2014 Report on Ethanol Market Concentration

Introduction

This Report presents the Federal Br&bmmission’s (“Commission” or “FTC”)
concentration analysis of tie¢hanol production industry for 2024Section 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
whether there is sufficient competition among sty participants tavoid price-setting and
other anticompetitive behaviof."The statute also requires the FTC to consider all marketing
arrangements among industry partiigs in preparing its analysisThe FTC must report its
findings to Congress and to tA@ministrator of the Environmeal Protection Agency (“EPA”)
by December 1.

As in previous reports, FTC staff (“stafffyepared Herfindahl-Hirschman Index (“HHI")
calculations for the U.S. ethanmloduction industry using twofterent measures of market
share — production capacity and actual productlamrevious years, staff calculated market
shares by attributing share to (1) each producged2h producer or the third-party firm that
marketed that capacity; and (3¢tthird-party marketer alonettiat marketer sold production
volumes pursuant to a pooling agreement. imdastry no longer uses such pooling agreements;

thus, this Report does not measure concentratidhis basis. Based on production capacity, the

! Prior Ethanol Reports are available on the FTC’s webSigeFTC, Oil and Gas Industry
Initiatives, Competition Policy: Reportayailable athttp://www.ftc.gov/tips-
advice/competition-guidanceblustry-guidance/oil-and-gas. This Report builds upon
Commission reports from previoysars, which contain relemibackground information that

this Report does not repeat.

2 Energy Policy Act of 2005, Pub. L. No. 109-58, § 1501, 119 Stat. 594, 1074 (2005) (amended
2007). For purposes of this Report, we prestimeCongress used the term “price-setting” to
mean “price fixing.”
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HHIs for the domestic ethanol productiorustry range from 333 to 693, depending on the
method of market share alldmmn. Based on actual productidhe HHIs range from 343 to 743.
Compared to the HHI levels in 2013, the levetohcentration in the U.S. ethanol industry in
2014 has increased slightly.

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 bee case each year since the Commission began
reporting, each of the 2014 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. Imports and the paiisr of entry wouldalso act as a serious
impediment to exercise of market power by any group of domestic firms.
Il. Recent Industry Developments

A. Renewable Fuel Standard

Congress requires the domestic constiom of minimum annual volumes of



The annual RFS mandate for renewable fiseiscreasing faster than the market’'s
ability to consume ethanol. Nearly all gaselisold in the United States today is EHhd
the industry’s limited ability to provide and camse higher blends is known as the E10 blend
wall.® The 2014 statutory goal of 18.15 billion gais exceeds the achievable overall ethanol
production and use given current motor vehiokd demand with E10 blending and estimated
year-end operable ethanol capacity of 15.6 billion gaffofibe EPA subsequently modified
the proposed consumption of all renewablkgguo 15.2 billion gatins. Fuel ethanol
represents approximately 13 loiti gallons of that tal — a level attaindé with E10 blending
at current gasoline demand levels plus the méeerse of banked credits for previous ethanol
consumption exceeding required levBlswhile the EPA has not finalized the requirements
for 2014, some observers believe the final 2fld could raise the target somewhat.

The RFS also sets targets for cellulosiaebl. The 2013 target was approximately 1
billion gallons, and the 2014 target was 1.75 billion galfén€ellulosic ethanol production

capacity, however, has been slower to devétap anticipated. Cons






B. Margins

As in prior years, fuel ethanol pricesdacosts have been vol
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A decrease in corn pricéy more than half fromgak 2012-2013 levels ($8.15 per
bushel in August 2012 to $3.09 per bushdate September 2014nd strong exports
were the principal causes ofthecent increase in profits. Ethanol profit margins
increased, leading to a 9.3 percent increagthanol production frorthe previous year.
Output of ethanol-blendkgasoline also rosg. Ethanol inventoryevels increased by
about 100 million gallons bewen June 2018nd June 201%. In the wake of Brazil's
ethanol production problems, U.S. impdrsm that nation deemased by 40 perceft.

The fall in imports, coupled wh higher demand elsewheretire world, made the United

States a net exporter of 500linn gallons of ethanol fsm July 2013 to June 20%2.

The lower margins of 2012, followed layrevival in 2013, #ected industry
structure. Consolidationcourred between mid-2012 andd¥#2014, as more than a dozen
plants (with a combined capacity of more tf8® million gallons gear) were acquired
by existing prodoers. As ethanol margins ingued from mid-2013 to September 2014,

at least six long-closeethanol plants reoped, some after extensive renovation. Another

22 SeeE|A, Today in Energy, Abundant 2013 Corn Harvest Boosts Ethanol Production (Dec. 13,
2013), http://www.eia.gov/todayinergy/detail.cfm?id=1417 Price data: CARD, lowa State
University, Historical Btanol Operating Margins,
http://www.card.iastate.edu/research/bio/tools/hist eth gm.@asixviewed Oct 19, 2014).

23 Derived from EIA data. See EIA, Monthly Energy Revi@ept. 2014), Table 10.8yailable
at http://www.eia.gov/totalenergy/data/monthly/archive/00351409.pdf

4 SeeE|A, Ending Stocks of Fuel Ethanalypranote 20.

25 SeeElIA, Today in Energy, U.S. Ethanol Imports from Brazil Down in 2013,
http://www.eia.gov/todayineergy/detail.cfm?id=16131 (May 5, 2014).

%6 See EIA, U.S. Exports of Fuel Ethanol,
http://www.eia.gov/dnav/pet/hist/Lea#iddler.ashx?n=pet&s=m_epooxe_eex_nus-
z00_mbbl&f=m(last modified Oct. 30, 2014).




large plant, now shut dowand under renovatioshould reopen in 2015, adding more
capacity?’
The industry also faced logistical issues this past year. Some producers, particularly in

the upper Midwest, were temporarily unable to m



The number of firms producing ethanol has dased slightly since last year’'s Report.
As of September 2014, 148 firms produce or likely begin producing ethzol within the next
12 to 18 months, compared to 156 firms in 20T8e largest ethanol producer’s share of
domestic capacity is 10.9 percentchanged from its percent share in 2613.
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

antitrust markef> This assumption precludes consideratiba broader releva product market

available athttp://ethanolrfa.org/page/-
/IPDFs/RFA%202013%20Ethanol%2austry%200utlook.pdf?nocdn€1328TJ 440 7.40 447.18 626.16 T




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 coularovide further insight
about competition in ethanol.

This Report presents four HHIs for the etbbindustry, calculatedsing two different
measures of market share — production cé&pacid actual production and two different
methods of allocating those market sharesst Fstaff calculated market shares based on
domestic ethanol production capacity. In previmports, staff attributed 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, atissuch a pooling agreement,
to the producer). Pooling agreements, howearerno longer common in the industry today, and
thus they no longer provide a meaningful wagltocate market share. Thus, this Report does
not measure concentration on this basis.

Second, EIA staff calculated market sharased on actual production, attributing the

market shares as described in the precediragpaph. Due to the cadéntial natwe of the
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and provided the resulting prodiom-based HHIs to our staff. FTC staff relied on publicly
available information and interwies with producers, marketeid other industry participants
to determine the production capaaifyeach ethanol plant anddelculate the market shares
based on marketing arrangements.

A. Concentration with Market Shares Based on Production Capacity

For each of the HHY calculations described belostaff first calculated producers’
market shares based on tHeiel ethanol production capacity.Production capacity provides a
useful and easily confirmable indicatoraproducer’s competitive significant®In
determining the aggregate cajpaof each producer, staff included the capacity of existing

plants, as well as the projected capacity ahfd currently under construction and plants

37 Because the production data are confiderfiibd, staff did not disclee to FTC staff the
volumes of ethanol attributable any individual producer or éhmarket shares based on those
volumes.

% The Commission and the U.S. Department sfida characterize markets in which the HHI is
below 1500 as unconcentrated. HHIs between 85002500 indicate moderately concentrated
markets, which may or may not raise competitive concerns in the context of a horizontal merger
or acquisition. Markets with HHIs over 2500 &rghly concentrated, arftbrizontal mergers or
acquisitions in such markets are more likely to pose competitive con&eallorizontal

Merger Guidelinessupranote 34, 8 5.3.

% The RFA’s website provides frequently updatietia on ethanol plant gacity and capacity
expansion plans. Capacity information is asailable on many individ producers’ websites,
some of which also provide detailsadnstruction and expansion plans.

0 SeeHorizontal Merger Guidelinesupranote 34, § 5.2. In markets for homogeneous
products (such as ethanol), a firm may derise&ompetitive significance primarily from its
available capacity €., its ability and incetive to increase producin in the event of a
competitor’s price increase or output reductidah.
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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 693, wmcentrated under the Horizontal Merger
Guidelines. This HHI is higher &m the corresponding HHI of 586 in 20°3.

B. Concentration with Market Shares Based on Actual Production

Firms that produce more than eight milligallons of oxygenates (such as ethanol) per
year must report to EIA theiranthly production volumes by produdtlsing production data is
instructive because capacity dagve certain limitations, parti@ary insofar as stated capacity
does not necessarily represent atproduction cagalities. Ethanol plats often can produce as
much as 10 to 15 percent more than theitest design capacities atehd to operate at
increasing rates as their owners and operatgosove the production process and gain expertise
in operating their plants. In this respect, actual productioray reflect a market participant's
competitive significance more accuratdtan would its plants’ capacities.

There are some limitatioms the accuracy of HHIs based actual production, just as
there are limitations on capacitased HHIs. HHIs based pnoduction over a given period

may overstate or understate actt@hcentration due to entry a
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the concentrating impact of plant closured @llings during the pesd. In both cases, these
facilities will have produced only a fraction of atithey otherwise would produce in a full year,
leading to an understatement {fr@ case of new facilities) or averstatement (in the case of
idled facilities) of their competitive significanaethe market. Similarly, the HHIs below do not
account for the effects on concentration of ppansions within the last 12 months and
capacity-enhancing improvement projetttat are not yet in operation.

These production-based HHIs reflect atpraduction volume$om July 2013 through
June 2014. Where EIA attributed the actuatpation market share directly to individual

producers, the resulting HHI is 343, slightlgher than the 2013 HHI of 328. The production-
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into the United States as import levels responduictdiations in the price @f.S. ethanol relative
to foreign ethanol prices, giularly prices for sugarane-based ethanol from BraZil.
V. Conclusion

Regardless of the particulareasure of market sharetbe market share allocation
method used to calculate concentratiohaabl production remains unconcentrated. The
industry is less concentrated today than it waketime of the first Report on Ethanol Market
Concentration in 2005. Furthermore, the posgitalf entry and the availability of ethanol
imports provide additional conaints on the exercise of markmiwer by current industry
participants. These dynamics make it extrgnoelikely that a single ethanol producer or
marketer or a group of such firms could exercmeket power to set prices or coordinate on

price or output levels.

*9 The expiration of the ethanol import tariff $.54 per gallon at éhend of 2011 has made
Brazilian fuel ethanol more costimpetitive relative t@omestic productionSee2013
Renewable Fuel Standardsipranote 13, at 49818. For example, Brazilian producers
responded to the high cost of U.S. corthi@a second half of 2012 lexporting record amounts
of ethanol into the United StateSeeEIA, U.S. Imports from Brazil of Fuel Ethanol,
http://www.eia.gov/dnav/pet/hist/LeafHdler.ashx?n=PET&s=MFEIM_NUS-NBR_1&f=M
(last modified Oct.30, 2014); 20Renewable Fuel Standardsipranote 13, at 49818.

15



Figure 1: Domestic Fuel Ethanol Concentratior’

Concentration Based on Capacity 2013 HHI 2014 HHI
Shares attributed teach producer 290 333
Shares attributed to marketéos all marketing agreements 586 693
Concentration Based on Production 2013 HHI 2014 HHI
Shares attributed to each producer 328 343
Shares attributed to marketdos all marketing agreements 687 743

Source: Production HHIs from EIA

Note: Capacity for 2013 includehe current capacity as $éptember 2013 and the capacity
additions under construction aagpected to be completedthin 12 to 18 months after

September 2013. Capacity for 2014 includes tmeenticapacity as of September 2014 and the
capacity additions undepnstruction and expected to be completed within 12 to 18 months after
September 2014. Production data for 284efrom July 2012 through June 2013, and

production data for 2014 are from July 2013 through June 2014.

%0 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 markeand HHIs over 2500 indicate higltoncentrated markets that
are more likely to pose competitive concerns. ikanease in the HHI of less than 100 points is
unlikely to have adverse competitive effects. Horizontal Merger Guidetinpsnote 34, §

5.3.
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. 7 Fioure 2: Historical Fuel Ethanol Capacitv and HHIs_ ... I
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