2011 Report on Ethanol Market Concentration

Introduction

Section 1501(a)(2) of the Ergy Policy Act of 2005, as codified at 42 U.S.C. § 7545(0),
requires the Federal Trade Commission (“Comnaissor “FTC”) each year to “perform a
market concentration analysistbe ethanol production industmging the Herfindahl-Hirschman
Index [(“HHI™)] to determine whether there ssifficient competition awng industry participants
to avoid price-setting and other anticompetitive behavioFHe statute also requires the FTC to
consider all marketing arrangements among imglysdrticipants in preparing its analy$isthe

FTC must report its findings to Congress &mthe Adminise eto(.ol42 Tso r)]TJ



participants. As in previous reports, stedfculated HHIs for the ethanol production industry
based on two different measures of mastetre — production capacity and actual produttion
allocated under three different approashfor a total of six HHI calculatiofisBased on
production capacity, the HHIs for the domestikanol production indtry range from 291 to
585, depending on the method of market shboeation. Based on actual production, the HHIs
range from 284 to 601. Three of the six resgltiHIs for 2011 are slightly higher than those
calculated for the 2010 Ethanol Report, indicgiimcreased concentration. The other three
HHIs for 2011 are slightly lower than those cééted for the 2010 Ethal Report, indicating
decreased concentration. Afithe 2011 HHIs, however, reflettat the domestic ethanol
industry remains unconcentrated, as it has beeach year during the life of the Commission’s
reporting obligations under the statute.

These figures indicatedhthe U.S. fuel ethanobroduction industry is unconcentrated,

assuming domestic fuel ethanol production isl@vent market for competition analysis. This

> Due to the confidential nature of the ethapalduction data the Department of Energy’s
Energy Information Administration (“EIA”) cadicts, EIA staff — at FTC staff’s request —
calculated both the actual production market sh






from July 2010 to June 2011, the industry blenahede ethanol than in the same month of the
prior year:? blending a total of 12.3 billion gallof3. Consistent with the upward trend in
blending volumes, industry participants beli¢iwat overall ethanol demand will meet or exceed
the 2011 RFS minimum.

In recent years, domestic ethanol blending volumes have exceeded the RFS
requirements. According to industry paigants, favorable blending economice ( low
ethanol prices relative to gasoline blendstpikes) have historically provided the primary
incentive for refiners and blendeto blend ethanol volumebave the RFS minimum, and these
favorable blending economics have largely pedisn 2011. Many industry participants believe
that ethanol blending will comue to be economically advantags in the coming year, despite
the imminent expiration of the Volumetrictanol Excise Tax CreditVEETC”) on December
31, 2011** VEETC provides a $0.45 tax credit to refinfasevery gallon of ethanol they blend

with gasoline, enhancing ethanol’s cost adagatand encouraging gtealevels of blending.

125eeEIA, Monthly U.S. Refinery and Blender Nieiput of Fuel Ethand{last modified Sept.
29, 2011)available at
http://www.eia.gov/dnav/pet/hist/Leafifdler.ashx?n=pet&s=mferius1&f=m

13See id For perspective, this regsents about nine percenttofal U.S. gasoline consumption
over the same 12-month period, which kedeapproximately 136.5 billion gallonSeeEIA,
Monthly U.S. Product Supplied of Finished Motor Gaso(last modified Sept. 29, 2011),
available athttp://www.eia.gov/dnav/pet/hist/Leafiidler.ashx?n=PET&Ss=MGFUPUS1&f=M

14 VEETC originated in the American JoBseation Act of 2004. Pub. L. No. 108-357, § 301,
118 Stat. 1418, 1459 (2004) (amended 2010). In 2Dd0gress extendedethax credit through
December 31, 2011, as part of a larger tax pglagkage. Tax Relief, Unemployment Insurance
Reauthorization, and Job Creation Ac6fl0 § 708, 26 U.S.C. § 6426 (2010). Congress
continues to debate whether tontinue and/or modify VEETCSee, e.gEthanol Reform and
Deficit Reduction Act, S. 1185, 112th Cong041) (proposing to extend VEETC through 2014
at a variable rate based on quarterly averaggecoil prices); Volumeit Ethanol Excise Tax
Credit Repeal Act, H.R. 1075, 112th Cong. (20(ptpposing an early repeal of VEETC).



Industry participants have indicated th



manufacturers’ warranties for E15 usage, anabdishment of E15 distribution infrastructufe.
According to industry participants, these issiiag E15'’s ability to faestall the approaching
blend wall.

As in prior years, fuel ethanol pricesviedbeen volatile in 2011, leading to wide
variations in margins. Mangs were strong through the sedohalf of 2010. In early 2011,
increasing ethanol supply due to plant procegsovements coincided with decreased overall
gasoline demand, resulting in lower ethanol margiscording to industry participants, this
low margin environment continued for mosttbé first half of 2011, prompting some less
efficient producers to reduce opteng rates. Crude oil prices then rose in May and June and
ethanol prices followed suit, improving ethanol mardth#s a result, those less efficient
producers ramped up production to mieeteased drivingnd export demarfd. Despite
unusually high corn prices €., higher ethanol input costs) owbe last year, the high price of

crude oil relative to ethanol hasljped maintain overall industry giitability. If margins stay at

18 SeeEPA, E15 (a blend of gasoline and ethartutfp://www.epa.gov/otag/regs/fuels/additive/
el5/index.htn{last modified Sept. 16, 2011) (“As Aligust 11, 2011, E15 is not registered with
EPA and is therefore not legal for distributionsate as a transportation fuel ... There are a
number of additional factors including requirerteeunder other federal, state, and local laws
that may also affect the diditition of E15.”). According tendustry participants, the model
year restriction on EPA’s E15 waiver means tietdilers need separate tanks for E10 and E15
because they must continue to offer EdiOvehicles older than model year 2001.

19 See generallfracking Ethanol Profitality, Agricultural Marketing Resource Center, lowa
State Universityhttp://www.extension.iastate.edu/agdmigyéxis/d1-10ethaolprofitability.xIs
(last modified Sept. 12, 1011).
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current levels, industry participants believatthlant constructionra improvement projects
currently underway will begin operations later this year.

Although sufficient ethanol production eagity exists to meet the 2011 RFS
requirements, additional capacity will be necessary to fulfill future RFS mandates set out in the
Energy Independence and Security Act of 200dluding volume requirements for advanced
biofuels (defined as cellulosic ethanol and othefusls derived from feedstocks other than corn
starch)®* Although there are no commercial-scaldutesic ethanol production plants in
operation today, investment contiisua the research and develaggmhof such facilities. The
U.S. Department of Agriculture (“"USDA”) artle Department of Energy (“DOE”) recently
offered loan guarantees to support the constmaif five commercial-sae cellulosic ethanol

projects, representing a combined capacity of 121 million gallons pef’year.

21 SeeEnergy Independence and Security Act of 2007 § 202(a)(2), 42 U.S.C.

8 7545(0)(2)(B)(1)(11)-(1V) (2009)providing specific volume requirements for advanced

biofuels, including biodiesel arallulosic biofuel). The advanced biofuels minimums apply

from 2009 to 2022. The biodiesel requirementisthm 2009 with volume minimums specified
through 2012. The cellulosic requiremérk effect in 2010 and extends until 2024.

However, EPA reduced the cellulosic biofs&ndard for 2011, as it did in 2010, because the
projected volume of cellulosibiofuel production was less thdre minimum volume set out by
statute.See2011 Renewable Fuel Standards, 75 Fed. Reg. 76790, 76791 (Dec. 9, 2010) (to be
codified at 40 C.F.R. pt. 80); Changefienewable Fuel Standard Program, 75 Fed. Reg.
14670, 14675 (Mar. 26, 2010) (to be dat at 40 C.F.R. pt. 80).

2 SeePress Release, DOE, DOE Offers AbenBaenergy a Conditional Commitment for a
$133.9 Million Loan Guarantee (Aug. 19, 201dyailable athttps://Ipo.energy.gov/?p=5121
(describing Loan Programs Office loan guaramtiéer for development of a commercial-scale
cellulosic ethanol plant in Kansas); Press Release, DOE, DOE Offers Conditional Commitment
for a $105 Million Loan Guarantee For Firstitd-Kind Cellulosic Bio-Refinery (July 7, 2011),
available athttps://Ipo.energy.gov/?p=4918escribing Loan Programs Office loan guarantee
offer for development of commercial-scale celtitoethanol plant in lowa); Press Release,
USDA, Agriculture Secretary Vilsack Outlines Progress on Effort to Advance Renewable
Energy Production in America (Jan. 20, 20HEWMgilable athttp://usda.gov/wps/portal/
usda/usdahome?contentid=2011/01/0020.xraMad=NEWS RELEASE&avtype=RT&parent
nav=LATEST RELEASES&edeploymeé action=retrievecontefidentifying cellulosic ethanol
plant projects in Alabama, Mississippi, and arselected to receiwetotal of $405 million in







in 2010%® Although this figure is slighy higher than the largeproducer’s capacity share of 11
percent in 2008 and 2009, it remains below theelstrgroducer’s capacity ates of 16 percent
in 2007, 21 percent in 2008nd 26 percent in 2008.
IV.  Analysis®

Section 1501(a)(2) of tHenergy Policy Act of 2005 instructs the Commission to
measure concentration in U&hanol production using HH?S. HHIs can provide a snapshot of
market concentratidAbased upon the number of market pastiats and their respective sales,
production, or capacity. The Consgion and the U.S. Department of Justice regularly use HHIs
to measure concentration in a relevant antitmestket as part of their analysis of the likely

effects of a merger or acquisition on competition in that market.

281d.
2 seeid.

% The background information in this section netijag HHI calculations and their relevance is
consistent with the background information présdrin last year's Reort on Ethanol Market
Concentration.See idat 7.

31 Energy Policy Act of 2005 § 1501(a)(8upranote 1. A given market's HHI is the sum of the
squares of the individual markshares of all market particip@n For example, a four-firm
market with market shares of 30 percent, 3@@at, 20 percent, and 2@rcent has an HHI of
2600 [(30*30) + (30*30) + (20*20) + (20*20) = 2600HHIs range from 10,000 in a one-firm
(pure monopoly) market to a number closeé¢oo in a highly unconcentrated market.

32 See supranote 8 (discussing the HHI threshdddels for characterizing a market as



To calculate the HHIs thaeStion 1501(a)(2) requires, we stlassume that U.S. fuel
ethanol production is alevant antitrust markéf. This assumption precludes consideration of a
broader or narrower relevant geographic market thatJnited States that could provide further
insight into how ethanol producezempete. This assumption also precludes consideration of a
broader relevant product markbat includes other gasolinegblding components that might be
economically viable and environmentally acceptablestitutes for ethanol. In the event that
ethanol competes with other blending composigdtils based on a fuel ethanol market would
understate the amount of competition in the industry.

As in previous years, this report presesitsHHIs for the ethanol industry, calculated
using two different measures of market steand three different methods of allocating those
market shares. First, FTC staff calculated gacldlucer’'s market share based on the producer’s
domestic ethanol production capacity. FT&ffsthen performed three separate HHI
calculations, attributing the prodercs market share: (1) tbe producer itself; (2) to the
producer or to the third-party firm that actyaharketed the produce ethanol output; and
(3) to the third-party marketing firm only if ah firm marketed the producer’s volumes pursuant
to a pooling agreement (and, absent such ampaljreement, to the producer). Second, EIA

staff calculated market shares derived frontasfidential ethanol prodtion data. Using the

34 A relevant antitrust market has both prodaretl geographic aspecta. relevant product
market is a product or group of products such @éhaypothetical profit-maximizing firm that was
the only seller of those products likely wolrapose at least a small but significant and
nontransitory increase in pri¢6SSNIP”). If such a price krease would not be profitable
because of the loss of sales to other prodtlwsproduct or group of products would not be a
relevant product market. Similarly, a relevgebgraphic market is a region such that a
hypothetical profit-maximizing firm @t was the only seller of threlevant product in that region
likely would impose at least a SSNIP above the cstitipe level. If suclta price increase would
not be profitable because of the loss of salesliers outside the ramgi, the region would be too
narrow to be a relevant geographic markateHorizontal Merger Guidelines 8§ 4.1-4.2.
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market share allocation methadisscribed above, EIA staff thg@erformed each of the HHI
calculations and provided the resadfiproduction-based HHIs to FTC staff.

Three of the six HHIs calculated for this refpare slightly higher than those calculated in
2010, reflecting a minor increase in concentrati®he other three caltations yielded HHIs
just below those calculated for the 2010 Ethdeport, indicating a deease in concentration.
In all cases, the 2011 HHIs, like the 2010 HHislicate that the domestic ethanol production
industry remains unconcentrated.

A. Concentration with Market Shares Based on Production Capacity

11



In determining the aggregate capacitgath producer, staff included the capacity of
existing plants as well as the projected capadfifglants currently under construction and plants
currently undergoing expansion. Staff includled capacity of these plant construction and
expansion projects only where the producerfiradized construction plans, received the
necessary financing for construction, and begfuysical construction. According to industry
participants, once a new plant or expansion project has reached this stage, completion is likely
within 12 to 18 months. Incporating capacity from such projedhto current market share
calculations is consistent with the approadtfeeh in the Horizontal Merger Guidelinds.

1. Attributing Market Shares to Producers

Under the simplest approach to marketasgnration, staff allocated market share to each
producer based on the producer’s percentagetafproduction capacity. This method of
calculation yielded an HHI &f91, unconcentrated under the Horital Merger Guideline®.

This HHI represents a negligibleciease from last year’s HHI of 283.

2. Attributing Market Shares to Marketers

37 SeeHorizontal Merger Guidelines § 5.1. The Guides include as marketrticipants “rapid
entrants” — firms that are not current producerslikaly would respond ragly in the event of a
SSNIP, with a direct competitive impact andhaut incurring significant sunk costs. Such
firms have competitive significance even thodigéy do not currently supply the relevant
market. Rapid entrants can also include fithe produce the relevaptoduct but refrain from
selling it in the relevant geogphic market, as well as firmsatihclearly possess the necessary
capacity to supply the relevant market rapidhhis is particularlylikely in markets for
homogeneous goods when thataxty is efficient and avaitde (as is the case with many
ethanol plants under construstior undergoing expansionid.

3 The market shares implicit these HHI calculations may suggestanalytic precision that
does not reflect the rate of aige in this industry, particullgras producers frequently announce
capacity additions, new plants, plant sales,@rtellations of plans to build new capacity.
Staff's HHI calculations represesiaff's best estimate of thedustry’s concentration as of
September 2011, the cut-off date for our analysisss otherwise indicated. This approach
therefore excludes any more retpuablicly available information.

392010 Ethanol Report at 11.
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Staff's second method of calculating mar&encentration is alscapacity-based but
attributes each producer’s capacity to the finarketing its ethanol. Mg producers enter into
marketing agreements with third parties to matketr ethanol to blenders and end users, while
other producers sell their outputelitly. For those producers tlatgage in direct sales, staff
attributed the market shares to the producers themgélves.

An ethanol marketer may represent andkenanited decisions for multiple individual

13



The output from each plant generally earns antidaireturn, sometimes pted to reflect the

cost of transportation from a plant to its jpuifs destination. Eagbroducer under a pooling

14



produce as much as 10 to 15 percent more than their stated design c&pacdieand to
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confidential. Therefore, Bl provided only the aggregated HHIs to FTC staff and did not
disclose the volumes of etharattributable to any individuadroducer or the market shares

based on those volumé&s These production-based HHIs esft actual produaiin volumes from
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The U.S. ethanol production industry currerdgks significant baiers to entry.
Potential entrants can purchasel ae-start existing production fatidis that are currently idle as
a result of recent economic conditions suchnasfficient operating capt due to high input
costs. In addition, constructi@md expansion projects — incladithe development of cellulosic
ethanol plants — continue in thrustry today, albeit at a reducede. This suggests that entry
into the ethanol marketplace by means of buildiag capacity is not currently cost-prohibitive,
although market participants hawelicated that buying existing faities is less expensive than
new construction. An increase in supply tesg from new entnyjlikely would make any
exercise of market power unsustainable.

The probable influx of ethanohports also would likely restrain any potential exercise of
market power by a domestic firm. Ethanol imgextels are responsive fluctuations in the
price of U.S. ethanol relative foreign ethanol prices, particubaiprices for sugar cane-based
ethanol from Brazil. Consistent with thislationship, ethanol exports have continued to
increase over the past year and import volunaa® decreased due to the low price of U.S.
ethanol relative to prices in otheountries. If U.S. ethanol pas were to increase due to the
exercise of market power by a domestic firm or group of ffthesirrently exported ethanol
could remain in the domestic market, and impasild likely increase. The likely response of
ethanol imports to an anticompetitive increase imestic prices relative to foreign prices would

render that increase unsustainable.

9 The level of concentration and the large nuntfenarket participants the U.S. ethanol
production industry suggest that collusion isikely among a sufficient number of firms to
exercise market power. In the event of scahusion (in the form of an export cartel or
otherwise), imports likely would cdinue to act as a constraint oretbartel’'s exercise of market
power.
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Even if domestic ethanol @duction were more concentratédn it is, the ease with
which new firms can enter the domestic market and the responsiveness of ethanol imports to
relative price changes likelyauld constrain anticompetitive bavior by domestic firms.
V. Conclusion

Ethanol production has remained unconceetralver the last year. Regardless of the
particular measure of market share or thekeiashare allocation method used to calculate

concentration, the low concentration levels tttadracterize the U.S. ethanol production industry
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Figure 1: Domestic Fuel Ethanol Concentratior’

Concentration Based on Capacity 2010 HHI 2011 HHI
Shares attributed teach producer 288 291
Shares attributed to marketers &l marketing agreements 606 585

Shares attributed to marketers
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