A Personal Reflection–

How Did We Get To This Point?
An editorial by Tim Hamilton,

AuTO-CA’s Franchise Issues Consultant
 Editorial Note- Dealers and jobbers whom have invested heavily into the gasoline retail under a franchise of a branded oil company and currently facing declining volumes and margins are constantly phoning my office.  Among the most common questions they ask are “Where did I go wrong?  What did I miss?”   It frustrates me that I can’t provide them with an adequate response that is free of opinion and based solely on the facts.  

I’m taking this time to ask for your help in answering these questions.  What you are about to read is a general outline of my personal opinions based on decades of observations of the industry.   I’d appreciate hearing from you on which points you agree and most importantly, where you don’t.  Tim Hamilton, Auto@olywa.net  ——
Historically the oil companies lost money on paper in the downstream sector or refining & marketing divisions (R&M) as profits were allocated back upstream to the crude division for taxable accounting advantages.  Substantial crude margins motivated oil companies to overbuild the numbers of stations in the 50’s-early 70’s in a desire keep crude flowing through refineries as optimum rates.  

Around the time of the Arab Oil Embargo (1974), the companies pushed R&M divisions to produce a stand-alone profit.  In the late 80’s, the companies generally divided the downstream R& M divisions into separate refining and branded marketing departments.  Each department was pushed for stand-alone profitability as a contribution to the R&M division.

An 11-14¢ per gallon estimated retail margin was required at their company-operated stations in order for the marketing department to deliver the targeted return on investment (approximately 12%).  In their company investment stations leased to an independent franchised dealer, the same return was targeted and the cents per gallon margin was a combination of wholesale margin on gasoline plus rentals charged the dealer.  

In the 80’s, in an effort to increase volume throughputs per site and lower real estate investments, the marketing department began divesting stations and relocating customers to the surviving sites.  As volumes rose at surviving locations the companies raised rents to the dealers.  

Unsatisfied with the results, the marketing departments converted large numbers of locations from lessee dealer to the company-operated mode in hopes the capture of the profits of the former retailer would more than offset lost rentals for a net benefit to the branded marketing department.

In its search for stand-alone profitability downstream, the companies needed to use an internal allocation of profits formula to divide the difference between the price of crude charged the refinery and the price of gasoline (crack spread) to calculate which department was making a profit.  The companies started using an allocation formula wherein the refinery department was assigned the difference between the price of crude to the refinery and the "spot price" (barge loads or wedges in a pipe of generic gasoline).  

The branded marketing department was assigned the difference between spot price and the retail price at company-operated stations or the wholesale price charged its branded marketers.   On paper, the allocation left the refinery "fat" and the branded marketing department struggling even harder to get out of the red.

The crack spreads in the West became abnormally high between 1990-1999 and at times exceeded 50¢ per gallon.  This motivated the R&M divisions to encourage the branded marketing departments to develop means of increasing sales of gasoline.  

Cutting price to increase volume would decrease profits for all in the oligopolistic market developed by the oil companies in the West.  Once again the marketing department selected the alternative of adding additional stations as the preferred method of increasing volumes and market share. 

The marketing department initially responded by building new ground-up state of the art gasoline convenience stores in the late 80’s-middle 90’s.  Management soon found that typical station investments of $1 million to $1.5 million or more would not pencil out on the small portion of the crack spread they were being allocated.  Since the range of margin per gallon required for a return exceeded the portion of the typical crack spread allocated the market department, the practice of growing branded volumes by building new company-ops nearly ground to a stop by the middle 1994.

Still in the red and smarting from the unbalanced allocation formula and now pushed to increase volumes by the huge crack spreads, the marketing departments used a two-prong approach with dealers and jobbers to increase branded volumes while reducing company investments in service stations.  

The companies began divesting large numbers of additional stations to dealers and jobbers whom would continued to operate the stations under exclusive branded supply franchises.  The majority of the freed capital from the sales of divested locations was to be returned to corporate for redeployment in other sectors (debt reduction, crude production etc.).  The portion left at the branded marketing department would be dedicated to the goal of encouraging dealers and jobbers to remodel existing sites and build new ground-up stations to increase the branded sales volumes.

The companies used the capital left behind to fund "image grant/loan" incentive programs tied to remodeling of existing sites and development of new locations by dealers and jobbers as an alternative to building new company-operated stations.  The capital invested in the image/grant programs would be short term and returned over the follow couple years by raising the wholesale prices charged the branded marketers.  

The companies also positioned the programs to provide the same protection for the refinery formerly provided by a large fleet of company investment sites.  The facility design requirements resulted in the construction of a single use facility (gas station) that was held captive through exclusive supply contracts.  

The contracts either contained minimum tenures of typically 10 years or if termination was legally possible, imposed financial barriers that nearly removed the risk the station would stop buying the company's branded gasoline.  Accordingly, the company refinery management could rest assured the branded marketing department could continue to sell its gasoline production at a higher price through captive branded stations rather than the refining division selling its production on the spot market.

The two-prong approach was successful to the point where history repeated itself.  The loan/grant incentives resulted in an overbuilding of branded stations. .  Instead of continuing to rise, per site volume throughputs started down. However, this time it was the dealers and jobbers and not the company who were poised to be disappointed on the return on investment.

The huge debt services attached to the remodeling and construction of the expensive facilities, combined with shrinking volumes, increased the gasoline per gallon profit requirements of many of the dealers and jobbers.   At the same time, the marketing departments attempted to allocate an even greater portion of the available profits to their side of the ledger through higher branded wholesale prices.

Projected volumes and margins used to encourage the small business sector to invest in remodeling or new station construction simply did not materialize.  Dealers and jobbers across the state began complaining bitterly that the higher wholesale prices charged by the companies was threatening their investments.

By 1999, many dealers and jobbers whom had remodeled or built new sites were struggling with ever-declining gasoline volumes and margins that failed to cover the growing debt service.  In a similar position, shrinking gasoline volumes and margins pinched lessee dealers facing even higher “economic value rents” contained in renewal franchises.

By 2000 the grocers and chain retailers (hypermarket) got in the act in a major fashion.  Fueling facilities sprouted up in parking lots of Costco, Albertson’s, Safeway, Wal-Mart and others.  Volumes and margins at branded stations of dealers and jobbers across the state dropped like a rock when the grand opening in the parking lots came to their locale.

Purchasing large volumes of gasoline on the spot market, the hypermarketers posted street prices that were up to 20¢ below the wholesale prices paid by the branded marketers.  Pleas for help to the branded marketing department seemed to fall on deaf ears.  Some zone price support for direct-supplied dealers was seen, but little if any widespread assistance was offered (especially in jobber supplied areas).  

In 2001 the marketing departments started to provide varying forms of price support for those marketers facing a low-balling hypermarketer.  Some times the price support helped reduce or stop the loss of volumes and at other times the support was not adequate to any significant difference.  

The branded marketing departments began insisting that their small business partner reduce retail margins per gallon to an amount determined in the sole discretion of the company as a condition of providing the price support. Adding insult to injury in many branded marketers’ minds, company seemed to set the acceptable retail margin with an apparent indifference to their return on investment.   

By 2002, many branded marketers complained the acceptable retail margin did not even meet the debt service on the site even though the payment at the bank.  In the overwhelming majority of reported cases, the volumes and margins considered acceptable to the company fell well below projections the same marketing department personnel used several years earlier to convince the dealer/jobber to invest in the station. 

Today, it appears the branded marketing department is transferring the “red ink” resulting from the questionable practice of crediting the major of the profit margin to the refinery side onto its branded dealers and jobbers.  This is accomplished by first setting an artificially inflated branded wholesale price and then, tying any price support reduction to the station operator agreeing to limit retail margins or prices at a benchmark set by the company. 

By setting today's margins for its dealers and jobbers at an extremely low level, the branded marketing departments have dramatically reduced the “good will franchise” value of the remaining lessee dealers.  Values of the real estate and facility investments of the dealers and jobbers are dropping in concert with the reduced volumes and margins related to the marketing department’s insensitive allocation of the profits to the company’s side of the ledger.  

When gasoline margins shrink to the point where the values of the real estate investment can no longer pay the debt service the dealer or jobber faces bankruptcy.  Many dealers in today’s market are only surviving because the banks are not foreclosing on past due loans because they know the real estate and facility investments have dropped below the loan balance. 

Today, the marketing departments seem to be in position to benefit when a dealer or jobber with newly built locations goes under.  The terminology floating around the companies for a station bankruptcy is “turn over”.  

How does “turn over” provide benefits to the branded marketing departments?

If a site with a $1 million debt service requiring a 12¢ per gallon margin comes out of bankruptcy at $400,000 (actual example), the new owner can market at a 7¢ margin due to the reduced debt service.  The marketing department can then allocate the 5¢ margin savings from the reduced debt load to its side of the ledger by adjusting the wholesale price in a corresponding amount.  Aware that the station can not be used for another purpose, the marketing department is nearly assured the location will once again return to selling its gasoline once it comes out of bankruptcy.  

As we finish 2003 a major question lingers in the minds of many dealers and jobbers whom invested in branded marketing in good faith.  “Will the marketing department continue to allocate the profits to their side and force me into bankruptcy so it can raise branded wholesale prices even further?” 

