2013 Report on Ethanol Market Concentration

Introduction

This report presents the Federal B&bmmission’s (“Commission” or “FTC”)
concentration analysis of tie¢hanol production industry for 2033Section 1501(a)(2) of the
Energy Policy Act of 2005 requires the FTC egehr to “perform a market concentration

analysis of the ethanol produmi industry using the Herfindahlitdchman Index to determine



2012, the level of concentration in the U.S. atllandustry in 2013 is essentially unchanged.
Three of the six HHIs for 2013 are lower (rarggfnom 4 to 22 points lower), one of the 2013
HHIs is one point higher, and tvad the 2013 HHIs are the same.

The level of concentration and the large nundfenarket participants in the U.S. ethanol
production industry suggest that exercise of mgpketer to set pricesr coordination on price
or output levels is unlikely. As has bebe case each year since the Commission began
reporting, each of the 2013 HHIs indicates thatrllestry is unconcentrade At this level of
concentration, a single ethanol producemarketer lacks market power. Successful
anticompetitive coordination would require agregmamong a very large number of producers
and thus would be unlikely. Impsrand ease of entry would alsct as a serious impediment to
the exercise of market power by any group of domestic firms.
Il. Recent Industry Developments

Since 2005, Congress has required the dbenesnsumption of a minimum annual
volume of renewable fuels, including ethabt@nded into motor fuels (also known as fuel
ethanol)> The Energy Policy Act of 2005 originalgstablished this minimum, the Renewable
Fuel Standard (“RFS”), and set out estiatpannual requirements for 2006 through 26112.
the Energy Independence and Security AQ@J7, Congress amended the RFS, significantly

increasing the volume minimums — includin@@L3 requirement of 16.55 billion gallons — and



The EPA uses Renewable Identification NunshRINS”) to track compliance with the
RFS. A unique RIN is assigned to each gatibathanol produced in or imported into the
United States. Refiners or importers, as @tbg parties under the statute, can meet RFS
requirements by (1) blending ethanol themsebrg®) purchasing RINs (from another blender)
generated in that year and frevious year. Up to 20 penat of the total renewable RFS
requirements for a given year can be mi¢h\RINs generated in the previous y&ar.

Ethanol demand has increased each yeaeghe FTC's first Report on Ethanol Market
Concentration in 200%.The industry blended 12.8 billigrallons of ethanol between July 2012
and June 2013, compared to 12.7 billiofiages blended in the prior 12 montts However,
ethanol consumption was below the RFS-mandatesl for 2012 of 15.2 billion gallons. To
meet the 2012 RFS, the industry usadyover RINs for the first im¥. The industry will
likely need to draw from banked RINs to meet the 2013 BFSased on projections for future

ethanol consumption, the EPA anticipates itwaill need to adjust the 2014 RFS downwaid.

8 SeeDepartment of Energy’s Energy Inform@ii Administration (“EIA"), Today in Energy,
RINs and RVOs are Used to Implemerg Renewable Fuel Standard (June 3, 2013),
http://www.eia.gov/todayineergy/detail.cfm?id=11511

% SeeElA, Annual U.S. Refinery and Bheler Net Input of Fuel Ethanol,
http://www.eia.gov/dnav/pet/hist/Leafiddler.ashx?n=PET&s=MFERIUS1&f=@ast modified
Mar. 15, 2013).

10'SeeEIA, Monthly U.S. Refinery and Bhder Net Input of Fuel Ethanol,
http://www.eia.gov/dnav/pet/hist/Leaiidler.ashx?n=pet&s=mferius1&f=@fast modified
Aug. 29, 2013).

1 SeeElIA, Today in Energy, U.S. Ethanol Productiand the Renewableiel Standard RIN
Bank (June 5, 2013ttp://www.eia.gov/todayineergy/detail.cfm?id=11551Prior to 2012,
U.S. ethanol production exceeded RFS-mandatetideresulting in excess RINs that were
banked for future complianced.

125eeE|A, Today in Energy, What Caused therRup in Ethanol RIN Prices During Early
2013? (June 13, 2013)ttp://www.eia.gov/todayinenergy/detail.cfm?id=11671

13 See2013 Renewable Fuel StandardsFe8l. Reg. 49794, 49798 (Aug. 15, 2013) (to be
codified at 40 C.F.R. pt. 80).




The annual RFS mandate for renewable fiseiscreasing fastehan the industry’s
ability to consume higher ethal-gasoline blends and the growth in demand for gasoline
containing 10 percent ethanol (“E10”). Todagarly all gasoline sold in the United States is

E10!* In 2012, the EPA approved gasoline blends hiaae 15 percent et



As in prior years, fuel ethanol prices haeen volatile throghout the reported period,
leading to wide variations in margins. Tindustry faced a challenging production environment

in the second half of 2012 and first half of



levels increased as a restlltThe industry anticipates that tbern harvest this year will be
abundant, resulting in lower input peis towards the end of this yéar.

Additional capacity will be necessary to fillfuture RFS requirements, particularly for
advanced biofuels (defined adlaksic ethanol and other biofuelkerived from feedstocks other
than corn starch). The total volumes of cellulosic prodian to date have been small as the
industry continues to face challenges in deplg commercial-scale facilities. Consequently,
the EPA has set the cellulosic biofuel volumes2f@t3 at a rate significlig below the statutory
levels. The EPA anticipates it willdace the cellulosic biofuel volume for 20¥4.

lll.  Summary of Market Concentration Trends

Domestic ethanol production decreasexdtsilast year's Report, while production
capacity increased slightly. Domestic ethgmoduction decreased between eight and nine
percent for the July 2012 through June 2013 period, to 12.8 billion gallons from 14.0 billion

gallons for the prior 12 montfiS. Domestic ethanol production gty (including capacity

" Seelowa State University, Agricultal Marketing Resource Centsypranote 26; EIA,
Weekly U.S. Oxygenate PlaRtoduction of Fuel Ethanadupranote 26.

28 See, e.g.United States Department of Agricuky World Agricultural Supply and Demand
Estimates 1-2 (Sept. 12, 2018yailable at
http://www.usda.gov/oce/commodity/wasde/latest.pdf

29 SeeEnergy Independence and Security AcR007, 42 U.S.C. § 7545(0)(2)(B)(i)(I)-(IV)
(2013) (setting specific volume requirementsdellulosic biofuel, biomass-based diesel,
advanced biofuel, artdtal renewable fuel).

%9 See2013 Renewable Fuel Standarsispranote 13, at 49800-801, 49823.

31 SeeElA, Monthly U.S. Oxygenate Bht Production of Fuel Ethanol,
http://www.eia.doe.gov/dnav/pet/hisgafHandler.ashx?n=pet&s=m_epooxe_yop_nus_1&f=m
(last modified Aug. 29, 2013). However, oak production increased about 800 percent
between 2000 and 201&eeRFA, Battling for the BarreR013 Ethanol Industry Outlook 3
(2013),available athttp://ethanatfa.org/page/-
[PDFs/RFA%202013%20Ethanol%2adustry%200utlook.pdf?nocdn=1




under construction) increased slightly to apgomately 15.6 billion gallons per year as of
September 2013, from approximately 15.5 hillgallons per year as of September 2&12.
The number of firms producing ethanol has inseebslightly since lastear’s report. As
of September 2013, 156 firms currently producerathar likely will begin producing ethanol
within the next 12 to 18 months, as congehto 154 firms in 2012. The largest ethanol
producer’s share of domestic capacity is 10.@¢mar;, a slight decrease from its 11.1 percent
share in 2012 and below its share in prior y&ars.
IV.  Analysis
Section 1501(a)(2) of tHenergy Policy Act of 2005 instructs the Commission to
measure concentration in the Ueghanol productiomidustry using HHIS* HHIs can provide a
snapshot of market concentration based upemtimber of market participants and their
respective sales, pauction, or capacity, An analysis of competition among market

participants using these HHIs asses that the U.S. ethanol protloo industry is an appropriate

% These figures take into account inforratobtained through inteiews with market
participants and publicly avab&e information, including inforation from the RFA website.
See, e.gRFA, Biorefinery Locationdjttp://ethanolrfa.org/lo-refinery-locations(last modified
Sept. 7, 2013).

% This figure is comparable to the largesigurcer’s capacity share oi.5 percent share in 2011
and 11 percent in 2008 and 2009. It remains bé&h@wargest producer’s capacity shares of 16
percent in 2007, 21 percent2006, and 26 percent in 200See2012 Ethanol Reporsupra

note 16, at 9.

3 Energy Policy Act of 2005 § 1501, 119 Stat. at 10&4given 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@gat, 20 percent, and p@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 closeéoo in a highly unconcentrated market.

% The Commission and the U.S. Departmaintustice regularly use HHIs to measure
concentration in a relevant antist market as part of their apsis of the likely effects of a
merger or acquisition on competition in that markeee




antitrust market® This assumption precludes consideratiba broader releva product market
that includes other gasolifdending components that might be economically viable and
environmentally acceptable substitutes for ethahothe event that ethanol competes with other
blending components, HHIs based on a fueheol market would understate the amount of
competition in the industry. This assumptioscaprecludes consideration of a broader or
narrower relevant geographic market than theddnStates that coulatovide further insight

about competition in ethanol.

As in previous years, this report presesitsHHIs for the ethanol industry, calculated
using two different measures of market ghaproduction capacity and actual production — and
three different methods of allocating those masketres. First, staff calculated the market
shares based on domestic ethawolduction capacity. Stafftabuted the producer’'s market
share to: (1) the producer itself; (2) the prodweehe third-party firnthat actually marketed
the producer’s ethanol output; a®) the third-party marketing firranly if that firm marketed
the producer’s volumes pursudata pooling agreement (and, abissuch a pooling agreement,
to the producer). Second,As$taff calculated market she based on actual production,
attributing the market shares in the samedlways. Due to the confidential nature of the

ethanol production data the EIA collects, statiyided to EIA staff the information necessary to

% A relevant antitrust market has both prodaietl 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 could jadfly impose 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 could impose at least a SSNIP above the aitipe level. If sucla 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 markeeeHorizontal Merger Guidelinesupranote 35,

88 4.1-4.2.



allocate market share¥. Using the methods described abds#A staff performed each of the
three HHI calculations and provided tfesulting production-based HHIs to st&ffStaff relied

on publicly available informatioand interviews with producers, marketers, and other industry
participants to determine tipeoduction capacity acéach ethanol plant and to calculate the
market shares based on marketing arrangements.

The resulting HHIs for 2013 are either lovtlean or about the same as those staff
calculated for the 2012 Ethanol Report, indicatimg market is essentially unchanged. The
2013 HHIs, like the 2012 HHIs, indicate thag¢ tthomestic ethan@iroduction industry is
unconcentratetf

A. Concentration with Market Shares Based on Production Capacity

For each of the HHI calculations describetbiae staff first calculated producers’ market
shares based on their fuethanol production capacit. Production capacity provides a useful

and easily confirmable indicator of a producer’s competitive significnée determining the

3" For producers for which EIA maintains productitata, FTC provided EIA with the identity

of those producers’ marketenscawhether those producers entergd pooling agreements with
their marketers. EIA used this inforn@ati in conjunction with its own data on ethanol
production, to calculate the HHIs that dittite market shar® marketers.

8 Because the production data are confidential, &8 did not discloséhe volumes of ethanol
attributable to any individual pducer or the market shares based on those volumes to the FTC
staff.

% The Commission and the U.S. Department sfida characterize markets in which the HHI is
below 1500 as unconcentrated. HHIs between 1500



aggregate capacity of each prodystaff included the capacity of existing plants, as well as the
projected capacity of plants currently undenstruction and plants currently undergoing

expansior?

Incorporating capacity from such project®icurrent market share calculations is
consistent with the approach set fdrtlthe Horizontal Merger Guidelinés.
1. Attributing Market Shares to Producers
Under the simplest approach to marketasgnration, staff allocated market share to each
producer based on the producer’s percentagetalfproduction capacity. This method of
calculation yielded an HHI &f90, unconcentrated under the Horital Merger Guideline¥.
This HHI is unchanged from last year’s HHI of 280.
2. Attributing Market Shares to Marketers
Many producers enter into marketing agreements with third parties to market their
ethanol to blenders and end wssevhile other producers sell theutput directly. An ethanol
marketer may represent and make limited decssfonmultiple individuabroducers, essentially

aggregating these producers’ capacities uadséngle entity. For purposes of competitive

analysis, attributing production gacity to marketers rather thémthe actual producers provides

ability and incentive to increase production in évent of a competitor’s price increase or output
reductionj.e,, its available capacityld.

2 staff included the capacity of these plansteuction and expansiguojects only where the
producer had finalized construati plans, received the necessimgancing for construction, and
begun physical construction.

3 SeeHorizontal Merger Guidelinesupranote 35, § 5.1. Firms that are not currently
producing but likely would respond rapidly in

10



a measure of industry concenioa that captures this aggreiga. For those producers that
engage in direct sales, staff attributed tharket shares to the producers themséfves.

This approach yields an HHI of 586, wmcentrated under the Horizontal Merger
Guidelines. This HHI is lower #n the corresponding HHI of 608 in 2072.

3. Attributing Market Shares to Marketers with Pooling Agreements

Under a pooling agreement, the marketimgnfsells its client producers’ volumes in
common rather than individually, which allowstmarketing firm to make decisions that are
more significant for its client producers than end traditional marketing agreement. Each
producer receives a prorated share froemdbmmon revenue pool based on the volumes it
contributes’® Each producer under a pooling agreemecgives purchase offers only from its
marketer, which also represents other prodiic8y contrast, under a non-pooling marketing

arrangement, the marketer sells its producers’ vo

11



more accurately the competitive significancdiwhs in the ethanol industry. Under this

allocation approach, producti volumes sold under non-paudi marketing arrangements

contribute to the producer’s marlgtare rather than to the non-pool marketer’s share. Measured
in this way, the HHI is 321, unconcentrated urtlerHorizontal Merge@Guidelines. This HHI
represents a sligltecrease from last year's HHI of 3%5.

B. Concentration with Market Shares Based on Actual Production

At staff’s request, EIA staffalculated industry concentratioising market shares based

12



deconcentrating impact of new facilities thagan production during the last 12 months, nor do
they fully reflect the concentiiag impact of plant closuresd idlings during the period. In

both cases, these facilities will have producely a fraction of what they otherwise would
produce in a full year, leading to an understataniie the case of mefacilities) or an
overstatement (in the case ofie facilities) of their compéitve significance in the market.
Similarly, the HHIs below do not account for tHéeets on concentration of plant expansions
within the last 12 months am@dpacity-enhancing improvemenbojgcts that are not yet in
operation.

EIA staff provided FTC staff with the fiharoduction-based HHIs contained in this
report. These production-based HHIs reflatuial production volumes from July 2012 through
June 2013. Where EIA attributed the actuatpation market share directly to individual
producers, the resulting HHI is 328, unchanfyech the 2012 HHI. The production-based HHI
calculated by attributing the market share ohgamducer to the firm that markets for that
producer results in an HHI of 687, virtuallyalranged from the 2012 HHI of 686. Attributing a
producer’s market shares to its marketing fomfly when the marketing is pursuant to a pooling
agreement yields an HHI of 359. This HHI isvier than the HHI of 368 last year’s report:

C. Ease of Entry and Imports

Today, the U.S. ethanol industry is uncorcated, suggesting that any unilateral or
coordinated attempt to exercise market powérighly unlikely. Shou the industry become
more concentrated in the future, the ease with which new firms can enter the domestic market
and the responsiveness of ethanol imports tdivelahanges in domestic ethanol prices likely

would constrain anticompetitive behavior by domestic firms.

>l See2012 Ethanol Reporsupranote 16, at 17.
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The U.S. ethanol production industry laskgnificant barriers to entry. Potential
entrants can purchase and re-start existing ptmoiutacilities that are auently idle, some of

which are idle due to receatonomic conditions. An increasesupply resulting from new

14



and the availability of ethanol imports provide additional constraints on the exercise of market

power by current industry parti@pts. These dynamics makextremely unlikely that a single

15



Figure 1: Domestic Fuel Ethanol Concentratiof*

Concentration Based on Capacity 2012 HHI 2013 HHI
Shares attributed teach producer 290 290
Shares attributed to marketéos all marketing agreements 608 586
Shares attributed to marketensly for pooling agreements 325 321
Concentration Based on Production 2012 HHI 2013 HHI
Shares attributed teach producer 328 328
Shares attributed to marketéos all marketing agreements 686 687
Shares attributed to marketensly for pooling agreements 368 359

Source: Production HHIs from EIA

Note: Capacity for 2012 includehe current capacigs of September 2012 and the capacity

additions under construction aagpected to be completedthin 12 to 18 months after

September 2012. Capacity for 2013 includes tmeenticapacity as of September 2013 and the
capacity additions undeonstruction and expected to be completed within 12 to 18 months after

September 2013. Production data for 2842 from July 2011 through June 2012, and
production data for 2013 are from July 2012 through June 2013.

> As discussed in note 38ypra the Commission and the Depaent of Justice characterize

markets with HHIs below 1500 as unconcentrated. HHIs between 1500 and 2500 indicate

moderately concentrated market
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