Health Care 16.6 18.2
v. Electronics & Electricai
Equipment ' 16.3 18.3
7a. International Qils 15.1 13.1
5. Other 0il1 & Gas 16.1 14.5
¢. lholesalers 16.1 15.1
3. Chemicals 15.9 16.0
1G3. Cecnstruction Contractors 15.7 15.4
11, industrieil Eauipment i5.1 17.0
12. Forest Products & Packaging 14.9 14.1
12, Utilities-Natural Gas 14.9 4.6
14, rfood & Drink ' 14.6 13.8
15. Finance-Insurance 14.0 , 20.3
A11 Industry Medians 13.9 15.4

“rurce: Forbes, January 8, 1879, p.244.

PROTECT INDEPENDENT DEALERS

A third possible rationale for the proposed divestiture is to protect
independent dealers from competition in the marketplace. The State may
wish to protect the lessee/dealers because they operate small businesses,

many of which may not survive competition from company operated stations.
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Thi§ argument is valid only to the extent that society values the nreser-
vation of small businessmen for non-economic reasons. But as indicated
previousiy, this is a highly questionable line of reasoning.

There have been several major changes in the petroleum industfy
during the 1970's which have led dealers to seek protection from the State.
First, the o0il depletion allowance in the Federal tax law has been eliminated.
This has provided an incentive for integrated oil companies to emphasize
recording profits in the crude o0il phase of their operations in order to
take advantage of the tax law, which in effect provided a subsidy to the
industry. One consequence of this was that the major oil companies did
not need to maximize profits in their marketing operations. Second, the
dramatic increases in the price of oil by OPEC has raised the price of
imported 0i1 above that of domestic oil for the first time. This means
that the marginal barrel of oil, which is imported,.costs more than the
average barrel. Third, price competition in casoline retai1ing has become
& more significant means of competing. Independent o1l companies and cher
marketers have successtully competed with the majors by fo]]owing an al-
ternative marketing strat egy high volume, low service outlets with Tower
prices than the majors.

The first two changes have led integrated oil companies to place a
greater emphasis on profits in their marketing operations. A key element
of their traditional marketing strategy was to emphasize sales volume in
order to(a) ewphas1ze profits in their crude operations to take advantage
of the tax law, and (b) have an outlet for add1t1ona1 barrels of 071 whose

marginal cost was low in comparison to averaqc costs. The marq1na1 cost
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was low in compariéon to aVerage costs. The mafgina1 barrel of crude oil
was profitable because it wasAimported~at a price below market levels in

the US. Neither of these reasons for emphasizing sales volume at retail.
Tevels in order to increase after-tax profits of‘crqde production exjsts

any longer.

The responée of the major o0il companies has been to place a higher
priority on profits in their ﬁarketing operations. This in turn has led
to the elimination of low-volume stations wheré profits either did not
exist or were too low to provide an adeouate return on the investment. The
important point is tﬁat the change in marketing strategy is consistent
with market forces and is being done to meet competition from other com-
panies selling gasoline. The change reflects the consumer's desire for
Tower priced gasoline even if it means fewer stations (implying Tess
Aconvenfence); smaller statijons, fewer services, the elimination of games
and premiums, and other cost-saving approaches to gasoline marketing
pioneered by the independent 0il companies. |

The clear implication of this analysis is that independent dealers
are being threatened not because of any conspiracy to deprivé them of
their livelihood, but because the industry is in a transition from an
obsolete and inefficient marketing system to one that more closely reflects’
the degree of convenience and service desired by consﬁmers. Independent
dealers have traditionally emphasized full-range services - including

~ minor repairs, tires and batteries - and have charged higher prices than
Viheir no-frill competitors. Some independent dealers will of course

survive, but they will be reduced in number to a specialized niche.
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fhe changes occhrring in the marketing of gasoline are not unique
in our economy. The change is analogous to that which has already occurred
in the food distribution industry where many small family-owned stores have
‘been replaced by much larger cha1n stores. The similar charqe now occurring
in gasoline retailing is evidence of competition in the industry and should
not be discouraged by public policy.

Accordingly, there is 1ittle economic rationale for the State to
intervene in the market place to protect independent dealers from increased
cqmpetition. Any such protection is likely to raise pr{ces for consumers
by de-emphasizing price as a means of cohpetition. This is the economic
equivalent of a tax imposed on purchasers of gasoline for the benefit of
independent dealers.

IMPACT ON LESSEE/DEALERS

[ithout doubt, the economic interests of Tessee/dealers are harmed by
the increased emphasis on price competition and the trend toward less
services in selling gasoline. Some will lose their stations, others will
possibly have lower incomes. From a personal viewpoint, thi§ is unfortunate.
But at the same time there ére economic benefits for society as a whole.
fs the 011 industry moves toward a more efficient System for marketing
casoline, resources will be allocated to more useful purposes and the
efficiency of the economic system will be improved. Some land and buildings
now used to sell gasoline will be available for other uses and employees who
now sell gasoline will be available for other work. It is important to
stress that such d1sp]aced employees- including 1ndependent dealers - wili

be providing services and goods which consumers desire more than what they
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providea selling gasoline.

There are costs to individuals resulting from this reallocation:
of resources. But it must be recognized that this kind of adjustment
occurrs continuously in our economy. If there isva compelling reason‘for
the State to protect gasoline dealers, then some alternative means should
‘be found, possibly through the tax system; Consumers should not be
burdened indefinitely with an inefficient qasoline distribution system
23

solely to help independent dealers.

COSTS OF DIVESTITURE

Any decision regarding d{veétiture must take into consideration the
costs that such a proaram would impose.24 Transaction costs would increase
as former intrafirm exchanges became interfirm in nature. Mot only wvould
there be a loss of certain inherent economies, but innovation and explora-
tion would suffer as producer-refiners lost control of certain marketina
cutlets. Further, the asset diversification, gained throuah fintecration,
would be effectively destroyved. This,‘coup1ed with uncertainty over the
untested successor companies, would {ncrease the costs of attrafting new
capital. Certain transition‘costs would also accompany the chanage. These
would include the costs of designing and implementing the plans, plus
Teaal expenses associated with the current outstandino loans of the pre-
sent integrated companies. In a tiaht capital market, investors would
pick and choose among the most promising ventures, and even then they woﬁ]d
probably demand higher rates of return. At the hiaher capital costs, many

formerly attractive projects would not be undertaken.

A recent United States Treasury analysis estimated that the transition
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period might run up to ten years. The étudy cited three major financial
effects of divestiture on affected companies durina the transition:

First, it will be difficult for new unsecured long-
term debt issues (including the refinancing of
maturing issues) to be sold until lenders could
ascertain: 1) what corporate entity would be re-
sponsible for debt payment, and 2) what the existing
assets and liabilities of that corporate entity
would be. S

Second, even after this period is reached, it still
may be difficult for some companies to raise capital
since uncertainties will prevail also about the
earnings potential of the divested companies. The
return to divested 0i1 companies miaht well be lower
since economies of scale which have been advantaaeous
to the integrated oil companies may no Tonoer be
available. '

Third, it may be pcssible for these companies to raise
some amount of secured long-term debt. However, since
the basic security of loans would be the particular
asset rather than the credit worthiness of the company,
the potential volume of such financino would appear to
be 1imited by the specialized nature of many of the oil
companies' assets or possible efforts of creditors to
block such f%gancing in order to protect their existina
investiments. o

In short, the analysis concluded that after divestiture it would be more
likely thaﬁ domestic prices would increase and that domestic eneray
supplies would decline.

Under a complete divestiture it would be unlikely that most lessee/
dealers would be able to raise the canital necessafy to purchase the
stations they operate. They may well be rep]éced by large retaf] chains

vhich might have the direct result of replacing the competitive market
26 '

with a highly concentrated one.
It has been further noted that the end result of vertical divestiture

could be the elimination of the independent discounters who have been
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the real innovators in gasoline marketing. Separation of retailing from
refining might result in.the smaller, non-integrated refiners beina caught
in a squeeze. On the one end, the retailers would bid down the price of
supplies, whjle at the other, the integrated prodﬁcer—refiners would seek
to raise the price of crude.\ (This could only be avoided by continuing
inefficient controls.) As their margins decreased, the non-integrated
refiners veuld exit the market and potential entrants would be discouraged;
E]iminafion.of'the independent refiners would deprive the discounters of

a primary source of supplies. Consumers would not even benefit since
after the elimination of the independent refiners, concentration would
increése in the refining stage. This would expand the remaining refiners’
countervailing power which would restore refining marains and drive up
retail prices.27 To the extent that consumer welfare could possib]y_be
nromoted by protection of individual competitors, it would be a mistake

tr, save the inefficient lessee/dealers bv riskina extinctioy of the hightly
competitive independent discounters. |

LEGAL ASPECTS OF DIVESTITURE

.

A determinatidn of the desirability of enactino a divestiture plan
cust necessarily include an examination of various leocal issues. Mot only
must such a requlation comport with the due process constraints of both
the federal and State.constitutions, but it must also be consistent with
.any present or future federal policies. Otherwise the statute would surely
be struck down by‘a <tate or federal court. Further, if it can be demon-
strated that present federal or state requlations already brotect the

lessee/dealers from predatory conduct, divestiture would be both unwise
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and unneceésary.

Divestment is certainly not a novel means of regufation. Various
federal and state statutes have been enacted which require some type of
divestiture in an indﬁstry. 1t should pe_noted, however, that while the
federal legislature has frequently entertained proposals for the divesti-
ture of the petroleum industry, it has consistently rejected them.

DUE PROCESS

The recent Supreme Court affirmation of marketing divestiture imposed
by the State of Maryland should lay to rest any potential fourteenth
amendment due process challenges of similar legislation in other states.
The Maryland law was passed in response to a Comptroller's stﬁdy which
indicated that in all cases company operated stations fared better than
their lessee/dealers and indepéndent discounter rivals in receiving precious
supplies of gasoline. The statute required refiners to divest themselves
of their cbmpany operated stations énd to extend any voluntary allowances
uniformly to all the stations they supplied. }

Immediately it must be recognized that the Supreme Court decision in
no way passed judgment on the economic or social wisdom of the ]éw. When
determining‘the validity of economic regulation under the due process
clause of the fourteenth amendment, the concept of separation of powers
mandates that the judiciary give deference to the opinion of the legis~
lature on the desirability of a given»1aw. Tﬁis translates into a pre-
sumption of validity for legislative acts in the economic sphere which,
for all pracfica] purpbses,»genera11y guarantees their success when con-

fronted by a due process challenge. As the Court has emphasized on numerous



~occasions during the last forty vears, to approach the controversy in

any other way would allow the Court "to sit as a superlegislature to weigh the

wisdom of legislation . . .”28
HMore concisely --
The day is gone ‘when . .. (the) Court uses the

Due Process Clause of the Fourteenth Amendment to
strike down state laws, reculatory of business
and industrial conditions, because they may be
unwi§e, improvident, or out oggharmony with a
particular school of thought.

In many instances, however, divestiture will be less secure f%om
successfuldue process challenges based upon fhe constitutions of the
various states. The constitutions of some of these states afford persons
greater protection from restrictive regu1ations than can be expected from
the U.S. Constitution. Rather than be conteﬁt with the impotent "mere |
rationality"test, these state courts interpret their constitutions as
giving the judiciary greater authority to weiah the substance of each
tegislative determination. More simply, the traditional pré;umption of
validity is exchanged for a presumption of invalidity. To overcome this
burden, the proponents of the leaislation must demonstrate tolthe court
tﬁat'the regulation genuinely fulfills é "substantial, legitimate, and
ceneral public interest." Based on the foregoing economic analysis,
divestiture 1egis1ation would not be expected to pass this more-rigorous
scrutiny. And, not surprisingly, in one of these states (Florida) a
petroleum divestiture statute was struck down as violative bf due process.

The Maryland divestiture plan was originally struck down by the

Maryland trial court, baséd on this more expansive due process analysis.

However, the Court of Appeals feversed, holding that Article 23 of the
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Mary]and‘Declarationvof Rights is similar to the due process clause of
‘the fourteenth amehdment, and that the less riaorous here rationa}ity
test should be used.

It appears that a similar divesﬁiture pronosal could be unheld in
Kansas. The Kansas courts' interpretation of Section 18 of the Kansas
Bill of Rights sounds much 1ike the United States Supreme Court when
they declare tﬁat they will not sit as a super legislature and throw
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out laws that they find unwise, improvident, or inappropriate.™  And

they have emphasized that they will not inquire into the motives of the
legistature in passing regu1ations.32
Coupled with the presumption of validity given to the judament of
the Kansas Tegislature on the wisdom of a particular reculation, the courts
also permit the legislature broad authority to pass restrictive legis-
lation.
The modern view is that the state may control
the conduct of individuals by anv reoulation
which upon reasonable arounds can be reaarded
as adapted to promotina the_common welfare,
convenience, or prosperity.33
A state-imposed divestiture program would be struck down iT it was
vound to be preempted by a federal policy. Further, state legislation
witl not be upheld if it discriminates against interstate commerce,34 or
impermissibly burdens commerce among the states.?’5 However, the Supreme

Court has found that the Maryland plan violates none of these rules.

INTERSTATE COMMERCE

Justice Stevens held that the Act created no barriers acainst inter-

state independent dea]ers, did not prohibit the flow of interstate aoods,



and dia not distinquish between in-state and out- of-state cqmpanies n
the retail market. Accordingly, the Act was foundrto be nondiscriminatory.
1t should be noted, however, that he did imply thét if the effect of a dives-
titure regulation were to cause local goods to comprise a 1arge} share of
the total sales in the market, it might have a discriminatory impact.36
1f so, it could be struck down én.COmmerce clause grounds.

The Court also rejected the argument that the Maryland plan imper-
missibly burdened commerce. Recognizing that at least three refiners
would be forced from fhe Maryland market and that consumers might be
deprived‘of certain special serviceé, the majority emphasized that the
commerce cléuse protects the interstate market and not parficu]ar inter-
state firms. This does not completely rule out an undue burden challenge
in other stétes, however. iOf the 3,780 gasoline stations doing business
in Maryland, only 199 were company-operated stations belonging to integrated
companies. A state with a much higher proportion of affected stations
would be more Tikely to cause a greater burden by imposing‘divestiture.'
Also, the Maryland plan only involved divesting company-operated
stations. A statute mandating complete separation of refin%ng and re-
tailing interest would very Tikely be}struck down as too burdensome.

1

PREEMPTION

Finally, the Court refused to find that the statute in Maryland
was preempted by the commerce clause itself or by 2(b) of the Robinson-
Patman Act. This holding is quite consistent with a current trend which
may -well be in vogue for some‘time. The Burgér Court appears to have

erected a strong presumption against federal preemption of state regula-
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tor& programs in the absence of an unambiguously expressed congressional
intent to preempt. This flexible, state-directed approach reverses the
principle of absolute supremacy for national po]iéies vocalized by
Chief Jusﬁice Warren when he held that, “(tjhe relative importance.to
the State of its own law is not materjal when there is a conflict with
a valid federal law, for the Framers of our Constitution provided that
| the federal law must.prevail.“37 |
As a result, it is highly unlikely that any current federal legis-
lation would be found to preempt a state divestiture law. An argument
does exist that a divestiture plan implemented by the‘states may be in
contravention o7 the federal antitrust laws. This would suggest that
wnile most state:regulations are exempted from the federal antitrust
Tews under the Parker doctrine, state antitrust laws that frustrate
*“e feder2l antitrust policy of fostering competition would not be ex- -
ruced.  Although the strong presumption against federa1.preemption,
~~a7firmed in the Marylend case, seems to mitigate against this theory,
some uncertainty still remains because the Supreme Court has not directly
cuadressed the issue in recent years. (In fact, in only one instance has
Jhe Court specificé]]y examined the interstate reach of state antitrust
38
)
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Further, the breadth of the State's exemption from antitrust
based on the Parker doctrine is still far from clear despite the fact
that the Court has entertained that-issue in éach of the last five years.
There should be no doubt that Congress could preempt the area and
1nva1idafe a stété divestiture plan if it so desired. The reach of the

commerce clause for affirmative federal legislation is almost without
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bounds. As long as the subject matter of the legislation has an economic
impact on commerce, and the survival of a state's governmental functions
are not threatenea by the regulation, the federal government may OCcupy
an area to the exclusion of the states. Since the products sold at ser-
vice stations frequently move across state lines, and are often sold to
interstate travelers, the Court could easily find the requisite imﬁact
on interstate commerce. And, under the rubric of the antitrust laws or
| the reéent1y enacted Petroleum Marketing Practices Act, Congress could
easily enact preemptive legislation shoujd a number 6f states pass di-
vestiture statutes that resu]téd in great price” increases or severe
dfsruption in the petroleum industry.

. Even if the federal gévernment does not preempt the area, there are
both social and economfc reasons mitigating againét divestiture. Restrictive
views of state authority to affect interstate commerce rested in part'
upon the inequities and confusion that might accompany widespread state
regulations that interfered with the daily lives of persons residing in
other states - persons with no political control over.the body respon-
sible for the legislation. Sihce the present Court is granting expanded
deference to the powers of the -individual states, it is therefore left
to ea;h state government to exercise the utmost care in insuring that it
does not enact unwise legislation which could impose unwarranted costs -

‘on the entire nation.

ANTITRUST LAU

Economically, divestiture would be unwise because of the efficiencies

inherent in integration and the availability of numerous statutory devices



When less costly remedies are already available to the dealers, it would
be unwise to drastica1]y'é]ter the industry structure by barring a large class
of potentially, efficient competitors. Tt makes no sense to expend vast amounts

of resources to achieve, at best, as much harm as good.
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