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SUMMER ENERGY CONCERNS FOR THE
AMERICAN CONSUMER

WEDNESDAY, JUNE 28, 2000

HOUSE OF REPRESENTATIVES,
COMMITTEE ON COMMERCE,
WASHINGTON, DC.

The committee met, pursuant to notice, at 9 a.m., in room 2123,
ngburn House Office Building, Hon. Tom Bliley (chairman) pre-
siding.

Members present: Representatives Bliley, Tauzin, Oxley, Bili-
rakis, Barton, Upton, Stearns, Cox, Deal, Largent, Bilbray, Lazio,
Cubin, Rogan, Shimkus, Wilson, Shadegg, Pickering, Fossella,
Blunt, Bryant, Hall, Boucher, Brown, Gordon, Rush, Stupak, Saw-
yer, Wynn, Green, McCarthy, Barrett, Luther, and Capps.

Staft present: Jim Barnette, chief counsel; Cathy VanWay, major-
ity counsel; Joe Stanko, majority counsel, Hugh Halpern, parlia-
mentarian; Kevin Cook, science advisor; Kelly Zerzan, majority
counsel; Robert Meyers, majority counsel; Ramsen Betfarhad, ma-
jority economist, Robert Simison, legislative clerk; Elizabeth Bren-
nan, legislative clerk; Peter Kielty, legislative clerk; Sue Sheridan,
minority counsel; Alison Taylor, minority counsel; and Rick Kestler,
minority professional staff.

Chairman BLILEY. The committee will come to order. I ask you
to take seats, please.

The Chair recognizes himself for an opening statement.

As my colleagues and our guests know, we don’t have full com-
mittee hearings very often, but it is a testament to this committee’s
importance to the House that every now and then an issue arises
that demands the attention of all of us in one room. Today we are
going to be talking about energy and consumer protection, the envi-
ronment and tourism, and all in the exercise of our rights and re-
sponsibilities under the House rules to conduct oversight on mat-
ters within the committee’s jurisdiction.

We are here today for answers. Our constituents back home are
concerned about the sticker shock at the gas pump and the head-
lines they read about the electricity demands. I want to get to the
bottom of what is causing price hikes for gasoline and what we in
Congress can do about it. I also want to make sure that we have
a steady, affordable power supply this summer and in the future.

When it comes to electricity, my views are well known. There
should be a limited Federal regulatory role, but at the same time,
all consumers, everyone from homeowners to high school principals
to manufacturers deserve to have confidence that their needs will
be met. We need to determine today whether they will have reli-

o))



2

able electricity in the future or find out what this committee needs
to do to make that confidence a reality.

The committee has a full day today, and the Chair would appre-
ciate the cooperation of all members in completing our agenda. All
members’ opening statements will be made a part of the record.
Without objection, so ordered. All members may insert materials
Eelev(fnt to today’s hearing into the record. Without objection, so or-

ered.

[Additional statements submitted for the record follow:]

PREPARED STATEMENT OF HON. ToM BLILEY, CHAIRMAN, COMMITTEE ON COMMERCE

The Committee will come to order. The Chair recognizes himself for an opening
statement.

As my colleagues and our guests know, we don’t have full Committee hearings
very often. But it is a testament to this Committee’s importance to the House that
every now and then an issue arises that demands the attention of all of us in one
room.

Today we are going to be talking about energy. But we are also going to be talking
about consumer protection, the environment, and tourism—and all in the exercise
of our rights and responsibilities under the House Rules to conduct oversight on
matters within the Committee’s jurisdiction.

We are here today for answers. Our constituents back home are justifiably con-
cerned about the sticker shock at the gas pump and the headlines they read about
electricity demand. I want to get to the bottom of what’s causing price hikes for gas-
oline and what we in Congress can do about it.

I also want to make sure that we have a steady, affordable power supply this
summer and in the future. When it comes to electricity, my views are well known.
There should be a limited Federal regulatory role. But at the same time, all con-
sumers—everyone from homeowners to high school principals to manufacturers—de-
serve to have confidence that their needs will be met. We need to determine today
whether they will have reliable electricity this summer and in the future—or find
out what this Committee needs to do to make that confidence a reality.

The Committee has a very full day today and the Chair will appreciate the co-
operation of all Members in completing our agenda.

Without objection, all Members’ opening statements will be made part of the
record. So ordered. Without objection, all Members’ may insert materials relevant
to today’s hearing into the record. So ordered.

The Chair now recognizes the gentleman from Michigan for an opening statement.

PREPARED STATEMENT OF HON. W.J. “BILLY” TAUZIN, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF LOUISIANA

Thank you Mr. Chairman, and I thank you for holding this hearing on such an
important issue on such a timely basis.

It is only fitting that this is a Full Committee hearing today because the issue
of rising gas prices falls within the jurisdiction of almost all of our Commerce sub-
committees.

Mr. Chairman, I have quite a few questions today for our witnesses, and I know
that almost every member here today has questions of their own, so I will keep my
opening remarks very brief.

There is really only one issue before us today: whether the current panoply of
state and federal regulations governing gasoline production in America today—in-
cluding reformulation standards and taxes—are affording our nation of consumers
with reasonable prices at the pump.

The answer, of course, is NO.

Now there are a number of factors that cause gas prices to fluctuate—some are
local while some are of national consequence. In the final analysis, however, I have
concerns that the reformulated gasoline program is the real culprit here as opposed
to the activities of oil companies.

Despite that gas prices have been unregulated for years, what we have here is
a clear case of regulation increasing the price of gasoline. As the requirements in-
crease...it becomes more difficult and costly to make gas that meets formula and
performance standards...the supply of gasoline decreases as a result...and natu-
rally, prices go up. It’s really as simple as that.
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On the record, I want to say that I am not fooled by the purported reasons for
or the scope of the FTC, administration induced, investigation. To attribute the rise
in gas prices to anything other than this administration’s failure to prevent esca-
lation is really laughable to me.

I would say to the Administration that energy policy is as important to Louisi-
ana’s Third District as any issue before Congress. As a result, I am as well versed
in energy issues than almost any other issue I deal with, and I know better than
to believe that some conveniently fabricated collusion is all of a sudden the reason
for rising gas prices.

For years, the reformulated gas standards have been driving prices up by increas-
ing the cost of production, and now all of the sudden...now that it’s clear we have
a problem...the Administration, almost overnight, now wants us to believe that a
handful of bad-actor oil companies have caused the problem overnight. Never mind
the faulty EPA science...never mind the Administration’s poor judgment.

I, for one, have never witnessed such a political ploy in my entire career as a Con-
gressman. How convenient a scenario!

Now, let’s talk about this sudden phenomenal and mysterious collusion that the
Administration hasn’t said a thing about until just last week?

The Administration now asserts absolutely that collusion is to blame, yet needs
to investigate as a means of gathering more information to justify its position.

There are two observations I can make about that. For one, the research usually
comes first, and then dictates the conclusion. This Administration, however, prefers
to make a public assertion for political reasons, and then go selectively fish for sup-
porting data. Second, I'm not sure what new, earth-shattering information this in-
vestigation will produce that is not already included in the FTC’s record of review
of the BP/Amoco, Exxon/Mobil, and Shell/Texaco mergers.

Make no mistake, if the White House’s concerns about collusion were genuine, or
at least consistent with its public position, then the FTC would be doing much more
than just investigating! It would be out trying to enjoin this collusion under the
broad statutory authority that it claims to have whenever doing so facilitates the
White House’s agenda.

The most unfortunate thing, however, about this investigation is that it will not
solve the nation’s problems this Summer. While the Administration remains busy
supervising the FTC’s insipid development of a phantom scapegoat, America will
continue to pay highly inflated gas prices across the country under the mistaken be-
lief that once Mr. Gore deals with these few bad actors that everything will magi-
cally return to normal. What nonsense!

Fortunately, I think that the American public is smart enough to recognize what’s
going on here. Things don’t go so awry on a nationwide basis as a result of some
isolated and local bad faith, even if there is some merit to the FTC’s charges—
which, as I've said, are suspect at best in light of the timing of the FTC’s enlight-
ening discovery.

Today, I'm here to send the message to Mr. Gore that I don’t buy it. And, I will
do my best to ensure that the public doesn’t buy it either.

With that, Mr. Chairman, I yield back, and I look forward to today’s discussion.

PREPARED STATEMENT OF HON. MICHAEL BILIRAKIS, A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF FLORIDA

Thank you Mr. Chairman.

First, let me commend you for scheduling today’s hearing on summer energy con-
cerns for the American consumer. Rising gasoline prices is an issue that certainly
has the attention of my constituents and the rest of the American public. I believe
it is imperative for us to examine the causes behind these rising prices.

Earlier this year, the Energy Information Agency predicted that, even barring
major refinery disruptions this summer, average retail gasoline prices could reach
a monthly average of $1.75 to $1.80 per gallon. In some parts of the country, gaso-
line prices have already exceeded these predictions.

In my district, the price for a gallon of regular gasoline ranges from $1.51 to
$1.57. A gallon of premium gasoline can cost as much as $1.78. A year ago, a gallon
of gas cost just 98.2 cents in Florida. It is easy to understand why so many Ameri-
cans are seeing red when they visit their local gas station.

Many factors may be contributing to the rising price of gasoline. One matter
under review today has been a particular focus of the Health and Environment Sub-
committee—implementation of the reformulated gasoline program (RFG).

Over the past two and a half years, we have held three hearings which specifically
addressed the RFG program. At our most recent hearing, on March 2, 2000, we ex-
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amined several questions concerning national implementation of the program, in-
cluding water contamination associated with the fuel oxygenate, methyl tertiary
butyl ether, or MTBE.

Today, I think we must examine the price experience of Phase II of the RFG pro-
gram in the Midwest and the specific causes for the runup in gasoline prices in that
area. But we must also closely review the Environmental Protection Agency’s con-
tinuing implementation of the RFG program and why it did not, or could not, pre-
dict the difficulties which have been experienced in Chicago and Milwaukee.

The RFG program is a mature program. It has been in law for almost ten years
and final regulations were issued in February of 1994. It is therefore disturbing that
it wasn’t until early June, or after the final downstream implementation date of the
Phase II program, that EPA began to ask why refiners were having difficulty in
meeting the demand for RFG and why prices had escalated far beyond other areas
of the country. While I have not drawn any conclusions on this matter, I also find
it hard to believe that there were not some signs on the horizon of the difficulties
that lay ahead.

I also remain concerned regarding the Agency’s apparent inability to move for-
ward with any determination concerning a request from California for waiver of the
2 percent federal oxygenate standard for RFG. EPA has been “reviewing” this mat-
ter for 15 months. It has every last bit of data it requested from the State of Cali-
fornia since early February. And yet, Administrator Browner last week would not
even venture a tentative date as to when the Agency would complete its work.

Last May, I indicated that EPA inaction on this matter looked like “stonewalling”
on the part of the Agency. Today, unless I hear differently from the witnesses, I
think the EPA’s intransigence on this matter is more like the Great Wall of China
stretching endlessly into the distance with no end in sight.

It is simply not credible or believable that the Agency cannot address this tech-
nical issue when, in the next breath, it acts to promulgate major revisions to air
standards, new fuel standards for cars and diesels, and endless paper and litigation
on the ozone transport rule. Whatever the reason for inaction, at this point, EPA’s
inaction cannot be based on questions of technicality or difficulty, but rather must
be based on deliberate intent or total incompetence.

I am anxious to hear from today’s witnesses and look forward to working with
my colleagues on this important issue.

Thank you, Mr. Chairman.

PREPARED STATEMENT OF HON. STEVE LARGENT, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF OKLAHOMA

Mr. Chairman, you are to be commended for holding this very important full com-
mittee hearing on two issues that will predominate this summer’s headlines—gas
prices and electricity reliability. I want to welcome our illustrious panel of wit-
nesses, and pay a special word of welcome to one of my constituents who will be
testifying on the second panel, Mr. Jerry Thompson, Senior Vice President of Citgo.

Mr. Chairman, in the interest of time, I will keep my opening remarks brief, over
the course of the past few weeks we have seen of barrage of political finger pointing
because of increased gas prices. I'm sure there is enough fault to go around, but
Americans have grown weary of the political blame game. They just want congress
and the administration, as well as industry, to work together to find a long term
solution to ensure reliable and affordable energy prices.

This morning we will also look at the constraints being placed on our national
electric transmission system and the current balkanization of the grid. As an eternal
optimist, I want to say to all those skeptics and nay sayers who believe that we can-
not pass comprehensive restructuring legislation which ensures open and non-dis-
criminatory access to the grid, I am confident this committee, will in fact, prove you
wrong.

Both Chairman Bliley and Chairman Barton, as well as all members who have
worked on this issue, are to be commended for their diligent efforts.

Mr. Chairman, I look forward to having a constructive dialogue with our wit-
nesses, and again thank you for holding this very important hearing.

PREPARED STATEMENT OF HON. RICK LAZIO, A REPRESENTATIVE IN CONGRESS FROM
THE STATE OF NEW YORK

Mr. Chairman, I applaud you for holding this hearing on this critical issue today.
I look forward to the insights and suggestions from our witnesses.
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Mr. Chairman, there is a gas crisis in New York and America today. And what
New Yorkers and all Americans deserve—immediately—is relief from escalating fuel
prices. The bottom line is that we need to take action to lower gas prices—now.

Mr. Chairman, New Yorkers are being gouged at the gas pump. The average price
per gallon in our state is up to $1.70. These outrageous gas prices affect all New
Yorkers, making driving more expensive, and raising the cost of every item moved
by truck—from food to clothes to household goods.

Many small, fuel-intensive businesses already are suffering the effects of high gas
prices. For a small company that consumes 50,000 gallons of diesel fuel in a month,
the increase in prices in the past year will cost that company an additional $40,000
per kmonth. High gas prices have the most impact on poor, elderly, and rural New
Yorkers.

Mr. Chairman, the CATO Institute calls the flat 4.3 cents per gallon federal gas
tax one of the most regressive of all federal taxes. Most New Yorkers earning less
than $ 1 0,000 per year commute to work in cars, so a flat tax rate falls dispropor-
tionately on these poor as a percentage of their income. Rich or poor, you still pay
the same amount at the pump. Rich or poor, you still have to drive about as far
to work and to the grocery store. But our lower income families have less money
with which to pay at the pump.

The Tax Foundation says excise taxes such as the gasoline tax are five times more
burdensome for lower-income households than they are for wealthy taxpayers.

Here is what I believe we need to do—now.

First, we must repeal the Clinton-Gore gas tax. The gas tax was established in
1993. The Clinton-Gore gas tax increase costs New Yorkers over three hundred mil-
lion dollars a year.

Second, the Administration must begin pressuring the OPEC nations to take real
steps to increase production, increase the supply of oil, and help lower prices. In
1991, America committed its prestige and its blood to help protect many of the Mid-
east oil-producing nations. It is time for us to call in that debt.

Third, we need to immediately open the Strategic Petroleum Reserve to increase
the supply of fuel on the market. The reserve was created to ensure a stable supply
of 0il during a crisis. Let me tell you—gas prices approaching $2.00 a gallon means
a real crisis for New Yorkers.

Some have expressed concern that eliminating the federal gas tax would affect the
amount of money the states get for road construction. This year’s federal budget sur-
plus is nearing $250 billion. The surplus will likely total $2 trillion over the next
ten years. The taxpayers helped build this surplus—they deserve to get some benefit
grorg it. We should use part of the surplus to offset any reduction in federal highway
unds.

Mr. Chairman, last night I, and the majority of this House, voted again to reau-
thorize the Strategic Petroleum Reserve and to create a Northeast Regional Heating
Oil Reserve. I have been an early and consistent supporter of the Northeast reserve,
but I recognize that it alone is not a complete solution. I look forward to working
with our colleagues in the other body to make that reserve a reality.

Mr. Chairman, this is a great nation and it deserves great things from its leaders.
This gas crisis was no surprise. We in New York saw it coming when we watched
our heating bills double overnight last winter. We cannot understand how the ad-
ministration could have sat by and done nothing to avoid last winter’s heating oil
crisis from becoming this summer’s gas crisis.

Mr. Chairman, you are to be commended for holding this hearing, and I look for-
ward to working with you and this Committee on this important issue.

PREPARED STATEMENT OF HON. BARBARA CUBIN, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF WYOMING

The United States now relies on foreign imports for 56% of our crude oil needs.
In the last eight years domestic oil production has declined 17%. A decade ago there
were over 650 drilling rigs exploring for oil in the U.S., today there are only 153.
The popular scapegoat for high gasoline prices are our Middle East allies of Desert
Storm and the remainder of OPEC nations. But much of the responsibility for our
addiction to foreign oil is the result of policies emanating from the Clinton/Gore Ad-
ministration. This administration has formulated an anti-energy policy that for
eight years discouraged oil exploration and reduced our domestic energy to a shad-
ow of its former self. As a result, American’s are paying for that 10,000 mile eco-
nomic intravenous drip at the pump and at the cash register. Transportation costs
are skyrocketing; everything that rolls, floats, or flies costs more to operate. From
food and clothing to computers and telecommunications equipment—all goods and
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services cost more. 1t’s not just the gas for your family car; our national security
and health of our economy are at stake.

Wyoming has benefited from a rise in oil prices. But we are once again on the
upswing of the infamous roller-coaster economy so prevalent in a State dependent
on natural resources. The downturn surely will follow. I do not support artificial en-
ergy prices—whether low from a temporary oil glut, or high from withholding crude
from the market. We must have an energy policy that creates a stable market to
support a vibrant domestic energy industry while providing affordable energy to
power our expanding economy. The law of supply and demand is basically immu-
table. Neither the President nor Congress can force prices lower when demand re-
mains constant or increases at the same time supplies have decreased. Rather we
should attack the problem from both ends of the equation.

From the supply side, we should require the Clinton/Gore Administration to dis-
close, in a report to Congress, the extent of domestic oil and gas resources which
lie beneath public lands and outer continental shelf (OCS) areas deemed off-limits
to exploration and development. This showing must include undiscovered resources
estimated by objective scientific means as well as know reserves. Likewise, the re-
port should include an assessment of domestic hydrocarbon resources which are not
getting to markets in a timely manner because of extraordinary delays in lease
issuance and/or permitting of wells and pipelines, such as we have already seen
with respect to coalbed methane in the Powder River Basin. Energy experts agree
the public lands and OCS have the best potential for significant new discoveries of
oil and gas anywhere in the United States. In this manner, Congress will have base-
line for policymaking regarding federal oil and gas supplies. Other factors for in-
creasing domestic supplies include tax incentives for companies to spend more of
their exploration budgets here at home rather than in foreign countries. Senator
Hutchison has introduced such a package which deserves debate, passage by Con-
gress and a signature of the President. On the demand side, Congress and the Ad-
ministration should continue efforts for increased efficiencies in power generation,
transmission and usage. When calculating the demand for oil and natural gas, we
must not neglect the significant role of coal and uranium resources in electric power
generation, including research and development in cleaner burning of fossil fuels.
Likewise, the Administration must acknowledge the impact of an upcoming decision
to classify fly ash from coal-burning plants to be a hazardous substance. Coal-fired
electricity rates will increase significantly if this environmentally benign ash cannot
be used in the reclamation of the very mines whence it came. There are a number
of directions we can go to secure more domestic energy. The bottom line is we have
the resources and the technology to responsibly produce the energy America needs
to power industry and fulfill the needs of all Americans. Future generations will pay
an even higher price down the road if we fail to answer the call.

PREPARED STATEMENT OF ROY BLUNT, A REPRESENTATIVE IN CONGRESS FROM THE
STATE OF MISSOURI

Mr. Chairman: When it comes to concerns about gasoline and diesel prices, my
constituents in the Seventh District of Missouri aren’t interested in fingerpointing,
scapegoating, or demogogery. MTBE and RFG aren’t what’s being discussed by hus-
bands and wives around the kitchen tables. They want lower fuel prices, stable sup-
plies, and they want it now, not 6 months or a year from now.

Families want assurances that they aren’t going to have to decide whether to put
gas in their car to go to work or food on the table to feed themselves. Farmers want
to make sure that they can afford the fuel to operate their tractors to plant and
cultivate crops now but still be in business when it comes time to harvest this fall.
Small business owners are concerned that their customers won’t have the money to
buy their goods and services or that the higher cost of transportation and supplies
will drive them out of business. Members of volunteer fire departments are even
telling me that higher fuel prices are reducing the number of firefighters who are
showing up to help out their neighbors in time of need.

Higher fuel prices impact everyone. Mr. Chairman, I'm supporting an immediate
suspension of the federal tax on motor fuels, 18.4 cents on gasoline and 24.4 cents
on diesel fuel. That’s a tax cut that will immediately go directly into the pocketbooks
of every American family that drives a car or a truck.

Because as a nation we can’t afford to stop building and maintaining roads, I also
propose that we reimburse the Highway Trust Funds the dollars we would have col-
lected in the same 90 day period. This suspension transfers over $7 Billion dollars
out of the Treasury Department on Pennsylvania Ave and moves it to Front Street
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America, out of the reach of those in Washington who have never met a new or ex-
panded entitlement program they couldn’t love.

But once we've get fuel prices under control, the American people are demanding
the Truth.

They want to know how the three-fold failure of the Energy Department to build
adequate international relationships with our foreign oil suppliers, to encourage de-
velopment of domestic petroleum supplies and to promote alternative energy sys-
tems led to higher motor fuel prices.

They want to know why the Energy Department was napping—in the words of
Secretary Richardson—as the cost of foreign oil virtually tripled in less than two
years and as inventories of US fuel supplies reached their lowest levels in many
years.

They want to know whether there is any truth to published reports that the cur-
rent Administration encouraged OPEC production cuts to help some countries pay
off debts to US banks.

They want to know whether there’s been price gouging by refiners and retailers.

They want to know why the Energy Department claims that reformulated gaso-
line only costs pennies more per gallon, the Congressional Research Service esti-
mates the cost at about 25 cents per gallon, but the marketplace placed the cost
at as much as 40 cents per gallon.

And in my Congressional district people want to know why gasoline and diesel
fuel being unloaded at two terminals in our district were priced as much as 30 cents
more per gallon than fuel a couple of hundred miles away.

Mr. Chairman, our citizens not only want the truth, they are demanding the
truth. My colleagues, I can assure you that the American public is as mad as hell,
and they are going to hold what they perceive as “do nothing” politicians account-
able.

I call on the Senate to quickly approve the Oil Price Reduction Act of 2000 which
would reduce, suspend, or terminate any foreign aid, include military assistance, to
any country determined to be engaged in oil price fixing to the detriment of the
United States economy.

I call on my colleagues to join with me in supporting a 90 day suspension of fed-
eral motor fuel taxes.

I also want to call on the members of the President’s Administration to pursue
with utmost urgency your review of the causes of the current increase in fuel prices
and to either make the necessary changes yourself or come back to this Congress
with concrete proposals for reducing prices at the earliest date possible.

PREPARED STATEMENT OF HON. JOHN D. DINGELL, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF MICHIGAN

Mr. Chairman, I appreciate this hearing and hope that it produces a serious dis-
cussion of the issues at hand. While it might be tempting to engage in a festival
of fingerpointing to assign responsibility for the recent rise in gasoline prices, we
might find at the end of this hearing that some of those fingers will be pointed at
us.

In the last few weeks, the price of a gallon of gasoline in some Midwestern cities
jltl‘fmpecii 60 cents overnight. A number of explanations for those increases have been
offered.

One is that a new reformulated gasoline requirement is responsible. Reformulated
gasoline had its origins in the Clean Air Act Amendments submitted to the Con-
gress by one George H-W. Bush, and signed into law by him in 1990. We had a spir-
ited debate in this Committee on this issue—Secretary Richardson remembers it
well, because he was then one of our members—and I warned at the time that refor-
mulated gas might be more expensive or produce distribution problems.

Nonetheless, there is no credible evidence that the reformulated gas requirements
are entirely or even primarily responsible for the recent price spike. In fact, in some
areas reformulated gas is cheaper than regular gasoline.

A second explanation is that we are having supply problems, specifically, acci-
dents causing the interruption or curtailment of service at two pipelines. As Sec-
retary Slater knows, I have had some choice words of criticism for the competence
of the Office of Pipeline Safety. But I also warned, when this Committee considered
pipeline legislation almost two years ago, that we were blissfully ignoring safety.
The Committee, of course, chose to ignore my warnings instead. We’ve since seen
pipeline accidents take the lives of children in Washington state, and we’ve been
made aware that there is indeed an economic component to pipeline safety.



8

We've also seen accusations and insinuations of good old-fashioned price gouging
by the oil companies. Chairman Pitofsky’s agency is in the process of investigating
those questions, and while I wouldn’t prejudge its results, I have a strong suspicion
that at a minimum, what we have here are some practicing capitalists.

Finally, the Administration has been accused of lacking an energy policy. That’s
a charge that can also be leveled at a Congress that has not only failed to reauthor-
ize the Strategic Petroleum Reserve, but whose leadership actually proposed elimi-
nating SPRO and disposing of its petroleum contents. The Congress also proposed
abolishing the Energy Information Administration, our first line of defense against
our own ignorance on energy matters.

There is, frankly, enough responsibility to go around. The harsh fact is that we
only pay attention to energy issues when there is a price spike or a supply disrup-
tion. No matter where our discussion leads us today, I would hope that we look at
these issues as longer term, sustained projects. Many of the proposed solutions cur-
rently under discussion are simply designed to get us through the next election.

PREPARED STATEMENT OF HON. RALPH M. HALL, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF TEXAS

Mr. Chairman and Members of the Committee—I thank you for holding this hear-
ing today. Last week I requested that you schedule this hearing to take testimony
from witnesses who have actual knowledge of how gasoline and other refined petro-
leum products are produced, refined and marketed. In that letter I urged you to
hold this hearing now so if we learn there are problems with how these markets
are operating, we have enough time before adjournment to find the appropriate rem-
edies, if there is evidence of price collusion among sellers. While price gouging is
n}cl)t illegal, perhaps we can put the spotlight on it if it is occurring in the supply
chain.

In the last week however, the rhetoric has escalated to a fever pitch, with Demo-
crats blaming Republicans, Republicans blaming Democrats, and consumer groups
blaming the oil companies about the situation we find ourselves in today. We in the
Congress are fine practitioners of the blame game. But I think it’s time we look in-
ward at ourselves, at this government. And if we do, I believe we will find that for
a long time we have been negligent in our responsibilities to ensure a reliable sup-
ply of crude oil at stable prices. It may be, as the cartoon character Pogo once said,
“We have met the enemy and it is us.”

Nobody likes lower energy prices than I do, but the low prices of last year were
every bit as much of a market signal that something was wrong as the relatively
high prices that we see posted at the pump are today. The oil industry and its in-
dustry economists foresaw this escalation of prices more than a year ago. And yet
here we are today castigating them for what they told us would ensue if we didn’t
act. As a government we sat idly by, and not only did nothing, but we actually al-
lowed domestic production to decline significantly, because we thought that in low
prices there was a real free lunch. Well, the check now has to be paid.

We have not had the courage to pursue what really ought to be our objective—
and that is stable oil prices. It has taken us years of inaction to dig ourselves into
this quagmire, and it will take some years to get us out of it. But we can make
a commitment, while prices are high, to enact legislation to provide stability in oil
prices—even after prices have declined. We simply can’t continue to be as short-
sighted as we have been to date.

What needs to be done? For starters we need to pass the tax package that has
been championed by Wes Watkins of Oklahoma. It’s not all the industry needs, but
it’s a start. With the record budget surpluses projected over the next ten years, sure-
ly we can afford the revenue loss that will benefit our constituents much more than
it will cost them.

We need to enlarge our drilling options. An offshore rig is never nearly as un-
sightly as a ship laden with American soldiers and sailors going off to fight in a
foreign land for energy. Make no mistake—the United States will go to war for en-
ergy—when ours is completely depleted.

Japan in the late 1930s was forced to go to Malaysia for energy after Secretary
of State Cordell Hull and Secretary of War Henry Stimson cut off their supply of
energy. Hitler went east. We also sent 400,000 troops to Kuwait but never men-
tioned the real reason we sent them there—to keep a bad person and an unfriendly
nation from controlling one-half of the world’s energy.

I'm an environmentalist, but I don’t like to think of body bags. We are nearing
a day and time when realism tells us to protect an environment by serving our
country and by drilling on the Alaskan North Slope, offshore and on federal lands
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now locked away from exploration and production. The signs that the environ-
mentalists hold up saying “No Nukes” can say “No Wars.”

There is something we should include if we adopt a new energy policy—and that
is to provide an incentive to look for energy and a reward for finding it.

We also need to stop arguing about whether it’s fossil energy or renewable energy
that ought to be in our energy future. The fact of the matter is, we need them both!
Let’s cough up the dollars to support renewable energy technology and energy effi-
ciency and support fossil energy R&D, too. There’s much more oil and gas to be pro-
duced in this country, but we have to develop the technologies to extract it at rea-
sonable cost. Coal also deserves support. After all, our coal resource will be here
long after the oil and natural gas resource base has been depleted.

Mr. Chairman, we are the envy of the world with our diverse energy resource
base. France, Germany and Japan would kill to have our domestic energy resources,
and the people we have who are pursuing research in advanced combustion tech-
nologies, renewable energy resources and energy efficiency. Many writers say that,
even at current prices, by world standards gasoline is a big bargain. They tell us
to try filling up in France or Italy and see what you pay. Even so, we need to in-
crease our domestic production capability to help bring about a more stable market.

Let’s take a hard look at how these markets are working and make certain that
they are working properly. That is our job here today. I am willing to work with
you and the other members of the Committee to move any legislation that will deal
with the longer-term, more fundamental problems that prevent us from achieving
stable prices.

PREPARED STATEMENT OF HON. SHERROD BROWN, A REPRESENTATIVE IN CONGRESS
FROM THE STATE OF OHIO

Thank you, Mr. Chairman. By now we have already heard many explanations for
high gasoline prices. Maybe we will learn something new from this hearing. But I
have yet to hear a satisfactory explanation for the dramatic jump in gas prices in
the Midwest earlier this month.

I look forward to the results of the Federal Trade Commission’s investigation into
possible antitrust activity in the Midwestern gasoline markets. I have urged the
President to ensure the FTC has all the resources it needs to conduct a speedy in-
vestigation, and the Justice Department is poised to take enforcement action quickly
if any wrongdoing is found.

But I suspect these huge price spikes can be explained in one word: price-gouging.
With supplies tight and the summer driving season beginning, the oil industry saw
the opportunity to reap windfall profits at the expense of our constituents. My con-
stituents don’t have any trouble identifying the price increases as price-gouging.
They have been calling me, and demanding to know what I'm doing about it.
They’re not happy when I tell them, “Price-gouging is not illegal.”

While price-gouging is legal, it isn’t right. On April 10, 1962, six major US steel
producers announced a sudden increase in steel prices. President John F. Kennedy
Wa(si absolutely furious. He denounced the price increase in no uncertain terms. He
said,

Price and wage decisions in this country, except for a very limited restriction
in the case of monopolies and national emergency strikes, are and ought to be
freely and privately made. But the American people have a right to expect, in
return for that freedom, a higher sense of business responsibility for the welfare
of their country than has been shown in the last two days.

Some time ago I asked each American to consider what he would do for his
country and I asked the steel companies. In the last 24 hours we had their an-
swer.

Three and four days later, in response to President Kennedy’s ringing denuncia-
tion, the steelmakers canceled their price increases.

Distinguished Administration witnesses, I call on you and the President to use the
same bully pulpit, as President Kennedy did, to call for lower gas prices now.

I also urge the Republican leadership in this Congress to call for lower gas prices
immediately. Remember that you represent American citizens—workers, small busi-
ness owners, families—not just oil companies. Stop telling us the Administration
doesn’t have an energy policy. President Reagan and President Bush didn’t have an
energy policy any more comprehensive than President Clinton’s.

It 1s truly ironic that the Republican leadership wants to eliminate the Depart-
ment of Energy, refuses to invest in energy efficiency, and refuses to invest in devel-
oping new sources of energy renewable sources. Yet the Republican leadership tells
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the public the high prices at the gas pump are because the Democrats we don’t have
an energy policy.

Let’s get these prices down as quickly as possible, and make sure we work to-
gether on our long-term energy policy. Thank you, Mr. Chairman.

PREPARED STATEMENT OF HON. FRANK PALLONE, JR., A REPRESENTATIVE IN
CONGRESS FROM THE STATE OF NEW JERSEY

Mr. Chairman, this hearing is supposed to address “summer energy concerns.”
Well, I am concerned about what we are facing and are likely to face this summer—
in terms of exorbitant gas prices and impending blackouts and brownouts—and
what we, particularly in the northeast, are going to face in the fall with respect to
heating oil prices.

However, it seems to me these crises could be, or could have been, avoided. Yes,
we may be witnessing some price gouging by the oil companies, and I hope we’ll
explore that angle in depth here this morning. Yet, this committee last addressed
a comprehensive energy policy in 1992 with the Energy Policy Act of 1992. And, for
the first 4.5 years the Republicans controlled this Congress, they conducted no over-
sight on oil & gas policy at all. Moreover, the first hearing of this Congress was on
the Iraqi oil-for-food program, during which Mr. Barton declared oil prices were too
low. Our chairman also stated he knew OPEC was going to cut supply but took no
action to protect our Nation’s consumers. That was over one year ago.

The Republicans now claim to have an energy policy—their “sham” policy consists
of trying to abolish the Department of Energy, cutting funding for renewable energy,
energy conservation measures, and fuel-efficient vehicles far below the Clinton-Gore
Administration’s requested levels, and repealing fuel taxes that pay for our nation’s
transportation infrastructure.

Mr. Chairman, I am concerned about rising gas prices and about the reliability
of our electric transmission system. Supplies are already barely available for gaso-
line, and natural gas supplies are going to be tight for heating, cooling, and keeping
the lights on this summer and fall. Mr. Chairman, as we will hear from at least
one witness (Alliance to Save Energy), the only way to address these problems in
the near-term, as well as the long-term is to look at energy conservation, alternative
energy resource development and other measures to reduce the burden on the grid
and on our fossil fuel resources.

We must take a long-term approach to ensure this Nation’s energy independence
and energy security. The Republicans have done everything they can to gut Demo-
crats’ and the administration’s attempts to do so.

Let me also briefly address two other issues. First, I will examine the reformu-
lated gasoline issue. Reformulated gasoline now costs only approximately five cents
per gallon more than conventional gasoline—and this includes the newest, more
stringent requirements and includes blending with ethanol. But, in case anyone
feels this is too much to pay, I have joined my colleagues, Mr. Barrett, Mr. Kucinich,
and Mr. Baldacci in introducing legislation, H.R. 4739, which addresses the Unocal
patent for reformulated gasoline. Unocal can be seen to have a monopoly on the
blending process for reformulated gasoline. Other refiners have cut back supply to
avoid paying high prices for the license to these patents. Our legislation would en-
able the Attorney General to extend authority she currently has under the Clean
Air Act to the reformulated gasoline program, so that these patents would be more
readily available to all refiners, thereby enabling refiners to increase supplies, and
in turn, bring down prices.

Finally, let me discuss pipeline problems which have disrupted the flow of petro-
leum products to the midwest. I look forward to hearing from the Department of
Transportation (DOT) on this aspect of today’s hearing. I am fairly confident that
these breakdowns have likely also led to the recent increase in gas prices. I have
long fought for tougher pipeline safety legislation to prevent such accidents. Now,
I am working with Rep. Inslee to introduce strong pipeline safety legislation that
would require inspections to detect corrosion of hazardous liquid pipelines. These in-
spections should prevent the type of accident that occurred with the “explorer” pipe-
line. My legislation also contains strong enforcement provisions to further prevent
operators from trying to avoid complying with requirements. And, as many of you
know, I have passed one-call legislation so that excavators “call before they dig” to
also try to avoid pipeline interruptions.

Thank you, Mr. Chairman.
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PREPARED STATEMENT OF HON. BILL LUTHER, A REPRESENTATIVE IN CONGRESS FROM
THE STATE OF MINNESOTA

I would like to thank the Chairman of the Committee for holding this important
hearing. During this hearing I would like to address two concerns with regard to
soaring gasoline prices in Minnesota and the Midwest:

First, the Federal Trade Commission has recently launched an investigation into
possible price collusion in Midwestern markets. The state of Minnesota will be in-
cluded within the Midwest geographical region that the Commission will inves-
tigate. I am very concerned over allegations of price collusion, and I hope this hear-
ing will provide Chairman Pitofsky with an opportunity to set forth the general
structure of the FTC’s investigation. I realize and appreciate the sensitivity of dis-
closing preliminary information, and I certainly respect the FTC’s discretion in this
regard. But to the degree that he is so empowered, I would appreciate it if Chair-
man Pitofsky could inform the Committee of how the FTC generally plans to inves-
tigate the rising prices on the American consumer.

On this point, I would like to submit into the record an article appearing in the
June 23 edition of the Minneapolis Star Tribune. That article reports that an
unnamed major oil company, which controls 40% of the Twin Cities market, was
going to reduce gasoline prices by 7 cents a gallon the next day. This sudden action
came on the heels of another news report two days earlier that announcing that the
FTC would include Minnesota within its regional investigation of price collusion.
Mr. Chairman, it is my hope both Chairman Pitofsky and our witnesses can explain
this sudden drop in prices.

My second concern is with Phase II of the reformulated gasoline program or RFG.
Many in Congress have blamed the Administration and the EPA for the mandates
under the Clean Air Act—in particular, they blame the EPA’s recent regulations
that require certain metropolitan areas to sell the cleaner-burning summertime
RFG. Phase II of this program became effective in January of this year and Phase
II RFG was due at the pump on June 1st. This timetable roughly coincides with
the spike in gasoline prices. However, no metropolitan area in Minnesota was re-
quired to participate in Phase II, nor did Minnesota elect to opt into the program
on a statewide basis. Nonetheless, Minnesota gasoline prices soared to $1.90 a gal-
lon, a price on par with prices in Milwaukee and Chicago. It is my hope that EPA
Administrator Browner and our witnesses can explain how RFG has adversely af-
fected gasoline prices in Minnesota, when the entire state is not under any of Phase
IT’s requirements.

It is vitally important that Congress address the needs of the American consumer
in this matter. Whether it be price collusion, reformulated gasoline, defective pipe-
lines, or general market economics, the American consumer needs relief. This can
only be accomplished through a thorough understanding of the causes of the current
situation. I therefore look forward to hearing all of the testimony.

Chairman BLILEY. Mr. Dingell is not here, so we will begin with
our witnesses. So we will start on the left with the Chairman of
the Federal Trade Commission, Mr. Pitofsky; followed by Ms.
Browner of EPA; Mr. Slater, the Secretary of Transportation; and
Secretary Richardson.

STATEMENT OF HON. ROBERT PITOFSKY, CHAIRMAN,
FEDERAL TRADE COMMISSION

Mr. Prrorsky. Thank you very much, Mr. Chairman. I am
pleased to have this opportunity to discuss with members of this
committee the matter of recent price increases in the price of gaso-
line, particularly in the Midwest. As you know, motorists in the
Midwest have been subjected to remarkably large and abrupt price
spikes in gasoline prices. In Chicago, prices for regular reformu-
lated gasoline hit a high of $2.13 on June 20 and reportedly as
high as $2.50 at some gas stations. In Milwaukee, on June 20 the
price was $2.02. By the middle of June, motorists living in the Mid-
west States including Illinois, Wisconsin and Michigan were paying
the highest retail gasoline prices in the United States. And the
question from all of us is why is this happening?
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Some have speculated that the price increase in the Midwest is
occurring because of the decision of the OPEC countries to curtail
production, because of the increase in demand for crude oil in Asia
as those economies recover, or the increase in the demand in the
United States as a result of the summer driving season. But all of
those factors should affect the east coast, the west coast and the
Midwest approximately in the same way. Therefore, it seems un-
likely to me at this time that these factors would account for price
increases for reformulated gas in the Midwest that are 30, 40 or
even 50 cents higher than for reformulated gasoline in other parts
of the country.

Others have suggested that the price increases relate directly or
indirectly to the decision originally made by Congress and imple-
mented by the EPA to introduce Phase II summer blend gasoline
into particular parts of the Midwest. The Phase II gasoline used in
the Midwest involves a new ingredient not used in many other
parts of the United States and may have caused adjustment dif-
ficulties in the production process and may have decreased refinery
yields. There have also been some transportation difficulties in two
pipelines serving the Midwest, although one of those pipeline dif-
ficulties occurred in March and appears to have been largely, if not
completely, solved, and the other involved a rather minor spill. But
small disruptions of supply in a tight market can cause severe
price fluctuations.

Finally, some have suspected that the Midwestern price increase
is as a result of some sort of collusion or conspiracy among pro-
ducers in the area or noncollusive opportunism by refiners and
other marketers taking advantage of market dislocations resulting
from the introduction of a new form of gasoline.

The FTC’s decision to initiate a formal investigation of gasoline
prices in the Midwest has met with strong bipartisan support from
Members of Congress and from the administration. We have heard
from over 100 Members of Congress, both sides of the aisle, Repub-
lican and Democratic, urging or supporting this investigation. We
have begun to serve subpoenas on major oil companies operating
in the Midwest, we will serve additional subpoenas in the near fu-
ture and will eventually take testimony under oath.

One of the virtues of an investigation like ours is that we can
come down from the mountaintop of speculation and suspicion and
look more closely at how these substantial price increases came
about. Among the issues that we will address are the following: As-
suming that the price increases were triggered at the refinery or
terminal levels, which firms led off the price increases and when,
and why did they move in that way? Which firms followed the ini-
tial price increases and in what time period?

As to companies that led or followed, what were their levels of
inventory of conventional gasoline and reformulated gasoline at the
time decisions were made to increase prices? Were those levels
lower than usual?

To what extent did the introduction of reformulated gasoline in-
crease the costs of refiners and terminal outlets? What were the
production levels in the months leading up to the introduction of
reformulated gasoline, and what were the production levels since?
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Assuming that demand for gasoline is relatively inelastic, that is
in the short run, almost all motorists and small businesses will pay
the additional money rather than discontinue driving or abandon
their cars, what were the reasons for the price increase?

Finally, is there any direct evidence of collusion?

The good news is that prices at refineries, terminals and at least
some retail outlets in the affected areas appear to have fallen in
the last week or so. We will also investigate why the prices have
fallen in the way that they have.

I have committed the Federal Trade Commission to conduct a
thorough, fair and objective study of gasoline price levels through-
out the Midwest and, depending on what our investigation finds,
to take appropriate action. Assuming the parties cooperate, I hope
to have a status update on the progress of our investigation for the
Congress by the end of July. Thank you, and of course I will be
glad to answer questions.

[The prepared statement of Robert Pitofsky follows:]

PREPARED STATEMENT OF HON. ROBERT PITOFSKY,! CHAIRMAN, FEDERAL TRADE
COMMISSION

I. INTRODUCTION

Mr. Chairman and members of the Committee, I am pleased to appear before you
today at this hearing on the important topic of summer energy concerns, and to
present the Federal Trade Commission’s testimony, which will focus on recent in-
creases in gasoline prices in certain Midwest markets. Competition in the energy
sector—particularly in the petroleum industry—is vital to the health of the economy
of the United States. Antitrust enforcement has an important role to play in ensur-
ing that the industry is, and remains, competitive.

Consumers in some Midwest markets, such as Chicago and Milwaukee, have ex-
perienced considerable price increases in gasoline since early spring, and prices have
continued to spike up in the past month. The national average retail price of refor-
mulated gasoline (“RFG”) increased from $1.29 to $1.67 per gallon from November,
1999 to June 12, 2000.2 In Chicago, the average RFG price rose from $1.85 per gal-
lon on May 30 to $2.13 on June 20.3 From May 30 to June 20 in Milwaukee the
increase was from $1.74 to $2.02.4 During the week of June 19, RFG prices at some
Chicago gas stations apparently rose as high as $2.50, although they reportedly re-
ceded several cents towards the end of last week.5

Conventional gasoline prices in the Midwest have also risen substantially in re-
cent weeks. National average retail prices increased from $1.25 to $1.61 per gallon
for conventional gasoline between November, 1999 and June 12, 2000.6 Average con-
ventional gasoline retail prices in the Midwest rose from $1.55 to $1.85 per gallon
from May 29 to June 19, 2000.7 Increases as dramatic as those seen in recent weeks,
without any obvious complete explanation, call for scrutiny by antitrust enforcement
authorities to determine whether they result from collusion or other unlawful anti-
competitive conduct.

The FTC is a law enforcement agency with two related missions: to preserve com-
petition in the marketplace for the ultimate benefit of consumers and to protect con-
sumers from deceptive or unfair practices that may injure them more directly. Un-
like agencies that focus on particular industries, the Commission’s statutory author-

1This written statement represents the views of the Federal Trade Commission. My oral pres-
entation and response to questions are my own, and do not necessarily represent the views of
the Commission or any other Commissioner.

2Energy Information Administration, Office of Oil and Gas Daily Price Report (June 12, 2000).
In comparing average RFG prices at different times and at different places, it should be noted
that RFG requirements may differ between summer and winter and also between localities.

3EPA Data, RFG-CG Price Information, based on Oil Price Information Service data (June
14,]20?00, June 23, 2000).

a4

5See R. Kemper & K. Mellen, “As Pressure Builds, Price of Gas Falls,” Chicago Tribune (June
23, 2000).

6 EPA Data, RFG-CG Price Information (June 14, 2000).

7Energy Information Administration, Motor Gasoline Watch (June 21, 2000) at 2.
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ity covers a broad spectrum of sectors in the American economy, including the en-
ergy industry and its various components. The Commission’s Bureau of Competition
shares responsibility for antitrust enforcement with the Antitrust Division of the
Department of Justice. The Commission also shares its expertise in both competition
and consumer protection matters by providing advice to the States and to other fed-
eral regulatory agencies.

Consumer welfare is the goal of antitrust enforcement across all industries. Its
importance is particularly clear in the energy industry, where even small price in-
creases can strain the budgets of many consumers, particularly those with low and
fixed incomes, and of small business, and, as a result, can have a direct and lasting
impact on the entire economy. In fiscal years 1999 and 2000 to date, the Bureau
of Competition spent almost one-third of its total enforcement budget on investiga-
tions in energy industries.

Today, we provide an overview of our investigation into whether illegal conduct
}lc/?fi led to gasoline price increases in Chicago, Milwaukee, and elsewhere in the

idwest.

II. POTENTIAL CAUSES OF THE CURRENT PRICE SPIKES

Publicly available information suggests that several factors may have contributed
to the recent spikes in prices. The first factor is the reduced global supply of crude
oil. In the second half of 1999, OPEC countries, joined by several non-OPEC oil ex-
porting countries, curtailed the global supply of crude oil. During the same time pe-
riod, a number of Asian economies began to recover from a regional recession, caus-
ing increased demand for petroleum products. Moreover, in recent months, many
foreign economies have experienced impressive growth, while the U.S. economy has
continued its record expansion. The result is that worldwide consumption of crude
oil has exceeded production, and world and U.S. inventories have been drawn down.
Refiners responded to the crude price increases caused by this crude shortage by
cutting gasoline production and using inventories of gasoline to meet demand, in the
expectation that inventories could be replenished once crude oil prices dropped, with
the result that the spread between crude oil and conventional gasoline increased.
All of these factors have led to tight supply situations in many countries.

In the Spring of this year, the OPEC countries agreed to increase production in
an attempt to moderate the price of crude petroleum, which had increased from a
low of about $12 a barrel in February 1999 to over $32 a barrel in March 2000.8
The announcement of the Spring supply increase caused crude prices to dip tempo-
rarily, but they have since recovered, reaching $33 a barrel earlier this month, in
the face of continued world-wide economic expansion and summer increases in de-
mand for gasoline. It remains to be seen whether, when and to what extent OPEC’s
announcement last week of a further crude supply increase will reduce prices.®

Chicago, Milwaukee, and other places, principally in the Midwest, have suffered
particularly severe recent price increases that cannot be explained solely by the
OPEC actions and other world market factors, which would have an impact on all
regions of the United States. One factor specific to the Midwest markets that may
have contributed to the price increases was the introduction of EPA Phase II regula-
tions for summer-blend reformulated gasoline that went into effect on May 1, 2000
at the wholesale level in both Chicago and Milwaukee. The new, more-stringent reg-
ulations require that winter-blend gas be drained from storage tanks before the
summer-blend supply could be added. These regulations may have led to abnormally
low inventories. According to some reports, summer-blend Phase II RFG is proving
more difficult to refine than anticipated, causing refinery yields to be less than ex-
pected. The ethanol-based RFG used in Chicago and Milwaukee is reportedly prov-
ing to be the most difficult of all to make. Further, St. Louis has now entered the
RFG program for the first time, thus adding additional demand to an already tight
Midwest RFG supply situation.l® Moreover, the recent appeals court decision up-
holding Unocal’s patent for some formulations of RFG may have caused some refin-
eries to change RFG blends in an effort to avoid infringement, leading to production
delays and decreased refinery throughput.l? As with the OPEC factor, RFG-related

8Energy Information Administration, Update: A Year of Volatility-Oil Markets and Gasoline,
June 21, 2000 (West Texas Intermediate crude oil spot prices).

90n June 21, OPEC announced a production increase of 708,000 barrels per day. “OPEC
Agrees to Increase Oil Production,” Wall Street Journal (June 22, 2000) at A3.

10St. Louis received EPA waivers to delay implementation of Phase II RFG until early June,
because of a break in the Explorer pipeline which serves the region. St. Louis uses primarily
MTBE-based RFG, which many observers believe to be less costly than ethanol-based RFG. St.
Louis has not so far experienced price increases as great as those in Chicago and Milwaukee.

11 Union Oil Co. v. Atlantic Richfield Co., 208 F.3d 989 (Fed. Cir. March 29, 2000).
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issues seem unlikely, however, to provide a complete explanation for recent Mid-
western gas price increases, given that in the Midwest as a whole, conventional gas-
oline prices have risen more dramatically than RFG prices since the end of May.12

Another possible factor underlying the price increases could be the break in the
Explorer pipeline last March. This pipeline moves refined petroleum products from
the Gulf of Mexico through St. Louis to Chicago and other parts of the Midwest.13
Explorer is still not operating at full capacity.14

These supply and demand factors could explain the Midwest price increases in
whole or in part. However, these price spikes are particularly large. None of these
factors precludes the possibility that collusion may have occurred at some point that
further contributed to higher gas prices for consumers. If non-collusive marketplace
events do not explain the price spikes, that may provide circumstantial evidence
that illegal activity has taken place. In addition, we may find more direct evidence.
As we undertake this inquiry, we do not know what we will find.

III. THE FTC’S INVESTIGATION

The Commission protects competition by enforcing the antitrust laws. We do not
regulate or attempt to determine the reasonableness of energy prices. Instead, we
investigate whether or not specific anticompetitive and unlawful conduct has oc-
curred that interferes with the operation of the free market. Thus, our investigation
will not determine whether prices are too high or too low, but only whether there
is reason to believe that the antitrust laws have been broken.

For analytical purposes, it is best to think of the Commission’s antitrust enforce-
ment authority as divided into merger and nonmerger sectors. Enforcing the law
against anticompetitive mergers prevents the accumulation of unlawful market
power, that is, the ability profitably to raise prices above competitive levels. The
matter we are discussing today involves enforcing the nonmerger provisions of the
antitrust laws. There are two principal types of nonmerger conduct that may have
unlawful anticompetitive effects: (1) the illegal acquisition or maintenance of monop-
oly power, which typically consists of a single firm’s exclusionary conduct to prevent
or impede competition; and (2) collusion among two or more independent firms to
increase prices, curtail output or divide markets. Our investigation will focus on
whether any industry participants have engaged in collusion because it does not ap-
pear, at the outset, that any single oil company has sufficient market power to raise
prices unilaterally.

The Commission has initiated a formal investigation into the causes of the recent
gas price increases in the Midwest. This will be a civil investigation conducted pur-
suant to our authority under the Federal Trade Commission Act.15 The investigation
is being spearheaded by our Midwest Regional Office, located in Chicago. We are
working closely with the Attorneys General of the affected States to coordinate our
combined efforts.

The Commission’s investigative process in a nonmerger collusive practices case in-
volves a thorough search for evidence that the industry participants are engaging,
or have engaged, in collusive behavior prohibited by the antitrust laws. Once a for-
mal investigation is opened, staff typically requests from the Commission the au-
thority to use compulsory process. The Commission has approved the use of compul-
sory process in this investigation, permitting the issuance of both subpoenas and
Civil Investigative Demands, and the taking of depositions under oath.16 Process
will be used to take testimony and gather evidence from the various entities that

12 According to Energy Information Administration figures, average retail prices throughout
PADD II (the Midwestern Petroleum Administration for Defense District) rose 18.9 cents for
RFG and 29.4 cents for conventional gasoline from May 29 to June 19. See Energy Information
Administration, Motor Gasoline Watch (June 21, 2000) at 2.

13}§nvir0nment News Service, “Gasoline Spill Threatens Dallas Water Supply” (March 13,
2000).

14EPA/DOE briefing of results of field interviews to FTC staff, 6/14/2000 and to Midwest/
Northeast Congressional Caucus, 6/16/2000.

1515 U.S.C. 8§41 et seq. The Commission does not have criminal enforcement authority. The
Antitrust Division of the Department of Justice has exclusive responsibility for criminal enforce-
ment of the antitrust laws, pursuant to authority granted under the Sherman Act. 15 U.S.C.
81 et seq. If we uncover evidence of criminal activity, however, such as hard-core price fixing,
we can forward the matter to the Antitrust Division.

16 Subpoenas and CIDs are two methods of requiring the submission of certain information
needed for an investigation. The Commission has authority to issue both. There are certain ad-
ministrative and procedural advantages to each type of compulsory authority. Subpoenas are
generally preferable for document discovery or in-person testimony, while CIDs may be superior
for obtaining interrogatory responses or information and for service on foreign entities. Natu-
ral]lcy, tlr];i: Commission seeks evidence from witnesses on a voluntary basis where appropriate
or feasible.
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refine, transport and distribute gasoline in the Midwest, as well as suppliers and
customers, and other knowledgeable or affected persons. The Commission already
has begun issuing subpoenas to the entities involved in the chain of gas supply to
the affected region. These entities include refiners, pipeline owners and operators,
terminal owners and operators, and blend plant owners and operators. Our staff
also has begun conducting interviews with market participants, consumers, cor-
porate users of gasoline, and others with potential knowledge of relevant facts. The
objective is to determine who raised prices, and whether there was any illegal con-
tact, communication or signaling among competitors before or during the time of the
price increases.

The Commission must show more than parallel behavior among market partici-
pants to prove collusion. The fact that all companies raise prices at the same time
is not sufficient evidence of collusion. The courts have held that some “plus factor”
must be present to demonstrate that an agreement was reached. Behavior that
would be unprofitable “but for” collusion may be evidence that such an agreement
exists.

Beyond this general description of what the Commission is undertaking, we can
make no further comment about the particulars of this on-going, non-public inves-
tigation. We must emphasize that an FTC antitrust investigation is not a quick fix.
The Commission will provide an interim status report by the end of July, but it may
take significantly longer than that to conduct the thorough investigation that this
matter deserves. Our objective is to determine whether there has been any illegal
conduct, and, if there has, to determine who was responsible and either bring the
matter to court or initiate our own administrative proceeding. We need to develop
solid documentary and testimonial evidence in order to be able to bring a case.
Based on the FTC’s extensive experience in conducting these kinds of investigations,
we know this can be done only through a careful and fact-intensive analysis. We
cannot say at this time when the investigation will be concluded.

We assure you that our investigation will be thorough, objective and as expedi-
tious as possible. The FTC has an excellent staff of lawyers and economists with
considerable experience in the oil industry who are working on this investigation,
and we will pursue this matter vigorously.

Chairman BLILEY. Thank you, Mr. Pitofsky.
Ms. Browner.

STATEMENT OF HON. CAROL M. BROWNER, ADMINISTRATOR,
ENVIRONMENTAL PROTECTION AGENCY

Ms. BROWNER. Thank you, Mr. Chairman and members of the
committee. We appreciate the opportunity to appear today. We are
here today because we share your concern about the gasoline
prices, particularly in the Chicago-Milwaukee areas. Consumers in
those markets are entitled to the very same benefits received by
other Americans. They deserve fair market prices at the pump, and
they deserve cleaner, healthy air. There literally is no good reason
why consumers in Chicago and Milwaukee cannot have both.

Nationwide, regular gasoline is selling on average at $1.65 per
gallon. The cleaner burning gasoline, excluding the Chicago and
Milwaukee areas, is selling at $1.64 per gallon, a penny less than
conventional gasoline. Approximately 30 percent of the gasoline
sold in the United States is cleaner burning gasoline, and on aver-
age as of today it is selling for less than conventional gasoline.
Even in Chicago the wholesale price for cleaner burning gasoline
is less than the wholesale price for conventional gasoline in nearby
markets.

On June 15, after an investigation by EPA and DOE staff, an in-
vestigation of supply issues relating to the high prices in Chicago
and Milwaukee, an investigation that produced no good expla-
nation from the oil companies serving these areas, Secretary Rich-
ardson and I asked the Federal Trade Commission to officially
launch its own investigation. From the moment word of our letter
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to the FTC reached the press, and maybe this is coincidence, but
maybe not, wholesale prices began to decline precipitously. Prices
have fallen from a high of $1.60 per gallon wholesale at the time
we issued our letter to $1.20 per gallon wholesale today.

We hope that retail prices at the pump will follow the downward
trend. And there has been some good news about retail prices
starting to decline. Since Monday we have seen a drop of retail
prices on the order of Chicago, 9 cents per gallon; Milwaukee, 10
cents per gallon; but the consumers are not seeing the full effect
of these changes at the pump despite the drop in wholesale prices,
almost a 40-cent drop in wholesale prices.

Mr. Chairman, I am sure that all of us in this room today are
very, very troubled by this situation, and we believe that the oil
companies who serve these markets still owe you, but, most impor-
tantly, the people of this region, an explanation. We know from our
review that throughout June and before June, supplies of cleaner
gasoline in the region have been adequate. Terminals where the
cleaner gasoline is stored for delivery to the pump have contained
ample supply. There are 650,000 more barrels of cleaner gasoline
in the Chicago-Milwaukee area this June than there were last
June. We also know from our review that throughout June the
pipelines and other distribution systems for getting the gas to Chi-
cago and Milwaukee have been able to handle the full demand for
moving gasoline from the oil companies. Since mid-March, the Ex-
plorer pipeline from Houston to Tulsa has been running at 90 per-
cent capacity. North of Tulsa it is at 100 percent of capacity.

Finally, we know that the cost of producing cleaner gasoline is
4 to 8 cents more per gallon, and that the preference of Midwestern
States—this is their preference and not mandated by Congress or
the EPA, to use ethanol as an additive only adds very marginally
to that very small increase.

I want to be clear. This administration strongly supports the use
of ethanol as an oxygenate in gasoline. Ethanol has been used for
years. This is not a new additive. It has been part of our gasoline
supply in this country for the better part of a decade, and it has
been used very, very successfully.

In 1990, Congress passed the Clean Air Act, the new revised
Clean Air Act, and in that act Congress mandated the cleaner
burning gasoline nearly unanimously. Congress voted in support of
a congressional requirement that the most polluted cities be re-
quired to sell cleaner gasoline. The oil companies were put on no-
tice in 1990 that they would be selling cleaner gasoline in certain
regions of the country. EPA entered into a 6-month process with
the oil companies in 1993 as to what the specifics of that cleaner
gasoline recipe would be. We reached a final agreement with the
oil companies 7 years ago as to what kind of gasoline, the recipe
for cleaner gasoline, that they would be required to deliver to con-
sumers June 1 of this year; 7 years’ notice to the oil companies of
what they were required to do.

The Federal Trade Commission, I assume, and from the words of
the Chairman who joins us here today, does not take investigations
lightly, and as we understand, as the FTC stated before launching
its formal investigation that it, too, could find no explanation for
the price spikes that plagued the people of region. That is why we
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believe that they have honored their request to find out what is be-
hind these price spikes.

In recent weeks EPA has received some requests to waive the
cleaner burning gasoline program. Let me assure you that we take
these requests very, very seriously, and let me also assure you that
we leave all options on the table while we continue to monitor gas-
oline supplies. Our first commitment is to bring fair prices at the
pump to the people of the Midwest, particularly Chicago-Mil-
waukee areas. That is why waivers must be applied responsibly.
Since supplies of cleaner burning gasoline already are in the sys-
tem, they are in the pipeline, they are in the terminals, they are
in the tanks, the trucks, since they are already in the system, the
granting of waivers actually could send the cost of gasoline back
upwards, yet again we could see gasoline prices in the Midwest ris-
ing.

Since the cleaner burning gasoline program began 5 years ago—
this is the second phase of the program, the first phase actually
began 5 years ago—it has resulted in annual reductions of 105,000
tons of smog-forming pollutants and 24,000 tons of toxic air pollut-
ants. This is equivalent to eliminating the smog-forming pollution
generated by 16 million cars. As a result of this program, the
health of tens of thousands of people is being protected every sum-
mer from respiratory disorders, particularly children who are very,
very vulnerable to asthma attacks. That is why we want to make
sure that the people of Chicago, the people of Milwaukee receive
fair treatment both at the pumps

Chairman BLILEY. Could you summarize?

Ms. BROWNER. [continuing] and in terms of receiving the full pro-
tection of their health from air pollution. People in many other
markets throughout the U.S. are receiving these benefits. We be-
lieve the people of Chicago and Milwaukee deserve the same.

We know that cleaner burning gasoline is not the problem. We
know that ethanol is not the problem. We are grateful that prices
at the pump seem to be dropping, but we still deserve an adequate
explanation from the oil companies that serve Chicago and Mil-
waukee about why prices there have been so high. Thank you.

[The prepared statement of Hon. Carol M. Browner follows:]

PREPARED STATEMENT OF HON. CAROL M. BROWNER, ADMINISTRATOR, U.S.
ENVIRONMENTAL PROTECTION AGENCY

Thank you, Mr. Chairman and Members of the Committee, for the invitation to
appear here today. I appreciate having the opportunity to share what we know
about the recent sharp increases in gasoline prices, particularly in the Midwestern
part of the country. I also will explain the Environmental Protection Agency’s ef-
forts, in coordination with the Department of Energy and the Federal Trade Com-
mission, to address the situation.

Mr. Chairman, first and foremost we are very concerned that consumers receive
the air quality benefits of the clean burning gasoline (also called reformulated gaso-
line, or RFG) program at a fair and reasonable price. In the following testimony I
will show that the cost of producing RFG does not account for the extremely high
price differentials we have seen in the Chicago and Milwaukee areas. As EPA re-
viewed the various requests for waivers from the RFG program, factors such as the
pipeline, tank turnover and patents were examined. We do not believe that these
factors adequately explain the price differentials that we have seen in the Chicago
and Milwaukee areas.

Let me begin with a history of the RFG program.
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History of RFG

When Congress passed the Clean Air Act Amendments of 1990 it put in place a
number of programs to achieve cleaner motor vehicles and cleaner fuels. These pro-
grams have been highly successful in protecting public health by reducing harmful
exhaust from the tailpipes of motor vehicles. In the 1990 Amendments, Congress
struck a balance between vehicle and fuel emission control programs after extensive
deliberation. The RFG program was designed to serve multiple national goals, in-
cluding air quality improvement, enhanced energy security by extending the gaso-
line supply through the use of oxygenates, and encouraging the use of domestically-
produced, renewable energy sources.

Congress established the overall requirements of the RFG program by identifying
the specific cities in which the fuel would be required, specific performance stand-
ards, and an oxygenate requirement. The oil industry, states, oxygenate producers
and other stakeholders were involved in the development of the RFG regulations in
1991 through a successful regulatory negotiation. EPA published the final regula-
tions establishing the detailed requirements of the two-phase program in early 1994.
Thus, the oil companies and other fuel providers have had six years to prepare for
the second phase of the program that began this year. In addition, the oil industry
has been involved in an EPA RFG implementation advisory workgroup since 1997
and at no time during those discussions did the companies raise concerns about pro-
duction, supply or distribution problems that might occur.

The first phase of the federal reformulated gasoline program introduced cleaner
gasoline in January 1995 primarily to help reduce vehicle emissions that cause
ozone (smog) and toxic pollution in our cities. Unhealthy smog levels are a signifi-
cant concern in this country, with over 100 million people living in 36 areas cur-
rently violating the 1-hour ozone standard.

The federal RFG program is required by Congress in ten metropolitan areas
which have the most serious air pollution levels. Although not required to partici-
pate, some areas in the Northeast, in Kentucky, Texas and Missouri have elected
to join, or “opt-in” to the RFG program as a cost-effective measure to help combat
their air pollution problems. At this time, approximately 30 percent of this country’s
gasoline consumption is cleaner-burning reformulated gasoline.

The Clean Air Act Amendments of 1990 also required that RFG contain 2.0 per-
cent minimum oxygen content by weight. Neither the Clean Air Act nor EPA re-
quires the use of any specific oxygenate. Both ethanol and MTBE are used in the
current RFG program, with fuel providers choosing to use MTBE in about 87 per-
cent of the RFG. Ethanol, however, is used exclusively in RFG in the upper Midwest
(Chicago and Milwaukee).

Ambient monitoring data from the first year of the RFG program (1995) confirm
that RFG is working. RFG areas showed significant decreases in vehicle-related tail-
pipe emissions. One of the air toxics controlled by RFG is benzene, a known human
carcinogen. The benzene level at air monitors in 1995, in RFG areas, showed the
most dramatic declines, with a median reduction of 38 percent from the previous
year. The emission reductions which can be attributed to the RFG program are the
equivalent of taking 16 million cars off the road. About 75 million people are breath-
ing cleaner air because of cleaner burning gasoline. Since the RFG program began
five years ago, it has resulted in annual reductions of smog-forming pollutants of
at least 105 thousand tons, and toxic air pollutants by at least 24,000 tons.

As required by the Clean Air Act, the first phase of the RFG program began in
1995 and the second phase began in January of this year. As an example of the ben-
efits, in Chicago, EPA estimates that the Phase II RFG program will result in an-
nual reductions of 8,000 tons of smog-forming pollutants and 2,000 tons of toxic ve-
hicle emissions, benefitting almost 8 million citizens in the Chicago area facing some
of the worst smog pollution in the nation. This is equivalent to eliminating the emis-
sions from 1.2 million cars in Illinois.

Administration Response to Increasing Prices

In early June, as gasoline prices rose, particularly in the Midwest, EPA and DOE
invited Midwest oil refiners to a meeting in Washington, DC. Simultaneously, EPA,
DOE and the Energy Information Agency (EIA) sent two teams of technical experts
to the Midwest to investigate the situation and to talk to refiners, distributors, pipe-
lines, jobbers, terminal operators and retail outlets. Following those meetings, which
occurred on June 12 and 13, EPA Administrator Browner and DOE Secretary Rich-
ardson sent a joint letter on June 15 to Chairman Pitofsky requesting that the Fed-
eral Trade Commission conduct a full and expedited formal investigation into the
pricing of RFG in Chicago and Milwaukee.

Since June 15, the wholesale price of reformulated gasoline has dropped by over
38 cents per gallon in Chicago and Milwaukee. The Oil Price Information Systems
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(OPIS) has reported that the wholesale price differential between RFG and conven-
tional gasoline in nearby cities has dropped to less than 1 cent a gallon in Chicago
and 8 cents a gallon at Milwaukee terminals.

In our discussions, representatives of oil companies listed a number of factors
which they believed contributed to the price differential between RFG and conven-
tional gasoline in the Midwest. These included: the additional cost of producing RFG
phase II, temporary shutdown of the Explorer Pipeline, the difficulty with replacing
winter gas with summer blends (draining tanks), and the Unocal patent. I would
now like to discuss each of these factors and show why EPA believes even taken
together they do not account for the high gasoline prices.

Production Costs for RFG Do Not Explain Price Increases

As I stated earlier, we are very concerned that consumers receive the benefits of
the RFG program at a fair price. Across the country hundreds of communities are
benefitting from RFG II for pennies per gallon. In fact, this Monday (June 26), the
average retail price of conventional gasoline across the country was $1.65 per gallon.
EPA has calculated, based on EIA and OPIS surveys, that the average retail price
for RFG 1I everywhere except in Chicago and Milwaukee was $1.64 per gallon, while
the average retail price in Chicago and Milwaukee was $2.08 per gallon.

EPA strongly disagrees that the RFG program is responsible for increases in gaso-
line prices in the Midwest. In fact, EPA’s estimates of the average cost for the pro-
duction of Phase II RFG range from 4 to 8 cents more per gallon than conventional
gasoline (with the use of either ethanol or other oxygenates). Several studies agree
with EPA’s estimates of the average costs:

Analysis by Bonner and Moore Management Science, a nationally recognized
firm that specializes in refinery cost analysis, estimated that RFG I would add
3-5 cents more per gallon to the average cost compared to conventional gasoline.
Subsequent studies by Bonner and Moore and Oak Ridge National Laboratory
estimated that RFG II would add 1-2 cents to the average cost of RFG I or 4-
7 cents to the average cost of conventional gasoline. Oak Ridge National Lab-
oratory estimated that the average added cost of blending ethanol into RFG II
as compared to RFG I was about 1 cent more per gallon.

As I have already stated, over the past week, the wholesale price differential be-
tween RFG and CG has dropped dramatically in the Chicago/Milwaukee area. We
do know that this differential is now in line with differentials observed in other
parts of the country. EPA does not believe that the cost of complying with RFG reg-
ulations accounts for the extremely high price differentials we have seen in the Chi-
cago-Milwaukee areas.

Temporary Shutdown of Explorer Pipeline

EPA investigated the situation with the Explorer pipeline to respond to the waiv-
er requests we received and would like to share our findings. The Explorer pipeline
has historically provided 10 to 15 percent of the RFG supply for the Chicago/Mil-
waukee area. The outage of the pipeline in mid-March meant a loss of 108,000 bar-
rels of RFG destined for the Chicago area. Chicago consumes about 200,000 barrels
of gasoline a day. Thus, the RFG lost due to the Explorer pipeline outage was less
than one day’s RFG needs for Chicago. Since mid-March, the Explorer pipeline from
Houston to Tulsa has been running at 90 percent capacity, while the pipeline north
of Tulsa to the Midwest has been capable of operating at 100 percent capacity. The
supply of RFG to the Midwest has increased this year over last year and, in fact,
for the month of June refiners expected to supply 650,000 more barrels of RFG this
year than last year. The Explorer pipeline has informed us that more RFG could
be sent if the companies elected to do so. For example, the pipeline company has
informed us that, beginning earlier this month deliveries of RFG to Chicago have
increased by approximately 100,000 barrels per ten day cycle.

Tank Turnover

Tank turnover refers to the need to replace winter gasoline in terminal storage
tanks with summer blends. Fuel providers have been doing this for over ten years
to comply with summertime gasoline volatility requirements. This normally begins
in April and, as required by regulation, the tanks at terminals must all meet sum-
mertime RFG requirements as of May 1st.

Unocal Patent

EPA has heard comments as to the impact of the Unocal patent. While we under-
stand that this matter may be in litigation, the refiners have told us in meetings
with them that they are able to produce RFG that is not subject to the patent. In
our discussions with refiners and with Unocal, no one has identified any cost or sup-
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ply issues related to the patent that could in any way explain the price increases
for RFG that we have seen in the Midwest over the last two months.

Waiver Issues

In recent weeks there have been many calls for EPA to waive the RFG Phase II
requirements in Milwaukee and Chicago. The RFG regulations provide for an ad-
ministrative waiver under very limited circumstances—extreme and unusual cir-
cumstances, such as Acts of God or natural disaster, where the refiner or importer
is unable to comply with the RFG requirements despite their exercise of due dili-
gence and planning. The various criteria for an administrative waiver under the
regulations have not been met in the Milwaukee or Chicago area, so EPA has treat-
ed all of the requests for a waiver as requests for enforcement discretion. Enforce-
ment discretion is normally used in situations such as occurred in St. Louis early
this spring, where the short term shut down of the Explorer pipeline led to actual
and acute shortages. The pipeline supplies on average 70 percent of fuel delivered
to St. Louis.

For Chicago and Milwaukee the supply of RFG continues to be adequate and
prices are going down. All refiners have strongly recommended that EPA not grant
RFG waivers. It is highly uncertain what effect a waiver would have on supply and
prices. Refiners would need to make adjustments and switch gears, imposing short
term costs and the possibility of supply problems. No RFG Phase I is currently
available, and supplies of conventional gasoline are tight as well. Waiving the RFG
Phase II requirements under these kinds of circumstances could exacerbate the sup-
ply and price situation in the Midwest, for both RFG and conventional gasoline.

Conclusion

In closing, I would like to reiterate the following points:

¢ Clean burning RFG II is providing public health benefits to almost 75 million citi-
zens nationally and nearly 8 million in the Chicago area alone.

* EPA believes the cost of producing RFG II does not account for the extreme prices
being paid by Midwest consumers. The pipeline disruption, the tankage issue,
the Unocal patent and its implications, as well as ethanol use, have all been
analyzed. EPA does not believe that these factors adequately explain the price
increases we have seen in recent weeks.

* We are concerned that consumers are paying these high prices for RFG II.

This concludes my prepared statement. I would be pleased to answer any ques-
tions that you may have.

Chairman BLILEY. Thank you.
Secretary Slater.

STATEMENT OF HON. RODNEY E. SLATER, SECRETARY OF
TRANSPORTATION, DEPARTMENT OF TRANSPORTATION

Mr. SLATER. Mr. Chairman, members of the committee, I am
pleased to join Secretary Richardson, Administrator Browner, and
Chairman Pitofsky here today. I personally am pleased to have the
opportunity to provide to the committee information regarding the
status of our efforts at the U.S. Department of Transportation to
ensure the safe and efficient transport of motor fuels to consumers
nationwide. The administration is fully committed to a sound, com-
prehensive approach to energy policy across the Federal Govern-
ment. We are prepared to take whatever steps are necessary to
promote a sound energy policy that keeps transportation moving
and our economy growing.

Just yesterday the President announced good news regarding our
Nation’s strong economy, a budget surplus of more than $211 bil-
lion this year and a projected surplus over the next 10 years that
will be over $1 trillion more, larger than the forecasts just 4
months ago. President Clinton, working with this Congress and the
American people, has set a new economic course of fiscal discipline,
expanded trade, greater investment in our people and in our fu-
ture, and clearly, transportation and the fuels concerns that we are
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here to discuss today will have an impact on this overall question.
Our efforts to date, though, have produced the longest economic ex-
pansion in our Nation’s history. Our commitment is to continue
that.

At the U.S. Department of Transportation we have a transpor-
tation policy with energy security as an essential component. It is
balanced by an approach that recognizes our role in regulating the
transport of resources and influencing the aggregate demand by
transportation users. One element of regulating the transport of
energy resources is ensuring the safe, reliable, and environmentally
sound operation of the Nation’s pipeline transportation system, in-
cluding more than 150,000 miles of pipelines that transport 60 per-
cent of the crude oil and petroleum products consumed nationally.

I can assure you, Mr. Chairman and members of the committee,
that our pipeline restrictions have not significantly affected the
supply of gasoline in the Midwest. To ensure, though, the safe op-
eration and enforcement of our regulations covering the design,
construction and inspection, testing and operation, and the mainte-
nance of our pipelines is a top concern of the Department and this
administration.

We achieve compliance with our regulations through our own
programs, and we work in partnership with State agencies to over-
see intrastate pipelines. The administration introduced, as you
know, the most comprehensive pipeline safety bill ever produced in
the country. It is now before the committee and the Congress, and
we thank you for your support and consideration of this measure.
We are hopeful that we will have it as a matter of law by the end
of this congressional session.

The Research and Special Programs Administration is keeping
close watch on two gasoline transmission pipelines in particular,
which are currently operating at a 20 percent pressure reduction
because of potential problems with pipeline integrity as corrective
efforts are pursued. These are the Wolverine pipeline operating be-
tween the Chicago area and Detroit and the Explorer pipeline serv-
ing St. Louis and Chicago. If I may, Mr. Chairman, I would like
to give a little information about the current status of both of those
pipelines.

The Wolverine pipeline failed June 7, releasing some 1,700 bar-
rels of gasoline. The operator has reduced operating pressure by 20
percent until it can check the welds of the pipeline. We anticipate
that the operator will complete this work and resume normal oper-
ations within 3 weeks. Operating at reduced pressure, however,
Wolverine is currently meeting the prefailure level of demand in
the eastern part of Michigan, and I underscore that. Supply in the
western part of the State was not affected. Again, any restrictions
here have not affected service in the Midwest.

As relates to Explorer, the pipeline failed on March 7 in Texas,
releasing approximately 12,000 barrels of gasoline due to failure in
a longitudinal seam. The operator reduced the operating pressure
by 20 percent and developed a plan to address the safety issues
that may have played a role in the failure. Although the Explorer
pipeline continues to operate at a 20 percent reduction in operating
pressure, the addition of drag-reducing agents to the products in
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the pipeline has enabled the operator to maintain most of its nor-
mal volume despite the pressure reduction.

Again, there is no evidence that either of these pipelines, al-
though they have reduced pressure, have not been able to meet the
needs of the American people and especially in the Midwest. The
Explorer company reports that its shippers’ tanks in the St. Louis
area are at capacity, and that it is meeting the shippers’ demand
for reformulated gasoline as well. This means that the 20 percent
pressure reduction has minimal impact on the supply of petroleum
products at Chicago and other Midwest points.

Mr. Chairman, I would like to close by saying while I have ad-
dressed specifically the issue of these pipelines, we would like to
just underscore the fact that we have a very comprehensive trans-
portation program dealing with energy efficiency. I work with the
automobile industry to produce new generation vehicles. I work
with Amtrak under the leadership of Governor Tommy Thompson
and former Governor Mike Dukakis to bring intercity high-speed
rail service not only to the Northeast corridor, but across the coun-
try. I have worked with the trucking industry to deal with midsize
and heavy-duty trucks to provide 21st century truck capacity and
fuel efficiency in the future as well. We are also working with the
Congress to promote certain provisions in our administration’s bill
that will allow us to invest even more in transit and intercity rail
and fuel-efficient vehicles.

I would like to close with the fact that last year for the first time
in more than four decades, we actually saw significant usage of
transit by the American people, some 9 billion passengers. We be-
lieve that this provides a significant alternative to single-occupancy
vehicle use in the country. Again, it represents a comprehensive
approach to fuel efficiency and dealing with the security needs of
the Nation.

With that, Mr. Chairman, I join my colleagues in being ready,
willing and able to respond to any questions that you and other
members of the committee might have.

[The prepared statement of Hon. Rodney E. Slater follows:]

PREPARED STATEMENT OF HON. RODNEY E. SLATER, SECRETARY OF TRANSPORTATION

Mr. Chairman, Mr. Dingell, and Members of the Committee: I am pleased to join
Secretary Richardson, Administrator Browner, and Chairman Pitofsky here today to
provide the Committee with the status of our efforts at the Department of Transpor-
tation to provide for the safe and efficient transportation of motor fuels to con-
sumers nationwide. The Administration is fully committed to a sound, comprehen-
sive approach to energy policy across the federal government, and I would like to
lay out the short-term and longer-term initiatives we are undertaking at the De-
partment of Transportation.

Focusing first on the retail supply of gasoline, we at DOT are responsible for regu-
lating the safe, reliable, and environmentally sound operation of the nation’s pipe-
line transportation system, including more than 150,000 miles of pipelines that
transport 60 percent of the crude oil and petroleum products consumed nationally.

To provide for the safe operation of this vast transportation network, the Depart-
ment’s Research and Special Programs Administration enforces regulations covering
the design, construction, inspection, testing, operation, and maintenance of pipeline
systems. We achieve compliance with our regulations through a partnership with
state agencies, which not only oversee intrastate pipelines, but also participate with
the federal government in addressing issues of local concern involving interstate
pipelines.

Just one year ago, on June 10, a terrible tragedy struck Bellingham, Washington,
when an interstate gasoline pipeline ruptured, resulting in the deaths of three
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young people. Safety is our highest priority at the Department, and we are working
now with Congress to expand our safety authority for regulating hazardous liquid
pipelines. Early last year, your Committee reported a bill to the House to reauthor-
ize the pipeline safety program. In April, the Administration transmitted its com-
prehensive legislation to reauthorize and strengthen the Department’s pipeline safe-
ty program. The Senate Committee on Commerce, Science, and Transportation re-
cently reported a bill to address public awareness, enforcement, environmental pro-
tection, and federal-state partnerships to accomplish our goals. We look forward to
working with you to achieve passage of a reauthorization bill in the 106th Congress.

The Research and Special Programs Administration is keeping a close watch on
two gasoline transmission pipelines, which are currently operating at a 20% pres-
sure reduction because of potential problems with pipeline integrity, as corrective
efforts are pursued. These are the Wolverine Pipeline operating between the Chi-
cago area and Detroit, and the Explorer Pipeline serving St. Louis and Chicago.

On June 7, the Wolverine Pipeline failed in Jackson, Michigan, releasing 1,700
barrels of gasoline. The pipeline was out of service for several days for initial clean-
up, investigation, and repair. The failure appeared to be caused by a defective weld
on a fitting and the operator has reduced operating pressure by 20% until it can
check welds on similar fittings on the pipeline. We anticipate that the operator will
complete this work and resume normal pressure within three weeks.

Operating at the reduced pressure, Wolverine is currently meeting the pre-failure
level of demand in the eastern part of Michigan, but could not make up for the de-
mand that was unmet during the few days it was out of service. Supply in the west-
ern part of the State is unaffected. It should be noted that Michigan does not par-
ticipate in the Clean-Burning Gasoline (or RFG) program.

On March 9, an Explorer pipeline failed near Greenville, Texas, releasing approxi-
mately 12,000 barrels of gasoline. The failure—in a longitudinal seam—may have
resulted from a systemic defect in the pipeline. The operator reduced the operating
pressure by 20 percent and developed a plan to address the safety issues that may
have played a role in the failure.

The operator’s plan to address safety issues includes internal inspection of the
pipe with an inspection tool that is designed to detect seam defects. The inspection
has been done and the operator expects to have preliminary analysis of the data
on the seams done in early July and full analysis completed by the beginning of
September. The operator is also reviewing the corrosion prevention provided for the
pipeline. Although the pipeline continues to operate at a 20% reduction in operating
pressure, the addition of drag reducing agents to the products in the pipeline has
enabled the operator to maintain most of its normal volume despite the pressure
reduction. Further, the company reports that its shippers’ tanks in the St. Louis
area are at capacity and that it is meeting the shippers’ demands for reformulated
gasoline. This means that the 20% pressure reduction has minimal impact on the
supply of product that Explorer can deliver in the areas north of Tulsa, including
Chicago and other Midwest points.

I would like to address two other areas of potential concern. The U.S. Coast
Guard is actively monitoring both the Lake Charles, Louisiana, and Port Houston,
Texas, ship channels over concerns that sunken barges or platforms may be inter-
fering with crude oil shipments to refineries located there. In fact, the sinkings have
not significantly interfered with shipping since they occurred and were marked.

Some have suggested that the “Hours of Service” limitations should be suspended
on the number of hours fuel delivery truck drivers can work. Our authority in this
area is strictly limited to emergencies, such a major snowstorm. Based on our anal-
ysis to date, we have not found that a shortage of drivers is a significant factor in
supplying fuel.

The pressure on motor fuel prices should allow us to focus better on the long-term
initiatives that can assure our nation’s energy security. In the case of my Depart-
ment, I must emphasize to this Committee, which played a key role in enacting the
Corporate Average Fuel Economy statutory requirement in 1975, the energy secu-
rity risks of continuing the current prohibition Congress has placed on our ability
to fully analyze CAFE levels and options for increased fleet economy. The fuel econ-
omy of the automobile fleet has increased more than 50 percent since CAFE stand-
ards were put in place, reducing our dependence on foreign oil and saving billions
of gallons of oil and billions of dollars for the consumer. Striking the newest prohibi-
tion, contained in the House version of the FY2001 Appropriations Bill, would signal
a new chapter in U.S. resolve to promote fuel efficiency and save U.S. households
hundreds of dollars each year.

Our Department, the Department of Energy, and the Environmental Protection
Agency are pursuing the technological advances in automobile propulsion that will
usher in a new generation of passenger motor vehicles that will consume much less
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fuel and produce significantly less pollution than current internal combustion en-
gines. We urge Congress to fully fund these programs. In addition, the Congestion
Mitigation and Air Quality Improvement Program (CMAQ) continues to fund a wide
variety of transportation improvement projects—such as Intelligent Transportation
Systems, new transit, bicycle and pedestrian improvements, and alternative fuel
projects—that will reduce fuel consumption and congestion and improve air quality,
thus having a positive impact on the quality of life. The Clean Fuels program estab-
lished in the Transportation Equity Act for the 21st Century has never been imple-
mented because in both FY99 and FYO00, the appropriations acts transferred the
funds to and earmarked the funds for the Capital Bus program. The Department
is prepared to implement the program and has initiated rulemaking.

We have before Congress a proposal for use of unanticipated fuel excise taxes, the
so-called RABA dividend, that would boost transit and intercity passenger rail use.
Both of these alternative modes of travel can reduce passenger vehicle miles and
take pressure off gasoline supplies. I urge Congress to include these options in their
deliberations about the current situation in the Midwest, and in setting longer-term
energy policy for our great nation.

In conclusion, I want to assure the Committee that the Department of Transpor-
tation remains committed to ensuring a safe transportation system that meets our
national interests and enhances the quality of life for the American people, today
and in the future.

I would be pleased to join my colleagues in answering any questions the Com-
mittee Members may have.

Chairman BLILEY. Thank you, Secretary.

Now it is a pleasure to welcome an alumnus of this committee,
the star of the Democrat baseball team for years, to bat cleanup
for the administration.

STATEMENT OF HON. BILL RICHARDSON, SECRETARY OF
ENERGY, DEPARTMENT OF ENERGY

Mr. RICHARDSON. Thank you. It is good to be back and join
Chairman Pitofsky, Secretary Browner and Secretary Slater and to
see my friends again.

Mr. Chairman, our energy policy is based on the following prin-
ciples. First, market forces, not artificial pricing; second, diversity
of supply and strong diplomatic relations with energy-producing
countries; third, improving the production and use of traditional
fuels through new technology development; fourth, diversity of en-
ergy sources with long-term investment in alternative fuels and en-
ergy sources; fifth, increasing efficiency in the way that we use en-
ergy; and last, maintaining and strengthening our insurance policy
against supply disruptions, and that is adequate management of
the Strategic Petroleum Reserve.

We are seeing some good signs in our oil and gas markets thanks
to the adherence to this policy that I believe Administrator Brown-
er mentioned, and I am pleased to report that the Energy Depart-
ment’s Energy Information Administration reports that conven-
tional regular gasoline prices have dropped 3 cents per gallon over
the past week nationwide; and in the Midwest, where we have ex-
pressed concern about very high prices, the Agency reports a drop
of 7 cents per gallon for conventional regular. Reformulated gas is
down 12 cents a gallon in the Midwest.

This is encouraging news. Nonetheless these prices are still un-
acceptably high, and hopefully they signal a trend, but time will
tell.

Part of the relief is coming from work that we have done over
the past 6 months when we moved aggressively to help improve
supply. I have talked with the oil-producing nations. OPEC has
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heard our concerns and have twice increased oil production. Right
now there are roughly 3.5 million barrels per day more oil on the
market than this time last year. That is meaningful. As the supply
and demand move toward equilibrium over the next few months,
we will see downward pressure on prices.

So we have had some success, but we need to find more lasting
solutions because right now we are still encountering very low
stocks and soaring demand. We want stability in prices and, there-
fore, are best served by adhering to our energy policy. The Presi-
dent has looked to do so, rolling out proposals to increase domestic
production, spur energy efficiency, and increase the use of alter-
native energy sources. You will recall that we had a heating oil
shortfall, and in response the President released almost a third of
a billion dollars in funds so that low-income individuals could pay
their heating bills. He asked for $600 million more in low-income
housing energy assistance funds, and the President is seeking an
additional $19 million from Congress in low-income home weather-
ization.

We address the issue of supply through increased support for
tankers, small business loans for distributors and other small busi-
nesses impacted by high prices, and encourage refiners to increase
production. We are also seeking to turn around domestic produc-
tion of oil, develop alternative sources of energy and increase en-
ergy efficiency. We are also looking to help independent oil pro-
ducers test new production technologies, lend a hand to small pro-
ducers in existing fields, develop some tax credits in G&G expens-
ing marginal wells to help those independent producers. We are
helping refiners deal with the new EPA rules through our
Ultraclean Fuels Program. We have established at the Department
an Office of Energy Emergencies to coordinate with States and
other Federal agencies regarding any energy-related crises.

Still, demand remains very high, the highest ever for this time
of the year. Refineries in the U.S. are operating at 96 percent utili-
zation, 99 percent in the Midwest, so I don’t think that the produc-
tion boosts are going to immediately push prices lower, but I think
in time we will see the price pressure ease a bit.

The Administrator has talked about our concern for gasoline
prices in the Midwest and Chicago and Milwaukee. Our experts are
talking to EPA, and we are coordinating our efforts to bring relief
to consumers, and we all know about Chairman Pitofsky’s inves-
tigation, which I think is key to answering some of the lingering
questions, his investigation of pricing practices in the region.

Mr. Chairman, as I conclude, let me just mention other steps
that we have taken in the past 2 weeks to meet some unexpected
issues. On June 15 I ordered a limited exchange of crude oil from
the Strategic Petroleum Reserve’s West Hackberry site, the two re-
fineries, after a commercial dry dock collapsed near Lake Charles,
Louisiana, and shows our commitment to responding quickly. The
Army Corps of Engineers has worked over time to dredge a new
canal, and oil traffic is moving again. And when there was a pipe-
line problem near St. Louis, as the Secretary and the Adminis-
trator mentioned, the EPA granted a waiver that postponed imple-
mentation of their new rule on reformulated gasoline until the
problem was solved.
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There is a lot we can do together in a bipartisan fashion, Mr.
Chairman, as we move ahead in the crucial days of the Congress
of the President’s $4 billion tax package of tax incentives for sup-
porting the domestic oil industry, for renewable energy, for pur-
chasing more efficient cars, homes and consumer products. We
need to increase our Federal investment in domestic sources of en-
ergy, particularly in energy efficiency and energy-efficient tech-
nologies for factories and homes and renewable energy. We need to
reestablish the Partnership for a New Generation of Vehicles,
which is languishing. We need to do more in natural gas and dis-
tributed power generation systems. We need to reauthorize, Mr.
Chairman, the Strategic Petroleum Reserve. I need the full author-
ity to act on an energy emergency. We need the regional Northeast
home heating reserve low-income energy assistance programs.

Let me conclude with something that you and this committee are
working on, and, I must say, most effectively, and we hope that you
conclude action on it, and that is the issue of the soundness of our
electricity grid. I know that the committee is working in a bipar-
tisan fashion, and we urge you to act. We are concerned about the
reliability of the grid this summer and over the next several years.
We need to do everything we can to keep the lights on and the air
conditioners humming when temperatures soar, and during the
last several summers utilities have been stretched to the limit.
Spot prices for electricity rose dramatically. Factories were forced
to shut down their operations and send workers home. Some areas
experienced rolling blackouts. I am concerned about the tight elec-
tricity in the Pacific Northwest and California. We appointed a
power outage study team to identify what went wrong. The Post
team, the team we appointed, determined that we need a new
framework to adjust for liability problems. Their report implies
that things could get worse before they get better.

Mr. Chairman, we need a comprehensive restructuring bill. I
know you are working on it, and I urge support for this initiative.

Chairman BLILEY. Thank you, Mr. Secretary.

We will now begin the questions. The Chair will enforce strictly
the 5-minute rule so that everybody gets a chance to ask questions.

I will also point out that it has come to the Chair’s attention that
we will probably have a vote at 10. It is the Chair’s intention to
keep the hearing going, so those of you who are not asking ques-
tions, if you could go vote and come back quickly, we can keep this
going.

The Chair recognizes himself for 5 minutes.

In your investigation, Chairman Pitofsky, it is my understanding
that the taxes on a gallon of gasoline in Chicago—am I right that
they are about 65 cents?

Mr. Prrorsky. I think that is about right.

Chairman BLILEY. How does that compare on average for the
rest of the country?

Mr. PITOFSKY. I can’t answer that. I can get the answer for you.
Taxes vary, of course, and I am not sure about the level of taxes
in all parts of the country.

Chairman BLILEY. My Cajun tells me that it is 36 percent of the
price.
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Secretary Richardson, yesterday a major generating facility went
down in the Northeast, and the day before a major facility in the
Pacific Northwest and California went down. As a result, both re-
gions remained very vulnerable to power outages. How close did
they come?

Mr. RICHARDSON. In New England the unexpected loss of the
Seabrook nuclear plant caused some concern. Fortunately, a cold
front rolled through the area yesterday, and the situation is ex-
pected to be much better today.

On the west coast, the Pacific Northwest right now is experi-
encing an extreme heat wave, and we have the Bonneville Power
Administration and our Federal teams in a preparatory status.
There could be some rolling blackouts there, but because of the in-
tensive efforts that we have made around the country in some of
these reliability summits, I think we are ready.

California, they are having extremely hot weather. Emergency
measures were taken yesterday, and the region just barely was
able to avoid rolling blackouts.

Chairman BLILEY. What steps can we take to begin to reduce the
vulnerability of the Nation’s interstate transmission grid?

Mr. RICHARDSON. Mr. Chairman, I think you are doing this right
now working on legislation. We have an adequate transmission
generating capacity in the country. We have to do more in emer-
gency energy efficiency. I think a bill that deals with reliability,
with transmission, with more generating capacity, that has an in-
vestment portfolio that contains our commitments to renewable en-
ergy.

In other words, Mr. Chairman, pass our comprehensive elec-
tricity bill, fund energy efficiency programs, and help us with our
energy grid research and development initiatives, but most impor-
tantly I think the fact that the Senate and the House are moving
is promising, but I urge you to move as fast as you can.

Chairman BLILEY. Thank you.

Administrator Browner, we will be hearing testimony later today
that puts much of the blame for volatile gas prices on a patchwork
of constantly evolving government rules and regulations designed
to protect the environment, including reformulated gas rules, refin-
ing requirements and so forth? Chairman Pitofsky specifically cites
the introduction of Phase II regulations for reformulated gas as one
specific factor that could have caused, and I say could have caused,
recent price spikes in the Midwest. Has the Clinton Administration
conducted a review of the environmental requirements that apply
to the gasoline industry from soup to nuts, refining, distribution
and consumption, to ensure that the industry is being regulated in
a holistic way, or are we still doing it on an ad hoc basis?

Ms. BROWNER. The requirements that we have put in place in
terms of refineries and how they do their business are in keeping
with the 1990 Clean Air Act amendments. Since it was passed by
Congress, there has only been required for sale two new types of
gasoline, RFG I and RFG II. EPA did late last year adopt a new
requirement for conventional gasoline and the reduction of sulfur
because of the very real health problems associated with high sul-
fur content. We worked with the industry to craft a flexible pro-
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gram. They get between 4 and 6 years to make those adjustments
in sulfur content.

The truth of the matter is if you look at what EPA or Congress
has required of the oil companies in terms of cleaner gasoline over
the last two decades, the only requirement that is currently in
place is the requirement for Phase II of the reformulated gasoline.
And as I said earlier, that recipe was the product of a negotiated
rulemaking with the industry on the order of 7 years ago. So we
gave them a lot of flexibility and a lot of notice as to what the spe-
cific recipe would be.

Chairman BLILEY. The Chair now recognizes the gentleman from
Tennessee Mr. Gordon.

Mr. GORDON. Thank you, Mr. Chairman.

First let me thank this distinguished panel of public servants for
joining us this morning, and thank you for the many personal, fi-
nancial, and family sacrifices that I know that you have given real-
ly to make our country or help make our country the envy of the
world. In terms of quality of life and economic prosperity, you have
all played a tremendous role in that. It would be sort of
counterintuitive to what we do in Congress, but it would be inter-
esting to have a hearing where you can come up and tell us about
the successes and challenges that you have overcome. That is the
reason that the rest of the world looks to us as really a leader.

Secretary Richardson, you have inherited as many big-time prob-
lems as any Cabinet Secretary could, and I want to thank you for
reversing the government practice of opposing nuclear workers’
health claims and also for many of those cleanups.

I know that you have taken a large role or really the lead role
in trying to help OPEC increase its production. Could you tell us
a little more about if you are expecting additional increases, what
we can do, and what we can expect there? And also the administra-
tion is not a Lone Ranger in establishing energy policy. What can
we in Congress do to give you more tools to help increase produc-
tion as well as help us get more through conservation out of the
energy sources that we have?

Mr. RICHARDSON. Congressman, since we started working with
OPEC and engaging them forcefully, as I say, there have been 3.5
million barrels more per day in 2 decisions that they made, 1 in
March and 1 about 10 days ago in June. We think that these are
favorable developments, but they are still modest steps. I believe
we need a strategy in this country that does not rely on imported
oil, that develops alternative sources of energy, that deals more
with energy efficiency and energy renewables and helps our domes-
tic producers. I think that is the key.

We are particularly concerned, Congressman, about a refinery
problem in Kuwait, an explosion that took place that should affect
supplies principally to Asia, but eventually we are studying the
ramifications for what it means for us.

OPEC is going to meet again in September, and our objective will
be to urge them to keep an open mind about further production in-
creases. Their last increase is close to 800,000 barrels per day, and
if you add non-OPEC countries, Mexico, Oman, possibly Norway,
that they will do more, we could be close to 900,000 barrels a day.
That is important to the American consumer because we do need
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more production, more supply. Demand is exceedingly high. Having
more production, not just for the international economy, but for the
world economy, for our economy, is important.

I would just close by saying we need to work together to pass the
President’s tax incentives on energy efficiency, on domestic oil and
gas reduction, on alternative sources of energy, on renewable en-
ergy, on the comprehensive electricity bill which is part of the
soundness of our grid. On an emergency basis we need to have an
authority for the Strategic Petroleum Reserve. I am worried about
a potential emergency. For the Northeast, we need the authority to
establish a home heating reserve. But these are initiatives that we
can work together on.

Mr. GORDON. Secretary Browner, based upon the 1990 Clean Air
Act that you mentioned passed virtually unanimously as a bipar-
tisan effort, could you give us a little history lesson on what was
the reason for this Clean Air Act? What were we trying to accom-
plish, and why are we now 10 years later—where are we?

Ms. BROWNER. I think in 1990 there was a shared bipartisan
agreement that we needed to do more for cleaner air in this coun-
try, and I think with good cause, and in a very, very thoughtful
way the Congress crafted the Clean Air Act, which looked to all of
those who contribute to air pollution in this country to really do
their fair share, whether it be mobile sources or stationary sources.

I think Congress was particularly concerned about the levels of
pollution in the most affected and polluted areas and put in great
specificity for the requirements for cleaner gasoline, including a re-
quirement that the cleaner gasoline would have an oxygenate, and
in essence today there are two oxygenates.

Mr. GORDON. What is the real basis? What is the payoff?

Ms. BROWNER. With cleaner gasoline, we are seeing dramatic re-
ductions. It is equivalent to taking 16 million cars off the road.
That means better health protections for our children, fewer asth-
ma attacks and respiratory illnesses. Now, the job is not done, and
we need to continue to work together, but clearly the 1990 amend-
ments, the clean air amendments, are contributing to cleaner air.

Chairman BLILEY. The Chair now recognizes Mr. Tauzin.

Mr. TAvuzIN. I thank the Chair.

Mr. Pitofsky, you have a lot of work to do at your agency, and
before you go off spending a lot of taxpayer money chasing down
this investigation that everybody seems to want you to follow, I
would urge you to look at two places quickly. The first is an article
in the Chicago Sun Times dated June 26, 2000, by Ben Lieberman.
I am going to quote from it quickly. He talks about how, first of
all, Joe Lockhart has blamed this on oil company shenanigans.
Gore said big oil is gouging American consumers, and Carol Brown-
er indicated this is not about the reformulated gas program. But
the title is White House and Federal bureaucrats are trying to find
out who is behind the recent surge in gasoline prices, particularly
in Chicago and Milwaukee. Somebody ought to just hand them a
mirror. It points out that your investigation should not take long.
The real lesson here is when Federal Government micromanages
fuel supplies, costly unforeseen problems emerge. The solution is
for legislators and regulators to consider such possibilities before
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taking action, not to divert blame by concocting silly conspiracy
theories after.

They list the reasons why they have these problems in Chicago
and Milwaukee: First, the June 1 date for the Chicago area on the
reformulated gas. The June 1 date, middle of the summer, high
peak demand, we switch to a reformulated formula that applies
only to this area, leaving stocks at a low level when consumers
need supplies.

Second, greater-than-expected difficulties in producing and deliv-
ering the type—the special type of reformulated gas that is re-
quired in the Midwest because it is blended with ethanol that has
to be shipped separately to mixing plants in the region.

Third, the pipeline problems that Secretary Slater talked about,
and the fact that, completely ignored by the EPA, the cumulative
effects of its many clean fuel requirements. One-third of the Nation
using reformulated gas, but mostly the nonethanol type, and there
are 10 different varieties required around the country, while two-
thirds use conventional gasoline. So if you run short of the special
varieties, you can’t call upon conventional gasoline to fill the gap
or another variety because it doesn’t fit the special requirements of
a given area.

Finally, other federally imposed fuel requirements add to the cost
of specific States and regions.

I would cite one other place you can look and save us a lot of
money before you do a lot of investigations. After all, you have al-
ready done extensive investigations looking at the BP-Amoco,
Exxon-Mobil and Shell-Texaco mergers. I am sure that you have
got a good record that you can look at and see what is happening
regarding potential collusion.

Look at the Department of Energy publication, a beautiful expla-
nation, a primer on gasoline prices. It tells us what went wrong in
Chicago, and it predicts what was going to go wrong. It actually
predicts. I want to read from your own publication. The State of
California operates its own reformulated gasoline program with
more stringent requirements even than the Federal Government.
California prices are more variable than others because there are
relatively few supply sources of its unique brands of gasoline out-
side the State. California refineries need to be run at fullest capac-
ity in order to meet the State’s demand. If more than one of its re-
fineries experiences difficulty at the same time, California’s gaso-
line supply becomes very tight, and prices soar. They mention the
further away the necessary relief supplies are, the higher and the
longer the price spike will be. Further in the publication, tighter
environmental standards will be a factor in higher prices.

The lack of available refining capacity is already contributing to
higher retail prices in California and is expected to spread to other
States. Mr. Richardson, you predicted this. You talked about sup-
ply problems, chain of supply problems, the special Federal laws
that require special gasoline in parts of the country, and you pre-
dicted the price spike in the region of the Midwest. You all knew
it was coming. Vice President Al Gore in his book talks about the
day when the awful gasoline combustion engine will be a thing of
the past and has recommended higher taxes and higher prices on
gasoline and on energy for years. The administration has said, save
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the climate, we ought to use less gasoline. You predict that prices
are going to go up, and then you try to scapegoat the investigation.

Mr. RiICHARDSON. Could I respond?

Mr. TAUZIN. Please do.

Mr. RICHARDSON. First of all, we did not predict this. This publi-
cation is entirely consistent with our view and Secretary Browner’s
view that what needs to happen is despite the transportation prob-
lems, despite the refinery problems, despite the pipeline problems,
the price differential for reformulated is 2, 3 cents, the price spike
of 30 to 40 cents is still unexplained.

Mr. TAUZIN. How do prices get bid up? I want to know that. How
do prices get bid up when shortages occur as they have occurred
in Chicago?

Mr. RICHARDSON. The policy of this administration and the past
administration has been that government does not get involved in
pricing.

Mr. TAUZIN. But you help create shortages, and when you do, the
independent service stations bid up the price because the branded
cannot keep up with their own branded stations. Shortages are
self-induced by the government which produces these prices.

Mr. RICHARDSON. The Department of Energy and the EPA have
sent teams to the Chicago and Milwaukee area, and what we con-
cluded is that the oil companies needed to give answers. There was
too much of a price differential that could not explain this price dis-
parity between the Midwest and the rest of the country.

Mr. Prrorsky. Mr. Chairman, may I say a word?

Mr. Tauzin, we did not open this investigation because of what
was said in op-ed pages. We opened this investigation because of
a remarkable spike in prices. The west coast for years had the
highest prices in this country. Now that questionable honor goes to
motorists in Illinois, Wisconsin and Michigan. We want to find out
why, and let me assure you here today that we will look at the fac-
tors that you have mentioned along with all other factors in this
picture.

Chairman BLILEY. The Chair now recognizes the gentleman from
Michigan, Mr. Stupak.

Mr. STUuPAK. Thank you, Mr. Chairman. My district, most of us
are 500 miles from Milwaukee, Chicago and even further to De-
troit. Our gas prices are $2.37, and they are not coming down. A
part that continues to baffle me, and I have this chart from an ear-
lier briefing, and I think it is an EPA chart, but the data is from
the Oil Price Information Service, and it shows the retail price at
$2.12, but the wholesale price is down to about a buck 30. That is
about an 80 cent spread. I don’t have the updated charts.

Can anyone tell me why the wholesale price we have the spike,
and then it goes down, but the retail price continues to go up? Why
doesn’t it go down when the wholesale price goes down? I am in
northern Michigan. We don’t have reformulated gas. We should
have conventional gas. We don’t have disruptions. Why are we in
northern Michigan paying $2.37? That is the high. That is for reg-
ular unleaded gas around the Petoskey area. Why don’t our prices
go down? Why don’t they go down when the wholesale price goes
down? Can anyone answer that one?
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Mr. PITOFSKY. I cannot. It is a matter of some concern, and I
have been rather bewildered why Michigan is now in the top three
in terms of motor oil prices even though there are no reformulated
gasoline requirements. There was a pipeline break that may have
made a difference, but it didn’t seem to make that much difference.

Mr. StupPAK. That is in the Lower Peninsula.

Mr. Prrorsky. Rather than trying to speculate, I would rather
get the evidence and report back.

Mr. STUPAK. Ours comes from Green Bay. It is a buck 86 down
there. Why are we over $2? Why don’t they come down when
wholesale drops? Why does retail stay up?

Ms. BROWNER. One of the things that has been completely puz-
zling to us is why you started to get a wholesale drop in Chicago-
Milwaukee with no factual changes. Nothing changed until we
asked for an FTC investigation, and then prices dropped precipi-
tously on the order of 40 cents a gallon wholesale. That is why we
welcome the FTC investigation. There is no credible answer put
forward for Chicago-Milwaukee or your area.

Mr. STUPAK. Some members are saying and one of our Senators
in Michigan is also saying we ought to get rid of the 18.4 cents
Federal excise tax, and let’s say you did that. How would that
lower the price at the pump? Is there any guarantee the price at
the pump would go down 18.4 cents?

Mr. SLATER. I can respond to that, Congressman Stupak. There
is no indication that the price would go down even if you reduced
the Federal gasoline tax. I can tell you that we would not be seeing
the record level investment in the improvement of our transpor-
tation system, not only in Michigan, but across the country, by vir-
tue of action of this Congress working with the administration to
pass the largest surface transportation bill in the history of the
country in 1998.

Just before you came in, I mentioned in my comments that we
have followed the situation as relates to Wolverine pipeline, and
even with the restriction that they have put on their service, they
have resumed service to the prefailure rate in the eastern part of
Michigan, and western Michigan was never affected. Your area was
never affected. I would also like to make the point that Michigan
and the automotive industry are working in partnership with this
administration to deal with the alternative measures that we have
to take to deal with our long-term fuel dependency needs, espe-
cially as relates to new generation vehicles, the 21st century truck,
and again I wish to underscore the leadership that Michigan is pro-
viding in that regard.

Chairman BLILEY. The gentleman’s time has expired. There will
be another round.

Mr. StupAK. Thank you.

Chairman BLILEY. The Chair now recognizes the gentleman from
Florida, Mr. Bilirakis.

Mr. BiLIRAKIS. Thank you.

Ms. Browner, as you know, EPA has been considering a request
from the State of California for a waiver of the 2 percent oxygenate
mandate for RFG. Your agency stated in writing that EPA has
been working with California since the Governor’s request in
March 1999 to determine if a technical case can be made that the
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2 percent oxygenate requirement is preventing or interfering with
NOx in California. EPA received this formal request from Cali-
fornia last April, over 14 months ago. You certainly know, I think,
that this matter has been of great interest to this committee. We
brought it up many times, many letters have been written on nu-
merous occasions concerning this waiver, and all those inquiries I
would ask unanimous consent may be made part of this record.

What have we been told? I can cite the record here, but it would
take up my time. On May 6, 1999, we were told by your Assistant
Administrator that the Agency “did not want to waste a lot of time
on this. I don’t want the committee wasting their time either.”
Later that month we were told that EPA wanted to await the rec-
ommendations of the blue ribbon panel before taking any action,
and once the blue ribbon recommendations were final, we were told
in November 1999 that once EPA received additional information,
your agency would work expeditiously to complete our technical
analysis of this request.

I could go on and on here into February of this year and March
of this year. It is now early summer. You have been consulting
with California for 15 months on this matter. You have full knowl-
edge of the California RFG program. You have had every last piece
of information that you have requested for the last 139 days, and
it seems like you have had more than enough time and that is tied
in of course to what is happening here today, but by what specific
date will EPA complete its California waiver request? I am sort of
preempting Mr. Bilbray.

Ms. BROWNER. First of all—and you said this, and I think it is
important to make certain that everyone understands—we did not
have all of the technical information from California—and they
have said this in writing—until February of this year. Yes, there
were discussions that went on. There were meetings that went on,
but a full application was not submitted to EPA until February of
this year.

Second, I would like to point out this is the first time that this
question has been posed to EPA, the question being does the 2 per-
cent oxygenate which Congress wrote into the law in 1990, does
that perhaps interfere with California’s ability to meet air pollution
standards? California has made a State decision, which we support,
to ban MTBE. We think that MTBE as an oxygenate additive is not
responsible anymore. It contributes to very real drinking water pol-
lution problems.

Mr. Bilirakis, we are the first to tell you that this analysis is an
analysis of first impression, and it is simply more difficult than we
ever envisioned. We have, in the course of conducting the analysis,
had to add additional analysis to what we thought was the original
list of questions and issues, and I give you our commitment that
as soon as we are done—and we are working, we have contractors
working around the clock—we will make all of this public. We will
make all of the analysis public. We will take comment on whether
or not the ways in which the analyses were done are appropriate,
and we will do all of that before we make any final decision vis-
a-vis the California request. It is taking more time. It is a question
of first impression.

Mr. BILBRAY. Would the gentleman yield?
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In 1995, Mary Nichols was directly questioned by a Congressman
from San Diego about this question. We have been in dialog since
1995. This is not something that your Agency has not been aware
for a long time.

I yield back to the gentleman from Florida.

Mr. BILIRAKIS. You stated that your Agency would be able to
complete the assessment by early summer of 2000.

Ms. BROWNER. It is far more complicated than we thought it
would be. One of the questions that we had to look back at is not
simply does ethanol and the 2 percent ethanol requirement perhaps
interfere with what California is attempting to do, but does MTBE
interfere. So there are more questions than we are having to an-
swer to justify

Mr. BILIRAKIS. You can’t give us a specific date?

Ms. BROWNER. I would love to give you a specific date. Unfortu-
nately, at this point in time I can’t.

Chairman BLILEY. The gentleman’s time has expired.

The Chair now recognizes the gentleman from Ohio Mr. Sawyer.

Mr. SAWYER. Thank you, Mr. Chairman.

I think if there is anything that we have heard this morning and
we have seen mounting evidence for in recent days is that this is
a problem that has a complexity of cause behind it, and at this
juncture it may not be possible to add up the total contributing fac-
tors and come out with a balanced slate.

Let me ask you very quickly, Administrator Browner, you say in
your testimony that the RFG program is not adequate to explain
price differential. Does it contribute, and can you say at this point?

Ms. BROWNER. In developing the RFG recipe in 1993, we did look
at what would it cost to make cleaner gasoline, and our cost esti-
mates, which have not been disputed, were roughly 4 to 8 cents a
gallon. And ethanol may bring an additional increment, but it is
only an increment. So for the nonethanol RFG, it is on the order
of 4 to 8 cents. And I think our point is proved out. When you look
at the price of reformulated gasoline, the cleaner gasoline being
sold across the country, if you take out Chicago and Milwaukee,
what you see is a price virtually identical to the price of conven-
tional, the noncleaner gasoline.

Mr. SAWYER. You have said that pipeline problems are not suffi-
cient to explain the price differential that you have seen. Do they
contribute, and if so, can you put a value on that?

Mr. SLATER. As far as we have tested it, there are no significant
impacts by virtue of the restrictions underway. The restriction is
20 percent of operating pressure, but we have actually been able
to make up, in one instance in particular, with the flow in the pipe-
line to actually rise back to the prefailure level, and that deals with
specifically the area of Michigan.

Mr. SAWYER. Secretary Richardson, you have been working for
months with regard to the particular diplomatic questions that sur-
round large-scale base supply. Clearly over time that has been a
contributing factor to the kinds of things that we have seen. Can
you put a value on that, and can you put a timetable on the down-
ward trend that we are likely to see?

Mr. RICHARDSON. Congressman, let me be one that, I guess, adds
all of the contributing factors to the gasoline price rises that I
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think are happening. There is no question that the international
situation, the high price of crude, is a factor. There is no—there
has also been, as we mentioned, refinery problems. There is unusu-
ally high demand at this very moment. Stocks are low, both gaso-
line, crude oil, nationally and internationally.

Mr. SAWYER. Is there a specific component of the cost that can
be attributed to that?

Mr. RICHARDSON. I know that the Library of Congress came out
with some percentages that we differ with, but we believe that all
of these are contributing factors. There is also one that has not
been discussed, and that is the utilization rates of refineries at 96
percent nationwide. But I think what is key in the Midwest is what
Chairman Pitofsky has said. The differentials should not be so high
at 40 cents.

Mr. SAWYER. It is no accident that I waited until last to go to
Mr. Pitofsky.

If these don’t add up, then it seems to me that the point that you
made in your testimony, the fact that all companies raise prices at
the same time, is not sufficient evidence of collusion. The courts
have held that some plus factor must be present to demonstrate
that behavior was reached; but for the quotation, collusion may be
evidence that such an agreement exists.

Is this absence of any identifiable cause for a substantial portion
of the price differential sufficient to meet that test?

Mr. RICHARDSON. That would be a plus factor. The courts have
said if price movements are unexplained by economic cir-
cumstances, then that is a plus factor justifying an inference that
the movements may have been as a result of collusion.

Mr. SAWYER. Thank you very much.

One final comment. Secretary Richardson, as you know, we have
been working very hard together and within this committee to try
to deal with the electric grid and reliability problems that you men-
tioned in your testimony. I have to ask you, if we were to pass the
reliability legislation that stands before us freestanding, would that
be sufficient to deal with problems this summer, or is that, coupled
with transmission, a longer term problem?

Mr. RICHARDSON. We need a comprehensive bill. Don’t give me
just the reliability provision. I think we need transmission genera-
tion. We need the renewable portfolio. We need to give FERC the
authority that it needs. We need the regional transmission organi-
zations. Make it comprehensive.

Mr. SAWYER. Would it be fair to say that it is more important
to do it right than to do it immediately?

Mr. RICHARDSON. Yes, but we have an imminent problem that we
have to deal with.

Mr. SHIMKUS [presiding]. Thank you, my friend from Ohio, and
you better hurry if you are going to get to the vote.

Administrator Browner, you mentioned there was a 4 to 5 cent
price differential on average, and a small portion of that could—
only a small portion could be attributed to ethanol. Can you expand
on that and also tie that into the recently released report that we
received from the CRS last week?

Ms. BROWNER. First of all, Congress gave flexibility to the refin-
ers and the States on which oxygenates they would use. We fully
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support the decisions made by Wisconsin and Illinois to go to eth-
anol. We think that it is good policy. When we look at the cost as-
sociated with cleaner gasoline using ethanol, we see at best a
penny beyond the cost inherent in cleaner gasoline, which is some-
thing on the order of 4 or 5 cents higher than conventional gaso-
line. But when you look at the costs across the country, what you
are seeing right now is that the cleaner gasoline, RFG gasoline, is
selling for virtually the same price as conventional.

I might also point out that there are other cities that use eth-
anol, and we don’t see the same kind of price differentials that we
see in Illinois and Wisconsin. For example, Louisville is about 50
percent clean gasoline ethanol market, and yet their prices are very
much in keeping with the rest of the country, I think, again, lend-
ing support that it is not the RFG program, and it is not the eth-
anol additive. It has to be something else which no one has ex-
plained.

Mr. SHIMKUS. Thank you.

This is a question for Secretary Slater, but first I want to recog-
nize Secretary Richardson. You were a strong supporter of the bio-
diesel program, and we were able to pass the addition to the
EPACT which allowed renewable credits for fleet vehicles.

Secretary Slater, we have a proposal, and this is in conjunction
with Karen McCarthy, to use the same biodiesel equivalent to ad-
dress the CMAQ portions, cleaner burning, and the Soybean Asso-
ciation just released a report, and this is how it ties to the EPA,
biodiesel tied to 90-day subchronic inhalation study of exhaust
emission required under section 211. When our side talks about a
national energy policy, biodiesel is a perfect example of how you,
through the supporting of CMAQ, can support a position taken by
DOE, which I think now because of this study would be supported
by EPA. And so I am asking you to look at the CMAQ legislation,
and maybe that is something that we can move that would de-
crease reliance on foreign oil, improve air quality and would help
the transportation system. Can you respond to that?

Mr. SLATER. Mr. Chairman, I think your point is well taken.
What it does is it underscores the fact that when we passed the
TEA-21 legislation in 1998, not only did we pass a bill to provide
record level investment in highways and transit, but as Adminis-
trator Browner said, we also passed one of the most potently sig-
nificant bills. It is largely based on the flexibility and the creativity
that we have within the CMAQ program.

Your suggestion that we work together in this regard is well
placed. We are actually doing so, but we would like to work closer
with you and your colleagues to move this effort forward.

Mr. SHIMKUS. Thank you. I think it addresses national energy se-
curity, clean air and all of the above.

Secretary Slater, can you address the pipeline issue and the de-
bate currently whether ethanol transportation in the pipeline
versus petroleum-based is—works against each other? I have heard
comments that ethanol can flow in pipelines just like petroleum-
Ease;l gasoline, and that should not be a hinderance to the cost de-

ate?

Mr. SLATER. Clearly that is our belief. And the key from our van-
tage point is assessing the integrity of the pipeline and the safety
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of it. We have, as I noted earlier, about 150,000 miles of pipelines
across the country. Those pipelines transport about 60 percent, as
noted, of the crude oil moving across the country, and so it is a
very important transportation system, very critical to the economic
strength of the Nation, and in this instance we have really worked
closely with the Congress to deal with the capacity capability of
two pipelines in particular, Wolverine and Explorer.

Mr. SHIMKUS. Thank you. I would like to give my colleague, Mr.
Green from Texas, if he has a question directed to Administrator
Browner, that is the one you should take because she is leaving.

Mr. GREEN. I thank you. I am glad we are having this hearing,
and I welcome Secretary Richardson back to this committee, as a
friend and former Member of Congress. And I followed you at the
Department of Energy coming from Houston, some of the things
that you have been trying to do, boosting domestic production and
negotiating with oil-producing countries. We would like to see more
domestic production.

First of all, I am just shocked seeing the last question about pro-
ducing—transporting ethanol through pipelines. We have had testi-
mony that that is not possible. It has to be trucked.

Ms. BROWNER. You can'’t.

Mr. GREEN. So it is not as efficient to move as an oil-based addi-
tive, RFG?

Ms. BROWNER. We agree that you cannot send it through a pipe-
line.

Mr. GREEN. So I can truck it over the road cheaper than I can
use a pipeline?

Ms. BROWNER. In some instances that is the case.

Mr. GREEN. It disagrees with what your Department has said. I
am concerned about the possible ban on MTBE because of the prob-
lems with ethanol, and I know that the Congressional Research
Service said that ethanol wasn’t a contributing factor. I think that
was interesting because my colleague from Michigan stated that
the wholesale price is lower, but the retail price is higher, and
every one of you talked about how it is the Big 7 oil companies—
that disparity is they sell it to a jobber or distributor, and they sell
it to a retailer. I hope that the investigation looks at the whole
gamut instead of saying we have the Big 7, and they are bad. The
information that you all agreed to today would not show that there
has been a price spike in wholesale. Hopefully the FTC and every-
one will address that, too.

In March of this year, the DOE presented testimony to the com-
mittee that if MTBE were not used in gasoline, that refiners out-
side of California would have to spend a billion to $2 billion in cap-
ital investments to continue producing an acceptable quality of gas-
oline. I know in this committee and in the halls of Congress, I have
heard ethanol can replace MTBE, and just from the statement
that, again, you can’t transport ethanol most efficiently, because I
hope that our EPA doesn’t tell me that it is more efficient to truck
across the country than it is using a pipeline. I hope that is not
the case.

And to replace ethanol, we don’t have any other substitute, and
yet we can grow all of the corn we want to, and it is not available.
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I hope that our agencies will be looking for something, if not
MTBE, something like it, that it is not a problem.

My question is do we believe that a ban on the use of MTBE and
gasoline would contribute to increases in the price of gas, since
DOE has the price of gasoline, and then we will get to EPA?

Ms. BROWNER. If I might respond, the administration has been
very vocal in asking Congress to work with us to craft legislation
that would lift the 2 percent oxygenate requirement currently in
the law, which means that MTBE would not be——

Mr. GREEN. That is not my question. I asked if we stopped
MTBE today or 3 years from now, and all we have is ethanol,
would that increase the price of gas at the pump?

Ms. BROWNER. Our position is that you should change the law.
You can change the law and replace it with a renewable standard,
which is a responsible thing to do.

Mr. GREEN. Is ethanol the renewable?

Ms. BROWNER. We are suggesting that it could be biomass, rice
waste, yard waste. There is a tremendous opportunity in this coun-
try to go to a renewable standard.

Mr. GREEN. I support the effort for a renewable, but it cannot
produce the volume that we need to have. Ethanol cannot produce.
If we eliminate reformulated—and, again, I hope that is the case—
if we eliminated MTBE, and we have had testimony here, if we did
that, we would have a price spike in gas.

Ms. BROWNER. The solution is to change the law. That has been
our position from the beginning.

Mr. GREEN. Sure, we can change the law, but that is not what
is happening now. You are here to talk about the issue of why we
have high gas prices in the Midwest. The Midwest utilizes mostly
ethanol.

Ms. BROWNER. Because it is readily available, and it is cost-effec-
tive.

Chairman BLILEY. The gentleman’s time has expired.

Mr. GREEN. Thank you.

Chairman BLILEY. The Chair recognizes Mr. Oxley.

Mr. OXLEY. Thank you, Mr. Chairman.

In my opening statement I talk about the fact that today we are
importing 52 percent of our oil. During the Arab oil embargo, that
was 43 percent. Last month the administration delivered testimony
outlining the Clinton-Gore energy policy, and there was a reference
to one project in the government Industry Oil Reservoir Class Pro-
gram that added 2.4 million barrels of oil from one field. EIA re-
cently estimated that ANWR contained 10 billion barrels of recov-
erable oil. Why does the Clinton and Gore administration’s energy
policy continue to ignore the possibilities of developing that re-
source in the ANWR region?

Mr. RICHARDSON. Congressman, we are opposed to the use of de-
velopment of ANWR for oil and gas production because of environ-
mental importance of the region. It is our view that in addition to
that, 70 percent of the American people support protection of
ANWR for future generations.

Mr. OXLEY. I wonder if that policy was taken before gas prices
went sky high?
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Mr. RICHARDSON. You are making a good point. We need to boost
domestic production. We have a package on domestic oil and gas
production that deals with marginal wells, G&G expensing, delayed
rentals. Deep water royalty relief, I think we need to reauthorize
that late this year. We are working in Federal lands in protecting
environmentally sensitive areas.

Mr. OxXLEY. How much oil could you—given your policy, how
many barrels of oil would that produce?

Mr. RicHARDSON. I will get that for you.

[The following was received for the record:]

Estimates of added oil production due to various tax incentives are:

Marginal well tax credits:

e The Administration continues to examine marginal well tax credit proposals that
are cost effective and targeted to prevent well shut-ins.

» Estimates of added oil production from such a credit have ranged from approxi-
mately 10,000 barrels of oil per day to 150,000 per day depending on the par-
ticulars of the tax credit and forecasts of future oil prices

G&GQG expensing:

* DOE estimates that allowing 100% expensing of all G&G costs in the year in-
curred would result in 25,000 barrels of oil equivalent per day.

Delay rental payment expensing:

* DOE has not estimated the added oil production from this tax provision.

Deepwater royalty relief:

e MMS forecasts that natural gas production from deepwaters in the gulf of Mexico
will increase from the current 1 Tecf per year to 2.5 Tcf per year by 2010. This
increase will be hi response to deepwater royalty relief incentives as well as im-
provements in technology.

Mr. OXLEY. Ten billion?

Mr. RICHARDSON. This is a combination issue with the Depart-
ment of Interior, as you know, because we are dealing with public
lands. But the administration’s view is that this would not be a
wise move. There is enough domestic production in the rest of the
country. We are proceeding

Mr. OXLEY. Then why are we now relying on over half of our oil
supplies from overseas?

Mr. RICHARDSON. That has been a historical trend throughout
administrations. The good news is that we have reduced our reli-
ance on OPEC, and we have gotten more from Canada, Mexico,
Venezuela, our own hemisphere and other non-OPEC sources.

The cornerstone of our policy should be to boost domestic produc-
tion, to not have so much reliance on imported oil, and what we
need to do there is to deal with tax credits for energy efficiencies,
domestic oil and gas production, energy renewables. We need to
find ways to tap our own and help our own domestic resources.

Mr. OxLEY. If all of that happened, can you even get close to 10
billion barrels as projected by working ANWR?

Mr. RICHARDSON. I think there is disputes about the impact of
ANWR. I have seen varying reports about how much you can get,
Congressman. My point is that this administration, based on the
biodiversity, on the environmental importance of the region, the
fact that we are in the north slope of Alaska already drilling:

Mr. OXLEY. Thank God we were up there. If we were sitting here
25 years ago and debating this same issue, Prudhoe Bay and build-
ing the pipeline—the pipeline project, now 20 percent of our oil
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comes from Alaska, that passed by 1 vote in the Senate. The Vice
President broke the tie. What if we had not had the courage and
the foresight to open up Alaska. And I would suggest to this ad-
ministration this is the same old song where it is never the right
place to discover oil in our own country, it is never the right time,
there are always environmental concerns. We have shown that we
can drill for oil in Alaska safely and do it environmentally and
produce the kind of oil that the American public is expecting and
taking for granted.

Now all of a sudden we can’t drill in ANWR, which, by the way,
was the original site favored by the environmentalists, and the po-
tential for developing three times the amount of oil that has been
produced at Prudhoe Bay, and I find that a shortsighted, knee-jerk
reaction to radical environmentalists, and I think it is a big mis-
take, and we should not be wringing our hands about high gas
prices when we don’t have the courage to develop our own domestic
supplies.

Chairman BLILEY. The gentleman’s time has expired. The gen-
tleman from Texas Mr. Barton.

Mr. BARTON. Thank you, Mr. Chairman. Welcome to the energy
and commerce committee.

Secretary Richardson, how much energy domestically does the
United States produce in terms of quads, do you know, quadrillion
units of Btus?

Mr. RICHARDSON. Can I call my Energy Emergency Agency ex-
pert?

Mr. BARTON. Sure.

Mr. RICHARDSON. We will give you that in the course of the ques-
tioning.

Mr. BARTON. Let me try another angle. Obviously we don’t
produce as much as we consume.

Mr. RICHARDSON. Right.

Mr. BARTON. As Secretary of Energy, you have spent quite a bit
of time in the last 6 months encouraging other nations to produce
more oil so they can export it to the United States?

Mr. RICHARDSON. More so the first round of OPEC in March than
the last time. Most of my work was done through the telephone
and meetings here.

Mr. BARTON. The record shows that you have traveled exten-
sively, and obviously if you have been on the telephone, you know
more about that than I do. But shouldn’t we also be trying to maxi-
mize to the extent possible what we produce domestically?

Mr. RICHARDSON. Congressman, here is where you and I can
work together. Just recently the administration, the President, an-
nounced a new policy that deals with domestic oil and gas produc-
tion. There are three steps that I think are very important that
independent producers would like to see: marginal well tax credit
that we can work on in its formulation, what is called G&G expens-
ing, and delay rentals.

Mr. BARTON. I think I only have 5 minutes.

Mr. RICHARDSON. My point is that we have a deep water royalty
relief tax provision that we need to renew. We are trying to, in
Federal lands, improve the access.
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Mr. BARTON. In spite of these herculean efforts on behalf of the
Clinton Administration, is oil production going up or down in this
country? It is going down. You know it is going down, and I know
it is going down. What are we doing on nuclear power? Does the
veto on the nuclear waste disposal bill, does that help or hurt nu-
clear power?

Mr. RICHARDSON. Congressman, we have—we came to you on the
nuclear waste bill with a provision that advanced the process, that
Department of Energy would take title, we would move forward
with legislation based on scientific

Mr. BARTON. You never put that proposal in writing. That was
a red herring. I asked you point-blank to put it in writing and——

Mr. RICHARDSON. I testified to it in front of you.

Mr. BARTON. You testified in vague, fuzzy, feel-good terms about.
Sure, you did that. I will admit that.

Here is my point, and we are going to have a second round, so
I am not going to belabor this, but I haven’t seen any major initia-
tive by the Clinton Administration to actually increase domestic
energy production of any kind in this country, whether it is nu-
clear, oil or gas, coal, even solar and renewable. Now, we are a
growing economy. If we are going to continue to grow, at some
point in time we need to think about how to increase production
of energy in this country. Don’t you agree with that?

Mr. RICHARDSON. Congressman, I disagree with your character-
ization. We have budgetwise submitted increases, and we have not
gotten them. I get the point you are making. My view is that we
need to work together to pass a balanced package that involves en-
ergy efficiency and domestic production. That is our message.

Mr. BARTON. Let me switch to the Administrator at the Environ-
mental Protection Agency. The PM 2.5 standards that your Agency
put out a little over a year ago when we had the hearing before
this committee on a bipartisan basis, my recollection was that we
strongly encouraged that those be delayed so we could do the
science and make sure that the standard made sense. Is that your
recollection?

Ms. BROWNER. You are referring to the PM 2.5, and we are en-
gaged in what Congress directed us to do, to do a 5-year review.

Mr. BARTON. Didn’t the court just strike the standard down?

Ms. BROWNER. The court has raised a question as to whether or
not Congress, in granting to EPA the authority to set public health
air pollution standards based upon the best available environ-
mental standards

Mr. BARTON. Didn’t the court strike it down and say that you
were legislating and not implementing, and that Congress should
do that instead of EPA?

Ms. BROWNER. That is the question that is before the Supreme
Court, whether this body should set air pollution standards, or
whether the Environmental Protection Agency should set air pollu-
tion standards. That is the question before the Supreme Court.

Mr. BARTON. Should energy policy be set by the Department of
Energy, or should it be set de facto by what the Environmental
Protection Agency does?

Ms. BROWNER. Mr. Barton, my job is clean air, clean water for
the people of this country.
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Mr. BARTON. Would you agree that the Clinton Administration
energy policy has been set de facto by what you have done at the
EPA?

Ms. BROWNER. Absolutely not. I am acting within the guidelines
of what Congress told me to do in 1990, which was to set a recipe
for cleaner gasoline. We did that with the industry in a negotiated
rulemaking in 1993. They have had 7 years’ notice to bring cleaner
gasoline. That cleaner gasoline means better health, fewer res-
piratory ailments and asthma attacks for tens of thousands of peo-
ple in this country. It is environmental policy. It is public health
policy. That is what we do at Environmental Protection Agency.

Chairman BLILEY. The gentleman from Chicago, Mr. Rush.

Mr. RusH. Thank you, Mr. Chairman.

I have a couple of questions for Ms. Browner. Since the begin-
ning of this gasoline crisis, ethanol has taken a lot of blame for the
skyrocketing gasoline prices. Today’s hearing, a little later the in-
dustry may argue that they are for ethanol, but when this first
made national news and ethanol was blamed, no one from industry
defended ethanol or the RFG program. I would take any industry
praise of ethanol and the RFG program clearly with a grain of salt
and some kind of misgivings. I think that they have been very dis-
ingenuous in their whole approach.

I, like many other observers of this crisis, believe that the oil
companies are not in favor of the RFG program and ethanol, and
I believe this crisis is a convenient way for the industry to scare
the gas-buying public into some kind of disfavoring ethanol or dis-
crediting ethanol. I would like for you to share your thoughts on
my theory.

Ms. BROWNER. I do think that it is very, very noteworthy that
the two areas where the cleaner gasoline price spikes occurred
were in the areas where ethanol is used because of the State deci-
sion, and it is a decision that this administration supports, and we
think that it is good for farmers in the region. There is nothing
that we can find to justify the price spikes based on the local re-
quirement to use ethanol. Ethanol is used in other areas of the
country, not exclusively like it is in Chicago and Milwaukee, but,
for example, in Louisville, when 50 percent of their cleaner gasoline
is an ethanol-based cleaner gasoline, and yet we don’t see these
kinds of price spikes. If ethanol were the cause, we should see it
in other parts of the country.

I certainly think that the questions that you pose are legitimate
questions. Why were only two areas of the country subject to these
kinds of price spikes? And I certainly think, based on what the
Chairman of the FTC has said, those are the kinds of questions
that they are going to be looking at.

We think that ethanol is an important part of a fuels program
in this country, and we would like to see a law passed by this body
replacing the oxygenate requirement with a renewable standard,
which would give ethanol an opportunity to be a part of cleaner
gasoline both today and in the future.

Mr. RusH. Currently there is a proposal at OMB for a carbon
monoxide credit rule, otherwise known as a VOC adjustment, that
might give a slight break to RFG, and as I represent an area that
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relies heavily on ethanol, I would encourage you to work with rel-
evant stakeholders to finalize this rule quickly.

Can you tell me the status of this rule?

Ms. BROWNER. Smog is a result of two components in gasoline,
VOCs—which are volatile organic compounds—and carbon mon-
oxide. When you add ethanol to gasoline, you decrease the amount
of carbon monoxide. So we are considering an adjustment to the
Reid Vapor Pressure that could take into account the benefits of
ethanol, the carbon monoxide reduction. You also get toxic reduc-
tions.

We are hoping to make that proposal public as soon as possible,
perhaps as soon as late this week, early next week. We were de-
layed in making our proposal public specifically for the reasons
that you note. We worked very closely with the State of Illinois,
who brought forward some ideas that we thought were responsible
and should be incorporated into our proposal. We are hopeful that
will be put into the Federal Register in the next week at the latest,
and then we would take comment. It is a proposal. We would re-
view those comments and make a final decision in time for next
year’s clean gasoline program.

Mr. Chairman, this issue came up earlier. The cleaner gasoline
program is a summertime cleaner gasoline program. That is why
it takes effect when it does, June 1. That is when smog, air pollu-
tion levels go up. This is a summertime program that we are talk-
ing about. It is in effect for about 15 weeks out of the year during
the time when you have the highest human health and public
health concerns because of pollution levels.

Chairman BLILEY. The gentleman’s time has expired.

The Chair now recognizes the gentleman from Michigan, Mr.
Upton.

Mr. UpTON. Thank you, Mr. Chairman.

Mr. Slater, I just want to correct something in your testimony
when you said that the pipeline supply did not affect western
Michigan. My district cannot get any further west. I have Lake
Michigan, and it did dramatically impact our district. We have
talked to our suppliers again this morning.

Mr. Pitofsky, I want to say, I was on the—doing a radio talk
show, I guess, about 2 weeks ago, and it talked—I had a call from
a constituent who said while he was at church, he came out and
the price at the gas station across the street went up 8, 10 cents
a gallon, and he asked me what might have caused that. My sug-
gestion was that perhaps the owner showed up that morning to
raise the price.

I, too, have a lot of concerns about how the price in the wholesale
cost can go down 40 cents, and yet the prices at the pump actually
went up, didn’t even stay stable. My gas prices were $2.15 a week
and a half ago. Monday when I left Michigan to come back, they
are $1.89. I am looking anxiously to seeing your report as it im-
pacts the Midwest.

Mr. Richardson, I subscribe to the supply/demand theory, and I
can remember well last winter when we had a spike in gas prices.
At about that time, the OPEC nations were meeting. In fact, on the
House floor we took up legislation that provided the President au-
thority to turn off the spigot of foreign aid if they didn’t open the
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spigot with regard to increased production. In fact, they did in-
crease production. At least they said they would. Have they com-
plied fully with what they agreed to last winter?

Mr. RICHARDSON. Congressman, the answer is there has been an
increase since you mentioned that floor debate of 3.5 million bar-
rels per day increase. The increase right after your intervention by
close to 2 million barrels per day, we believe they have done it.
There is always what is called leakage.

Mr. UPTON. So they did 100 percent of what they said that they
would do last winter?

Mr. RICHARDSON. I am never going to answer absolutes again in
my life, but they have pretty much stuck to what they said that
they would do both in their March increase, which is close to 2 mil-
lion barrels per day if you add OPEC and non-OPEC, and the only
changes have been in, for instance, Iraq. They may be doing less
than anticipated. Non-OPEC, Mexico, Norway, have pretty much
done what they said they have. So the answer is generally yes.

Mr. UpTON. Although most experts said that the increase they
agreed to last week wouldn’t impact the price very much at all,
how quickly will they step up production to meet that goal?

Mr. RICHARDSON. Usually it takes 6 weeks for the oil to hit the
tankers and get into this country. Our view is that it will have a
modest positive effect when you have more production, and we are
looking at 800,000, 900,000 when you add OPEC and non-OPEC.
The problem has been unusually high demand and low stocks, low
stocks of gasoline and crude, both nationally and internationally.
That has been a fundamental problem, and then when you add the
other concerns about transportation and the pipeline and refinery
problems, it adds to the ability of crude oil and gasoline to come
into our market.

Mr. UpTON. Where does the oil that we currently pump in Alaska
go? Doesn’t a lot of it go to Japan?

Mr. RICHARDSON. A lot does.

Mr. UpTON. Eighty percent?

Mr. RiICHARDSON. I don’t have the statistics, but it is high.

Mr. UpTON. Is there any effort to perhaps divert that back to the
United States?

Mr. BiLBRAY. No oil refineries.

Mr. RICHARDSON. Do you want me to yield, Congressman?

The problem is a number of California Members have approached
us about moving that, but if I can yield.

Mr. BILBRAY. If the gentleman would yield, one of the problems
is that the oil refineries on the west coast, there has not been a
new oil refinery built there in 30, 40 years. The oil has to be re-
fined somewhere.

Mr. PITOFSKY. I can be of some help on this. There was a portion
of Alaskan oil that was shipped out of the west coast to Asia, but
as part of our negotiations with the parties in the BP-Arco matter,
the parties have agreed that that kind of exporting would dis-
continue in the future.

Chairman BLILEY. The gentleman’s time has expired.

The gentleman from Florida Mr. Stearns.

Mr. STEARNS. Thank you, Mr. Chairman. My questions are for
Secretary Richardson.
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Let me follow up with what Mr. Barton had mentioned. How
much petroleum does this country produce? Do you know?

Mr. RICHARDSON. I think my expert——

Mr. STEARNS. Do you know personally? How about how much
gas? How many tons——

Mr. RICHARDSON. Let me bring the Energy Information Agency.

Mr. STEARNS. I understand what you are saying. You don’t know.

Staff has indicated to me that they asked at this hearing that
you provide testimony. The other groups have. The Environmental
Protection Agency provided testimony before the hearing. The De-
partment of Transportation did, the Federal Trade Commission.
Your office was the only one that did not provide testimony. In fact,
I am told by staff your office refused, yet May 24 you provided tes-
timony. Why aren’t you providing testimony?

Mr. RICHARDSON. Congressman, I don’t know the facts on that.
I had prepared testimony that was—that I gave.

Mr. STEARNS. Senator Byrd complained about your responsive-
ness. You knew about this hearing. The other agencies provided,
and you refused to do it. Not only did you not provide it, when they
came and asked you for it, you would not provide it.

Mr. RICHARDSON. I don’t think that is a fact, Congressman. This
is my former committee. I rapidly——

Mr. STEARNS. I can’t hear you.

Mr. RICHARDSON. I told the chairman I would be available to
stay as long as he needed me. I confirmed coming to this committee
immediately, and I will stay as long as I am needed. The testimony
is essentially the same testimony that I provided yesterday. I have
been testifying

Mr. STEARNS. There has been a whole new scenario since you tes-
tified in May.

Let me ask you another question. This is your budget that you
request from Congress, and I assume that you and your staff, real-
izing how important energy is, that is the mission of your Depart-
ment—on page 135 do you think that you requested more for re-
search and development in the area of coal and power systems in
your budget? Do you think it was an increase request or a de-
crease?

Mr. RICHARDSON. It was a slight decrease.

Mr. STEARNS. Nine percent.

Mr. RICHARDSON. Let me explain why. Because we postponed two
coal generation plants that had been ahead of schedule. That was
the reason. And we expect to make that shortfall up next year.

Let me also answer your question about production. The United
States produces 5.7 million barrels per day. But on coal, I will go
through nuclear, we increased our contribution to nuclear, the Nu-
clear Regulatory Research Institute; oil and natural gas, we have
increased, Congressman——

Mr. STEARNS. Reclaiming my time.

Mr. RICHARDSON. —fossil fuels.

Mr. STEARNS. In petroleum and oil technology research and de-
velopment, do you think that your budget you requested went up
or down?

Mr. RICHARDSON. It went up.

Mr. STEARNS. It went down 8.2 percent.
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What about plant and capital equipment? It went down by 23
percent. So your Agency, whose mission is to try and come up with
alternative energy resources through research and development,
right here in this report is not even requesting enough money to
do the job, and you are coming here to say that you are doing the
job?

Mr. RICHARDSON. You need to add our request for solar, renew-
able energy, wind, geothermal. You need to ask for our energy effi-
ciency budget. The Congress has only funded 12 percent of the
President’s energy efficiency budget in the last 7 years.

I don’t want to get

MIl"1 STEARNS. Your overall request is down 7 percent in this
graph.

You mentioned OPEC, and you said that this country is going to
Venezuela to try and get extra sources. Isn’t Venezuela part of
OPEC?

Mr. RICHARDSON. Let me give you the members of OPEC.

Mr. STEARNS. Is Venezuela part of OPEC?

Mr. RICHARDSON. Yes.

Mr. STEARNS. The fact that you cited Venezuela separately as a
country you are

Mr. RICHARDSON. My point is that we are getting our sources a
lot from our hemisphere, Canada, Mexico, Venezuela. My point is
Mexico is not a member of OPEC. Neither is Canada. Our reliance
on OPEC, Congressman, in the last few years, as a source of supply
for the United States has declined.

Mr. STEARNS. My point is, Mr. Richardson, if I came up here, 1
would know these facts. I would make sure that your budget in-
cluded increased funding if you want to take the high ground to
say that the Department is actually trying to solve this problem.
And in the larger sense, OPEC, as we all understand, is a cartel.
It is a monopoly. And this might be a question for the Secretary
of the Federal Trade Commission. Here the Justice Department
and the administration is trying to break up all of these companies
like Microsoft and has this aggressive plan to do so. Why isn’t the
administration going after OPEC and using the leverage and the
power it has through the executive branch to try and do something
about this cartel?

Mr. PITOFsKY. I can’t speak to diplomatic efforts in this area. As
far as the law is concerned, challenging an agreement among sov-
ereign states raises all sorts of difficult questions, the so-called act
of State doctrine, and the Sovereign Immunity Act.

Mr. STEARNS. You could use your influence. You could use re-
sources. You could use lots of things; trade, which I don’t think
that the administration is using fully.

Chairman BLILEY. The gentleman’s time has expired.

The Chair announces that we will now take a 5-minute recess.

[Brief recess.]

Mr. TAUZIN [presiding]. The Chair recognizes Mr. Bilbray for a
round of questions.

Mr. BILBRAY. I would like to thank the Administrator for staying.

Administrator, I just want to make sure that in California all
these years we have been trying to address the issue of not only
cleaner burning gasoline, but also more cost-effective. We had
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prices spiking for a long time. Now the 32 million people of Cali-
fornia see this huge reaction in the Midwest, and we say, hey,
doesn’t anybody remember we are out here in California, too? It is
almost like a perception that the Midwest really matters, but Cali-
fornia is just taken for granted.

That aside, I would just like you to articulate that after telling
the Governor, the Chairman, and this Member of Congress, and
telling the California delegation Democrats and Republicans unoffi-
cially that it was going to be early summer, now it has been 139
days, 24 hours in those days, waiting patiently and being told,
wait, one more study, one more report. We have been doing this for
years. What is your explanation of why we do not have an answer
in California?

Ms. BROWNER. The question that California has posed is a ques-
tion of first impression. No one else has ever brought that question
to EPA. No one has ever done the analysis. It has simply never,
ever been done.

I am sure everyone can appreciate that it is a more complicated
analysis than we originally thought. We are looking at all of the
oxygenates and whether the 2 percent requirement may in any way
hinder California’s efforts, and California is leading the way on
cleaner gasoline, and you, as a member of the Air Resources Board,
were a part of this.

No one has forgotten California, but we want to make sure that
we do the technical work. This body calls me up here all of the time
and says, do the technical work. It simply is taking longer. I apolo-
gize for it taking longer, but I know you and everyone up here
wants it to be done accurately.

Mr. BIiLBRAY. I have never heard anyone who has looked at what
California is proposing who had real scientific basis saying that
California was trying to retreat from an air quality issue.

Ms. BROWNER. We are not suggesting that at all.

Mr. BiLBRAY. I have been informed that the Governor of Illinois
wants to backslide and come off of number 2. California is asking
for the flexibility to go to number 3.

Ms. BROWNER. We agree.

Mr. BiLBRAY. We heard your testimony today. Somebody watch-
ing these hearings will hear what you just said, but remember
what you said two questions ago to the gentleman from Chicago,
saying that we want a renewable mandate, and we want it guaran-
teed up front. The trouble—is the crime that California is commit-
ting is we are trying to get a clean gasoline, but we are not willing
to commit to a renewable standard?

Ms. BROWNER. You know that I am incredibly supportive of the
California clean fuels program. We at EPA have in many instances
worked to adopt components of that program because we see the
benefits of it. There are two issues in front of all of us, but quite
simply, the issue of MTBE is one where we have agreement. We
all believe that the oxygenate additive MTBE presents far too
many water pollution problems and, therefore, should be removed.
We share your Governor’s commitment to that. We have asked this
body to pass legislation to do that. We are suggesting that in pass-
ing that legislation, it is an opportunity to create a renewable
standard. And your own State has been supportive of a renewable
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standard. Your rice farmers are supportive. They see an oppor-
tunity for biomass to

Mr. BIiLBRAY. Reclaiming my time. The State of California has
said that we would love to work toward it. But the renewable for-
mula, the problem is not MTBE, the problem is a mandate of con-
tent that was well-intentioned in 1990 that has been proven to be
deficient in the year 2000. The content mandate and what we are
asking you—and I want to say this again, when I hear you say re-
newable, I support renewable, but I don’t support a Federal man-
date that gives one product or one industry a monopoly. We have
already got enough problems with the gas industry having too
much of a monopoly. I don’t want to transfer from one industry to
another.

Ms. BROWNER. We are the ones asking for investigations and
saying that renewable should include your rice farmers.

Mr. BILBRAY. What I want to know is that the consumer—you
have a clean air strategy that we are trying to do. We are trying
to say that we have a cleaner, less expensive gasoline. Why won’t
the Federal Government allow us to do it? And you are saying that
you can’t prove yet that it is cleaner?

Ms. BROWNER. Mr. Bilbray, I have not said yes or no, and you
are well aware of that. This body has told me I have to do a level
of scientific analysis and present it to the public. California gave
me their evidence in February. Taking additional time to ensure
that the scientific analysis that this body always demands of EPA,
and they have every right to demand, is properly done is my job.

Mr. BILBRAY. I will go back and say with the science we have in
California, you have 139 days since you got the last piece of paper.
You know, Mary Nichols and your staff members have known since
1995, that California came up with a better environmental option
than a mandated content, and all we are asking is that you give
us the flexibility to do better. We are not asking to backslide or
back off like the Midwest. You have got professors in California,
you have got editorials in the San Francisco papers that strongly
support this administration, but they are asking questions. Why is
it such a big deal now that it is in the Midwest with a price spike,
and it has been—it hasn’t been a big deal when we were in Cali-
fornia?

Let me tell you flat out, I would love to see that we don’t wait
until August in L.A. when there can be a grand announcement
made one way or the other or the fact that California is being
taken for granted while the Midwest is now a political hotbed. This
is not just this Congressman saying that. I hope that we are not
playing politics. We have asked patiently. We have been patient
through two administrations saying we have a better mousetrap.
We know it. Why can’t you give us an approval to do better, unless
what it is is having basically a mandated content for certain prod-
ucts is essential to this administration’s policy, and I don’t think
that the public health should be sacrificed for that.

You want to talk about ethanol, and you know that we were
taken to court and we won the case before the court that a man-
dated content that hurt the environment was not going to be man-
dated.




50

Mr. TAUZIN. The gentleman’s time has expired. The gentlewoman
may respond.

Ms. BROWNER. No administration has done more for cleaner air,
and, Mr. Bilbray, we have enjoyed a positive working relationship
for the benefit of your constituents and all of the people of Cali-
fornia. You know that we are trying to get a scientific, a technically
accurate answer. This isn’t about politics. This is about a complex
analytical process. This is about science, and as soon as we have
that done, we will make it fully publicly available, and everyone
can comment on it.

Mr. BiLBRAY. We waited for the National Academy of Science and
study, study, study. The consumer and the environment back in
California is saying, when will we get the answer, and the answer
is not coming when it was promised.

Thank you for coming today.

Mr. TAUZIN. The gentleman’s time has expired.

The gentleman from Ohio Mr. Brown.

Mr. BROWN. On April 10, 1962, six U.S. Major steel producers
announced a sudden increase in steel prices. President Kennedy,
reacting furiously, said a few days later, on price and wage deci-
sions in this country with very limited restriction in the case of mo-
nopolies and national emergencies, strikes are and ought to be free-
ly and privately allowed. The American people have a right to ex-
pect, however, in return a higher sense of business responsibility
for the welfare of their country than has been shown in the last
2 days by the steelmakers.

President Kennedy continued, some time ago I asked each Amer-
ican to consider what he would do for his country, and I asked the
steel companies the same. In the last 24 hours we had their an-
swer.

Four days later, in response to President Kennedy’s ringing de-
nunciation, the steelmakers canceled their price increases.

I would like to ask each of you, I ask distinguished members of
this administration, and I would like to ask the President to do the
same, use the bully pulpit to demand accountability from oil com-
panies for whatever you want to call it, price gouging, perhaps col-
lusion, as Mr. Pitofsky might prove. I would ask also for the Re-
publican leadership that they quit calling names and use the same
bully pulpit to make that case that the oil companies have used
every excuse, blaming clean air laws, pipeline breaks and every-
thing they can, to raise prices even more than any of those single
elements should suggest.

Unfortunately, the Republican answers have been, eliminate the
DOE, refuse to invest in energy efficiency, refuse to invest in devel-
oping new sources of energy-renewables resources and fail to reau-
thorize the Strategic Petroleum Reserve.

I would ask Secretary Richardson, what do these failures on the
part of this Congress, the proposal to abolish the Department of
Energy, the refusal to invest in energy efficiency and reauthorize
Strategic Petroleum Reserve, what has this meant to oil prices?

Mr. RICHARDSON. It has prevented us from having a balanced en-
ergy policy. I think what this administration has done is unprece-
dented economic growth, but at the same time we have lowered
sulfur emissions. I think this is one of the main points of Adminis-
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trator Browner. We need a balanced approach, one that helps our
own domestic oil and gas producers, and we have before the Con-
gress legislation to help them, tax incentives for energy efficiency,
for fuel, for vehicles, for homes, for places of work, tax incentives
for renewable energy.

We have increased investment, and we need to increase invest-
ment in domestic sources of energy-efficient technology for factories
and homes, weatherization of low-income houses. The PNVG pro-
gram was cut in Congress, which basically allows us to have more
fuel-efficient cars, and do so in a time certain, and funding for that
is going down.

Our efforts on natural gas, distributed power generations, we
have, I think you mentioned, the Strategic Petroleum Reserve. As
the Energy Secretary I have authority to do this in national supply
emergencies. We need the full authority. I know that the House
has moved, but the Senate has not yet.

We need also authority for a regional home heating oil reserve.
We have not gotten it.

My point here is not to point fingers. We need to work together
and deal with these issues in a bipartisan fashion, I think, if any-
thing because of these high gasoline prices. If we approach both the
demand and the supply side and the investment side, we can deal
with this problem more effectively, and we can keep the funda-
mental goal of economic growth with protecting the environment.
I think we have done that.

Ms. BROWNER. Mr. Chairman, I just wanted to thank the com-
mittee for honoring the long-standing prior commitment that I had.
I was able to stay through the first round of questioning. If I might
ask leave of the committee to have Gary Guzy, our general counsel,
could answer questions in my absence.

Chairman BLILEY. Sure. We may submit some written questions
to you until later.

The gentleman’s time has expired.

I recognize Mr. Tauzin.

Mr. TAUZIN. Let me follow up on something, Mr. Richardson. I
wanted to get my 2 cents in and didn’t properly welcome you as
a former colleague and friend. Let me first commend your Depart-
ment, and I want those folks who may be tuning into this hearing
to know that you published this primer on gasoline prices that is
available at www.eia.doe.gov on Web, and I assume that they can
also contact your Agency and get this pamphlet. It is a great expla-
nation of how retail gasoline prices occur in the marketplace. It is
also, and I want to point out again to you, a real statement that
anticipated the price spikes in the Midwest. It says that lack of
available refining capacity, which is continually going down in
America and affected by these reformulated requirements, the lack
of refining capacity is already contributing to higher retail prices
in California, that Mr. Bilbray pointed out, and is expected to
spread to other States.

You predicted that it was going to happen. You should not be
surprised by it. I want to offer this for the record, among the docu-
ments that we file, and I ask unanimous consent that it be part
of the record.

Chairman BLILEY. Without objection, so ordered.
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Mr. TAUZIN. Also dated July 3, an article in Business Week, enti-
tled “Who Is to Blame,” this has been about pointing fingers. The
people in the administration are trying to blame the oil companies
in calling for the investigation, and there is concern about EPA’s
decisions. But the article does a good job, and I want to quote one
phrase: “the trouble in the Midwest should have come as no sur-
prise to gasoline consumers in California. After the State mandated
its own special reformulated gasoline that they blend in March
1996, the price of gasoline took off, jumping 30 percent to $1.60 a
gallon. Consumers were outraged. There were at least four sepa-
rate Federal and State investigations of the California gas prices.
No charges of improprieties were ever filed. Capacity in the State
is so tight, whenever there is a refinery outage, gasoline marketers
must fine out-of-State refiners who can meet the California require-
ments.”

It is as simple as that. I suspect that you are going to go forward
with your investigation because that is what you guys want to do,
but I would ask you to consider the fact that every time this hap-
pens and all of the investigations go forward, we get the same an-
swers. That it is marketplace disruptions in some cases caused be-
cause of new requirements in the content of gasoline for which the
marketplace has a hard time adjusting.

I want to quickly take you through what I have learned about
the situation in the Midwest, Mr. Richardson, and ask you, Mr.
Pitofsky and Mr. Slater, and Mr. Guzy of the EPA, to think about
what is happening in that marketplace before you go around charg-
ing people with corruption and chicanery. When ethanol has to be
added to gasoline, it has to be shipped in separately and mixed
near the marketplace, and the refining capacity drops, and short-
ages occur.

When refiners that have their own branded gasoline stations out
there no longer have enough gas for this new reformulated mix to
sell to the independent marketers, the independent marketers
begin bidding up the price to get some of that supply. In a shortage
the independents start bidding the price up, and the branded prod-
ucts have to keep up with that price spiral because otherwise their
stations would go dry. The article talks about that 5 or 6 cents re-
formulated cost amounting to a 16-cent increase in gasoline prices
when you create shortages.

What I am trying to say, and I hope that you look at this, there
is a reason why we have had low gasoline prices across the country
and a spike only in certain regions of the country, and it isn’t be-
cause we only have gasoline shortages, we have a lot of oil flowing
into this country. It is regionalized. And it is regionalized because
of the fact that we decided, rightly or wrongly, on a drop-dead date
of June in the middle of the demand season to impose new regula-
tions for which there are short supplies. If we are going to cure it,
we quit all of these charges and countercharges and simply under-
stand how these markets work and maybe implement these
changes on a gradual transitional phase instead of a drop-dead
June 1 in the middle of the summer when everybody is using auto-
mobiles to get around the country.

Chairman BLILEY. The gentleman’s time has expired.

The Chair recognizes the gentleman from Minnesota, Mr. Luther.
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Mr. LUTHER. Thank you, Mr. Chairman. I wrote you, and I ap-
preciate you having the hearing.

A lot of references have been made to Chicago and Milwaukee.
I represent the metro area of Minneapolis-St. Paul. I assume your
comments are the same with Minnesota in general, and there is
nothing specifically about that area that would differ in your com-
ments. I am assuming that unless somebody says something dif-
ferently, because obviously we are greatly concerned, as well as
Milwaukee and Chicago.

I appreciate the final words that Mr. Tauzin said because I think
it is too bad—Mr. Chairman, I wish you had made those comments
about no finger-pointing earlier in the hearing. I missed some of it
because of the floor action, but I don’t think anything would be
more inappropriate here than to try to cast blame on a particular
administrator or a particular Department over this particular
issue.

When President Clinton took office, he clearly recognized the im-
portance and the need for a strong, long-term energy policy for this
country, and I think that through his actions he has been working
in that direction, and I don’t think that it is appropriate to be cast-
ing any blame. And what I hear being said as I follow this issue
is that nobody can put their finger on it and say this is an expla-
nation for what is going on, and that is exactly why the FTC is
going to do what it is going to do, and that is highly appropriate.

Obviously, a couple of days after the FTC made that announce-
ment, there were further changes in the whole pricing of this prod-
uct. That needs to be looked at and scrutinized. We need to get to
the bottom of it because this finger-pointing—you wonder why the
American public is fed up with politicians. I come from Minnesota,
the home of Jesse Ventura. This finger-pointing is the classic rea-
son that Americans are fed up with the political parties and the po-
litical process.

What we need to do is get to the bottom, get to the bottom of
the facts, and that is what I hear you saying you are going to do,
and that is what we ought to do.

Would it be helpful if we brought people other than the Secre-
taries here; would it be helpful if we brought people from the in-
dustry in? How can this committee be helpful in getting to the bot-
tom of what is going on, and how can we take action? I would like
to know—if there is nothing that we can do during this period of
time, please indicate. If there is something that we can do other
than bringing heads of departments in and other people that could
bring some answers, I would like to know.

Mr. PITOFSKY. On the narrow question of price behavior in the
Midwest, I think we have all of the authority that we need. Yes,
we will conduct this investigation. Maybe your interpretation of
what will happen here is right. Maybe the evidence will show that
no cases should be brought. As far as I am concerned, that does not
mean that we should not investigate. I believe the people who are
paying these high prices and being hurt by these high prices are
entitled to an explanation, and that is what we will do.

As to the committee’s role, I don’t think that we need any assist-
ance on this, but on the broader questions of OPEC, international
oil industry and so forth, I leave it to others to respond.
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Mr. SLATER. Congressman, I have shared our analysis of the
pipeline situation, so I would let my earlier comments speak to the
question.

When it comes to the broader balance comprehensive energy pol-
icy, there are a number of things that we currently have before the
Congress that would clearly be helpful to us: providing the re-
sources for the advanced vehicle program, supporting our efforts to
continue to work with the automobile industry to move forward on
our PNGYV initiative, new generation vehicle.

Also, we have a major initiative with the trucking community in
that regard as well. We announced that during Earth Month in De-
troit with Mack Truck, Oshkosh and Caterpillar. We would like to
be able to move forward aggressively on those measures.

We would like for the Congress to reconsider the prohibition to
the administration as relates to our moving forward on reviewing
and analyzing CAFE standards. We have seen a 50 percent in-
crease in fuel efficiency since that measure was passed in 1975 and
believe that we can make significant progress as we continue to
work in partnership with all interested parties in this regard.

Clearly, our ability to continue to provide record-level funding for
transit initiatives and intercity rail we believe also provides signifi-
cant benefits.

I made a comment earlier about the fact that last year we en-
joyed, for the first time in 40 years, significant ridership in transit,
about 9 billion passengers. That accounts for or represents literally
billions of gallons of oil saved.

Also, Amtrak has enjoyed, over the last 3 years, increases in rid-
ership and improved service, and so I do believe that those meas-
ures provide great opportunities for us to balance our transpor-
tation system and to also bring fuel efficiency to a greater realiza-
tion across the transportation enterprise.

Mr. RICHARDSON. Congressman, I would simply add, this is the
Energy—used to be the Energy and Commerce Committee. You
have primary jurisdiction over energy. I would suggest this is an
issue that should involve environmental groups, the oil companies.
It should involve citizens groups, labor unions, business people.

I think we can find solutions. We need to find a national solu-
tion, and what I am concerned about is that we are looking at
strictly regional problems. I think we have to have a national pol-
icy, and the Secretary mentioned a number of initiatives that we
need passed.

But, at the same time, there is also an international dimension
which I have been dealing with which, you know, you might call
some experts in that area to deal with the international ramifica-
tions. We are concerned both on the national side but also on the
international side, factors that we can’t control like the explosion
in Kuwait of this refinery, like other disruptions that occur that in-
volve infrastructure, and I think Secretary Slater can also con-
tribute to this.

So I would urge you to have a national dialog on energy, with
the objective being a bipartisan energy policy that might help us
get through this not just the summer but long range more effec-
tively than we have.

Mr. Cox [presiding]. The gentleman’s time is expired.
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Mr. Guzy. If I may respond very briefly. One of the things that
has characterized the cleaner fuels, cleaner gasoline program has
been the significant lead time that the industry in fact has had to
be able to meet the requirements with the initial phase in 1995
and phasing in in the Year 2000, and we would just ask that the
administration has submitted principles to address the challenge
posed by MTBE. We think they represent a serious effort to grap-
ple with those issues, and we would ask this committee to consider
those and move that forward. In addition, we would ask Congress
to fully fund the administration’s request for energy efficiency.

Mr. CoX. The gentleman’s time is expired.

The Chair recognizes himself for 5 minutes and welcomes his
former antitrust professor to the panel. Unlike the President and
the First Lady, I didn’t study under Professor Bork. I studied
under Professor Pitofsky, but hopefully I learned something in the
process.

Mr. Prrorsky. I look forward to your questions.

Mr. Cox. Fortunately, a sufficient number of years has passed,
I am not motivated to take advantage of the opportunity where I
might have been as a student.

We are right now in the country, as we are all commiserating,
more dependent on foreign oil than ever. Our own domestic produc-
tion has gone down, down, down, down over the last 15 years, and
we are not stimulating domestic production. To the contrary, it is
being depressed. We are also not doing much to rely on nuclear
power, not to my knowledge. I would ask the Secretary, does the
administration formally support the construction of any ongoing
nuclear power plant projects? Is there any construction project
under way in the——

Mr. RICHARDSON. Mr. Chairman, let me just say the administra-
tion supports nuclear power as one of our options, and we have
committed to that through increased research funds, as I men-
tioned earlier, and the issue of certification of new nuclear power
plants through the Nuclear Regulatory Commission, but there have
been no pending issues right now.

Mr. Cox. Have any new nuclear power plants come on line dur-
ing the Clinton Administration?

Mr. RICHARDSON. In the entire 7 years, no. Since 1975, none
have come on line.

Mr. CoX. Are there any currently under construction that the ad-
ministration has supported?

Mr. RICHARDSON. Well, it is not a question of whether we support
them or not, Congressman. It is an issue of licensing. And, as I
have said, we believe that nuclear power is part of the energy mix,
and we are supportive of efforts to increase research in nuclear
power.

One of the problems——

Mr. Cox. Are you supportive, for example, of the immediate con-
struction of the light water nuclear power plant somewhere in
America?

Mr. RICHARDSON. Well, if it is fully licensed, yes.

Mr. Cox. And then where would this be going on?

Mr. RicHARDSON. Well, I think the Nuclear Regulatory Commis-
sion has a number of pending nuclear licensing issues. I will say
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to you, one of my more immediate concerns is, the Seabrook nu-
clear power plant yesterday in new England has had some prob-
lems, and we are trying to work on that.

Mr. CoX. The reason I ask the question is I do know the adminis-
tration is supporting at taxpayer expense the construction of two
light water nuclear reactors in North Korea. We agreed to pay for
Kim Jong-Il and his regime to have two light water nuclear reac-
tors, something to my knowledge this administration would never
support in America; and I am just wondering why in North Korea
we are supporting the construction of nuclear power plants instead
of some safer means that doesn’t pose a proliferation threat. Be-
cause, as we have heard in testimony, when those two nuclear re-
actors come on line in North Korea they will produce enough pluto-
nium to make 60 bombs a year.

Mr. RICHARDSON. The reason for that is what is called the
Agreed Framework that we signed with North Korea some 4 years
ago.

Mr. Cox. Well, I am very familiar with the Agreed Framework.
I am just trying to contrast the administration’s willingness to pay
for it at U.S. Taxpayer expense, the construction of nuclear power
plants in North Korea, and the lack of any nuclear power progress
in the United States for the whole 7 years of the Clinton-Gore ad-
ministration.

Mr. RICHARDSON. Congressman, the issue is not that we are stop-
ping it. The issue is licensing. There are strict standards that have
to be followed. We believe that nuclear power has to be part of the
mix. We have increased research for nuclear power. We tried to re-
solve the nuclear waste issue.

One of the problems in nuclear power is the very high cost of
building new nuclear power plants. The technology has not been
advancing as rapidly as it should.

But, again, on the North Korea issue, what we got in return,
Congressman, was a moratorium on reprocessing of North Korean
nuclear weapons.

Now, there has been a breakthrough in North Korea. As you
know, there is an easing of tensions, but the issue of the reactors
is something that is pending right now.

Mr. Cox. I just would have hoped that the U.S. input there
would have been toward hydroelectric power or even coal, if we
can’t do it as cleanly as hydro, or some other means of providing
electricity to people in North Korea who are admittedly very, very
poor and not pose that proliferation threat.

On petroleum, Alaska is twice the size of Texas. Can we do more
exploration in Alaska?

Mr. RICHARDSON. Yes, Congressman, and this administration has
supported exploration in the North Slope, a petroleum reserve in
Alaska. We also believe that initiatives that we submitted on mar-
ginal well tax producers, GNG expensing delayed rentals, if ap-
proved by the Congress, would help in the exploration there. Some
of the more salient issues relating to exploration in Alaska is the
ANWR issue; and we have said that we believe that for environ-
mental reasons, for biodiversity, ecological reasons it is not in the
national interests to explore in the ANWR.
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Now, we do support further exploration. We have a proposal to
deal with the deep water relief initiative. We have some areas in
coastal areas where there is exploration. Off the coast of Florida,
off the coast of California, we think it is too environmentally sen-
sitive.

Mr. Cox. I agree with that. But certainly not with putting all of
that vast acreage of Alaska off limits. I would yield the Chair at
this point—to the chairman for his return.

Mr. TAUZIN [presiding]. The chairman recognizes the gentleman
from Chicago, Mr. Rush.

Mr. RusH. Thank you, Mr. Chairman.

Mr. Secretary, Secretary Richardson, of course, we are concerned
about the escalating and skyrocketing costs of gasoline at the
pump. Of course, in my District, we are experiencing crises. People
who have marginal lifestyles and people who are living on fixed in-
comes are experiencing all kinds of havoc because of the rising or
the cost of gasoline.

However, I want to project forward a couple of months, and in
March 1999, March 23, 1999, there was an announcement by
OPEC that its member states were banding together to reduce the
world supply of petroleum, and then again in October 1999, an an-
nouncement by the Energy Information Administration that prices
for home heating oil will increase by 44 percent.

You know, that alarms me. Because I want to know, you know,
for those same individuals who are experiencing this crisis in their
lives because of the rising costs of gasoline, are we to expect simi-
lar crises as far as heating oil in the winter months, especially if
we experience a severe cold winter season? And, also, is there any
specific legislation that Congress has presented to the President to
help stem the sharp increase in oil prices, given the fact that we
are now reacting to the crisis that we are presently involved in and
having projected a future crisis that is right around the corner?

Mr. RICHARDSON. Congressman, for your constituents—and I
have been in your district, and I know how painful it has been both
in summer and in winter, the summer with air conditioning; and
I recall being in Chicago at a time when some of your constituents
were suffering because of the extreme heat wave and lack of air
conditioning.

What we think is necessary, Congressman, is several steps: Low
income energy assistance—the President has resubmitted addi-
tional funds to provide low income energy assistance on an emer-
gency basis. We need those funds from the Congress.

In addition to that, for constituents in Chicago and other parts
of the country, our weatherization programs need to be expanded
and reauthorized, and we have proposed that.

On home heating oil, we are concerned, Congressman. This is
why we have proposed a home heating oil reserve of 2 million bar-
rels based on a national supply emergency in case of a potential
emergency, not based on market or price issues but based on an
actual supply emergency. That has been languishing. I understand
something passed the House yesterday, but it is not moving in the
Senate.
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I need full authority also for strategic petroleum reserve which
can be used for national supply emergencies. I need the full author-
ity to use that. We don’t have that at this time.

In addition, we are going to continue our energy diplomacy which
basically recognizes that what the international community needs,
and we are all tied in here, is price stability, not so much volatility.
That is what has been happening, and we are talking about devel-
oping countries and producer and consuming countries. And the
price of oil is over 30, it is too high. At 10, it was too low. So what
you want is something in between but dictated by the market.

We are also moving aggressively I think, as many have men-
tioned, with EPA and the Department of Transportation to deal
Withdthe pipeline and refinery problems that unexpectedly hap-
pened.

In addition, too, Congressman, we are talking to the American
people about just taking some simple steps that involve energy effi-
ciency. For example, finding ways to deal with the inadequate gen-
eration and capacity that exists, for instance, washing dishes and
doing laundry in early morning or late evening when it is cooler
or closing your blinds or drapes or shades to prevent sunlight from
entering your room or something. Just a simple turning lights off
in rooms you are not using and changing filters in air conditioners.

Now this is not supreme sacrifices, but if we did that we could
save money, consumers would save money and electricity.

Mr. TAUZIN. Gentleman’s time has expired.

Mr. Slater, you wanted to respond also?

Mr. SLATER. Yes, Mr. Chairman.

I just wanted to mention that since transportation costs in many
households are second only to housing costs, that one other thing
we could do is to really promote the use of commuter choice, to help
people in their use of transit. I mentioned that we had 9 billion
passengers last year. We have the capacity to significantly increase
this number, and this kind of tax incentive is very helpful. I know
Congressman Wynn is very interested in this, especially in the
Washington, DC, metropolitan area, but you have got a great tran-
sit program in Chicago, and I do think that could provide some re-
lief for families that we have concerns about.

Mr. TAUZIN. The gentleman’s time is expired.

The Chair recognizes the gentleman from Oklahoma, Mr.
Largent. Mr. Wynn will be next.

Mr. LARGENT. Thank you, Mr. Chairman.

I want to say I differ a little bit with the gentleman earlier that
asked questions. Mr. Richardson—Secretary Richardson said that
the Department of Energy hasn’t done anything related to energy,
and I would say that I want to applaud the Department of Energy
and the administration’s effort on electricity restructuring because
it is something that I think we are all going to feel the negative
consequences of not having done anything sooner this summer. And
I know that you have been traveling the countryside and warning
of potential brownouts. In fact, some of those have already oc-
curred. With the warmer-than-expected spring that we have had
both in San Francisco and Detroit, they have had problems. So I
wanted to say thank you for your effort, and we will continue to
work with you to try to move that forward.
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But I wanted to ask you and Mr. Guzy the question of what im-
pact the more stringent environmental requirements have had on
supply of petroleum products in this country.

Mr. Guzy, would you go first?

Mr. Guzy. Our belief is that the cleaner gasoline requirements
can be fully met and have been historically fully met without any
adverse impact on supply of gasoline in the country. We look at the
significant involvement that the industry has had in helping us
craft this program first through a regulatory negotiation and then
through working with us to ensure that there was adequate lead
time to ensure that refineries could get up to speed, that the trans-
portation infrastructure for the products would, in fact, be up to
speed. We look at how across the country, if you exclude the two
areas in Chicago and Milwaukee where we have seen these inex-
plicable price spikes, the fact is that conventional gasoline is slight-
ly higher in price at the wholesale level than reformulated gasoline
but only slightly, and our understanding is that, in fact, even for
these two areas there should be adequate supply to meet the con-
sumer needs.

Our belief is, in fact, that the source of the problem here is not
the cleaner gasoline requirements at all but that the American peo-
ple should have some explanation of it.

Mr. LARGENT. So is it your contention that the price spikes are
a result of big oil companies profiteering?

Mr. Guzy. Well, that certainly is one possible explanation. That
is why Administrator Browner and Secretary Richardson asked the
FTC to conduct that investigation. Because we have looked at all
of the other issues that possibly could be an explanation, whether
it be the pipelines that supply the area, whether it be the changes
in technology that the refiners agreed are appropriate for meeting
Congress’ mandate for cleaner gasoline, whether it be the produc-
tion of ethanol as preferred locally in these two areas, and none of
them in our view can account for the huge, huge price differentials
that there has been.

And then when you look at the fact that, as soon as the request
for an investigation came in, since that time, since June 15th, the
wholesale level in prices have dropped precipitously, some 40 cents
per gallon, and there seems to be no change in the underlying fac-
tors that would account for that, we are left only wondering wheth-
er it is the issue of the kind of prices that large oil companies in
fact are charging for their product, and that is why the FTC has
been asked to investigate this.

Mr. LARGENT. It seems to me that what you are saying—and I
am glad that you reiterated because I think that is exactly what
Secretary Browner said before you—or Administrator Browner said
before you. And yet I think what you say is really counterintuitive
to my way of thinking because, in fact, the number of refineries in
this country has decreased by about half, I believe, in the last 10
or so years, and the number of products that they are required to
produce has escalated unbelievably as a result of both local regu-
lators and national regulators like the EPA setting down these
mandates. And, in fact, in our second panel I think we will prob-
ably hear some of the explanation for what you refer to as being
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inexplicable for the different variations in prices around the coun-
try.

But in the testimony of the second panel this is one of the
maps—I know you can’t see that, but you can see just from the var-
ious colors—these are all the various products that refiners—and,
again, we have half the number of refineries in this country than
we used to have—have to produce because of either local or na-
tional new environmental requirements in terms of what goes in
gasoline. And one of those happens to be Tulsa, Oklahoma, which
is the district that I represent.

It is a county-wide initiative to meet clean air standards to stay
in attainment with the EPA’s newer, more stringent air require-
ments; and they have gone to what is called a Reid Vapor Pressure
8.0 Agreement. Now in order to get that, there is one pipeline that
comes up from Texas. They combine two different types of gasoline
to produce this 8.0 Reid Vapor Pressure type gasoline that is sold
only in Tulsa, Oklahoma. Nowhere else in the country is this gaso-
line required. There has been a disruption of supply to Tulsa; and,
as a result of that, Tulsa has experienced some of the highest
prices in the country where we have traditionally always been one
of the lower places to buy gasoline.

And so I would say, to my way of thinking, this is a very real
explanation of why the prices are higher in Tulsa, is because the
new environmental requirements that Tulsa County has entered
into to stay in attainment with the EPA has created a supply and
demand problem. We are the only place that requires this. The
supply is limited, so the price goes up. Don’t you think that is a
reasonable explanation?

Mr. TAUZIN. The gentleman’s time is expired.

Mr. Guzy. We would be, obviously, pleased to work with you to
look at the particular challenges that are posed in your district.
But I would say where we have looked very closely at that in Chi-
cago and Milwaukee there are in fact no more blends of gasoline
that are required this season, this May-June timeframe, than there
were in previous seasons. So for the Chicago-Milwaukee price
spikes, that cannot be an explanation for why they are occurring.
That is why we are left with the request for an investigation, for
the FTC to conduct it.

Mr. TAUZIN. Gentleman’s time is expired.

The Chair recognizes the gentleman from Maryland, Mr. Wynn,
for a round of questions.

Mr. WYNN. Thank you, Mr. Chairman. I apologize if I am cov-
ering ground that has been previously discussed, but we have had
some parliamentary maneuvers that have kept me somewhat occu-
pied.

With respect to the SPRO, there are a couple of proposals, one
to use the existing reserves, the other to create a separate reserve
for home heating oil. The argument has always been that, to the
extent that we put more reserves out into the marketplace, that
foreign oil just basically makes adjustments restraining the market
so that it really doesn’t accomplish anything, that you still have an
inadequate supply. Do you agree with that analysis?

Mr. RICHARDSON. Congressman, basically, yes, although I will
say that what we are asking for in the home heating oil reserve,
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which is a new proposal, is something that would be used only in
supply emergencies, not based on market or prices. Our objective
there is humanitarian, in the event of a supply shortage to have
2 million. In terms of the strategic petroleum reserve, the full au-
thority that I have to manage the strategic petroleum I don’t have
right now because of a failure to reauthorize the legislation that is
needed.

Mr. WYNN. If you had it, could you use it to address price prob-
lems as opposed to the emergency problems? In other words, the
problems that the Northeast has experienced, the problem that the
truckers experienced earlier in the spring, could you use that au-
thority to put product on the market?

Mr. RICHARDSON. Ultimately, the President makes that decision,
but the answer is, technically, no, Congressman. The law specifi-
cally sets national supply emergencies, not pricing issues.

Now, what we also have in this country is low stocks, high de-
mand. So we have a multiplicity of factors right now that are in
play. But I think to be absolutely certain, so that we are fully pro-
tected, I think it is important we get that full authority which has
been still languishing, not in this body but in the other.

Mr. WYNN. If the full authority would not enable you to respond
to pricing problems, is there some other mechanism, another type
of reserve that ought to be used for these pricing problems?

Mr. RICHARDSON. You know, Congressman, it has been, I guess,
traditional in our energy policy bipartisan, that the government
doesn’t get involved in pricing issues, that we find other ways of
protecting the consumers. I mentioned the low income energy as-
sistance, the weatherization initiatives, other ways to soften the
blow.

Mr. WYNN. In the absence of a major infusion of funding in the
low income assistance, which I am a big supporter of, it seems that
the consumers are basically vulnerable to these inexplicable price
spikes.

Mr. RICHARDSON. That is right, and this is why we are urging
that we make sure that we fund these programs, the weatheriza-
tion, low income energy assistance.

Mr. WYNN. If your investigation reveals that these price spikes
are not in fact inexplicable but are explained by price gouging,
what action would you take?

Mr. RICHARDSON. Well, I think this is

Mr. Prrorsky. That probably is something I ought to field.

If we find illegal behavior, our first step would be to go to court
and get an injunction and to stop it. That would be our principal
action. And, in addition, it is possible that if there was illegal be-
havior, some of the money that the sellers accumulated is ill-gotten
gains, is illegally acquired gains. If so, I think we would take steps.
We would certainly explore whether there were ways to get that
money back to consumers. That is awfully difficult in the oil busi-
ness, but we would look at it.

Mr. WYNN. Could you mandate reductions?

Mr. PiTOFsSKY. No, we wouldn’t do that. We don’t do that. Our
goal is to ensure a free and competitive marketplace. We don’t fix
prices. We don’t roll back prices. We depend on the market.
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If individual companies distort the market through conspiracy,
then we make them stop. And just to finish, there is a possibility
that we could require disgorgement of illegal profits back to the
Treasury.

Mr. WyNN. Back to the Treasury but not back to the consumer?

Mr. PrTorskY. You could try that, but the problem is, how do you
show which consumer bought what gas at what price? The record-
keeping would be very difficult, but there might be ways in which
that could be accomplished.

Mr. WYNN. Let me ask the Secretary one other question. These
whole circumstances we have experienced since the spring seems to
call into question whether or not we have adequate domestic sup-
plies, adequate domestic production. People suggested environ-
mental regulations, people suggested a lot of reasons. What would
be your suggestions with respect to increasing domestic production?

Mr. RicHARDSON. Well, Congressman, you know, the President
has a package, $4 billion in tax credits for energy efficiency, for
fuel efficient vehicles, for efficient technologies in homes, factories,
residences, energy efficiency initiatives that also combine efforts to
save energy. In addition to that, we have a substantial package to
help our domestic production.

Specifically, Congressman, you know when oil was $10 a barrel
our domestic oil and gas producers were really hurting. Many were
wiped out. In fact, even though it is at $30 now, a lot of them still
need a little boost, still need to get back. And this is why we have
proposed a package to assist them, including loans to get back up,
including marginal low tax credit, including some tax provisions
that make it easier to drill and to explore within the country.

Mr. BARTON [presiding]. Unfortunately, the gentleman’s time has
expired, and we have got a lot of members. The gentleman from
California, Mr. Rogan. I was told it was Mr. Rogan. Mr. Bilbray
seems disappointed, but I am told Mr. Rogan is next in line.

Mr. RoGaN. Mr. Chairman, I hope this is the only time during
our mutual service in Congress I disappoint Mr. Bilbray.

Mr. BARTON. The gentleman is recognized for 5 minutes.

Mr. RoGAN. Mr. Chairman, thank you for calling the hearing;
and I also want to thank our distinguished panel for appearing
today. Like some of the other members, please accept my apologies
for missing part of the hearing. I think, Secretary Richardson, you
more than most are sensitive to what happens when there are a
number of procedural votes that call us away.

If T ask any questions that have been asked already, please tell
me, and I won’t pursue the area, and I will be happy to look at the
transcript.

But I especially wanted to ask, first, Secretary Richardson about
his statement a few minutes ago that the administration came to
the conclusion that ANWR exploration was not in the national in-
terest. Let me share with you just a few facts from the reports that
I have read that have caused me to feel that that is not an appro-
priate analysis; and if I am mistaken in the underlying assump-
tions, please correct me.

It is my understanding, Mr. Secretary, that the administration is
refusing to open %100 of 1 percent of ANWR to oil exploration, and
if that had been opened, that would open the same amount of oil
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or would make available the same amount of oil to us as 30 years
of imports from Saudi Arabia and that the proposed drilling foot-
print is only about three square miles on an area that encompasses
some 58 million acres of land. And, finally, that everyone from the
local Eskimos to workers up there were encouraging this because
the Eskimos were saying that they were going to get much more
revenue for hospitals and roads. Obviously, the workers would have
the motivation for employment concerns. Are those facts and fig-
ures essentially correct?

Mr. RICHARDSON. Congressman, I don’t usually totally duck ques-
tions, but let me just say that this is an issue that probably is best
addressed to Secretary Babbitt now because it is a Department of
Interior jurisdiction.

I will say, though, that the administration has concluded for eco-
logical reasons that it is not in the national interest to drill at
ANWR, that there is sufficiently other areas in Alaska and in the
rest of the country that domestic oil and gas can be drilled and ex-
plored, and as part of a package there, we have produced a number
of tax incentives to help our domestic oil and gas production. There
are other parts of Alaska, Alaska Preserve, the North Slope that
we have supported drilling, but ANWR, I can get into a statis-
tical—you know, we have these figures, you have those figures, but
I don’t want to do that, and I think Secretary Babbitt could prob-
ably do that much better.

Mr. RoGAN. That is a fair answer. And I want to preface this by
saying I am not trying to bait you, and I am not trying to play any
game of “got you”.

The fact is, as a Member of Congress I sit and I see gasoline
prices in my district and around the country skyrocketing. People
want to know why, and I am trying to figure out what is the appro-
priate answer without unfairly pointing fingers. But when I look at
those figures from ANWR exploration and I couple that with other
figures that have been made available to our committee, such as
when the administration began there were some 650 or so oil rigs
producing in the United States, there are now only 153, that do-
mestic oil production has plummeted 17 percent, these type of facts
indicate to me that there appears to be at least some hostility from
this administration to domestic oil production, and ANWR just
tends to be one example of that. I would be happy to hear you com-
ment on it.

Mr. RicHARDSON. Well, I don’t think there has been hostility. In
fact, we have worked very closely together with the domestic oil
and gas industry, especially in the last couple of years. We have
had deep water royalty relief. I did mention these domestic oil and
gas provisions that we just initiated. We did have a number of roy-
alty simplification initiatives.

In your own State, we had that Elks Hill privatization. That in-
volved unusual cooperation with the oil companies. We have had a
number of depletion initiatives for small producers. We have had
a number of other efforts to improve the technology. The Depart-
ment of Energy funds many technology exploration techniques that
are used for the oil and gas industry.

But you are correct, Congressman, there has been a reduction in
domestic oil and gas production; and they were especially hit hard
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a year and a half ago when oil was at $10 a barrel. Regions where
I used to represent were hit very badly. And my point here is that,
even though oil is now at $30, a lot of those small independent pro-
ducers are still hurting. We still need to get them back on their
feet, and this is what we are trying to do.

Mr. RoGaN. Mr. Chairman, I see my time is about to expire.
Thank you, Mr. Secretary.

Mr. BARTON. The distinguished gentleman from Virginia, the
ranking member of the Energy and Power Subcommittee, Mr. Bou-
cher, is recognized for 5 minutes.

Mr. BoucHER. Thank you, Mr. Chairman. I want to join with
others in welcoming these distinguished witnesses today; and I
want to say a special word of welcome to our former colleague on
this committee, the Secretary of Energy, Secretary Richardson. Mr.
Secretary, I understand that you, in response to a question earlier
this morning, indicated that the administration would not support
at the present time legislation that is designed to restructure the
electricity market, which is limited just to what we are calling sys-
tem reliability assurances and also as a component of that measure
would include measures designed to bolster transmission. Would
you care to give us something of a formula for what the adminis-
tration would recommend in terms of legislation for industry re-
structuring? Would it be sufficient, for example, for us to simply
perfect the 1992 Act and facilitate a wholesale market for elec-
tricity generation and sale or do we need to take the next step and
do those things necessary to create a national retail market at the
same time? What is your formula?

Mr. RiCHARDSON. Well, Congressman, that is our view to stand-
alone reliability legislation. We believe it is not a comprehensive
solution. It happened in the Senate, and we believe the approach
that this committee has taken, that Congressman Dingell and you
and Barton and Bliley, at looking at broader issues—we have got
to address the transmission issue. We have got to address the gen-
eration issue. We have got to address the capacity issue, interstate
transmission systems, the repeal of PURPA, the repeal of PUHCA,
all on a comprehensive basis. It is our view that if we don’t address
horizontal market power what you are going to have is utilities
may be able to inhibit the entry of new competition, and this would
prevent investments in new power plants and the electricity grid.

We urge you to work with us. We are having potential brownouts
and power outages around the country. We need to do this in a bi-
partisan fashion.

I know Congressman Pickering took the lead in putting together
initial legislation. We want to work with you to do this, but we
think that it is important that we not just do stand-alone reli-
ability. That will not fix the distribution problems that are inher-
ent in the system.

Mr. BoUCHER. Thank you for the answer. I think you will find
a willing audience here to accept your invitation for a larger meas-
ure, and I accept your suggestion of what some of the elements
ought to be.

As you indicated earlier, we have approved in the House legisla-
tion to renew the President’s authority to manage the Strategic Pe-
troleum Reserve. The Senate has not acted on that measure. I am
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wondering, if we are successful in adopting renewal legislation, if
you would be interested in doing something which I would put in
the category of a rather clever move. I read earlier this year that
your office was perhaps considering this, and I would like your
comment concerning it.

We only have about 500 million barrels in the Reserve in round
numbers, and it has a capacity of 700 million barrels, and so it is
below its capacity rather substantially. Your office had been consid-
ering a way to fill the Reserve, essentially at no cost to the tax-
payer, and that would be through the immediate loan of some pe-
troleum from the Reserve to companies that are interested in put-
ting that petroleum into the market and then having those compa-
nies replenish the Reserve with that amount plus a premium, in-
terest, if you will, at a future point and that premium or interest
would be an amount sufficient to fill the Reserve.

I would assume, as a first matter, that you do not have the stat-
utory authority currently to engage in that transaction, given the
fact that we have not renewed the President’s authority to manage
the SPR, and I would appreciate your comments on that.

Second, if you get the authority you need, would the Department
be interested in pursuing that kind of approach?

Mr. RICHARDSON. Congressman, I first have to commend Con-
gressman Largent and his leadership on restructuring. I missed his
name, and I would never have forgiven myself because of his lead-
ership on it and not because he said some nice things about me,
but that is a fact.

Let me just say, right now, the authority for the Strategic Petro-
leum Reserve, because it has not been fully authorized, is called
the Energy Policy and Conservation Act, and a lot of these issues
are murky. For instance, I acted on the Strategic Petroleum Re-
serve 2 days ago on precisely what you describe, which is basically
a swap. It is to deal with a dry dock emergency in Louisiana. With
Citgo and other energy companies, we moved 500,000 barrels be-
cause of that emergency. It was basically an exchange.

So I have the authority to do that. My lawyers felt I did.

For the regional reserve for the Northeast, it is murky; and for
use in terms of a national emergency, I just need the full authority
to do that.

What you have also described with the Strategic Petroleum Re-
serve, you can sell off oil or you can swap it. What I think my main
job as Energy Secretary is, is to make sure that the Strategic Pe-
troleum Reserve is well managed and is strong. We did, Congress-
man, fill it up to about 579 with what is called royalty in kind,
where we exchange with the Department of Interior barrels of oil.
And my objective is to fill it up, and we did fill it up at that time
when the price of a barrel of oil was at $10. So it was a smart deci-
sion. It was one of the first things that we did.

I think one of the efforts that I hope this committee engages in
is ways together we can make sure that the Strategic Petroleum
Reserve is better managed and we can use it more based on market
principles. And we can be creative, as you mentioned, but I think
the statute does make sense that it should only be used for na-
tional supply emergencies, and this is why we have been cautious
in using it.
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Mr. BARTON. The gentleman’s time has expired.

The gentlewoman from New Mexico is recognized for 5 minutes.

Mrs. WILSON. Thank you.

I look with some amusement at some of the statements that the
reason for high prices is that “big oil is gouging American con-
sumers.” It would sound silly if it weren’t said by straight-faced
people.

I have been watching both what has been said here today and
in the last couple of weeks. It sounds very familiar to me, because
I am a mother of young children.

When I walk into the living room and there is a mess on the floor
and I ask, “Where did this come from?” the first answer I get is,
“I don’t know.” Which, I think, Mr. Guzy, is the preschool equiva-
lent of saying, “It is inexplicable.”

The second answer is, “Well, maybe we should see if somebody
came in through the garage and made this mess.” Mr. Pitofsky,
that is the translation of, “We definitely need to investigate.”

Then there is the old standby, “He started it.” Usually, when
that happens to me at home, I tell my kids. “We should start over
on this discussion and always remember that it is important to tell
the truth and take responsibility for your actions.”

Preschool rules don’t usually apply in Washington, and I suspect
that is because we don’t have adult supervision here. But I think
it is time that we stopped pointing fingers and laying blame and
saying, “I don’t know” and making silly statements like, “the real
reason is that big oil is gouging American consumers” and get
down to some real answers and real analysis.

If it is so easy for the big oil companies to manipulate the market
that we think that this is the only possible reason this can be hap-
pening, why did the big oil companies leave the price so low for so
long if it was so easy to get a higher price?

Mr. Guzy. Congresswoman, I can’t speculate as to what their mo-
tives may have been, and maybe it helps to go back to indicate
what our understanding is isn’t simply saying we don’t know. What
we have done is done a very careful investigation of the situation
to look at a variety of issues that perhaps could be contributors to
these price spikes.

After looking at each of those, we have determined that, in fact,
they do not seem to be the explanation for it. Whether it be the
cleaner gasoline requirements that took effect in June of this year,
whether it be the adequacy of supplies, whether it be transmission
difficulties, whether it be some patent disputes that may be affect-
ing the industry—and each of these we have looked at and each of
these we find have not provided an explanation.

For cleaner gasolines, as I said before

Mrs. WILSON. It is a straightforward question. And my kids try
that, too. If we all talk forever and change the subject, we do okay,
but we don’t answer the question.

Mr. Guzy. I am attempting to answer the question.

Mrs. WILSON. The question is, if it is so easy for big oil to manip-
ulate these prices, why did they continue with low prices for so
long?
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Mr. Guzy. I can’t speculate about the pricing practices that they
have. What I can tell you is the facts that we have and as we know
them in this situation.

Mrs. WILSON. Mr. Richardson, I know that you have some energy
analysts that look at energy markets and prices and so on. How
much do we really know about these micro markets and the fact
that, in this current situation, one of the big differences from the
1970’s is the disparity between regions? How much do we really
know about how these operate and how much—in terms of models
and analytical tools and all of these other factors like different
kinds of products required and pipelines and surface transportation
and all of those kinds of things?

Mr. RICHARDSON. We have the Energy Information Agency,
which was created by this committee, which is an independent sta-
tistical agency within the Department of Energy that looks at all
of these trends and models. And if you want to ask a specific ques-
tion, I have one of our specialists here on oil, if you choose to do
that.

Mrs. WILSON. I guess what I am asking is, are these still simple
demand and supply models and are we able to deal with micro en-
vironments? There must be factors at play in these smaller mar-
k}fts.?What do we know? And are the tools available to look at
them?

Mr. RICHARDSON. The answer is, yes, there are tools available.
These predictors generally are right, but they are not always right
in terms of some of these predictions.

Now, what they do is—what they follow very carefully is gasoline
and the oil price nationally and internationally, but they have a ca-
pacity to look at international models and look at the Asian market
and what is happening with Europe and the effect of the refinery
problem that I mentioned in Kuwait and factor it into a model that
is more micro and moves into this country.

Mr. BARTON. Congressman Barrett, is recognized for 5 minutes.

Mr. BARRETT. It is a pleasure to see all of you this morning.

I had contact with people from your offices, since I represent Mil-
waukee and that was the spot where a lot of this began. I under-
stand the comments of my friend from New Mexico and her feeling
that there is a lot of finger pointing here, and I can tell you that
the consumers in my neck of the woods, they don’t care whose
fault, they want the prices lower. That is the only thing that mat-
ters, and we can argue until the cows come home as to whose prob-
lem it is.

I also understand that there have been people in the press and
here in Congress who have scoffed at the notion of market manipu-
lation, but I have to admit in this whole dialog there is one para-
graph in a newspaper that sort of jumped out of me from my local
press. It wasn’t a quote. It was a gentleman who represents the in-
dustry in Wisconsin, and he was talking about why Chicago and
Milwaukee had higher prices than Louisville and St. Louis and
these markets. I think it is instructive, because Chicago and Mil-
waukee are the two communities that exclusively use ethanol-
based RFG. Louisville and St. Louis provide sort of an interesting
test case because those are the two markets that have a combina-
tion of ethanol-based RFG and MTBE-based RFG. In Louisville, it
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is a 50/50 mix; and St. Louis, it is 30 percent roughly ethanol and
70 percent MTBE.

And the question that was posed to him was, why are the prices
lower in those communities than Milwaukee and Chicago since
those communities used ethanol-based RFG as well? The response
was, well, the difference in those communities is that there was
competition from MTBE.

Now, I say that, Mr. Pitofsky, for your benefit because that really
jumped out at me. I thought, wait a minute, we have all of these
profit-making companies, and presumably they are all trying to
maximize their profits and compete against each other. But the an-
swer that somehow in St. Louis and Louisville they were competing
against MTBE but there was no sort of interproduct competition
that had been introduced in the other areas made me think and
infer from that comment that the ethanol-based producers would
act in concert unless they were forced to compete with somebody
else.

Mr. Richardson, do you want to comment on that?

Mr. RICHARDSON. Congressman, first of all, to answer your ques-
tion about the Midwest, and I know that you are very targeted to-
ward Wisconsin, but I think this applies to us, first of all, overall,
crude oil prices remain very high, but what is particularly apparent
in the Midwest is there is higher demand in the Midwest than the
national average. It is about 3 percent compared to 1.6 percent.
That is one factor.

The second factor is gasoline inventories. In other words, stock
was low going into the summer driving season. In other words, I
think the statistic is 15 percent less than last year.

Third, RFG 2 came into the market using ethanol, and no MTBE
came into the Chicago-Milwaukee area.

Fourth, there were distribution problems at the start of the sea-
son, and I think Secretary Slater mentioned them. The Explorer
pipeline shut down. This was a net loss to the Chicago Milwaukee
area of 6 million barrels. That is significant.

Now, the question becomes, despite all of that, we could not at-
tribute—after we sent teams into your district, into your city, into
the city of Chicago, we could not attribute why there was a 40 cent
differential between conventional and RFG 2. I remember our
phone call: 40 cents, what is the reason?

I think this is the reason, that the FTC is involved here, without
necessarily pointing fingers. I think this is a basic fact that we
don’t have, and this is a fact that we are searching for an answer.
The oil companies just have not explained why this has happened,
and this is why I think the FTC is examining this. This is why we
are here.

Mr. BARRETT. Mr. Pitofsky, am I missing something here with
the St. Louis and Louisville analysis and comparing it to Chicago-
Milwaukee?

Mr. PrTroFsky. I don’t think that you are. Part of our job is to
compare communities where prices spiked up and try to get an ex-
planation as to what is going on here. You suggest one, which is
that there was not much ethanol competition. We will look at that.
I don’t think that it is useful to speculate too much in this area
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or rush to judgment. But that is certainly something that we will
look at.

In answer to the previous question from Ms. Wilson, why have
oil prices have been so low in this country for so long, the answer
is competition. Why did they spike up? There are two possibilities.
One is that competition somehow was thwarted by private behav-
ior; and the other is that, in a competitive market, there were good
reasons why the prices spiked. And it is our job to report back
which of those are true.

Mr. BARTON. The gentleman from Arizona, Mr. Shadegg, is recog-
nized for 5 minutes.

Mr. SHADEGG. Thank you.

I am troubled by some questioning that went on earlier, Mr.
Pitofsky. You have a basic understanding of economics, I assume?

Mr. Prtorsky. I hope so.

Mr. SHADEGG. You understand the law of supply and demand?

Mr. PrTorsky. I do.

Mr. SHADEGG. Ms. Wilson asked a question about gouging. There
was a direct reference to gouging earlier here when my colleague,
Mr. Stupak, held up a chart and it showed here is the retail price
of gasoline and here is the wholesale price and it showed the
wholesale price going down but the retail price of gasoline not
going down. And he said, how do you explain that? When the
wholesale price of gasoline goes down, the retail price must go also
down. Why isn’t it happening? And every member of the panel said,
we have no idea how that could possibly happen. It looks to us—
and the line of testimony was, it must be gouging.

You certainly understand and would agree with me that, in de-
termining price, cost is not the only factor, is it?

Mr. Prrorsky. No, it is certainly not.

Mr. SHADEGG. If in the course of your study you find that the de-
mand remained constant and supply fell, that prices not only could
stay constant but continue to go up, retail prices could continue to
go up in order, for that matter, to hold down demand and to reflect
the fact that supply has gone and demand has remained constant—
I am puzzled that not a single member of this panel said that. And
it was all, gee, it looks like gouging, but we will get into it. Cer-
tainly you would agree if you find supply went down but demand
stayed constant, that would explain that differential, wouldn’t you?

Mr. PIToFsKY. Yes. In my opening statement I went out of my
way to say that we are not just going to look at prices but also at
the levels of inventory and the supply question and the production
question. I completely agree with you that you have to look at the
price

Mr. SHADEGG. I have to move on. I apologize. I appreciate that
point.

Mr. Guzy, I want to go to a couple of other issues. The EPA pret-
ty well acknowledges through all of its documents that there is a
5 to 8 cent per gallon cost of RFG, reformulated gasoline.

Mr. Guzy. That is correct.

Mr. SHADEGG. Ms. Browner seemed to imply because the retail
costs in some places of RFG is a penny below the price of nonRFG,
perhaps there is no price differential in the cost of its production.
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Mr. Guzy. That was not intended to be the implication of her
statement. It shows that the RFG is able to be produced and sup-
plied in an acceptable fashion to consumers.

Mr. SHADEGG. The experts that I have heard from said, look, it
is more difficult to produce the base gas. And that is why, when
we converted to produce the base gas for the RFG for the June 1
deadline, supply went down and therefore costs went up. You don’t
flat reject that premise? You don’t say that is impossible, that
couldn’t have been a part of the factor?

Mr. Guzy. We are aware of the length of time that the industry
has had to prepare for the change.

Mr. SHADEGG. It could have been in the transition, June 1, a
lower production and therefore a lower supply and that was a con-
tributing factor?

Mr. Guzy. That could be a contributing factor, but you have to
ask the question, why did that occur, given the amount of lead time
that the industry had?

Mr. SHADEGG. One other point that Ms. Browner made, she said
granting a waiver could cause costs at the pump to go up. Yet the
waiver wouldn’t mandate the sale of nonRFG gas. It would simply
say, you may sell RFG gas or nonRFG gas, in which case I am at
a loss to understand how granting a waiver could cause the cost
to go up.

Her implication was, since there is already RFG in the pipeline
and in the trucks and tanks, they would have to spend money to
take it out of those trucks. There is no reason to believe that they
would do that. They would deliver what they have left of RFG and
add on top of it nonRFG?

Mr. Guzy. We have talked to refiners, and what they tell us is,
were EPA to grant a waiver, many of them, their practice would
be to try and sell the slightly less costly to produce conventional
gasoline and hold in reserve the reformulated gasoline.

Mr. SHADEGG. If they did that, prices would go down?

Mr. Guzy. And the effect would be to have some very severe and
unpredictable supply disruptions for conventional gasoline. What it
would also likely mean is that the distribution of that conventional
gasoline would be over an area where it now currently is, and that
could lead to cost spikes as well.

Mr. SHADEGG. Mr. Secretary, one of the issues here has been
what is causing this cost. You have a publication, a primer on gaso-
line prices that says, long term, years 2000 to 2020, it states tight-
er environmental standards on the quality of gasoline will also be
a factor in higher prices. In your testimony here today, you are not
saying that that is not a factor in the cost, are you?

Mr. RICHARDSON. No. I said, Congressman, with respect to the
Midwest, there are some price differentials, 2 to 3 cents that are
involved. I did not say it is not a factor.

Mr. SHADEGG. And you are not disavowing your statement here
in the brochure?

Mr. RICHARDSON. I am not.

Mr. BARTON. The gentleman from Texas, Mr. Hall, is recognized
for 5 minutes.

Mr. HALL. Thank you, Mr. Chairman.
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Mr. Pitofsky, you talked about prices being lower because of com-
petition. The competition that we see in the oil patch—I think the
facts are that we are not allowed to compete, Delta Drilling in
Tyler, Texas, for example.

And my friend who has reason for concern, Mr. Barrett over in
Wisconsin, he talks about a fair price. I fear that we are not going
to get a fair price until we get some stable oil prices, and that is
what we need because we need incentive for people to drill.

The rhetoric has escalated to a fevered pitch, with Democrats
blaming Republicans and Republicans blaming Democrats and con-
sumer groups blaming the oil companies. Frankly, I think the low
prices of last year when we had nobody crying out to us, they were
every bit as much of a market signal that something was wrong as
the relatively high prices that we are seeing today is a signal to
us.
Energy States get very little attention by the Congress. There
are 10 of us. Forty other States use it, and we are outvoted four
to one when we try to get stable prices. Little guys have to find
the oil and gas; big guys buy it. Little guys have to borrow money
to do it. The bank won’t talk to them, even when it is $30 a barrel,
because there is no stability.

I think I have some very simple questions to ask. A lot can be
answered with yes or no. I might start with my friend Mr. Richard-
son. Who sat right here for many years. Bill, do we need larger
drilling options? Yes or no?

Mr. RICHARDSON. Yes.

Mr. HALL. Do you remember or do you remember studying in his-
tory how in the late 1930’s Cordell Hull and Henry Stimson forced
Japan to go south into Malaysia for energy?

Mr. RICHARDSON. Yes, vaguely.

Mr. HALL. But you passed that course, I know. They forced
Japan south for energy when they cutoff their energy, and what en-
sued? War. That is an easy yes, isn’t it?

Mr. RICHARDSON. Yes.

Mr. HALL. Do you think Hitler went east into Ploesti oil fields
for energy? Was he looking for oil and gas?

Mr. RICHARDSON. Yes.

Mr. HALL. Well, energy is the thing that people will fight for.
Countries will fight for energy, won’t they?

Mr. RICHARDSON. Yes.

Mr. HALL. And this country sent 400,000 or 500,000 over to a
country not because we loved Kuwait but to keep a bad guy from
controlling over half of the world’s supply of energy. Those are all
easy yeses. Now what are we doing about it?

Let me ask you about protecting the environment. We want to
protect the environment, but is there going to be a time when we
put protecting our country above even protecting the environment?
And wouldn’t a ship laden with American soldiers and sailors—we
would fight for energy—look a lot worse than an offshore drilling
rig?

Mr. RICHARDSON. Yes.

Mr. HALL. And can you envision a time when we would have to
do that, and how far away are we from doing that?
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Mr. RICHARDSON. Congressman, I think the key—we can have
sensible energy development and protect the environment. I think
we are doing that. I think we have to strike a balance, and I think
you know how to do it, too.

Mr. HALL. The gentleman from California suggested a moment
ago that for just a small percent of 1 percent of drilling in ANWR
or on the Federal lands or offshore or on the North Slope could re-
lieve our situation immensely. That is also true, whether or not you
agree that they ought to do it or not. It would, in time—it is not
an overnight solution, but it would, in time, give our people a
chance to produce and find a stable supply of energy?

Mr. RICHARDSON. I think I can say that, yes, it would increase
production in this country but at the risk of what we consider seri-
ous ecological damage. And we believe that there are parts in this
country that we can do domestic production more effectively—in
your State and my State, in the Southwest.

I think we need more technology. I think we need—I have been
with you, and I have seen those independent producers. We have
a package to give those marginal well gas producers a little tax re-
lief to deal with some price fluctuations at $10 barrel and G&G ex-
pense at Legg Reynolds. If we concentrate on helping our oil and
gas people right now, we can deal with some of these issues.

Mr. HaLL. That is part of the Wes Watkins package, and we
ought to adopt it right now.

Mr. RICHARDSON. The President is for it, and we are for it, yes.

Mr. HALL. I have been approached by some Californians who are
owners of the so-called California Offshore Oil and Gas Energy Re-
sources, and I think you are familiar with them. They are inter-
ested in swapping the Federal lease interests they have off the
California coast for bonus credits to be used in the central and
western Gulf of Mexico or offshore. Now if California doesn’t want
that production and they don’t want to take that position and the
leadership in the field of energy and Texas is willing to, why not
do that? Why not approve those? I think the Minerals Management
Service oversees the production of offshore oil and gas reserves,
and what would hold them up from doing that?

Mr. RICHARDSON. Congressman, I am going to duck your ques-
tion. That is Interior. That is Federal. I think maybe you ought to
talk to Secretary Babbitt. I am not familiar with that swap issue,
with that proposal. If I can get back to you.

[The following was received for the record:]

1. DOE does not have a position on the proposal by the California Offshore Oil
and Gas Energy Resources group to trade leases that they hold on the OCS off Cali-
fornia for bonus credits to bid on leases in the Gulf of Mexico.

2. There is precedent for this type of “swap”, however. In the past, MMS has trad-

ed existing leases that could not be developed due to some restrictions for reduced
royalty rates on future leases for the companies in question.

Mr. HALL. Leases have been in existence for 20 years without
any commercial production because of continued opposition from
the people in California. Maybe the people in Texas don’t have that
opposition.

Mr. BARTON. We expect a vote on the rule almost any minute.
I have sent Congressman Bilirakis over to vote and come back im-
mediately so we can continue the hearing. We want to give the
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members a chance to ask a second round of questions, then we will
take a lunch break.

The Chair is going to recognize himself for a second round of
questions.

Secretary Slater, I want to start off by asking you a question. Do
you think if we restricted all of the oil production in the United
State, including Alaska, and said it could only be used for gasoline
and if somehow we could set up our refineries so that they pro-
duced 100 percent gasoline from oil, would we produce enough oil
in this country to fund all of our transportation needs for gasoline
and aviation fuel?

Mr. SLATER. Probably not.

Second, even beyond the issue of the quantity there, we really,
I think, have almost limitless opportunities when it comes to look-
ing at alternative fuels. One of the enjoyable and significant suc-
cesses that we have experienced, Mr. Chairman, working with the
automobile community, is that we have actually produced proto-
types of automobiles that will get three times the fuel efficiency,
and Ford Motor Company is talking about mass producing those
automobiles in the 2003 model year.

Mr. BARTON. The reason I ask the question, the primary reason
we are doing this particular hearing today, is because gasoline
prices have gone up more in the Midwest than they have in the
rest of the country; and our citizens, our constituents, want us to
do something. But facts are facts. We use about 19 million barrels
of oil a day in the United State. We only produce about 8 million
barrels a day.

Mr. SLATER. That is correct.

Mr. BARTON. For transportation fuel purposes, we use about 12
million barrels a day. So even if we use all of our oil just for trans-
portation purposes, we would still have to import 4 million barrels
of oil a day. And, actually, since you only get about 66 percent gas-
oline from a barrel of oil, we would have to produce—we would
have to import about 6 million barrels. So under any scenario, we
are going to be importing oil into this country.

That brings us to a much larger question than why gasoline
prices are high in the Midwest.

When I asked my first question to Secretary Richardson about
how many quads of energy that we produce in this country, he said
that he would get back to me. We produce about 73 quadrillion
BTUs of energy. We consume about 97, so we have a 24 quad
shortfall that we have to import.

The real policy question today is, what is the United State gov-
ernment doing to minimize imports, to minimize importation of en-
ergy? We cannot be self-reliant in oil production. Nobody that I
know of says that we can get oil production up to 19 million barrels
a day. I think the peak has been around 10 or 11 million barrels
a days, and it is down to 7.5 to 8 million barrels a day.

We ought to be focusing on what our national policy is to mini-
mize importation of energy, and that is why I asked the question
to Secretary Richardson, what we have done as a country the last
7 or 8 years under the Clinton Administration to maximize under-
standing the environmental impact of our energy? And I come to
the conclusion—and it is a conclusion that is just mine, I don’t say
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that it is a fact—we can do much more with nuclear power and
natural gas and much more in clean coal technology and much
more in solar and all of the other alternative energies, and we are
not doing it.

Now, Congressman Stearns, who was here earlier, had the budg-
et review for the DOE for the budget submission for this budget
year. And in this book it shows that the Clinton Administration re-
quest for hydrocarbon resources for R&D went down. It didn’t go
up. It went down.

I am going to ask again, and this is really—we hate to pick on
Secretary Richardson, but he is the Secretary of Energy. Does the
Clinton Administration share the subcommittee chairman’s view
that we ought to be trying to find ways to shrink that gap between
producing 73 quads and using 97 quads?

Mr. RICHARDSON. I fundamentally disagree with some of your
budget numbers.

Mr. BARTON. They are your budget numbers.

Mr. RICHARDSON. You need to pass them, and this has not hap-
pened in the last 7 years.

Mr. BARTON. The Clinton Administration could at least request
increases.

Mr. RICHARDSON. We have, especially in the area where I ex-
plained, in the coal area, because of a postponement of two genera-
tion plants until the next fiscal year

Mr. BARTON. So this budget book is wrong?

Mr. RicHARDSON. No. I don’t want to get into a statistical dispute
with you.

Mr. BARTON. These are your numbers.

Mr. RiICHARDSON. I did find out your quad answer.

Mr. BARTON. According to my chart, it is 73 quads—which I
knew at the time.

Mr. RICHARDSON. Your quad answer, a few billion or trillion here
is accurate because our Energy Information Agency tells us, in
terms of consumption, that the January-February average of this
year is 16.6 quadrillions of BTUs. Now the production for this same
period is 11.3 quadrillions of BTUs. The difference is net imports
and stocks, inventory changes.

Mr. BARTON. That is on a monthly basis, not an annual basis.
Just to show you that I understand what you are telling me.

Mr. RICHARDSON. You are a very smart man.

I think the solution to what we are trying to get at is we need
to boost domestic production, and my point is that we have some
proposals out there that you need to approve.

Mr. BARTON. My time has expired. I need to recognize Mr. Saw-

yer.

But the DOE Energy Outlook, which is another document that
your Department puts together—I actually read these things some-
times. Our production is increasing about 1 half percent a year.
Our consumption is increasing about 2 percent annually. So our
consumption is increasing 4 times faster than our production, and
if we don’t change that in some way, there are going to be a lot
of hearings about why prices are going up. Because if you are not
producing it domestically and you have to import it, the nations
that we import our energy from—and they may be our allies and
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friends, but they don’t have the same political requirement to mini-
mize costs and prices. That is a pure fact.

Mr. RICHARDSON. The problem with the world—you have the
world consuming 75 million barrels per day and producing 73.
What we tried to do, and I think successfully, is move the produc-
tion up with some of these countries.

Mr. BARTON. My good friend from Ohio has waited. We will con-
tinue the dialog. The distinguished gentleman from Ohio, Mr. Saw-
yer, is recognized for 5 minutes.

Mr. SAWYER. Thank you, Mr. Chairman.

Mr. Secretary, if you would like to finish your answer to that, I
would be pleased to give you the time to do so.

Mr. RICHARDSON. No, I am okay, Congressman.

Mr. SAWYER. You and Secretary Slater have mentioned a couple
of ways that we can make a difference in our fuel consumption. Let
me mention one that is enormously important.

The appropriate inflation of tires makes a huge difference in fuel
consumption, and simply checking your tires once a month not only
decreases fuel consumption dramatically but it increases the life of
a tire in a way that probably doesn’t serve the tire industry, which
I have represented for some time as well, but would nonetheless be
good for the energy policy of this country.

Secretary Richardson, you were asked by my friend from Michi-
gan awhile back about oil from Alaska. If I recall correctly, it
seems to me that in 1995 one of the first acts of the new Congress
was to insist on the sale of oil from Alaska, previously limited out
of the Alaska pipeline to other countries. I think it was Japan
those sales were dominantly made to. So that those sales were
done as a product of the work of this body as much as anyplace
else. Am I not correct about that?

Mr. RICHARDSON. You are correct. And when we talked about the
clean air issue in 1990—I was with all of you here when we passed
the Clean Air Act, and we put June as the date. I remember that.
I don’t know whose amendment it was, but I was involved in that
reformulated gasoline issue. So the administration is acting like
any administration on the mandate from Congress. I am not trying
to blame—dJune is the date that was fixed by the Act.

Mr. SAWYER. Let me say that I like to think that I have some-
thing to do with this whole restructuring struggle as well.

Mr. RICHARDSON. I should have mentioned you. Do you want me
to do it again?

Mr. SAWYER. That is okay.

I yield back the balance of my time.

Mr. BARTON. The gentleman from Florida, Mr. Bilirakis, is recog-
nized for 5 minutes.

Mr. BILIRAKIS. Thank you. I came back because I wanted to get
in this second round.

Mr. Richardson, Mr. Secretary, you are from New Mexico. I think
you have an understanding of the oil depletion allowance even
though it is something that existed before you were very old. Do
you believe in the oil depletion allowance? Should we reinstate it?
We are talking about production.
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Mr. RICHARDSON. Congressman, I would have to consult with
higher beings before I answer that. Energy policy is made by the
President. There are a lot of people participating

Mr. BILIRAKIS. But you are here representing the President, and
you have a personal opinion, too.

Mr. RICHARDSON. One of the things that I found, Congressman,
which means that the best job I ever had was sitting next to you,
is that when I make statements now sometimes—and this really
worries me—markets move, and it makes me a little uncomfort-
able. So even giving you my personal view—I would be pleased to
come back and give you an answer on that.

[The following was received for the record:]

1. Yes, I do support the oil depletion allowance. This is a common tax provision
for nonrenewable resources, such as oil and natural gas, to account for the loss in
value of a resource asset as it is depleted through production.

2. The oil and gas industry do have the depletion allowance available to them in
the Federal tax code.

3. Currently, major integrated oil companies are allowed to use cost-based deple-
tion, while independent companies are allowed to use either a cost-based or percent-
age depletion allowance. The percentage depletion allowance is 15% of gross revenue

from a property subject to net income limitations on how much depletion can be
claimed for tax purposes in any year.

Mr. BILIRAKIS. I think it is critical that we know the administra-
tion position. Because, apparently, it has been included in tax relief
legislation in the last couple of years or so; and it would be inter-
esting to know the administration position on that. If we are talk-
ing about doing something about production in this country and en-
couraging it, I think we ought to seriously take

Mr. RICHARDSON. We do have a number of other initiatives which
I will be glad to brief you on domestic oil and gas production.

Mr. BILIRAKIS. I studied petroleum engineering. I had a professor
that kept harping on it. I guess he could see what was coming
downstream.

Mr. Pitofsky, you said many times, and I agree with you, the job
of the Commission is to ensure free market, free competition, fair
competition, et cetera, et cetera. And then you also said, if indi-
vidual companies distort the market, then we make them stop. I
think those are kind of your exact words.

Well, you are in the process now of trying to determine if indi-
vidual companies have distorted the market or are in the process
of distorting the market. Do you have that data available to you?

Let me just expand upon that, and maybe I might ask Mr. Rich-
ardson at the same time. Is certain reporting data required of the
oil companies in terms of production, costs of production, in terms
of refinery costs all of the way down from the time you get the oil
from the wellhead and natural gas from the wellhead to the point
that it gets to the consumer? Is that data available on a regular,
routine basis? I am not talking about regulation here now or any-
thing of that nature, but I am talking about data that would be
available so that Mr. Pitofsky’s people can readily get at this prob-
lem and come up with some sort of an answer sooner rather than
later. And if it isn’t available, should it be?

Mr. PrrorskyY. The oil industry is remarkable in the extent to
which data is available. Certainly, data on prices and I think data
on output. I am not sure about cost because that is proprietary.
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Mr. BILIRAKIS. But that is significant to your investigation.

Mr. Prrorsky. Absolutely.

Mr. BILIRAKIS. Somewhere along the line you are going to have
to come up with that information.

Mr. Prrorsky. We have already worked with the State AGs, EPA
and the Department of Energy. We have a lot of information, but
we need more. We have issued subpoenas, and I assume that we
are going to get the information that will help us to understand
why this price spike has occurred.

Mr. BILIRAKIS. You know, someone was saying yesterday on the
floor that oil and natural gas, natural gas that we use in our homes
and buildings and the gasoline that we move from one point to an-
other, is as much a public utility as electricity and whatnot that
we use to heat our homes and cool our homes. And even though
we are talking up here about deregulating electricity—some are not
as keen on that as others—but it is certainly occupying an awful
lot of our time. I just wonder if maybe the oil production people are
maybe not forcing us almost to consider regulation. That is a nasty
word—regulation. Any comments?

Mr. PrrorskY. I hope not. I really believe that deregulation has
served the country well. There are people who take advantage occa-
sionally of deregulation. They enjoy the old world where price fix-
ing was going on, and you have to crack down on those people. But
I am not enthusiastic about regulating price and entry. I don’t
think that it has worked well. Sometimes you need it.

Mr. BILIRAKIS. I am not suggesting it, but I did want to get some
idea on data and whether or not there should be more required to
be furnished. That is something to think about, Mr. Chairman and
Mr. Secretary. Thank you.

Mr. BARTON. I thank the gentleman from Florida.

I am going to try to get the three members still here, and then
we are going to excuse this panel and take a break.

We go to Mr. Barrett from Wisconsin for 5 minutes.

Mr. BARRETT. Thank you.

Last night I spent some time, and this morning as well, going
over the minutes from the Phase II RFG Implementation Work
Group. This was a group that was comprised of employees of the
EPA, I assume some employees of DOE, industry representatives,
some people from the States.

And I went through the minutes of all 12 meetings—the group
met 12 times: four times in 1997, four times in 1998, four times
in 1999—and I did that because what I felt all along, again refer-
ring to the situation in the Midwest, was that somebody was asleep
at the switch or else there is funny business going on here. As I
went through, I was looking for any evidence or any discussion of
what was going to happen to the price of this gasoline.

I will say—and, Mr. Richardson, Barry McNutt from your office
in September, 1997, said, prices are volatile; and he also said, in
October 1998, that the supply looks tight. But those are the only
two real references in 12 different meetings by anybody attending
those meetings that made any reference at all to the price situa-
tion.

I raise that because, at the same time, I look at a press release
from Tosco Corporation this year dated April 25, and it states, “Re-
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fining margins to date in the second quarter are excellent through-
out our system. Our major maintenance work for the balance of the
year is not significant. Low inventory levels in the U.S. and
throughout the Atlantic basin, combined with more stringent gaso-
line specifications, will, we believe, result in a continuation of
strong refining margins.”

I read that to say that the oil companies knew that they were
sitting in a great situation. Supply is tight. They are about to enter
into a new program where the consumer in these two areas is
going to be forced to purchase their product. Yet, in the 12 meet-
ings, nobody from industry ever mentioned this, at least as re-
flected here. And I am thinking, what is going on? They are part
of this working group to make sure that this program is going to
take off successfully, and there is just a complete silence on this
issue. Then, all of a sudden, everything hits the fan; oh, those are
just market forces.

Again, since the FTC is doing this investigation, I think it is im-
portant to know why at those 12 meetings, and maybe there are
verbatim transcripts, I think it is important to look at that. That
is my criticism of the industry.

But at the same time, to the EPA, I have to say, how come no-
body is looking at this? And if we are going to go into this program
next year, are we going to see the same thing next year, Mr. Guzy?

Mr. Guzy. Congressman, I think you have a very important ob-
servation there, and it is that not only was there extensive lead
time for the industry and extensive consultation with the industry
on the appropriate formulation of the product to bring to the mar-
ket, but, in fact, there has been extensive consultation and work
with the industry to ensure that implementation would occur
smoothly. And throughout that work, this issue of some kind of
mismatch between the supply and the demand, any issue of the dif-
ficulty of providing boutique products, any of these claims that we
are now hearing were, in fact, not raised.

That certainly informed the administrator’s judgment when she
sent a letter and requested the investigation from Chairman
Pitofsky and the FTC.

Mr. BARRETT. If DOE is coming in and saying prices are volatile,
supply looks tight, why didn’t EPA ask these questions? I can’t let
you off the hook entirely here.

Mr. Guzy. The implementation effort is a collaborative effort ad-
ministration-wide. We work closely with DOE and did to be able
to address these issues.

But the other important point and question to ask is, on the back
side, why have prices been able to come down so precipitously after
the initiation or the request for an initiation of an investigation
without any fundamental change in the underlying issues and con-
ditions? And that is something that has us very concerned, and we
believe that there should be appropriate answers to that as well.

Mr. BARRETT. Since it is a program that the EPA administers,
don’t you think that the EPA had some obligation to make sure
that supply was adequate? They were sitting on their hands, not
saying a word, but nobody asked them.

Mr. Guzy. We did a survey throughout this period leading up to
the May 1 and June 1 dates for initiation of this program this year
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of the industry and found throughout those contacts that the sup-
ply issues were never raised. We were assured that there was ade-
quate supply.

Mr. BARTON. The gentleman from Michigan, Mr. Upton, for 5
minutes.

Mr. UprON. Thank you, Mr. Chairman.

As T listened to the testimony this morning, there were a couple
of things that I noted that were a little conflicting. I want to go
over those statements.

Mr. Pitofsky, in your statement you said on page 5 these regula-
tions, referring to RFG, may have led to abnormally low inven-
tories.

Mr. Richardson, you said a little earlier that stocks were low
going into the summer, perhaps as much as 15 percent less, I pre-
sume, from the year before. Yet Ms. Browner, when she testified
before she left—and on page 7, it says, the supply of RFG to the
Midwest has increased this year over last year. In fact, for the
month of June, refiners expect to supply 650,000 more barrels of
RFG this year than last year. EPA is saying we have more. The
FTC and the Department of Energy are saying that we have less.

Mr. RICHARDSON. Congressman, I was referring to the Midwest.

Mr. UpTON. Right. That is what EPA was referring to, the supply
of RFG to the Midwest has increased this year.

. Mr. RICHARDSON. I don’t think that there is an inconsistency
ere.

Mr. Guzy. We have also noted that there is an increased level
of derﬁand in the Midwest and other parts of the country this year
as well.

Mr. UpTON. As much as 100,000 barrels per 10-day cycle? That
is what Ms. Browner said in her statement. I don’t know how that
comports with the earlier testimony.

Mr. PrrorskKy. My statement was that they may have been lower,
and one of the things that we will find out in our investigation is
t}Ef? levels of inventories at the time this new program went into
effect.

Mr. UpPTON. I would be interested in getting the results of what
you find out.

You indicated that you are working with the State Attorneys
General, I presume one of them is Michigan, and I have a lengthy
letter I know from my State Attorney General to Marathon asking
for information by the end of the week. I presume that you are
working very closely with her; is that correct?

Mr. PIrTorskKy. I am sure we are, yes.

Mr. Guzy. The figures cited by the administrator were for the en-
tire month of June, and our understanding is that there was some
significant additions of supply through—pipeline supply that came
later during this month period; and the fair question is, why was
that supply not provided earlier on if stocks were low in the area?

Mr. UpTON. I have one more question. Mr. Richardson, one of the
advantages of when you left this Congress was that you are no
longer playing for the Democratic baseball team, particularly at
third base where you are quite a slugger, and I remember you put
a tag on me sliding into third, and I don’t think that they have won
since you left.
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I would like to think that the decision in March by the OPEC
nations was somewhat responsible because of the Gilman resolu-
tion that we passed here in the House trying to provide a little
more clout to the administration in terms of ramifications if they
did not increase their supply. What can we do before they meet in
September to provide you a little larger baseball bat like you had
when you played on the Democratic team?

Mr. RiCHARDSON. Work with me before you do an initiative, a
bill. T think there are ways that we can work together and have
a unified strategy. I think it is important.

Mr. TAUZIN [presiding]. There are votes on the floor. Mr. Bilbray
will be the last for this panel, and we will dismiss you with our
great thanks for your patience. Then we will recess until 10 min-
utes after the last vote on the floor in this series and take up our
second panel.

Mr. BILBRAY. A question to the Secretary of Energy. Bill, you
know my constituents in San Diego are complaining about the im-
mense heat. We are not used to that heat. We have this local
brownout threat all through California. The debate surrounding
the national electric restructuring legislation is now centered
around two core issues, transmission and reliability. As we have
seen what is happening in California, those two issues are inter-
twined and—as we face shortages in transmission and generation
capacity.

But what about the other two issues that go hand in hand, reli-
ability and transmission, interconnection and distributed genera-
tion, which is a fancy name for allowing small, innovative ways of
getting onto the grid and providing cleaner, smaller, more efficient
energy in the system. How do you see that interrelationship as we
package this issue?

Mr. RICHARDSON. We are for it. Distributed generation is com-
petitive. It is good. We think it should happen. We think that dis-
tributed generation would flourish under competition, and would be
ideal for your region in California.

But I just want to stress, since I have this committee here and
I have a lot of legislators here, it makes sense to have a com-
prehensive bill. Don’t just give us reliability. We need to deal with
generation and transmission, with PURPA and PUCA, with renew-
able energy, with distributed generation. We need to deal with this
comprehensively.

Mr. BILBRAY. Let me say that transportation and EPA, those of
us in California, you know that we have put new fuel formulas in,
and we have seen these spikes every time. I want to know, how
much are you involved personally or your staff involved in trade
decisions, embargo decisions? How much are you integrated into
those decisions? And let me tell you why. Let me tell you why.

The administration announced that they were pulling the embar-
go in Iran on caviar and Persian rugs, but not on oil. I know that
my average working class citizens need that caviar and Persian
rugs, but why was oil forgotten down the line? It seems with all
of the rhetoric about caring about the working people of America,
the trade relationship was not only absurd from the working man’s
point of view but ridiculous in terms of needing energy and oil.

Mr. RICHARDSON. Our relationship with Iran is not that good.
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Mr. BILBRAY. It is good enough to buy their caviar.

Mr. RICHARDSON. There is a difference with national security,
commodities and caviar. We are still concerned about Iran’s sup-
port for terrorism and their weapons of mass destruction.

Mr. BiLBRAY. We will buy their Persian rugs, but we won’t allow
our people to buy their oil?

Mr. RICHARDSON. There has been an improvement. We want to
have a government-to-government dialog, but Iran has not chosen
to do that. The Secretary of State I think very skillfully opened the
door and started with those products. But getting into energy, that
is more serious.

Mr. BILBRAY. Bill, you know where I come from, a working class
background. To the average citizen out there, it looks like the peo-
ple who are lobbying for trade, for the embargo to be lifted, tend
to be those consuming or selling the product, and that the priority
looks like caviar and Persian rugs are getting more sensitivity in
the administration than the oil supply for American consumers. I
am just telling you that it looks terrible. And, as the Energy Sec-
retary, I hope you are saying, we are not burning Persian rugs to
generate our economic prosperity, but we are burning oil. I ask
that they be more sensitive to our energy demands when they start
figuring this out.

Mr. Chairman, I appreciate that. Let me say to the Transpor-
tation Secretary, trip reduction programs are something that the
EPA and Transportation is looking at.

Mr. SLATER. Yes.

Mr. BILBRAY. We have flex time as one of our great successes in
California. Twenty percent of the fuel used for commuting can be
reduced with flex time. The State of California just outlawed flex
time by requiring that anything over 8 hours has to be paid over-
time, no matter what. What is the EPA’s and what is the transpor-
tation’s attitude about a State or local government requiring an
employer to pay more to implement the flex time strategies as op-
posed to the old 8 hours a day, 5 days a week, rather than going
to the 10-4?

MI‘C.1 TAUZIN. Speaking of time, we are out. The gentleman can re-
spond.

Mr. SLATER. I had a great time last week in your fine city with
the major transit grant, and I look forward to going back, and it
is all designed to give us the kind of choices we need as we remain
the most mobile society in the world.

Mr. BiLBRAY. Government needs to give the consumer choice, not
just the private sector.

Mr. TAUZIN. Thank you Chairman Pitofsky, Mr. Guzy, your boss,
Secretary Slater and Secretary Richardson. You do us an honor
and obviously maintain our Constitution when high-ranking offi-
cials of the Cabinet and the agencies come and discuss these
issues. We certainly appreciate seeing you.

We hope, frankly, whatever flows from this hearing and what-
ever comes out of the investigations, that as soon as possible we
can rationalize these markets so Americans won’t have the great
shocks to deal with in the future. Thank you very much.

The hearing stands in recess until 10 minutes after the last vote
in this series.



82

[Brief recess.]

Mr. TAUZIN. The committee will please come back to order.

What I would like to do is assemble the second panel. We are
going to try to complete the testimony this afternoon. Other mem-
bers will be arriving in due order from the floor and we have I
think about an hour where we can take testimony.

Let me remind all members that it will be very, very helpful if
the members of the panel would keep in mind that your written
statements are part of our record, so I will ask you to please not
spend time reading them to us. What I would like you to do is
spend the 5 minutes you have just hitting the highlights, if you
have a demonstration or some chart or some way that you want to
demonstrate what are the main points that you want to make in
your testimony.

You can see, when members arrive, Q and A takes quite awhile.

I will begin by introducing our second panel, Mr. Justin D. Brad-
ley, Mark Brown, J.L. Frank, Roger Gale, Mark Gerken, David
Nemtzow, Ross Pillari, Michael Ports, and Jerry Thompson, Senior
Xice President of Citgo Corporation. Now we will hear from the in-

ustry.

We will begin with Mr. Justin Bradley. If you can, summarize,
and keep your mind and eye on the little lights.

STATEMENTS OF JUSTIN D. BRADLEY, DIRECTOR, ENVIRON-
MENTAL PROGRAMS, SILICON VALLEY MANUFACTURING
GROUP; MARK H. BROWN, EXECUTIVE VICE PRESIDENT FOR
ASSOCIATION AND CLUB SERVICES, AMERICAN AUTO-
MOBILE ASSOCIATION; J. LOUIS FRANK, PRESIDENT, MARA-
THON ASHLAND PETROLEUM, L.L.C.; ROGER W. GALE, PRESI-
DENT AND CEO, PHB HAGLER BAILLY; MARC S. GERKEN,
PRESIDENT, AMERICAN MUNICIPAL POWER, OHIO; DAVID M.
NEMTZOW, PRESIDENT, ALLIANCE TO SAVE ENERGY; ROSS
J. PILLARI, GROUP VICE PRESIDENT OF MARKETING
WORLDWIDE, BP AMOCO; MICHAEL PORTS, PRESIDENT,
PORTS PETROLEUM, INC.; AND JERRY THOMPSON, SENIOR
VICE RESIDENT, CITGO PETROLEUM CORPORATION

Mr. BRADLEY. Thank you, Mr. Chairman and members of the
committee. My name is Justin Bradley, Environmental Director for
the Silicon Valley Manufacturing Group. We are 175-plus member
companies started in 1977 by David Packard and other high tech
leaders in Silicon Valley in response to the energy crisis that was
happening at that time.

That issue was dealt with, and for a long time it wasn’t on the
radar screen for our organization; and it is in the last quarter it
has come to our attention, in large measure because of Secretary
Richardson alerting us about potential outages and, of course,
weather-related happenings that have brought it to our attention
more forcefully.

A little more about Silicon Valley. We represent one in four of
private employees in the Valley of 250,000. That is a $150 billion
local economy. One-third of the Nation’s venture capital is ex-
pended in the Valley, and in terms of productivity, $300,000 per
worker compared to $200,000 nationally. So things are working
very well, and we are concerned about energy and energy reli-
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ability jeopardizing the habitat, for what is happening in many
other parts of the country much like it is there.

What I want to do is focus on something that I brought with me.
This is the Silicon Valley Business Journal and in it are three arti-
cles which illustrate what we are talking about. And there is a
good news-bad news aspect to each one—$800 million data center,
2 million square foot what they call an “Internet hotel,” full of serv-
ers.

The good news is, it is a great investment; it makes the U.S.
more of the hub for the Internet and e-commerce making it happen.
The bad news is that it uses 10 to 12 times as much energy as a
regular facility. This was not foreseen when energy deregulation
happened. This is the nexus that we are dealing with today.

The good news is that our economy is growing tremendously. The
bad news is that we had not planned for the energy that it takes
to deal with 2-million-square-foot facilities for computers and pe-
ripherals and the cooling that it takes to make these things hap-
pen.

The next article is, the Maine Governor came and visited us. The
good news is, what we are is an incubator for a lot of things that
happen in the rest of the country. So if we are dealing with the
issue, it often happens in other parts of the country. If we solve
things where we are, it benefits the country as well.

The one that we don’t like in the middle, more blackouts pre-
dicted this summer. Yesterday Silicon Valley—the State of Cali-
fornia had a Stage 2 alert. That is the third one that we have had
in the last 5 weeks. We are not used to this. In June, on June 14,
we had rolling blackouts. Those are unplanned removal of cus-
tomers from the grid. It affected over 100,000 customers.

If I may just mention who some of those are: Apple COMPUTER,
Cisco, AMD, Selectron, some of those were affected. They were call-
ing asking what are we doing about energy here in the Valley.

We are looking at market-driven solutions that we hope can be
addressed from this point of view. Others like Sun and HP did vol-
untary cutbacks of their power and there are many others.

Just a few facts to give the committee an idea of the connection
between the Internet e-commerce, and just to remember the “e” in
e-commerce is energy; many don’t remember that. It is dependent
on the electrons getting there reliably.

We have only begun to understand how much energy is needed
to meet the digital economy’s needs. A Palm Pilot has the potential
to reach the Internet, and it would appear that the energy needs
are the batteries, but if you are connected to the Internet, it has
the energy equivalent of a refrigerator. One-third of the power in
your home goes to your refrigerator.

As we proliferate new technology, we need to provide for it. A
laptop, it is not 150 watts to run that; if you are Web surfing, it
is 1,000 watts. I already mentioned server farms. Eighty percent of
the Internet goes through the United States, and a large portion
of that, through Silicon Valley; 200 million computers in the U.S.,
add on the peripherals, and it is still growing.

What I want to let you know is, it is about reliability. We do not
need just reliable power, the way it was in 1960, we need not just
99.9 percent reliability, but 6 to 7 times the reliability, which is be-
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tween 30 seconds of downtime per year and less than a second, be-
cause companies who rely on the Internet for their commerce can’t
afford to be cutoff by power that is lost. In terms of the impact, one
expert reported a hit from $75 to $1 million a day. Companies that
have called me on the phone are saying they were losing millions
of dollars per hour. If it was the right building at the right time,
it would be $50 million per hour. So it has got a leveraged effect
on the economy of Silicon Valley and, by extension, the country.

Chairman BLILEY. Could you summarize, Mr. Bradley?

Mr. BRADLEY. Yes.

So the solution we are seeking is threefold. We believe the re-
sponsibility of the user is to use energy more efficiently, and we
need to remove market impediments to distribute generation so
that the market, which is new, can take its place in the fast track
investment in infrastructure, transmission and generation capacity.

Thank you very much.

[The prepared statement of Justin D. Bradley follows:]

PREPARED STATEMENT OF JUSTIN D. BRADLEY, DIRECTOR OF ENVIRONMENTAL AND
ENERGY PROGRAMS, SILICON VALLEY MANUFACTURING GROUP

Mr. Chairman and members of the committee: Good morning, my name is Justin
D. Bradley, Director of Environmental and Energy Programs for the Silicon Valley
Manufacturing Group. I come from San Jose, California.

For many in Silicon Valley last week, computers were blank; offices were dark
and fabrication plants were silent. The sound you did hear was high tech executives
fuming at the unrecoverable losses to their companies, our economy, and nearly
100,000 residents who were directly impacted by the rolling blackouts of Bay Area
customers. This was predicted. Only 100 hours prior to the June 14 record-breaking
regional heat wave, several energy experts speaking at a Silicon Valley Energy
Summit hosted by Oracle warned of interruptions this summer.

How could this happen? The Governor of California, Gray Davis wants to know
too.

Davis issued a letter to the California Public Utilities Commission and Electricity
Oversight Board last week to investigate circumstances that led to area blackouts,
causing significant economic loss to Silicon Valley businesses. They have until Au-
gust 1 to report and present a plan to fixthe problems. However, that may be too
late for the summer of 2000 and 2001.

We believe the California Independent Systems Operator, that ordered the rotat-
ing blackouts, has been doing a good job “reshuffling the deck” when demand peaks
and power loads need to be redistributed. But when demand exceeds capacity of the
system, it’s like playing with a deck with only 49 cards. Somebody is dealt a losing
hand.

The impact of these losses to Silicon Valley is difficult to measure. Information
is competitive advantage and therefore closely guarded. Several Manufacturing
Group companies did report significant losses measured both in dollars and time to
market, and considered the situation unacceptable.

Additionally, a June 22 Reuters article reports that economists from the high-tech
and energy sectors are projecting local companies can expect “a hit from $75 million
to $100 million a day in Silicon Valley if there isn’t enough electricity to keep indus-
try on line.” Even this estimate seems conservative since just one high tech com-
pany reported losses exceeding $3 million in three hours when their manufacturing
facility was blacked out.

These numbers illustrate the quiet vulnerability of high tech and the need for vir-
tually uninterruptible power. The local power grid is able to reliably supply power
99.9% of the time, or about eight hours of downtime per year, which was fine for
1960. This is unacceptable for many given the steeper potential losses for companies
at the forefront of the digital economy. They need “six to seven nines” (99.9999 to
99.99999%) of reliability, or between 30 seconds to less than 1 second down per
year.

Silicon Valley Manufacturing Group companies are seeking a solution. As a first
step we have formed an Energy Task Force comprised of both public and private
sector representatives to remove the barriers and build the needed energy capacity.
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Colorado understands the risk. They are contracting to build nine power plants
to increase generating capacity by more than 25% by 2005, an Aunprecedented@
rate. Will Californians be as responsive to our energy infrastructure needs? That de-
pends on how hot the weather gets this summer and it’s ability to cool the NIMBY
attitude that has effectively stopped needed generation and transmission infrastruc-
ture investment.

Chairman BLILEY. Mr. Brown.

STATEMENT OF MARK H. BROWN

Mr. MARK H. BROWN. Mr. Chairman and members of the com-
mgctee, thank you for providing AAA the opportunity to testify
today.

I oversee AAA’s travel insurance, automotive and other lines of
business. We have 88 affiliated clubs across the country with 1,100
branches, and we serve 43.5 million members in North America.
We are the largest travel organization, and we think we are unique
in that regard and we are in a unique position to monitor the gaso-
line price situation in the United States.

Mr. Chairman, Americans have always valued their freedom of
mobility. Today, motorists are having freedom squeezed at the gas
pump, and as they try to understand why these things are hap-
pening, they have asked us assistance in seeking answers. We op-
erate a 24-hour check on the Internet on gas prices, and this morn-
ing they were $1.64, 50 cents higher than a year ago today. As we
heard this morning, $1.64 would be well received in the Midwest.
Literally, prices are out of whack in some of these regions. While
there are no easy answers that we can provide our membership, we
are faced with the difficulty in answering why, and there are sev-
eral points we would like to convey to the committee.

The first is that despite these high prices and all of the frustra-
tions at the pump, Americans are traveling in record numbers. We
project that there will be 37.5 million travelers this Fourth of July
weekend, 32 million will do it by car, and that is the biggest jump
from last year to this year we have had since 1993. Clubs around
the country were contacted for comments regarding travel. Mem-
bers are traveling closer to home, and they are looking for travel
opportunities within their State. They are opting to take more di-
rect routes and less scenic routes. Members are evaluating the cost
of airline transportation and redirecting vacation dollars to lower
price hotels and meal options.

The vacation travel element is a fundamental of American life.
Fuel prices at the current levels will not deter Americans from
traveling. However, that is not to say that gasoline prices are not
placing a real burden on working people who rely on their auto-
mobile to go to and from work, run errands or take their children
to and from school and other activities central to life.

Cars are not a luxury; they are a necessity. Many people and
families do not have the ability to simply forgo using a car, and
that is why this issue hits home to Americans.

While vacation travel plans are being altered, gas price hikes are
painfully regressive. They hurt lower- and fixed-income people
more than others, and during the Persian Gulf War there was a
clear link between pricing and price fluctuations. That link isn’t
quite as clear today as it was then as the earlier finger-pointing
and accusations about the blame is being assigned, and yet we fail
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to come up with the remedy. We are importing more oil than we
ever have and the recent EPA Phase II RFG requirements are defi-
nitely having unintended consequences.

Speaking on behalf of AAA, I can assure the committee that
pump politics will not ease the considerable angst that Americans
motorists are going through right now. They want a serious discus-
sion on how the situation will be avoided in the future.

Like any serious problem, we must address it at the root cause.
What we do today must take into consideration the long-term con-
sequences for gas prices and consumers. I think we ought to take
the current situation as a wake-up call to adopt a more comprehen-
sive national energy policy, one that includes the development of
alternative fuels, increased domestic crude inventory and refining
and better forecasting, so we don’t get caught off guard regionally
or nationally.

For our part, AAA recognizes it is equally important to educate
consumers. AAA is making every effort to inform our motorists
about the way in which they can conserve fuels and drive more effi-
ciently. A smarter, more informed consumer reduces gas on the de-
mand side, and we have the Gas Watchers Guide that we dis-
tribute extensively.

Mr. Chairman and committee members, I want to thank you for
this opportunity to provide comment and I certainly look forward
to any questions or issues you have. Thank you.

[The prepared statement of Mark H. Brown follows:]

PREPARED STATEMENT OF MARK H. BROWN, EXECUTIVE VICE PRESIDENT FOR
ASSOCIATION AND CLUB SERVICES, AAA

INTRODUCTION

Thank you for providing AAA the opportunity to testify at today’s hearing: “Sum-
mer Energy Concerns for the American Consumer.” My name is Mark Brown. As
the Executive Vice President for AAA’s Association and Club Services. I oversee
AAA’s National Office travel operations.

With 85 affiliated clubs and more than 1,100 branch offices, AAA is one of the
largest travel organizations in North America and is the largest provider of leisure
travel in the country. Last year, AAA clubs generated $3.4 billion in travel agency
sales, primarily to AAA’s 43 million members. Against this backdrop, AAA has been
monitoring the gasoline price situation carefully since prices began their upward
spiral earlier this year.

As a public service, AAA maintains a nationwide gasoline price report on the
Internet, which is updated every 24 hours. At the beginning of this week, that re-
port showed that the national average price for a gallon of regular unleaded gaso-
line was $1.65. This compares to $1.14 a year ago, or a 51-cent increase. In the vola-
tile markets of the upper Midwest and Great Lakes where prices spiked to well over
$2.00 a gallon last week, we are beginning to see prices come down, but they remain
“out of whack” with national prices, and continue to be a source of frustration to
our members.

Once again, America’s motorists are caught in a squeeze as they try to understand
what is happening at the gas pump. They look to AAA, the largest motor club in
the country, for answers. We have done our best to provide explanations without
assigning blame or unnecessarily adding panic to the situation.

But, Mr. Chairman, it has been difficult. We have yet to see satisfactory answers
to the current price situation. Unfortunately, efforts to find the truth have been
dwarfed by finger pointing and accusations that seem geared less towards account-
ing for the dramatic fluctuations in price and more towards election politics. Discus-
sior;) 1of this issue should be apolitical so that we can get to the root cause of the
problem.

Despite the difficulty in answering the “WHY” part of the question, there are sev-
eral points AAA wishes to convey to the committee.
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MOTORISTS ARE TRAVELING DESPITE IT ALL

Despite their frustrations, Americans are traveling in record numbers. AAA
projects that, despite high gas prices, 37.5 million Americans will be traveling this
July 4th holiday. Of those traveling, 32 million are expected to go by motor vehicle.
This is nearly a 4% increase over the previous year and is the greatest one-year
jump for this holiday since 1993. What this tells us, Mr. Chairman, is that travel
is a fundamental fact of American life. Fuel prices in and of themselves will not
deter Americans from their travel plans. America’s booming economy coupled with
high consumer confidence in the job market makes people feel more comfortable
about spending time and money on a vacation.

In anticipation of my testimony, we invited each of our AAA Clubs around the
country to share with us their observations about what they are seeing in members’
travel requests and patterns. Certainly, they will be traveling in record numbers,
but there are no discernible national or regional trends to indicate how or whether
members are changing travel/vacation plans based on higher gas prices.

For example, let’s look at the upper Midwest where gas prices soared to over
$2.00 per gallon. AAA Michigan reports that their members are planning trips clos-
er to home; 41% of respondents to their club survey indicated that they will be trav-
eling within the state; 35% of respondents said higher gas prices would impact their
travel plans.

At the same time, in Chicago where gas prices are the highest in the country, our
motor club has told us that they see no discernible difference in members travel
plans or that members intend to travel shorter distances this year as a result of
higher gas prices.

Our Western Clubs are seeing marginal to no effect on members’ travel plans.

But, some of our clubs are seeing subtle shifts in members’ travel plans. For ex-
ample,

* Members are traveling closer to home and looking for more travel opportunities
within their state;

* Members are opting to take more direct routes to their destinations, as opposed
to scenic routes that might take longer and require more fuel;

* Members are evaluating the costs of air transportation versus traveling by car in
determining their travel plans;

* There may be a redirecting of vacation dollars from higher priced hotels and res-
taurants to lower cost accommodations and fast-food chains to offset higher fuel
costs.

While high ,as prices may be aggravating to America’s travelers, they are not
enough to force postponement or cancellation of a long-sought vacation. Often plan-
ning for that family vacation occurs many months in advance of the actual trip. In
addition to the anticipation and excitement of planning for the trip, reservations
and deposits are made. Employers have been notified of employee leave plans. As
long as there is assurance that fuel supply will remain uninterrupted, high prices
will not deter Americans from traveling. That’s because fuel prices represent a rel-
atively small portion of leisure travel expenses. A family driving 1000 miles should
be prepared to spend an additional $25 over and above last year’s fuel prices to
make the trip. That’s hardly enough to cancel that long-sought vacation.

IT'S THE DAILY ROUTINE THAT HURTS

But, Mr. Chairman, there is no denying that high gasoline prices are placing a
real burden on working people who must rely on their automobile to get to and from
work, run errands, or take their children to and from school or the various recre-
ation activities which are central to family life today. That’s where the pinch is
being felt. High gas prices impose a heavier burden on lower and fixed income peo-
ple that we cannot ignore.

Mobility is a cardinal feature of American life. Americans value their freedom to
choose where they live and work and how they commute between home and the of-
fice place. And, Americans are choosing to drive more than ever before. Since 1970,
the U.S. population has grown by 30%, the number of licensed drivers by 61%, the
number of vehicles by 90% and the number of miles driven each year by an amazing
130%.

Americans clearly treasure their mobility. and the mode of transportation of
choice is their automobile. That’s why the issue of gas prices hits home. That’s why
motorists are frustrated by unanticipated or unexplainable price hikes.
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MOTORISTS WANT ANSWERS

In the past, there has been a clear link between world or market events and re-
sulting price spikes. Whether it was war in the Persian Gulf or suffering through
another Arab embargo like we saw in the 1970s, motorists could clearly identify,
and understand the reasons for price variations. Those links are less clear today.

Absent a clear, understandable “cause and effect” relationship, motorists are left
to wonder who or what is interfering in the marketplace. Anxiety is further height-
ened when motorists in certain parts of the country see their gas prices skyrocketing
be}{ond the national average, with no good explanation for why these price differen-
tials exist.

On June 15 AAA called on the Environmental Protection Agency to issue a 90-
day cooling-off period during which current requirements that reformulated fuels be
offered as part of local clean air compliance programs would be waived. In addition
to helping motorists during the heavily traveled summer months, the cooling-off pe-
riod would give the EPA and the Department of Energy time to determine why
}slolr{ne states, as opposed to others, are bearing a disproportional burden of price

ikes.

AAA also supports the Federal Trade Commission’s investigation of oil companies
to determine whether price gouging may be occurring.

Speaking on behalf of AAA, I can assure you that “pump politics” will not ease
the considerable angst of America’s motorists. They want answers and better yet,
serious discussion of how this situation can be avoided in the future.

CONCLUSION

Mr. Chairman, we learned in the 1970s that reliance on foreign oil to meet a sub-
stantial portion of our energy requirements could wreak havoc on America’s con-
sumers and our economy. Those lessons are the same today. The fact that our econ-
omy remains strong has allowed Americans to live with an aggravating situation.
Let’s view it as a “wakeup” call to adopt a comprehensive national energy policy.
That policy should include development of alternative fuels. And, while the purpose
of today’s hearing is to focus on the effects of this summer’s energy concerns, re-
member that winter is not that far away. If not careful, decisions made by refiners
today could negatively impact the home heating oil situation not too many months
from now.

For our part, AAA is making every effort to help educate members and other mo-
torists about the many ways in which motorists can conserve fuel and run more en-
ergy efficient cars. Our “Gas Watchers Guide” stresses to motorists that how you
use your car can be just as important as which vehicle you use. A smarter, more
informed consumer can help reduce the demand side of this equation.

Chairman BLILEY. Mr. Oxley.

Mr. OXLEY. I would like to introduce the next witness. Mr. Frank
is a long time friend and my constituent in my hometown of Find-
lay, Ohio. He has been a leader in the oil industry for a number
of years, and we are pleased to have him participate in the panel
discussion today.

I yield back the balance of my time.

Chairman BLILEY. I hope, Mr. Frank, that he doesn’t hustle you
on the golf course.

STATEMENT OF J. LOUIS FRANK

Mr. FRANK. I try to watch it when I am out on the golf course
with him.

Thank you very much, Congressman Oxley. I am Louis Frank,
President of Marathon Ashland Petroleum, and I welcome the op-
portunity to tell you our story today, because I think we have a
good story to tell to explain the situation.

Let me start by saying that a very competitive gasoline market
ultimately determines the price of gasoline. When there is a supply
shortage in the competitive market, prices tend to rise to whatever
level is necessary to balance demand with supply. When supplies
return to normal levels, prices return to normal levels. Just such
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an imbalance of supply and demand occurred in the Midwest over
the past few weeks, and that is the reason that prices in the area
surged.

First, worldwide crude oil prices have risen and been quite vola-
tile. Second, refineries in the Midwest can supply only 75 percent
of the region’s demand. The balance, which is about 42 million gal-
lons per day, must be transported into the region, and that would
mean that a company twice my size, a new company, would have
to be installed, to make it self-sufficient, that is dependent on the
pipelines to get product to where it is required.

A very small amount is shipped by truck from neighboring
States, but the vast majority of this product comes in from the Gulf
Coast by barge up the Mississippi River or by two large pipeline
systems; and if you look at the exhibit on the side—and there is
one attached to my testimony—recent events illustrate the fragile
nature of the refining products distribution system in the Midwest.
A significant problem at a refinery or in the transportation system
can create a shortfall of supply, and when this happens, the system
has little or no capacity to play catch-up.

In March, one of these critical pipeline systems, the Explorer
Pipeline, which you heard discussed extensively this morning, ex-
perienced a line failure followed by a 6-day outage, which resulted
in a shortfall of 336 million gallons of product deliveries into the
Midwest. That is approximately 8 million barrels.

Explorer was repaired and returned to system, but part of the
system must operate at a reduced capacity pending completion of
certain tests. As a result, the region continues to suffer a shortfall
of up to 2 million gallons per day of pipeline deliveries into PADD
II.

More recently, Wolverine pipeline, which carries about 40 per-
cent of Michigan’s petroleum needs from Chicago, also experienced
a release and resulted in a 9-day interruption of supply in that
area. That pipeline system has since returned to service. But as
you heard this morning from the Secretary of the Department of
Transportation, it is only shipping historic levels of gasoline into
the Michigan market, whereas the State of Michigan was in dire
straits for gasoline supply, and the city of Detroit and the sur-
rounding counties require a 7.8 special gasoline mixture, and lit-
erally ran out of gasoline.

Another factor which contributed to the supply/demand imbal-
ance was a new Phase II reformulated gasoline called RFG 1I, re-
quirements which became effective on June 1 of this year. This gas-
oline is more difficult to make, there is no denying that, and the
U.S. EPA regulation required us to drain our tanks of winter grade
product before we accept deliveries of the low vapor pressure sum-
mer grade of gasoline in March and April at almost exactly the
same time as the supply disruptions occurred with the Explorer
pipeline.

As if these supply issues were not enough, EPA’s decisions to
grant three waivers from the RFG requirements for the St. Louis
area, without any sort of penalty, became the straw that broke the
camel’s back in this supply scenario. Conventional gasoline that
was originally destined for Chicago and the Milwaukee areas was
immediately diverted to St. Louis. This contributed to a gasoline
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shortage of conventional gasoline that was destined for Chicago
that, in turn, led to the severe price increases for those products
in Chicago.

What did my company do in response to the gasoline supply and
demand imbalances in the Midwest? We continued to manage our
supplies as prudently as we know how, and we took immediate and
extraordinary steps to bring supplies into the Midwest. We ran our
refineries and pipelines at full capacity, we utilized trucks and
barges to bring product in from as far away as Newfoundland.

We have been asked by the U.S. EPA and the Department of En-
ergy to comment on what could be done by the Federal Government
to improve the Midwest supply situation in the short run. Our an-
swer was submitted in writing on June 13 and is attached to my
testimony. At the top of our recommendation is a suggestion that
the United States Department of Transportation should take steps
to get Explorer and Wolverine running at full capacity as soon as
possible.

I would like to add that my company is working on longer-term
infrastructure projects that could help ease situations like we have
just experienced. For example, we are seeking rights-of-way and
permits to construct a new refined petroleum products pipeline to
serve the growing central Ohio market, but our progress has been
hampered due to right-of-way litigation over what is the definition
of petroleum for condemnation of right-of-way lands, and gasoline
has not been judged to be——

Chairman BLILEY. Would you try to summarize?

Mr. FrRANK. I would say that we have also joined with two other
companies, a joint venture land pipeline from the Gulf Coast to the
Midwest that would supply significant portions of gasoline right
into the southern Illinois market and further into the Midwest.

In conclusion, I would say that I can’t help but be outraged at
the allegations that my company has had the burden of receiving:
collusion and price gouging and price fixing, when our employees—
and there are 28,000 of them—have been working around the clock,
7 days a week, to bring supplies into the Midwest and see where
they are needed.

And that would conclude my statement, sir.

Chairman BLILEY. Well, I hope in your court case—when you
have to define what “petroleum” is, I hope you don’t have to define
what “is” is.

Mr. FRANK. None have ever come to the conclusion that there
has been that conspiracy that has been alluded to.

[The prepared statement of J. Louis Frank follows:]

PREPARED STATEMENT OF J. LOUIS FRANK, PRESIDENT, MARATHON ASHLAND
PETROLEUM LLC

Good afternoon. I'm J. Louis Frank, President of Marathon Ashland Petroleum
LLC, a company that makes and markets most of its products in the midwest.

I welcome this opportunity to discuss the gasoline market conditions we have just
experienced in our part of the country and I look forward to answering any ques-
tions you or other members of the committee might have.

Let me start by saying that a very competitive gasoline market ultimately deter-
mines the price of gasoline. Worldwide, crude oil prices have risen rapidly and sub-
stantially. Refiners have experienced severe increases in the cost of raw material
over a relatively short period of time. With this backdrop of rising crude costs, a
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series of pipeline disruptions and other circumstances created a supply and demand
imbalance in the midwest.

When there is a supply shortage in a competitive market, prices tend to rise to
whatever level is necessary to balance demand with supply. When supplies return
to more normal levels, prices tend to return to lower levels. This is a matter of sim-
ple economics in a market economy. Just such an imbalance of supply and demand
occurred in the midwest over the past few weeks, and that is the reason that prices
in the area surged. Let me explain.

Refineries in the midwest can supply only about 75% of the region’s demand. The
balance, about 1 million barrels (or 42 million gallons) per day, must be transported
into the region. A very small amount is shipped in by truck from neighboring states,
but the vast majority of this product comes in from the gulf coast by barge or by
one of two large pipeline systems. (see attached exhibit titled “Regional Fuels Pro-
gram.”) Recent events in the midwest illustrate the fragile nature of refining and
products distribution in the midwest. A significant problem at a refinery or in the
transportation system can create a shortfall of supply, and when this happens the
system has little or no capacity to play catch up.

In March, one of these critical pipeline systems, the explorer pipeline, experienced
a line failure followed by a six-day outage, which resulted in a shortfall of about
8 million barrels (or 336 million gallons) of products to the midwest. Explorer was
repaired and returned to service, but part of the system must operate at a reduced
capacity pending completion of certain safety tests. As a result, the region continues
to suffer a shortfall of up to 50 thousand barrels (or 2.1 million gallons) per day
of pipeline deliveries.

More recently, wolverine pipeline, which carries about 34% of Michigan’s petro-
leum needs from Chicago, also experienced a release that resulted in a nine-day
interruption of supply to that area. That pipeline system has since returned to serv-
ice, but it too is running at reduced capacity.

Another factor that contributed to this supply-demand imbalance in the midwest
was the new Phase II Reformulated Gasoline (RFG) requirements which became ef-
fective June 1. Phase II RFG for the Chicago and Milwaukee markets is one of a
number of unique fuels that Marathon Ashland Petroleum must make for different
parts of the country. (See attached exhibit titled “Regional Fuels Program.”) This
gasoline is more difficult to make than the previous formulation. United States En-
vironmental Protection Agency (EPA) regulations required us to virtually drain our
tanks of winter grade product before we could accept deliveries of the low-vapor
pressure summer grade of this gasoline in March and April. We had to begin build-
ing inventories of this new gasoline from ground zero at almost exactly the time as
the supply disruptions with explorer were unfolding. In addition, concerns with
Unocal’s gasoline patents may have constrained production of Phase II RFG.

If these supply issues were not enough, EPA’s decision to grant three waivers
from the RFG requirements for the St. Louis area without any sort of penalty be-
came the straw that broke the camel’s back. In a letter dated May 18, 2000, describ-
ing one of these waivers, the EPA acknowledged the shortage of RFG in the St.
Louis area, citing the explorer outage, and encouraged marketers in that area to
build up their inventories of RFG while distributing conventional gasoline in the
market. The result was predictable.

Conventional gasoline that was originally destined for the Chicago and Milwaukee
areas was immediately diverted to St. Louis. This contributed to conventional gaso-
line shortages that in turn led to severe price increases for those products in the
chicago and milwaukee markets. These shortages and price increases eventually
spread to other parts of the midwest. (see attached exhibit titled “Chicago Market
Wholesale Gasoline Prices.”)

What did my company do in response to the gasoline supply and demand imbal-
ances in the midwest?

We continued to manage our existing gasoline supplies as prudently as we knew
how, and we took immediate and extraordinary steps to bring additional supplies
into the midwest. In fact, we have supplied about 10% more gasoline to the midwest
this year than last year. To do this we ran our refineries at full capacity, and, be-
cause pipelines were not available, we utilized higher cost trucking and barges to
bring product in from other areas. We contracted to ship gasoline in from as far
away as Newfoundland, Canada.

What could be done to improve the midwest supply situation in the short run?

While midwest inventories are slowly building and prices appear to be dropping,
the supply situation is still quite tenuous. Any further pipeline or refinery problems
could cause the supply shortage to recur. At their request, Marathon Ashland Petro-
leum submitted to the EPA and United States Department of Energy (DOE) a list
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of measures that government could take to provide some short-term relief to the
midwest.

At the top of this list is the recommendation that the United States Department
of Transportation (DOT) take whatever steps are necessary to get explorer and wol-
verine safely running at full capacity as soon as possible. We also recommend that
DOT grant relief on driver hour restrictions for transport drivers in the midwest
and that the larger trucks used in Michigan be allowed in other midwest states.
Temporary removal of terminal vapor recovery units limits and tank operating re-
strictions will be of help in certain locations. A complete list can be found in the
attached copy of Marathon Ashland Petroleum’s letter to EPA and DOE.

My company is currently working on several longer-term infrastructure projects
that could help ease situations like the one we just experienced. We're seeking
rights of way and permits to construct a new refined petroleum products pipeline
to serve the growing central Ohio market, but our progress has been hampered due
to right-of-way litigation. We’ve also joined two other companies to convert a natural
gas pipeline into a new products pipeline from the Gulf Coast to the midwest, in-
cluding the Chicago area. Federal and state governments could help by expediting
the permitting process for these significant projects as well as others our company
has planned, and by rethinking the demands on petroleum refining and marketing
posed by new fuels regulations.

It is often mentioned that the United States does not have a cohesive national
energy policy—one that would recognize the importance of ample, affordable and
clean energy for the nation. Such a plan would encourage a viable and vital domes-
tic petroleum industry—both upstream and downstream. it would also emphasize
the need to increase the energy independence of the United States. Ideally it would
then provide our citizens sufficient energy at a cost that will sustain our economic
growth in an environmentally responsible manner.

Significant components of a comprehensive national energy policy would include
the following features:

* encourage increased crude oil production from marginal wells—those that produce
less than 10 barrels per day.

. Opelf federal lands for environmentally responsible exploratory drilling for crude
oil.

» open offshore areas for drilling in deep waters.

e recognize the need for strengthening the downstream infrastructure of the domes-
tic petroleum industry—the sector that includes refining, pipelining,
terminaling and marketing.

In closing, let me say that I am very proud of the way Marathon Ashland Petro-
leum responded to this situation and, on behalf of the 28,000 employees of my com-
pany, I am sincerely and profoundly offended by any allegation or insinuation that
we have engaged in either price gouging or collusion with our competitors.

And I am equally offended by assertions that prices have come down in response
to calls for an FTC investigation. As I said in my opening remarks, the gasoline
market is highly competitive and the market ultimately determines the price of gas-
oline. Prices in the midwest went up in response to a supply/demand imbalance and
they have responded as additional supplies became available in the market. It is
a matter of simple economics. However, the system is fragile and any significant dis-
ruption in a refinery or in the distribution system could result in another supply-
demand imbalance in the midwest.

Again, I appreciate this opportunity to appear before this committee, and I look
forward to answering any questions you or other members of the committee may
have.



93

gz-unp  Zp-unp  Go-unp  pz-kepy gL-fen  og-idy  gl-idy  90-dy  GZ-lBW  EL-BN OB
1 ———— 1 - - Sy, 1 1 1 1 1 1 1. ‘ om
— v |I|v i
SUOIBIS 80198 Ul | Sleuuns) ui
944 1 aunp Oy | Ao
08
,\/\?\\ 004
[
A yeaig Jasojdx3
r 8/G - 6/S
! 19ARM Yd3
e e B -—t 02l
v g -
'Y 1]
11}
& 1 4 opl
T ecn o1t mmm— T o
N / JONEM Yd3 /8 un 15800 JIND f -
N 49 u /8lunobeouy - - - ||
\ / Neaiq aul adig SUUBAOM i @ i
4 obeol
81-21/9/ umopinus sanmy Aiddng moN : m“Omm :.c..i\ |
Aisuged puels) enig B *~ 7]

194 obeaiyn

S9911d dUIjOSEY) 3|eS3|OUM

1263



94

— o |

wissauA
?
A

LEGEND

g FEDERAL ARG PEGION 1 - VOC EMISSION REDUCTION >
25% MAY 1 (TERMINALS) JUNE 1 (RETAIL) —
NO ETHANOL WAIVER, .3 PSI ENFORCEMENT TOLERANCE

- FEDERAL AFG REGION 2 - VOO EMISSION REDUCTION >
23.4% WAY 1 (TERMINALS] JUNE 1 {RETAIL)
NO ETHANOL WAIVER, .3 PSI ENFORCEMENT TOLERANCE

7.0 SUMMER NVP smz I.VP EFFECTIVE JUNE 1 (TEHMINAxs AND RETAIL)
1.9 S| EFHANOL PS{ ENFORCEMENT TOLERAMNCE.
AVERAGE SULFUR nznmnmm NOT T0 EXCEED 150 PPM

[ %8 SUMMER RVP . FEDERAL VOLATILITY REQUIREMENT
IUNE 1 TERMINALS &XD RETAL
ETHANOL WAIVER. .3 PSI ENFORCEMENT TOLERANCE

] 7.8 SUMMER RVP - STATE LVP EFFECTIVE JUNE 1,1397 (TERMINALS AND
RETAIL) 1.0 PSt ETHANOL WAIVER, .3 PS| ENFORCEMENT TOLERANCE,
REGION 2 RFG ALSO ALLOWED

REGIONAL FUELS PROGRAMS

VIRGBIA

CARDINAL

{PROPOSED)
e

VIRGINA gasedhE v

o sum

Loy
At
s chussTon
ATLANne
OCEAN
ALOSION.
et
3
> oRTRRCE

D & SUMMER RVP - STATE LVP EFFECTIVE MAY 1 IINALS),

JUNE 1 {RETAIL) 1.0 PSI ETHANOL WAIVER (INDIANA ONLY), PENNSYLVANIA
DOES NOT ALLOW ETHANOL WAIVER, .3 PS| ENFORCEMENY TOLERANCE ~
REGION 2 RFG ALLOWED IN MIDIANA ONLY

7.2 SUMMER RVP - STATE LVP EFFECTIVE JUNE 1 AT ALL FAGELITIES
1.0 PSI ETHANDL WAIVER, .3 PSi ENFOACEMENT TOLERANCE

[ STATE OF MINNESOTA YEAR ROUND OXY FUEL PROGRAM. ALL GASOLINE
MUST CONTAIN A MINIMUM OF 27 WT.% OXYBEN

[ HON-COLORED AREAS REQU!RE 9.0 SUMMER BVP - FEDERAL VOLATILTY
REGUIREMENT RAY 1
JUNE 1 {RETAIL) 1.0 PST EI1|M-UL WAIVEH. .3 PS] ENFORCEMENT TOLERANCE

NOTES: | AL SUnPPIEﬁ PROGRAMS ARE EFFECTIVE THROUGH SEPT.

WAIVER REQUIRES BLENDED BASOLINE T0 BE sn T0 10.0 PERCENT

ETHANIH. TC QUALIFY FOR W! .
Pty




95

4.L. frank
Prestdeat

Asﬁmd
=

MARATHON ASHLAND Petrolesm LLC

539 South Main Street
Findioy, OH 45840-3295
Telephone 419/422-2121

June 13, 2000

VIA FAX: 202/564-1686 VIA FAX: 202/586-0148
Robert Perciasepe Melanie Kenderdine
Assistant Administrator Acting Director

Office of Air and Radiation Office of Policy
Environmental Protection Agency Department of Energy

Dear Ms. Kenderdine and Mr. Perciasepe:

Subject: Recommendations for Actions for Shorter-Term Relief of Midwest
RFG-Conventional Gasoline Price Spread

In our meeting on Monday, June 12, you requested our recommendations for actions the
federal government might take to relieve the current price differential between RFG and
conventional gasolines in the Chicago and Milwaukee areas. We don't like these sorts of
situations either. They are not good for us or our customers. Recent evidence seems to
indicate that the price differentials between RFG and conventional gasolines is beginning
to narrow in these areas. For example, the differential between RFG and conventional in
the Chicago spot market has narrowed by a total of thirteen cents since June 9" including
an additional seven cents today.

We have already explained that Marathon Ashland is selling approximately 20% more
product in these areas than last year, and that there is no "magic bullet" that will bring
instant relief. We have also explained that a waiver of the RFG requirement would not

. solve the problem and that such a waiver without an appropriate penaity and enforcement
mechanism could actually make the situation in the Midwest worse. Such a waiver would
only serve to further undermine the credibility of the clean fuels program and add to the
atmosphere of uncertainty that industry already faces with respect to clean fuels
investments.

While we do not believe a waiver is needed, if you do grant a waiver, the most effective
way to do so would be to grant a temporary waiver, with an appropriate penalty and
enforcement mechanism, for the sale of Tier I RFG in Milwaukee and Chicago in lieu of
Tier Il RFG.

{122059 DOC 2}
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There are some things that the federal government could do, many of them in
partnership with industry or state government, to improve the current situation in
the shorter term. The actions that we recommend, giving paramount
consideration to safety concerns, are as follows:

1. Expedite an increase in Explorer Pipeline operating pressure. Explorer
Pipeline is currently at reduced pressure under DOT order.

2. Grant relief on DOT driver-hour restrictions for transport truck drivers
operating in Ohio, Indiana, lllinois, Wisconsin and Michigan.

3. Grant relief in Ohio and Indiana to use the larger and heavier trucks
currently utilized in Michigan.

4. Expedite the restart of Wolverine Pipeline and its return to full operating
pressure.
5. Grant relief on restrictions of foreign flag vessels to deliver product to the

U.S. on the Great Lakes.

6. Attempt to arrange some short-term relief on patent license fees with
Unocal to take some of the uncertainty out of the RFG market.

7. Allow temporary exceedances without penalties at terminal vapor recovery
units that are at or near capacity because of heavy throughput volumes
due to market dislocations.

8. Grant terminal operators flexibility to operate tanks with floating roofs below
normal operating minimums so greater tank volumes than are currently
available can be distributed within the market.

9. Consider utilization of military transport trucks and other assets to provide
additionai-transportation of motor fuels within the affected areas.

None of these actions individually is likely to create a rapid price response, but
collectively they will add to the industry's ability to get product to the market and
move product where it is needed within the market.

Although your current focus is on shorter-term solutions, we must take this
opportunity to restate our concern that the situation you see now in the Chicago
and Milwaukee markets will be repeated next year and will spread to other parts
of the country:

{122059.00C 2}
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1. A phase down of MTBE use with an oxygenate or renewable fuels
mandate will cause similar problems in other RFG markets. We urge that
your agencies support elimination of the oxygenate mandate and that you
not support a renewable fuels mandate that would restrain our ability to
provide adequate product supplies and distribute them efficiently.

2. The low sulfur diesel regulations now under consideration will strain the
U.S. refining and logistics system to the breaking point. This could cause
nationwide price and supply problems for on-road diesel. A phase-in of
low-suifur diesel would make this situation even worse. We urge you to
reconsider the extremely low sulfur requirements that the proposed
regulations would mandate.

3. Marathon Ashland is directly or indirectly involved in three major pipeline
projects that could significantly increase the industry's ability to move
products into the Midwest. Government action to expedite these projects
could prevent a repeat of this year's supply difficulties:

a. Wolverine Pipeline is currently in the process of obtaining rights of
way and permits for a 16" pipeline from Jackson, Michigan, to
Stockbridge, Michigan, and a 12" line from Stockbridge to La Paugh,
Michigan. Government could expedite the permitting process for this
project, including related tank construction.

b.  Centennial Pipeline, of which Marathon Ashland is a one-third owner,
is currently trying to obtain FERC abandonment of a CMS Energy 26"
pipeline from natural gas service. This pipeline will be converted from
natural gas to products service from the Gulf Coast to the Midwest,
including the Chicago market. The government could expedite this
process. The government could also expedite the environmental
assessment and permitting processes for this very significant project.
An_Environmental Assessment was submitted in 1999 and the
governmental review process was nearly completed, but the
assessment was withdrawn so CMS cculd enter into a joint venture fo
develop the products pipeline. Expediting the review process could
accelerate this project by six months or more.

c. Marathon Ashland is in the process of obtaining rights of way and
construction and environmental permits for a new products pipeline
from its Catlettsburg, Kentucky, Refinery to Columbus, Ohio, serving
the Central Ohio market. Government could expedite this permitting
process.

{122059.D0C 2}
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4 Government should take action to prevent private companies from
obtaining patents on fuel blends that are mandated by fuels regulations.
License fees on such patents amount to private "excise taxes" that only
add to the price of cleaner fuels and further restrict market efficiency

Finally, we take serious issue with the statements by government officials at the
highest ievels that we are engaged in either price gouging or collusion with our
competitors or customers. We want to go on record as stating that we absolutely
and unequivocally deny thal we have engaged or are engaging in either price-
gouging or collusion. We do not fear the outcome of an investigation into our
behavior, but we think that such an investigation would not be a productive use of
resources. We are producing and shipping to the Chicago and Milwaukee areas
as much RFG and reformulated gasoline as we can. We are taking extraordinary
actions 1o supply our regular customers as well as the rest of the market.

Governmental accusations of price gouging or collusion only inflame what is
already a volatile situation and, in fact, put more pressure on government to take
action "against" the refiners and others that are supplying this market. This sort of
rhetoric is totally counterproductive.

We would be happy 1o provide you with more details on any of the
recommendations mentioned above. We would also be happy to meet with you
or other governmental officials at any time {o give you our viewpoint on this highly
dynamic situation.

Very truly yours,

B/

The Honorable Carol M. Browner FAX: 202/501-1450
Administrator

Environmental Protection Agency

1200 Pennsyivania Avenue, NW/1101A

Washington, DC 20480

JLFfab
cc {Via Fax and Overnight Mail}

The Honorable Bill Richardson FAX: 202/586-4403
Secretary of Energy

U.8. Department of Energy

1000 Independence Avenue, SW

Washington, DC 20585

{122055.00C 2}
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Chairman BLILEY. Mr. Gale.

STATEMENT OF ROGER W. GALE

Mr. GALE. Thank you very much, Mr. Chairman. I appreciate the
chance to talk to you about the electric system of the United States
and its reliability as part of your investigations today.

Our firm has 300 energy consultants in 15 offices around the
world, and we work for the largest utilities in the world, as well
as many of the smaller municipals and co-ops. Our sense is, for the
most part, the utility industry in North America has done an excel-
lent job of providing the reliability that has been necessary to this
point, but unless there is a major rebuilding of that system, the
distribution system and major expansion of the transmission sys-
tem, we will begin to see a fairly rapid deterioration in quality in
the years ahead.

Right now, we see that the incentives to do that rebuilding of
transmission and distribution are simply not there, particularly on
the transmission side, and it is critical that the industry be given
those incentives through the State regulatory process and through
activity by Congress. When we look at the generation sector, data
we have shows that there are about 207,000 megawatts of new gen-
eration planned in the United States, about 44,000 megawatts of
new generation actually under construction. There are problems, as
anybody in the generation business will tell you, in getting plants
sited and built, but that part of the industry is doing well, the price
signals, the opening of the market that FERC has managed over
the years has put that part of the industry in a relatively good po-
sition to do its job well and to go out and build.

There has been a lag in construction, so we do have some delays
and we do have shortages in some regions, but that part of the sit-
uation is being fixed. The problem we face is primarily a delivery
problem of the transmission system that is balkanized, sets poor
pricing signals and has congestion that is advantageous for some
of the owners to maintain rather than what you would have in a
more competitive industry, incentives to get rid of that congestion
by growing and increasing the markets.

We don’t see any one step where there is an instant solution to
this problem, but we very much support the activities of this com-
mittee and the Chair to take a look at these issues. Reliability can
best be addressed, we think, by focusing on the things that are in
most need of attention, and that is the transmission system. We
need to put in place a competitive, move-energy-for-profit system.
It will be in the interest of all Americans to do that.

Congress has got to take the lead and make the effort to do that.
This is a project that is no less important and no less ambitious
and probably, over the next 20 years, no less costly than building
the interstate highway system and building all of the fiberoptics
and all of the additions that we are putting into our telecommuni-
cations facilities. Unlike the interstate highway system, this can be
done without government money, and it can be done on a purely
for-profit basis if the rules are right and Congress establishes a set
of parameters that make sense. It is critical in our mind to see this
happen quickly.



100

What we see as important is that Congress quickly address the
issue of siting to build new lines. In the 1930’s, Congress gave the
natural gas industry a siting regime that allows for Federal siting
of transmission. It is time to work on that issue for Federal electric
regulation for siting.

I know that is a sensitive and difficult issue. It raises tremen-
dous issues about Federal and State authorities, but without great-
er ability to site and to deal with things on a comprehensive,
multistate, regional, long distance delivery basis, we will not be
able to solve in a comprehensive way some of the issues.

We have to provide incentives to upgrade the current system.
Today, in the Northeast, we can increase the amount of electricity
going through the existing transmission lines by 20-25 percent
without stringing a new wire. In some of the western States, it is
probably 40 to 50 percent increases in the amount of electricity
going through existing wires if we allowed and had incentives for
people to invest money in upgrading the switching and delivery
system.

On top of that, we are estimating a 3.7 percent increase in con-
struction in the total volume and length of the transmission system
in the next 8 years, almost nothing. It takes 25 years to add trans-
mission in this country because of the difficulty in siting. We need
a for-profit incentive to run the system as efficiently as possible.

We realize that there is a great debate about the value of a for-
profit transmission system, as opposed to an RTO structure that is
incentivized without being privately owned or for profit. There a
great deal of reasoned debate on both sides of this issue, but unless
the profit incentive is there and there is an incentive to buy and
price and put transmission assets together into larger entities, we
are not going to get the economies of scale and the management
depth that we need.

It is also an issue that has gotten an awful lot of environmental
attention over the years. We have not seen as much of that over
the years, but the siting effort is one that has to be dealt with.

And finally, there have to be adequate rates of return. The indus-
try will tell you it is not high enough and it never will be high
enough, but today there is much less certainty about what it ought
to be, and it needs to be the range of a gas pipeline, and they are
happy to tell you that their rates are not as high as they should
be. It is not so much the rate as it is the predictability and the abil-
ity to know that one can plan and build around a rate of return.

A final point that I think is important to emphasize, and it has
not been dealt with yet by Congress, nor much by the States, and
it is a point that was raised in the first presentation by Mr. Brad-
ley, looking at Silicon Valley. PG&E, I remember being quoted as
saying that they recognize that they have a 1930’s-vintage distribu-
tion system in Silicon Valley and that is the distribution system
that we do run in this country. It is reliable, and it has been main-
tained well, although expenditures have gone down in the last 10
years; but that system needs upgrading. And Congress at this
point, Mr. Chairman, I don’t think, is ready to take over control of
the distribution system from the States, but Congress could cer-
tainly use its powers to encourage the States to provide additional
incentives, to provide higher rates of return and recognize, as mar-
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kets have opened and utilities have been put in the position of hav-
ing price caps and price freezes, they are in a difficult position to
be able to upgrade system until those caps and those freezes ex-
pire.

This is a very excellent system, but it is one that Congress needs
to work on and move quickly to try to encourage incentives to re-
build. Thank you.

[The prepared statement of Roger W. Gale follows:]

PREPARED STATEMENT OF ROGER W. GALE, PRESIDENT AND CEO, PHB HAGLER
BaiLLy

As Americans become more dependent on e-commerce and e-information in their
daily lives, the quality and reliability of electricity supply also becomes more impor-
tant. America’s electric utilities—investor-owned, public, cooperatives and federal—
have generally done an excellent job of providing reliable service. But a massive re-
building of the electric delivery system over the next two decades is needed to main-
tain quality service in the new e-century. We are already beginning to see deteriora-
tion in reliability in some parts of the country.

This summer and for ensuing summers we will continue to muddle through but
it is time for Congress and the states need to work together to build a new regu-
latory compact for the new century. In addition to competition issues, Federal legis-
lation needs to deal with reliability head-on and needs to be passed as soon as pos-
sible to create a consistent national framework for success. There is no instant,
“one-step-we're-there” solution but an aggressive first step on reliability is needed
now. By raising the reliability issue, Congress has already had a constructive im-
pact focusing attention on our national vulnerability.

This summer, as in previous summers, some consumers may be affected by power
failures as the industry learns how to cope with competition. Competition will even-
tually lead to improved reliability but we are now going through a period of trial-
and-error in getting the rules of competition right. Congress can assist by creating
a consistent set of transparent wholesale pricing and access rules. Especially in
transmission, there will be few incentives to upgrade and expand the system until
Congress creates a single set of transmission rules and encourages as much of a na-
tional market as is technically possible, with siting rules, independent management
and control, higher rates of return and investment incentives. A competitive move-
energy for-profit transmission system is in the interest of all Americans.

The electric generating industry is doing an excellent job of catching-up following
a fallow period in which little new generation was built. According to PHB Hagler
Bailly’s database, more than 207,000 megawatts of new capacity is planned with
more than 44,000 megawatts actually under construction. Temporary shortages of
electricity generating capacity in the Midwest and other regions are being quickly
resolved with the installation of new units including peaking plants. The dramatic
and now sustained improvement of nuclear plant performance is also an important
contributor to supply in some regions. Having successfully weaned itself of its de-
pendence on oil to generate electricity, few of America’s electric power companies
are part of today’s oil price problem.

Delivering electricity to the customer is emerging as the real long-term problem.
Congested transmission lines, bad pricing signals, and balkanized control all con-
tribute to the problems we now face. The Federal Energy Regulatory Commission
has done its share to focus attention on these issues and has pushed the limits of
its regulatory authority and needs additional authority from Congress to get the
rules right. Not everyone wants FERC to have more authority but without a strong-
er federal role, the market will continue to be a collection of fiefdoms, instead of
the vibrant growth-oriented business sector that this country needs right now.
Based on industry statistics, current plans call for adding only 3.7% to the total ca-
pacity of the existing transmission system over the next 8 years. And with no incen-
tive to upgrade existing lines with electronic switching and other improvements,
America faces a potential transmission crisis in the years ahead.

In addition, America’s electric distribution system that brings power from the
transmission grid to our homes will require a massive rebuild in the next 20 years.
While the transmission system needs to be expanded, the distribution system re-
quires major overhaul. Most utilities operate their systems reliably but the systems
lack automated controls and other backups, and with the growth of distributed gen-
eration, major changes will be needed. Few utilities are able to make these invest-
ments because rates of return are not high enough and because in many states
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there are rate freezes in place as part of the settlements that are opening markets
to customer choice. Blackouts in major cities in last few years highlight the need
for a massive investment. Competition will keep consumer prices down although, as
we are witnessing in telecommunications but not in electricity, the right price incen-
tives will also encourage system investment and upgrades as new players enter the
market and compete with the incumbents.

In short, the existing utility infrastructure has served us well but we are already
overdue in starting the rebuild we need. Congressional leadership is critical to cre-
ating the national incentives to get this job done. This job is as big and as important
as was the construction of the interstate highway system and the huge investment
that is now taking place in fiber optics and other communications links. It can be
accomplished without any government subsidies—but only if Congress passes com-
prehensive electric industry legislation that creates the right financial incentives for
utilities and new players to move forward—now.

Turning to specifics, what is needed?

The most important congressional action is to create a new independent trans-
mission industry with siting authority to build new lines, incentives to upgrade ex-
isting systems, for-profit incentive to run the system as efficiently as possible,
strong attention to environmental concerns, and adequate rates of return that ex-
ceed today’s limits.

Transmission is the weak link in the system. Companies that own generation
should not be allowed to control transmission. FERC is paving the way for these
changes but Congress needs to step in immediately to create a comprehensive,
transparent set of wholesale transmission pricing and siting rules. Congress may
not yet be ready to tackle federal siting for electric transmission but it needs to real-
ize that it established federal siting rules for gas pipelines more than 65 years ago.
Siting of electric transmission like gas transmission and telecommunications should
be a federal responsibility.

Congress needs to provide its blessing to the development of Regional Trans-
mission Organizations and send a strong signal that we need to move quickly to-
ward creation of a North American transmission system, that includes Canada and
Mexico, built around large regional organizations that are incentivized to encourage
new construction and eliminate congestion. There is legitimate debate about the
number of RTOs we’ll eventually need but while recognizing the need for regional
diversity, the rules have to be similar enough to create a seamless market.

Congress needs to signal the industry that it encourages self-regulation of reli-
ability through the new North American Electric Reliability Organization (NAERO).
Federal legislation is needed to enable NAERO to take on this responsibility.

Congress needs to encourage the states to provide new incentives to distribution
owners to upgrade their networks. If the states don’t respond, Congress should work
with FERC and the Department of Energy to establish rigorous distribution system
performance standards and to encourage states to allow utilities to invest more in
upgrading local distribution systems. Innovative performance-based rates can pro-
vide the push needed to get capital flowing. Without a significant increase in invest-
ment, adequacy of service will decline just at the time that more and more Ameri-
cans are becoming dependent on the Internet as part of their daily lives for every-
thing from paying bills and shopping to doing homework. Price freezes that have
been imposed to protect the consumer need to be reexamined in light of the need
to invest more now in preventing the deterioration of service. Distribution remains
a state-level responsibility but Congress needs to take the initiative to fix this grow-
ing nationwide problem.

Congress needs to work with the Department of Energy and others to quickly
commercialize e-based energy management technologies that can dramatically im-
prove energy efficiency and environmental compliance. Automated meter reading,
wired appliances and the ability for consumers to remotely control their energy de-
mand through the Internet is one of the most promising ways to reduce overall de-
mand. Combined with distributed generation, these market-based technologies have
the potential for being the single biggest improvement in energy use and environ-
mental stewardship.

None of these reforms can be implemented ¢his summer, but speedy, decisive ac-
tion now to provide the electric power industry with market-based incentives, will
mean we won’t have to worry about this every summer.

Thank you.

Chairman BLILEY. Thank you.
Mr. Gerken.
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STATEMENT OF MARC S. GERKEN

Mr. GERKEN. Thank you, Mr. Chairman and members of the
committee. For more than 15 years, AMP-Ohio has been involved
in the competitive purchase and delivery of wholesale power as an
aggregator for its members, who total 83. Ohio’s electric systems
gained access to transmission wheeling and the ability to shop elec-
tricity generation services long before the Energy Policy Act of 1992
that requires wheeling of wholesale power.

As an active participant in the wholesale power market, AMP-
Ohio has experienced the benefits of competition as well as the
threats of system reliability and price spikes of the past few years.
While maintenance of system reliability is a traditional purview of
engineers and utility operators, the system is showing signs of
emerging crisis and Congress must move.

Public power systems nationally support the consensus of NERC
and narrow legislation that creates an enforceable system of man-
datory reliability standards. Unfortunately, enacting this legisla-
tion alone will not ensure system reliability nor will it tackle the
underlying problems.

Our organization sits on every one of those boards, and you must
remember that they are usually maintained by merchant people.
While there are constrained transmission interfaces, a lot due to
the fact that we are moving power from East to West and from
West to East, we also need generation addition and transmission
improvements. In our opinion, the root cause of these problems is
market manipulation and market structure. If Congress is serious
about promoting system reliability, we encourage you to break the
hammerlock that encumbered utilities have over transmission sys-
tems.

With the transmission system owned and operated by vertically
integrated utilities, there is an inherent incentive to manipulate
the transmission system to the advantage of a utility’s own genera-
tion and sales. In recent years, at AMP-Ohio, we have been told
months in advance that there are no, or zero, transfer capabilities
for an entire month to move one single kilowatt hour of power.

In past years we have not been asked to run generations that
could reduce transmission constraints, with the host utility seem-
ingly preferring to keep the constraint in place. On one occasion
last year a major company sent well over 2,000 employees home in
the middle of the day because of voltage restrictions. Also, in recent
years we have been told that we could not move power in either
direction on a transmission line, something that my understanding
the laws of physics suggests is completely impossible.

The bottom line is that the current arrangement doesn’t work. In
our viewpoint, it is like permitting a trucking company to own the
interstate highway system and having that trucking company pro-
vide its own trucks preferential access and multiple lanes while
shunting competitors to a clogged toll road.

We believe that Congress can fix these problems. To that end, we
encourage Federal lawmakers to: affirm FERC’s authority to pro-
mote formation of regional transmission organizations, RTOs, that
are truly independent, geographically broad and operationally ro-
bust; Facilitate the interconnection of generation and load to the
transmission grid. In the last year, we have had a host of privately
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owned companies willing to cite generation peak savings because it
is a lot easier. They don’t have 3 years to do it.

Provide FERC appropriate jurisdiction over all uses of the trans-
mission system and also authorize FERC to be the “cop on the
beat” to remedy situations where generation markets power under-
mines the competition.

I commend Chairman Bliley for spotlighting a lot of these issues.

I understand that private utilities believe today’s transmission
constraints will be relieved if only FERC approved higher rates of
return or other incentives. Let me offer my following observations
to this:

Failing to relieve the transmission constraint allows the utility
to charge substantial premiums on power sales from generation
plants that represent the majority of the utility investment. Trans-
mission is a modest share of the utility plant investment. Bumping
up the rate of return by a few basis points would have a minimal
impact on utilities’ bottom line. Simple math suggests that the lack
of incentives is not the principal impediment to relieving trans-
mission constraints; rather, these constraints further utilities’ prof-
its.

Transmission siting is and will remain a significant problem, es-
pecially when we are building a line in one State that is going to
benefit another State in a greater capacity. We believe that giving
the independent RTOs planning authority for expanding trans-
mission service for the entirely regional market is the solution.

Transmission remains a monopoly function. As such, it should re-
ceive a regulated rate of return, the existence of which for many
years did not seem to impede investment in utilities. Instead, re-
turns are simply excessive profits.

I read with interest a recent news report about an internal
FERC memo, and the memo noted that while transmission owners
post volumes of data on the Open Access-Same Time Information
System, which is called OASIS and is a scheduling software, it is
nearly impossible for anyone to use OASIS to obtain pertinent data
for overseeing transmission market behavior and assessing how
well the markets are working. I would suspect that this may cause
you pause. We hope this bolsters the call for reform as outlined
above.

I can tell you that in 1999 we had an instance where this oc-
curred. We went to FERC, we showed them the OASIS data and
it didn’t prove anything in their eyes. We feel that it has to be bol-
stered even better.

AMP-Ohio stands ready to work with the committee to provide
legislation that provides both system reliability and effective com-
petition in the electric utility industry. Thank you very much.

[The prepared statement of Mark S. Gerken follows:]

PREPARED STATEMENT OF MARC S. GERKEN, ON BEHALF OF AMERICAN MUNICIPAL
PowER-OHIO, OHIO MUNICIPAL ELECTRIC ASSOCIATION, TRANSMISSION ACCESS
PoLicy STUDY GROUP, AND AMERICAN PUBLIC POWER ASSOCIATION

Introduction

Good morning, Mr. Chairman and members of the committee, I am Marc Gerken,
President of American Municipal Power-Ohio in Columbus, Ohio.
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I am pleased to appear before you today representing the concerns of AMP-Ohio,
the Ohio Municipal Electric Association (OMEA), the Transmission Access Policy
Study Group (TAPS) and the American Public Power Association (APPA).

AMP-Ohio is a nonprofit wholesale power supplier and services provider for mu-
nicipal electric utility systems, including 78 of Ohio’s 85 community-owned electric
utilities, three in Pennsylvania and two in West Virginia. Ohio municipal electric
systems account for approximately six percent of the electric sales in Ohio, serving
about 350,000 meters statewide. Our organization has 183 employees between our
headquarters and power plant operations, and total operating revenues of more than
$223 million. Our members receive their power supply from a diversified resource
mix, including: wholesale power purchases through AMP-Ohio and on the open mar-
ket; energy produced at the 213-megawatt, coal-fired Richard H. Gorsuch Gener-
ating Station operated by AMP-Ohio; individual community-owned generation facili-
ties; and municipal generation joint ventures such as the 42-megawatt, run-of-the-
river Belleville Hydroelectric Project. Ohio’s municipal electric systems do not own
significant transmission facilities, and therefore are transmission dependent. In
1999, the non-coincidental peak for AMP-Ohio member communities was 1,958
megawatts. Our energy control center has handled arrangements to move power
across as many as 18 different transmission systems in one year.

For more than 20 years, AMP-Ohio has been involved in the competitive purchase
and delivery of wholesale power as an aggregator for its members. Through inter-
ventions in regulatory proceedings involving Ohio investor-owned electric compa-
nies, Ohio municipal electric systems gained access to transmission wheeling and
the ability to shop for electricity generation services long before the federal Energy
Policy Act of 1992 required the wheeling of wholesale power. As a result, Ohio has
experienced the benefits of a competitive wholesale market for many years, and
Ohio municipal electric systems played a key role in this arena. By the same token,
our experience in the competitive market has provided us with first-hand examples
of the presence and abuse of market power and underscores our position that mar-
ket power must be addressed legislatively for consumers to receive reliable service
and for wholesale and retail competition to be a success.

The OMEA is the state and federal legislative liaison for Ohio’s municipal electric
communities. TAPS, a coalition of transmission dependent utilities in more than 29
states, advocates open, non-discriminatory transmission access. APPA is the na-
tional service organization representing the interests of more than 2,000 municipal
and other state and local government-owned utilities throughout the U.S. While
APPA member utilities include state public power agencies, and serve many of the
nation’s largest cities, the majority of APPA members are located in small and me-
dium-sized communities in every state except Hawaii. APPA members produce
about 12 percent of the nation’s energy and serve about 15 percent of all kilowatt-
hour sales to ultimate consumers in the U.S.

Our recent experiences in the wholesale market

As an active participant in the Midwest wholesale power market, AMP-Ohio has
experienced the threats to system reliability and price spikes of the past few years.
While there are constrained transmission interfaces and a need for generation and
transmission additions—in our opinion, the root cause of these problems are market
manipulation and market structure.

If Congress is serious about promoting system reliability, we encourage you to
break the hammerlock that incumbent utilities have over the transmission system.
With the transmission system owned and operated by vertically integrated utilities,
there is an inherent incentive to manipulate the transmission system to advantage
a utility’s own generation and sales.In recent years, we have:

* Been told months in advance that there would be zero transfer capability for an
entire month and that we would be unable to move a single kilowatt-hour of
energy;

* Not been asked to run generation that could reduce a transmission constraint,
with the host utility seemingly preferring to keep the constraint in place; and

¢ Been told that we could not move power in either direction on a transmission
line—something that my understanding of the laws of physics suggests is im-
possible.

T'll offer a few specifics on the third event, which clearly resonates in my memory
since I was working closely with our energy control center at the time it occurred.
At 2 p.m. on July 30, 1999, AMP-Ohio had 20 megawatts of load available from a
member generator in one Ohio utility control area. We attempted to transmit that
20 megawatts to serve member load that had experienced an interruption of a power
resource in a different utility control area. Our request for transmission was denied
due to a claimed lack of available transmission capacity (ATC). Interestingly
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enough, a check of the ATC across the interconnection in the opposite direction
showed no capacity in that direction either. We were amazed that an interface could
be fully loaded in both directions at the same time—one would think that some un-
loading would occur, even be encouraged, as opposing reservations or uses are made.
Given this physical fact, we had to question whether the assertion about ATC was
accurate. The end to this story is that the replacement power for the interrupted
resource was provided at a cost of $4,000 per megawatt hour by the control area
utility—about 40 times the cost of generating our own power.

The bottom line is that the current arrangement does not work. In our viewpoint,
it is like permitting a trucking company to own the interstate highway system—and
having that trucking company provide its own trucks with preferential access and
multiple lanes, while shunting competitors to a clogged toll road.

Need for comprehensive federal legislation

We believe that Congress can and must fix these problems. To that end, we en-
courage federal lawmakers to enact comprehensive legislation that will:

o Affirm FERC’s authority to promote formation of and require participation in re-
gional transmission organizations (RTOs) that are truly independent, geographi-
cally broad and operationally robust;

» Facilitate the interconnection of generation and load to the transmission grid;

. Provilde FERC appropriate jurisdiction over all uses of the transmission system;
an

e Authorize FERC to be the “cop on the beat” to identify and remedy situations
when generation market power undermines competition.

While maintenance of system reliability is the traditional purview of engineers
and utility operators, the system is showing signs of an emerging crisis that Con-
gress must address.

Public power systems nationally support the consensus NERC/NAERO legislation
that creates an enforceable system of mandatory reliability standards. Unfortu-
nately, enacting this legislation alone will not ensure system reliability, nor will it
tackle the underlying problems.

For example, as the Committee knows, last summer a Midwest utility “leaned”
on the transmission system and drew into its system 1,800 MW of power that it
did not own. The utility apparently did this in order to avoid paying the high mar-
ket prices at the time. With adoption of the NERC reliability language, that utility
would be required to pay the cost of then-prevailing power—rather than repaying
the system later when prices are lower. However, the reliability-only legislation does
not remove the underlying incentives that caused the problem.

Only the placing of control of the interstate transmission grid in independent
hands can fix this problem. We strongly support affirming FERC authority to pro-
mote RTOs. At a minimum, Congress must affirm the underpinnings of FERC Order
2000—both the stipulated “functions and characteristics” and the reserved authority
to require RTO participation in order to receive market based rates or as condition
for approving a merger.

There are parties interested in building new generating capacity. In fact, AMP-
Ohio has undertaken an aggressive campaign to place small generators in our mem-
ber communities to bolster system reliability and displace high-cost market pur-
chases. We also are implementing a member and customer load curtailment pro-
gram in anticipation of the likely constraints in the coming weeks.

However, as many public power systems nationally have experienced and are ex-
periencing, incumbent utilities have an incentive to frustrate the interconnection of
these new units in order to retain the supply shortage that drives up prices and
favors their own generation additions. I know the difficulty of gaining interconnec-
tion agreements. Many of our member communities have fought for years against
utility refusals to add second interconnections to promote system reliability. Trans-
mission owners can send you on a wild goose chase of studies and reports that cause
costly delay.

We believe that reliability will be improved by placing all uses of the transmission
grid under a single set of rules. Currently, FERC has unclear jurisdiction over that
portion of the transmission system used for providing bundled retail sales. While
some will suggest that the current split jurisdiction assures reliability to “native
load” customers, our view is that it creates a black box that prevents the open mar-
kets that are needed to benefit all consumers. If a utility says it has no transmission
capacity available to others because it is needed for its own use, can we be sure that
this isn’t market manipulation in the name of reliability? Utilities have been known
to reserve all of the transmission import capacity into their control area in the un-
likely event that every single generation plant in the control area simultaneous
shuts down.



107

I understand that the private utilities believe today’s transmission constraints
would be relieved if only FERC provided higher rates of return and other “incen-
tives.” Let me offer the following observations to debunk this demand for FERC
“candy”:

* Failing to relieve a transmission constraint allows a utility to charge substantial
premiums on power sales from generation plants that represent the majority of
utility investment. Transmission is a modest share of total utility plant invest-
ment. Bumping up rates of return a few basis points would have minimal im-
pact on a utility’s bottom line. Simple math suggests that the lack of “incen-
tives” is not the principal impediment to relieving transmission constraints;
rather, these constraints further a utility’s profits.

¢ Transmission siting is and will remain a significant problem, especially in situa-
tions where the ultimate beneficiaries of expanding or building a line in one
state are located in another state. We believe that giving independent RTOs
planning authority for expanding transmission to serve an entire regional mar-
ket is a solution.

* Transmission remains a monopoly function. As such, it should receive a regulated
rate of return—the existence of which for many years did not seem to impede
investment in utilities. Incentive returns are simply excessive profits.

Another aspect of ensuring reliability is an adequate and skilled workforce.

Conclusion

I read with interest the recent news reports about an internal FERC memo. The
memo noted that, while transmission owners post voluminous data on the Open Ac-
cess Same-Time Information System (OASIS), “it is nearly impossible for anyone to
use OASIS to obtain pertinent data for overseeing transmission market behavior
and assessing how well the markets are working.” We hope this report bolsters our
calls for reform outlined above.

AMP-Ohio, OMEA, TAPS and APPA stand ready to work with the Committee to
promote legislation that advances both system reliability and effective competition
in the electric utility industry.

Chairman BLILEY. Thank you, Mr. Gerken.
Mr. Nemtzow.

STATEMENT OF DAVID M. NEMTZOW

Mr. NEMTZOW. Thank you for allowing the Alliance to Save En-
ergy to testify.

I admire how you are trying to link the multiple crises of heating
oil, natural gas prices and of electricity, and I brought, as part of
the solution, a technology that can help solve all three of those si-
multaneous crises.

I am David Nemtzow, and I am President of the Alliance. We are
a bipartisan, nonprofit coalition of business, government, environ-
ment and consumer leaders. Over 70 companies belong to the Alli-
ance. We were first founded by Senator Charles Percy during the
oil crisis of the 1970’s, and we are now co-chaired by your col-
leagues, John Porter and Ed Markey.

Through much of the 1990’s, many Americans told the Alliance
not to worry about energy efficiency, that our efforts were falling
on deaf ears because prices were so low, they were not registering.
Of course, they are now registering, and consumers are facing a va-
riety of crises—as we speak, $2-plus a gallon gasoline; States and
cities and regions may not have enough electricity to meet peak de-
mand this summer; and of course, the hidden crisis of natural gas
futures prices, which have doubled, and it is only June.

So it 1s a challenge to summarize what this means for American
consumers, but I am sure they feel like they are on the TV show
“Survivor.” Instead of the multiple threats from this desert island,
consumers are facing multiple assaults from energy crises, and I
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think, like the TV show, they are wondering if they are still going
to be standing by the end of the summer.

I won’t review what the other experts have said about the mys-
tery of gasoline prices in the Midwest and about what we have
heard about electricity reliability and customers in the Bay Area of
San Francisco and New York City and Detroit have already wit-
nessed reliability problems this summer; and the Midwest, includ-
ing your State, Mr. Chairman, may be next if things continue poor-

I would like to suggest for your consideration—and I think Mr.
Barton was particularly eloquent about this point earlier today—
the problem that the Nation faces and that you have gone over is
that there is a fundamental mismatch between supply growth and
demand growth. And I brought my Monthly Energy Review in case
you are going to ask more questions about the numbers in them
this afternoon, Congressman.

We have a long-term problem, and in the 1990’s we have seen
rapid growth in the consumption of energy. Coal went up 14 per-
cent; natural gas went up 15 percent in consumption; petroleum,
13 percent; electricity, 17 percent. And let me focus on gasoline:
Gasoline consumption in this country went up 1.2 million barrels
a day, and it is expected to be up 1.7 million barrels a day. That
is the equivalent of adding another California worth of gasoline
consumption if we continue business as usual, and that is a long-
term problem that needs a long-term fix.

I will say briefly that energy efficiency has been an enormous
part of this resource. If we look at energy efficiency contributions,
we find that energy efficiency contributes 22 percent of the energy
mix of this country. If we think what our energy use would be if
it weren’t for this smarter use of energy, that makes energy effi-
ciency the No. 2 energy source after petroleum. There are many
studies that support that and show the benefits.

Unfortunately, there are is not enough success. Let’s look at the
opportunities to continue to improve energy efficiency. We know
cars are the biggest issue here. Unfortunately, new cars are less ef-
ficient than the cars going off the road. This is a trend that has
been reversed, and this Congress has an opportunity to reverse
that by supporting research and development and tax credits for ef-
ficient cars and, of course, CAFE fuel economy standards. The
CAFE standards have already saved this country 3 million barrels
a day in oil consumption. That has lessened demand, and future
CAFE can decrease demand by 1.5 million barrels.

You talked earlier, Mr. Chairman, and your colleagues, about fin-
ger-pointing. Mr. Tauzin talked about assigning blame. There is
plenty of blame to go around. But that also means that there is
plenty of opportunity to go around, and the automakers have an
opportunity to market fuel-efficient cars, as Honda and Toyota are
doing, and the Big Three are behind them.

The State governments—Governor Pataki has been a leader in
linking reliability to energy efficiency.

The administration certainly has responsibilities starting with
their energy efficiency rules for air conditioners which are 8 years
late; statutorily set by this committee, they are 8 years late. Per-
haps this committee should ask the administration for a list of all
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cost-effective energy efficiency measures, and ask for a status re-
port on how they are doing.

Consumers have a responsibility. That is why I brought this pro-
grammable thermostat. You can lower your heating in the winter,
air conditioning in the summer.

And in conclusion, I will say this Congress has an opportunity
to increase research and development spending, to reverse the vote
you had to kill the PNGV program, and to remove the CAFE rider
and to pass the tax credits that are proposed by your colleague
Congressman Bill Thomas.

Thank you again for having this hearing. I know that this com-
mittee works in a bipartisan fashion, and American consumers
know that they will need your support in the future to meet these
challenges.

[The prepared statement of David M. Nemtzow follows:]

PREPARED STATEMENT OF DAVID NEMTZOW, PRESIDENT, ALLIANCE TO SAVE ENERGY

Mr. Chairman and Members of the Subcommittee, thank you for the opportunity
to testify before you today regarding the current crises in U.S. energy supply, de-
mand, and distribution.

My name is David Nemtzow. I am the President of the Alliance to Save Energy,
a bi-partisan, non-profit coalition of business, government, environmental, and con-
sumer leaders dedicated to improving the efficiency with which our economy uses
energy. Senators Charles Percy and Hubert Humphrey founded the Alliance in
1977, it is currently chaired by Senators Jeff Bingaman and James Jeffords as well
as your colleagues, Representatives John Porter and Ed Markey.

Seventy companies and organizations currently belong to the Alliance to Save En-
ergy. If it pleases the Chairman I would like to include for the record a complete
list of the Alliance’s Board of Directors and Associate members, which includes the
nation’s leading energy efficiency firms, electric and gas utilities, and other compa-
nies committed to cutting their energy bills.

Mr. Chairman, thank you for inviting me here today to speak about the consumer
implications of the current energy crises. The Alliance to Save Energy was founded
by Senator Charles Percy in 1977 in response to the oil shocks in that decade. Those
events threw our nation into an economic recession and changed forever the way
this nation thinks about its energy supply. But since that time, Mr. Chairman, we
have been long on thought about energy policy and very short on action.

Large and small consumers of energy now face a double threat—they are paying
skyrocketed prices for energy and have to address uncertainty of supply. Fundamen-
tally, these threats have a single source. Demand for energy in this country is out-
stripping affordable and reliable supplies. Some industries and policymakers will
call only for new supplies, when the fastest, cheapest, and cleanest way to help con-
sumers is to cut demand by using energy more efficiently.

Mr. Chairman, the last attempt to consider a comprehensive energy policy was
during the debate over the Energy Policy Act of 1992 (EPAct). That law made some
significant decisions about energy policy. It began the deregulation of the electric
system. It provided tax incentives for wind and solar energy, while giving Alter-
native Minimum Tax relief to independent oil and gas producers. EPAct expanded
research and development of energy-efficient technologies and enacted a further
round of consensus appliance efficiency standards, as well as putting new require-
ments on the federal government to reduce its energy use.

The absence of several provisions from EPAct also amounted to critical decisions
about energy policy that have had huge implications. The legislation did not contain
any provision to raise fuel economy standards for cars and trucks. By leaving this
controversial issue untouched, Congress and the Administration decided to leave the
issue of oil supply, gasoline price, consumption, and technology to chance—to let
market winds blow as they might and let wishful thinking serve as the guiding force
for energy policy.

One of the most recognizable phrases in American life, Mr. Chairman, alleged to
have been uttered by George Washington, is that those who do not learn from his-
tory are doomed to repeat it. I heard this in elementary school, on up through grad-
uate school. It rolls off the tongue with a certainty that is rarely challenged. The
situation in which we now find ourselves with respect to fuel prices is an egregious
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proof of the old maxim. Mr. Chairman, we spent the eight years since the passage
of EPAct hoping, with our eyes closed and our fingers crossed, that oil prices would
not rise, that OPEC would fail to regain its internal cohesion, hoping against hope
that we would not have to pay politically or economically for our inability to protect
ourselves from energy price fluctuations.

And for awhile Mr. Chairman, the skies were sunny. During the middle of the
1990s, gasoline hit its lowest real price since World War II. Attempts to raise our
continued vulnerability to oil prices were met with, “don’t worry, be happy.” Five
years ago, people told us at the Alliance to Save Energy that our attempts to pro-
mote energy-efficiency were falling on deaf ears because energy prices were so low
that they didn’t even register as a concern in public opinion polls.

The polls have changed, Mr. Chairman. Wishful thinking won’t cut it with the
American people now, as the polls now scream that gasoline prices are now their
number one issue of concern. We face a variety of crises in energy now. $2-3 dollar
per gallon gasoline is only one. States and cities in vulnerable areas may not have
enough electricity during hot weather this summer because the transmission system
may not be able to support increased electric load and demand. The price of natural
gas futures has doubled during the past four months, leaving significant uncertainty
about what families and factories all over the nation will have to pay during the
coming heating season. And what about the broader question of crude oil supply.
Clearly, attempts to persuade OPEC to lift production curbs have not succeeded as
an energy policy.

It’s not hard to sum up the effects on consumers of this set of crises. They are
paying much higher prices than usual, they are not happy about it, and the future
holds nothing but uncertainty. Gasoline prices are a mystery in search of a scape-
goat, adding significantly to household expenses. With respect to heating oil, natural
gas, and electricity, what was once a certainty is no longer. Heating oil supply and
price fluctuated wildly last winter. Will the same happen with natural gas at twice
last year’s price? Can consumers affordably heat their homes? Will there be enough
power this summer on hot days to keep the lights on, the food fresh in the refrig-
erator, and computer systems safe from interruption?

In addition, Mr. Chairman, other factors have come to bear on the nation during
the past decade. We have witnessed the rise of global climate change during the
1990s—the hottest decade on record by far. Not only is climate change a direct func-
tion of our reliance on fossil fuels and our uncontrolled demand for energy, a warm-
er climate is contributing directly to problems with electricity supply and distribu-
tion. With respect to climate change, wishful thinking has again been standard op-
erating procedure.

Mr. Chairman, I come here making the same case that the Alliance made in 1992
during the Energy Policy Act. Energy-efficiency is a fundamental answer to each of
these problems. It’s time we wake up, Mr. Chairman, and look at our energy situa-
tion from the perspective of both supply and demand. The pure supply-side strategy
has led us to the situation we are in now. Wishful thinking about how the market
will provide has led us to real hardship for real American families, with only more
to come down the road.

Energy-efficiency—in passenger vehicles, homes, offices, and industrial proc-
esses—can lead us to a much more stable energy future. And while investment in
demand reduction leaves us less vulnerable to foreign cartels, price fluctuations, and
supply disruptions, that investment puts dollars back into the pockets of Americans
and improves our environment by reducing pollution. We can reduce the root cause
of climate change at low cost by creating, building, and selling more efficient cars,
trucks, computers, air conditioners, appliances, and industrial motors.

But we can only do this, Mr. Chairman, if we, as a nation, are willing to end en-
ergy policy by wishful thinking.

You have asked that I address price and supply issues regarding crude oil, gaso-
line, natural gas, and electricity. I will do this in turn after giving some background
on energy efficiency and transforming effect it has had on the economy and the envi-
ronment.

Energy Efficiency as an Energy Source

In order to gain a more full appreciation of the value of energy-efficiency and re-
ducing demand, we have to think differently about our nation’s energy supply. Too
often, energy-efficiency is regarded as a “nice thing to do,” or something that we
would do “if we could.” Mr. Chairman, energy-efficiency is a driving force in our
economy. In fact, it supplies—or recycles—more energy to our economy than any
source other than oil.

Energy Administration data for 1999 shows that energy-efficiency is responsible
for contributing 21.8 percent of our available energy supply:
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Domestic and Imported 0il 37.7 30.8
Energy Efficiency 26.7 21.8
Natural Gas 22.0 17.9
Coal 216 17.6
Nuclear 1.7 6.3
Geothermal & Renewables 3.5 29
Hydro 3.4 2.8

These results indicate that fossil fuels had fallen to 66 percent of our nation’s en-
ergy supply in 1999. In no way do we believe that fossil’s share of our energy mix
is insignificant, or less important when considered as a lower percentage share.
However, getting into our heads that energy-efficiency measures provided more than
one-fifth of our nation’s energy supply takes some getting used to, and it is why it
bears repeating in light of our current energy crises.

Mr. Chairman, slowly, but surely the facts are bearing out that energy-efficiency
has been a transformational force in our nation’s economy over the past 20 years.
In order to make accurately informed decisions as a nation and as a government,
we have to recognize not only the energy we use, the pollution we emit, and the
dollars we spend for heat, transportation and industrial fuel. We must just as con-
scientiously account for the energy saved, the pollution avoided, and the dollars
spent on more productive uses that have all been enabled by the use of energy-effi-
ciency measures. Only then can we fully appreciate what an asset energy-efficiency
has been to the U.S., and understand the huge remaining untapped potential of ex-
isting and future technology to reduce energy use.

Energy-Efficiency as a Catalyst for Economic Growth

Some critics attack the contribution of energy-efficiency over time by saying that
after all the money we have spent on energy-efficiency, we are still using more en-
ergy than we did before. This analysis is simplistic and inaccurate. The correct
measure of energy-efficiency in the economy is not overall energy use, but energy
intensity. Energy intensity is the amount of energy we use per unit of economic out-
put. So of course our nation has grown in population and economic activity—and
therefore in aggregate energy use. However, our energy use per unit of GDP has
dropped significantly. For example, during 1998, U.S. energy use rose 0.3 percent,
but energy use per unit of GDP fell by 3.5 percent.

In March of this year, the Rand Corporation completed a study assessing Cali-
fornia energy-efficiency programs, entitled “The Public Benefit of California’s Invest-
ments in Energy Efficiency”. In it, the authors conclude that without the realized
reductions in energy intensity in California between 1977 and 1995—achieved large-
ly due to energy-efficiency programs—the California economy (GSP) would have
been 3 percent smaller in 1995 than it was.

They go on to say, “in other words, the benefit in 1995 to the California economy
from improvements in industrial and commercial energy intensity since 1977 ranges
from $875 to $1300 per capita...from 1977 to 1995, California utilities spent a cu-
mulative total of $125 per capita (1998%) on energy-efficiency programs in the com-
mercial and industrial sectors.” In addition, the study finds that 1.6 million tons of
nitrogen oxides, sulfur dioxide, carbon oxides, and smog-causing organic compounds
were avoided by reductions in energy intensity.

The Rand study goes on to detail how energy-efficiency, by reducing energy inten-
sity, creates more fertile ground for economic growth. A dollar spent on energy is
an unproductive dollar. A dollar spent keeping the lights on for another hour is a
less profitable investment than one spent on innovation or marketing. An economy
with declining energy intensity is one that is ripe for continued economic growth.
To fully appreciate the value of energy efficiency, we must undertake more efforts
such as the recent Rand Corporation study to quantify its economic value to the na-
tion.

Crude Oil Supply

EIA expects that crude oil prices will remain high through the remainder of the
year, then begin to fall as supply begins to outpace demand. That is possible. But
it is also possible, Mr. Chairman, that we are dealing with a new OPEC. Soon after
the 1978 oil embargo, we saw OPEC fall apart as an effective organization ands lose
its ability to dominate world oil prices. This time, OPEC decided to squeeze con-
suming nations enough to jack up prices, then relax the pressure a little less. Mr.
Chairman, just that gentle squeeze by OPEC now has this nation in crisis.
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If you were the oil ministers of OPEC, and the price of your lifeblood just in-
creased to the highest point in more than 20 years, I think that you would feel that
the tactic had worked. You might even try to push it further, gradually squeezing
the oil consuming nations more and more tightly. Mr. Chairman, the EIA forecast
for lower prices next year are completely dependent on OPEC significantly increas-
ing production. I don’t believe we can afford to count on this happening.

Our main uses for oil, Mr. Chairman, are for transportation and home heating.
Obviously, transportation is by far the greatest use. Our dependence on foreign sup-
plies has grown to well over 50 percent and is likely to top 60 percent during this
decade. While important on an environmental level, the argument over whether to
drill in the Arctic National Wildlife Refuge is nearly irrelevant for energy policy. At
best, it is only a stopgap measure that might yield the nation a few weeks worth
of oil. Our domestic production of oil cannot effectively hold off increasing demand.
Making domestic production the issue is no longer a credible way to address na-
tional energy policy. We must reduce our thirst for petroleum.

Gasoline Price Increases

The fuel economy of automotive fleets sold in this country peaked in 1988 at 28.5
miles per gallon. Now, cars going off the road and out of service are more efficient
than the ones coming on. At a time when gas prices are high and looking to stay
high, our fuel efficiency is moving in the wrong direction.

The last major push for an increase in CAFE standards came in 1991. The polit-
ical might of the auto companies was sufficient to put down that effort, and the auto
companies themselves became perhaps the chief proponent of the strategy of energy
policy by wishful thinking. It worked well for them, because the policy of wishful
thinking allowed the auto industry to increase the size and performance of the aver-
age vehicle, while decreasing fuel economy, all with the cooperation of the federal
government. Now American consumers are faced with prices two times the amount
they paid for a gallon of gasoline a year ago. And chances are great that they drove
to the pump in a sport utility vehicle that falls well below the CAFE average.

The auto industry has traditionally argued that they could not comply with an
increase CAFE because adequate technology did not exist. They claimed it would
mean less safe cars, cars that are too small, cars that nobody wants to buy. In part
as a response to these complaints, the federal government created the Partnership
for a New Generation of Vehicles (PNGV), a joint public private-partnership with
the U.S. auto manufacturers to develop auto technology with the goal of producing
a car that carries the size and safety level of a 1993 Ford Taurus, but that gets
80 miles to a gallon of gas. The federal input to PNGV has been roughly $1.5 billion
over the 7 years of the program.

The PNGV program has spurred a worldwide race in auto technology toward
cleaner, more efficient cars. The first result of that competition has been the intro-
duction in U.S. showrooms of gasoline-electric hybrid cars—specifically the Honda
Insight and the Toyota Prius that can travel more than 70 and 60 miles per gallon
respectively. In addition, each of the U.S. manufacturers has created a prototype car
intended for full production within the next three years.

Further, PNGV has made strides in emissions reduction, advanced lightweight
materials for safety, and other areas. It is time for taxpayers to start getting back
their investment in auto technologies that many believed the auto industry should
have achieved on its own. Because of PNGV, the technology and safety should be
off the table as impediments to increasing CAFE. PNGV sought to leapfrog the mod-
est increase in CAFE sought in 1991. With these hurdles out of the way, it is high
time to relieve what has become a crisis situation for the nation—and support an
increase in CAFE standards to at least 40 miles per gallon.

Driving habits can have a great effect on the fuel economy of individual vehicles.
For consumers to conserve fuel when they drive:

 avoid jackrabbit stops and starts

e drive at the speed limit; fuel economy falls as speed rises

e plan trips in advance and map out the shortest route

« call your local domestic auto dealer and ask when they expect to be selling gaso-
line-electric hybrid cars

» urge Congress to increase CAFE standards

Natural Gas

This country has bet a lot on natural gas. The vast majority of new electric gen-
eration planned in the states will be powered by natural gas. Most new homes going
on the market this year are heated by natural gas.

All of a sudden, natural gas supply is proving to be remarkably fragile. The price
per thousand cubic feet has roughly doubled since the beginning of the year. Storage



113

levels in this injection season are 20 percent lower than last year. EIA speculates
that imports may rise significantly, and that fuel oil will become a cheaper source
of fuel to generate electricity until late next year.

The wager that we have made on natural gas as the energy source of the future
now needs to be reconsidered in a climate of major price instability. As states have
deregulated their electric systems, many have opted for set pricing in a first stage
of transition. Many of these decisions were made in a climate of cheap, stable, nat-
ural gas prices. It will be interesting to see whether a high, unstable price will de-
stabilize any existing state restructuring arrangements.

By far, the most important consideration, however, is the effect that higher prices
will have on homeowners that heat with natural gas. Far more Americans heat with
gas (52 percent) than fuel oil (10 percent). If price and supply constraints sent heat-
ing oil users into a crisis this past winter, a natural gas spike could send shock
waves orders of magnitude larger both economically and politically.

For natural gas consumers, it would be wise to enter the heating season with your
home as fully weatherized as possible. Some steps to take include:

» weatherstrip windows and doors to prevent leakage;

* install a setback thermostat to automatically turn the heat down during work and
other times you regularly leave the house;

¢ make sure your home has efficient windows and is insulated as fully as possible;

¢ always look for the Energy Star label when buying heating equipment and other
appliances.

Electricity Reliability

Roughly half of the states have now passed legislation to restructure their utility
systems, Mr. Chairman. Some states have fashioned plans for legitimate competi-
tion, while others have merely cemented the market position of existing utilities for
the near term. There is currently little uniformity in the ability of generators to sell
and distributors to purchase power off the grid in states and major metropolitan
areas.

The existing transmission system, created to satisfy regional and local demands,
will not effectively serve as the power superhighway envisioned by a brave new
world of electric competition. Transmission bottlenecks have created the possibility
of significant interruptions in service during periods of peak summer demand, yet
transmission upgrades could take many years before relieving vulnerable areas.

Mr. Chairman, we can all agree that attempts to fashion a truly comprehensive
federal restructuring bill now seem dead for the year. While the Senate could still
pass a bill creating a reliability governance body, and you could report your trans-
mission discussion draft, it will not materially affect this summer’s potential black-
outs, brownouts, and price spikes. In fact, I don’t believe that state and local public
officials should plan on relief from federal legislation anytime soon. That is not be-
cause it can’t or won’t happen—although it still remains a daunting political task—
but because state and local officials must start thinking about what they can do to
reduce their risk of power interruptions and shortages.

The federal restructuring debate has thus far been very long on attention to the
supply side of the equation, and short on focus on the demand side. Mr. Chairman,
as we see it, we aren’t looking at a power shortage as much as we are faced with
highly inefficient air conditioning. If we cut peak demand, we are addressing the
heart of reliability problems—not focusing on building a system to specifications
that are only required a few times a year. Demand side options generated signifi-
cant economic savings during the past decade. Demand management and energy-
efficiency accounted for reduction of 30,000 MW peak demand during the 1990s
through state mandated and voluntary utility measures. Roughly half of that came
from energy-efficiency options. Mr. Chairman, two-thirds of that amount was
achieved for between 2 and 3 cents a kilowatt hour, a price that is looking better
every day with increased natural gas prices.

But, Mr. Chairman, those energy-efficiency investments are drying up at just the
time that we need them most. Utility investments in energy-efficiency have fallen
by more than 70 percent since 1993. The reason for this is documented, as utilities
saw the onset of competition and became less sure of their future market, their abil-
ity to benefit from longer term investments in efficiency became less certain. How-
ever, if these cheap, highly effective reductions in peak demand had continued
throughout the nation, we might be facing a considerably more stable situation rel-
ative to reliability.

State and local officials have ample motivation to undertake demand side meas-
ures to lessen their vulnerability to shortages and other incidents. The greatest
might simply be self-preservation. When the lights go out, Mr. Chairman, people get
mad. And they aren’t going to be mad at the head of the RTO, or the Chairman
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of the FERC. They’ll be mad at their elected representatives for not protecting them
from such a crisis. With uncertainties about when transmission relief will come to
reliability hot spots, unstable conditions may realistically remain for years to come.
States, cities, towns, and co-ops—especially entities that are transmission depend-
ent—should take a hard look at how they can reduce peak demand.

Take the city of Austin, Texas. The Austin City Council took matters into its own
hands several years ago and instituted an aggressive set of incentives for energy-
efficiency. These included new building design, retrofit of existing buildings, and re-
bates for the purchase of energy-efficient air conditioners. Since the early 1990s,
Austin has managed through several tough cooling seasons without having to buy
a single kilowatt off the grid, fully avoiding any interruptions or other incidents,
and avoiding 402 megawatts of peak demand. (As the local utility, they also avoided
having to build a 400 megawatt coal plant, with its attendant sulfur, nitrogen, mer-
cury, and carbon emissions.)

My advice to Governors, Mayors, City Councils, and others is: use your surplus
to reduce electricity demand. These investments pay off in spades as we find in the
Rand study of California. You attack the root of reliability problems, peak demand.
You reduce pollution for your community. Finally, demand reduction serves as in-
surance against the delays of the legislative, permitting, siting, and construction
processes for new generation and transmission.

We urge Congress to help states to make just these kind of investments. From
the outset of this debate, we have advocated the creation of a public benefits fund
that would match state expenditures on a variety of public goods that states used
to be able to compel utilities to do. Because competition has limited states’ ability
to make utilities invest in such things as universal and affordable service, energy-
efficiency, and renewable energy, a public benefits fund would give them assistance
in bolstering their state or city from the uncertainties of reliability and fluctuating
prices.

New power plants and beefed-up wires are important parts of the blackout-pre-
vention solution. But energy efficiency is not only cheaper in most cases, it also
saves consumers money on energy bills and reduces air pollution. It can be the least
expensive form of blackout insurance; let’s not wait to buy our policies until the next
blackout hits.

Consumers can use a wide variety of measures to reduce their own electricity
use:

¢ Buying Energy Star room air conditioners and central air conditioners, windows
and other appliances.
» Getting professional service on existing air conditioning systems to make sure
they run at peak efficiency.
¢ Cleaning air conditioning system air filters every month to keep systems running
efficiently.
¢ Using programmable thermostats to raise temperature settings a few degrees dur-
ing weekday afternoons.
e Choosing to run clothes washers, dishwashers, other electric appliances outside of
peak hours (typically afternoon-early evening)
Utilities can help by:
¢ Promoting Energy Star air conditioning, windows, and other Energy Star appli-
ances.
* Promoting AC service and testing programs to bring existing systems up to par.
¢ Offering load control and thermal storage incentives to customers.
The federal government can help by:

¢ Proposing a strong new efficiency standard for residential air conditioners this
summer.

e Including a public benefits fund in electric utility restructuring legislation to sup-
port efficiency programs.

* Increasing funding for Energy Star and other efficiency programs at EPA and the
Department of Energy.

State and local governments can help by:

. Crleating public benefits funding for energy efficiency in utility deregulation legis-
ation.

* Working with the federal government, private industry, and utilities to promote
Energy Star and other efficiency programs.

¢ Adopting the International Energy Conservation Code for new buildings.

Chairman BLILEY. Thank you, Mr. Nemtzow.
Mr. Pillari.
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STATEMENT OF ROSS J. PILLARI

Mr. PiLLARI. Thank you, Mr. Chairman. My comments are di-
rected principally at the impact of the recent supply disruptions
and dislocations in the Midwest, but also at the nature of the sup-
ply situation as we look forward to the summer months.

While the Midwest region is the most recent example of gasoline
price volatility around a supply/demand imbalance, we have seen
similar market conditions in California and New England for heat-
ing oil, all in the last 12 months. Each of these situations centers
around a temporary supply/demand imbalance.

In the last 2 weeks, my company has participated in extensive
discussions with the DOE, EPA, and most recently at a briefing
chaired by the Speaker of the House of Representatives. At these
discussions, many have outlined the pipeline outages, low inven-
tory levels, high demand, and other exacerbating issues that have
led to tight supply in the Midwest. I will not repeat those. Instead,
I would prefer to explain how BP Amoco has responded to the mar-
ket conditions in the Midwest and how we have met the needs of
our customers.

During the past several months, we have supplied all of our com-
mitments for both conventional and RFG fuels. We have operated
our refinery in the Midwest at maximum capability and to maxi-
mize gasoline output. This includes producing higher volumes of
RFG fuels than last year. We have purchased additional supplies
from nontraditional and remote sources. We have shipped blend
stocks to the Midwest from BP Amoco refineries in other regions.
We have met the environmental regulations in all of our markets,
including St. Louis, where we did not utilize the temporary waiver
granted by the EPA.

As we look out into the summer months, we expect to meet our
commitments to our customers and have taken steps to supply the
increasing demand for transportation fuels in the Midwest and
other regions of the United States.

Under normal operating conditions, the consumers can expect
adequate supplies this summer. We also expect to be able to meet
our continuing commitment to cleaner fuels throughout the sum-
mer, including our commitment to continue to introduce cleaner,
lower sulfur fuels in markets that are not yet subject to regulatory
requirements.

However, as we think about the coming months, the supply sys-
tem in the United States is finely tuned and as demand for prod-
ucts during summer months continues to increase, the supply in-
frastructure has become very stressed. Any outages, particularly
affecting pipelines or refineries, can cause severe product short-
ages, resulting in tight supplies and short-term price volatility in
the marketplace as it seeks to balance supply and demand.

To minimize the effects of any disruption, we continue to operate
our refineries at high levels of production, and inventories are
building to normal levels. However, nobody can predict outages,
shutdowns, excess demand or other factors that could upset the
balance of supply and demand as we move through the summer.

As a final point, we believe the conditions in the marketplace re-
flect the balancing of supply and demand. We have seen market
prices in the Midwest react to supply disruptions, and we are see-
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ing them react again as supply grows in the affected areas of the
Midwest. While it would be imprudent to predict what will happen
this summer, we are doing everything we can to meet our supply
commitments during the peak driving season.

Thank you.

[The prepared statement of Ross J. Pillari follows:]

PREPARED STATEMENT OF ROSS J. PILLARI, GROUP VICE PRESIDENT FOR MARKETING,
BP Amoco GROUP

Good morning. My name is Ross Pillari and I am Group Vice President for Mar-
keting for the BP Amoco Group. I am pleased to appear here this morning and
speak on behalf of my company about the issue of “Summer Energy Concerns for
the American Consumer”. BP Amoco is a supplier of fuels for both transport and
power in the United States and is a supporter of clean fuel initiatives.

My comments this morning are directed principally at the impact of the recent
supply disruptions and dislocations in the Midwest and the nature of the supply sit-
uation as we look forward into the summer months. While the Midwest region of
the USA is the most recent example of gasoline price volatility around a supply/de-
mand imbalance, we have seen similar market conditions in California and in New
England for heating oil, all in the last 12 months. Each of these situations centers
around a temporary supply/demand imbalance.

In the last two weeks my company has participated in extensive discussions with
the Department of Energy, Environmental Protection Agency, and most recently at
a briefing chaired by the Speaker of the House of Representatives. My company
along with others from the energy industry have outlined the pipeline outages, low
inventory levels, high demand, and other exacerbating issues that have led to tight
supply in the Midwest. I do not plan to repeat these facts this morning, but would
be happy to take questions on any of these specific issues.

Instead, I would prefer to explain how BP Amoco has responded to the market
conditions in the Midwest and how we have met the needs of our customers. This,
I believe will give us insight into how the summer supply/demand concerns can be
met.

During this past several months:

—we have supplied all of our commitments for both conventional and RFG fuels;

—we have operated our refinery in the Midwest at maximum capability and to
maximize gasoline output. This includes producing higher volumes of RFG fuels
than last year;

—we have purchased additional supplies from non-traditional and remote sources;

—we have shipped blend stocks to the Midwest from BP Amoco refineries in other
regions;

—we have met the environmental regulations in all of our markets, including
St.Louis, where we did not utilize the temporary waiver granted by the EPA.

As we look out into the summer months, we expect to meet our commitments to
our customers and have taken steps to supply the increasing demand for transpor-
tation fuels in the Midwest and other regions of the United States. Under normal
operating conditions the consumers can expect adequate supplies this summer. We
also expect to be able to meet our continuing commitment to cleaner fuels through-
out the summer, including our commitment to continue to introduce cleaner, lower
sulfur fuels in markets that are not yet subject to regulatory requirements.

However, as we think about the coming months, the supply system in the USA
is finely tuned, and as demand for products during the summer months continues
to increase versus prior years, the supply infrastructure has become very stressed.
Any outages, particularly affecting pipelines or refineries, can cause severe product
shortages, resulting in tight supplies and short term price volatility in the market-
place as it seeks to balance supply and demand.

To minimize the effects of any disruption, we continue to operate our refineries
at high levels of production, and inventories are building to normal levels. However,
nobody can predict outages, shutdowns, excess demand or other factors that could
upset the balance of supply and demand as we move through the summer.

As a final point, we believe the conditions in the marketplace reflect the balancing
of supply and demand. We have seen market prices in the Midwest react to supply
disruptions and we are seeing them react again, as supply grows in the affected
areas in the Midwest. While it would be imprudent to predict what will happen this
summer, we are doing everything we can to meet our supply commitments during
the peak driving season.
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I would be pleased to take questions.

Mr. TAUZIN [presiding]. Thank you.
Mr. Ports.

STATEMENT OF MICHAEL PORTS

Mr. PorTs. Good afternoon, Mr. Chairman and members of the
committee. My name is Mike Ports. I am President of Ports Petro-
leum Company, Inc., an independent motor fuels marketer
headquartered in Wooster, Ohio. Ports Petroleum owns and oper-
ates 70 retail motor fuels outlets in 12 States in the Midwest and
the Southeast. I appear before this committee today as a represent-
ative of the National Association of Convenience Stores, NACS, and
Society of Independent Gasoline Marketers of America, SIGMA.

As an independent motor fuels marketer in the Midwest, which
has experienced some of the highest gasoline prices in history in
recent weeks, I am familiar with the impact these price increases
have on my business and on motorists. Four years ago the Senate
Energy Committee held a hearing on the increase in retail gasoline
prices that occurred during the spring of 1996. At that time, a rep-
resentative of Independent Gasoline Marketers told that com-
mittee, and I quote, “The Federal and State governments regulate
the gasoline refining and marketing industry with little or no
thought given to costs, distribution difficulties or market effi-
ciencies. Congress must acknowledge that future EPA and State
actions, if the present course is followed, will lead to further mar-
ket disruptions and higher gasoline prices at the pump.”

His prediction could not have been more accurate. Over the past
8 years, Congress, State officials, and the Environmental Protec-
tion Agency have crippled what was previously one of the most effi-
cient commodity distribution systems in the world—the United
States fungible grade motor fuels distribution system. In short, we
need to look no further than our Federal and State governments
to pinpoint a principal cause of the current increase in retail gaso-
line prices. While this may not be a welcome message to this com-
mittee today, it is an accurate one.

The government witnesses at today’s hearing offered various ex-
planations for the recent increases in gasoline prices. EPA, and
perhaps others, will seek to distance themselves from the cries of
outraged consumers by blaming the oil companies for price
gouging. While such statements may play well in the press, there
is no evidence of such pricing collusion. It appears that EPA and
the administration is more interested in demonizing an entire in-
dustry than holding an intelligent discussion of the real causes for
the price increases.

There are very rational and much less sinister causes for the re-
cent gasoline price increases: the elevated crude oil prices; the un-
certainty caused by the Unocal patent case; pipeline breaks and
power outages; the advent of the ever more stringent Phase II re-
formulated gasoline program, the RFG program’s oxygenate man-
dates, which results in the balkanization of the country into eth-
anol RFG markets and nonethanol RFG markets and the continued
fragmentation of the country’s motor fuels distribution system by
boutique fuels; the increasingly complex impact that the gasoline
futures market and Wall Street traders have on wholesale and re-



118

tail gasoline prices; and historically low gasoline inventories. In re-

ality, it is amazing, given repeated political and governmental in-

terference in the motor fuels and marketing industry, that retail

gasogne prices have remained as low as they have over the past
ecade.

However, as the saying goes, there is no free lunch. It should not
be surprising to policymakers that after tens of billions of dollars
in environmental compliance costs borne by refiners and market-
ers, the complete fragmentation of the motor fuels distribution sys-
tem and the politically motivated diverse motor fuels formulations,
there is a price to pay, a price that ultimately must be paid by con-
sumers of gasoline and diesel fuel.

As long as the motor fuels refining and distribution system
works perfectly, supply and demand stay roughly in balance and
retail prices remain relatively stable. However, whenever a refinery
goes down, overseas crude oil production is reduced, the weather
disrupts smooth product deliveries or a new regulatory curve ball
is thrown at the motor fuels refining and marketing industries, we
do not have the flexibility to react and counterbalance these forces.

As a result, NACS and SIGMA predict that wholesale and retail
gasoline and diesel fuel price volatility will become the norm, not
the exception, as we have seen in California. Current high retail
gasoline prices in the Midwest and elsewhere already show signs
of retreating. However, in NACS’s and SIGMA’s opinion, it is only
a matter of time before the next supply and distribution crisis oc-
curs.

In sum, if we are looking for a scapegoat for our gasoline prices,
then we will learn little today. If we try to fix the current situation
with more government intervention, we will only make the situa-
tion worse. NACS and SIGMA conversely urge this committee and
this Congress to understand the diverse and complex origins of the
current increases in gasoline prices. These origins are not simple
or even inconvenient—they do not fit nicely into a sound bite. But
they are accurate and they are here for the foreseeable future.

Thank you for the opportunity to present this testimony, and I
will be pleased to answer any questions that I have raised.

[The prepared statement of Michael Ports follows:]

PREPARED STATEMENT OF MICHAEL PORTS, PRESIDENT, PORTS PETROLEUM, INC.,
REPRESENTING THE NATIONAL ASSOCIATION OF CONVENIENCE STORES AND THE
SOCIETY OF INDEPENDENT GASOLINE MARKETERS OF AMERICA

Good morning, Mr. Chairman and Members of the Committee. My name is Mike
Ports. I am President of Ports Petroleum, Inc., an independent motor fuels marketer
headquartered in Wooster, Ohio. Ports Petroleum owns and operates 70 high volume
retail motor fuels outlets in 12 states from Ohio to Nebraska, south to Mississippi,
and east to Georgia.

I appear before this Committee today as a representative of the National Associa-
tion of Convenience Stores (“NACS”) and the Society of Independent Gasoline Mar-
keters of America (“SIGMA”). NACS is a national trade association of more than
2,300 companies that operate over 60,000 convenience stores nationwide with some
750,000 employees. Over 75 percent of NACS’ member companies sell motor fuels.
SIGMA is an association of approximately 260 motor fuels marketers operating in
all 50 states. Together, SIGMA members supply over 28,000 motor fuel outlets and
sell over 48 billion gallons of gasoline and diesel fuel annually—or approximately
30 percent of all motor fuels sold in the nation last year.

I appreciate the invitation to appear at this hearing to present testimony on the
recent increases in retail gasoline prices. As an independent motor fuels marketer
in the Mid-West, which has experienced some of the highest gasoline prices in his-
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tory in recent weeks, I am all too familiar with the impact of these price increases
both on my business and on motorists.

Four years ago, the Senate Energy Committee held a hearing on the increase in
retail gasoline prices that occurred during the Spring of 1996. At that time, a rep-
resentative of independent gasoline marketers told that Committee: “The federal
and state governments regulate the gasoline refining and marketing industry with
little or no thought given to costs, distribution difficulties, or market efficiencies.
Congress must acknowledge that future EPA and state actions, if the present course
is followed, will lead to further market disruptions and higher gasoline prices at the
pump.”?

His prediction could not have been more accurate. Over the past eight years, Con-
gress, state officials, and the Environmental Protection Agency have crippled what
was previously one of the most efficient commodity distribution systems in the
world—the United States’ fungible grade gasoline distribution system. Repeatedly
over the past eight years, these government officials and agencies have combined
to fragment the nation’s gasoline markets into dozens of distinct areas. This frag-
mentation has discarded the traditional system of providing affordable gasoline to
American consumers, replacing it with a patchwork of different gasoline markets
with little or no thought given to supply and distribution logistical concerns.

In short, we need look no further than our federal and state governments to pin-
point a principal cause of the current increase in retail gasoline prices. While this
may not be a welcome message to this Committee today, it is an accurate one.

The government witnesses at today’s hearing will offer various explanations for
the recent increases in recent gasoline prices. EPA, and perhaps others, will seek
to distance itself from the cries of outraged consumers by blaming the oil companies
for “price gouging.” While such statements may play well in the press, there is no
evidence of such pricing collusion. Indeed, such demagoguery is clearly motivated
by election year political considerations and a desire to avoid any hint of responsi-
bility for the current crisis. After all, it is easier to demonize an entire industry than
to hold a thoughtful discussion of the real causes for the price increases.

EPA’s witness also may recite its statistics regarding the relatively low incre-
mental cost for manufacturing the new motor fuels that have been mandated over
the past eight years. However, EPA’s numbers, and the Agency’s assurances to Con-
gress and others, are relevant only if there is sufficient supply of these motor fuels
to meet the markets’ demands. While summertime Phase II RFG may cost only five
cents more per gallon for a refiner to produce, if supplies of this gasoline fall short
of demand in a particular market like Chicago or St. Louis, then the price of this
product will rise high enough to attract the necessary supplies from other markets.
In short, EPA’s manufacturing costs statistics are irrelevant if the gallons of gaso-
line do not or cannot reach the appropriate markets.

There are other, very rational and less sinister causes for the recent gasoline price
increases, including elevated crude oil prices, the uncertainty caused by the Unocal
patent case, pipeline breaks and terminal outages, and the advent of the ever more
stringent Phase II reformulated gasoline program. All of these causes contributed
to the current price increases. NACS and SIGMA also note that the following addi-
tional causes must be examined as well when considering why retail gasoline prices
are so high in some areas of the country:

* the RFG program’s oxygenate mandate, which most would agree serves no envi-
ronmental purpose and results in the balkanization of the country into ethanol
RFG markets and non-ethanol RFG markets;

* the continued fragmentation of the country’s motor fuels distribution system into
scores of different areas with different gasoline formulations;

* the increasingly complex impact that the gasoline futures market, and Wall Street
traders, have on wholesale and retail gasoline prices; and,

* historically low gasoline inventories, caused by the destruction of the gasoline re-
fining and marketing industry’s confidence that EPA and state governments
will place good public policy and good economics over short-term and parochial
political considerations.

In reality, it is amazing, given the repeated political and governmental inter-
ference in the gasoline refining and marketing industry, that retail gasoline prices
have remained as low as they have over the past decade. These historically low
prices are, in fact, a tribute to ingenuity and resiliency of the gasoline refining and
marketing industry. We believe the FTC will come to the same conclusion regarding
the recent increase in gasoline prices because they will look at the evidence, rather

1Testimony of Thomas L. Robinson before the Senate Committee on Energy and Natural Re-
sources, May 9, 1996.
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than the opinion polls, to discover what has happened. We intend to help them gath-
er that evidence.

However, as the saying goes, there is no free lunch. It should not be surprising
to policy makers that after tens of billions of dollars in environmental compliance
costs borne by refiners and marketers, the complete fragmentation of the motor
fuels distribution system, and the politically-motivated diverse gasoline formula-
tions, there is a price to pay—a price that ultimately must be paid by consumers
of gasoline and diesel fuel. As long as the motor fuels refining and distribution sys-
tem works perfectly, supply and demand stay roughly in balance and retail prices
remain relatively stable. However, if a pipeline or refinery goes down, overseas
crude oil production is reduced, the weather disrupts smooth product deliveries, or
a new regulatory curve ball is thrown at the motor fuels refining and marketing in-
dustries, we do not have the flexibility to react and counterbalance these forces. As
a result, NACS and SIGMA predict that wholesale and retail motor gasoline and
diesel fuel price volatility will become the norm—not the exception.

Californians have become somewhat accustomed to motor fuels price volatility
over the past five years because California is in fact the laboratory for the fuels pro-
grams that EPA currently is forcing on the rest of the country. When a refinery in
California goes down, or a pipeline breaks, the impact on retail prices is almost im-
mediate. In California, retail gasoline prices can increase by 40 cents per gallon
within two or three days. When retail prices get high enough to attract supply from
other markets, then eventually the supply shortage is alleviated and retail prices
start to fall.

Current high retail gasoline prices in the Mid-West and elsewhere already show
signs of retreating as crude oil production increases, product shortages are replen-
ished, and wholesale prices to marketers come down. However, in NACS’ and SIG-
MA'’s opinion, it is only a matter of time before the next supply and distribution cri-
sis occurs. It may take another four years, or it may occur later this year.

And EPA is not done with the nation’s motor fuels markets yet. Just last month,
EPA proposed a restrictive regulatory scheme for diesel fuel—the fuel that moves
most of the commercial transportation in this country. If EPA’s plan for diesel fuel
has a similar impact that its programs for gasoline have had on overall supplies and
the motor fuels distribution system, then retail price volatility will spread from the
gasoline markets to the diesel fuel markets—with potentially severe consequences
for our nation’s economy.

In sum, if we are looking for a scapegoat for high gasoline prices, then we will
learn little today. If we try to fix the current situation with more government inter-
vention, we will only make the situation worse. NACS and SIGMA, conversely, urge
this Committee and this Congress to understand the diverse and complex origins
of the current increases in gasoline prices. These origins are not simple or even con-
venient—they do not fit nicely into a sound bite. But they are accurate and they
are here for the foreseeable future.

While consumers generally have responded to public polling that they are willing
to pay more for gasoline and diesel fuel to have cleaner air, the recent supply crises
and price spikes—and the resultant howls of protest from consumers and elected of-
ficials—give rise to significant questions regarding the public’s support for environ-
mental programs that will lead to substantially higher retail prices for gasoline and
diesel fuel and ultimately harm the nation’s continued economic expansion.

Thank you for the opportunity to present this testimony. I would be pleased to
answer any questions my testimony has raised.

Mr. TaUuzIN. Thank you, Mr. Ports.
Mr. Thompson.

STATEMENT OF JERRY THOMPSON

Mr. THOMPSON. Thank you. I am Jerry Thompson, Senior Vice
President of CITGO Petroleum, headquartered in Tulsa, Oklahoma;
and according to the latest data available, it is the second largest
marketer of gasoline in the United States.

I am pleased to have the opportunity to speak before this com-
mittee about gasoline supply and price as well as the overall issue
of providing the energy that is so critical to the American people
and to this Nation’s economic well-being.

We at CITGO empathize with those families whose household
budgets have felt the impact of rapidly rising gasoline prices in the
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Chicago, Milwaukee and other Midwest markets. It is our sincerest
hope that a sound national energy policy emerges from hearings
such as this to avoid future recurrences.

Unfortunately, the American people’s ability to depend on gaso-
line where they need it, when and how they need it, is in jeopardy
as a result of our Nation’s regulatory and energy policy. The gaso-
line situation we are discussing today is a classic study of the rela-
tionship of supply, demand and price. In a free market system, the
price of a commodity like gasoline is not so much the cost of manu-
facturing and delivering the finished product, but rather the rela-
tionship between the consumer’s demand for the product and the
manufacturer’s ability to supply it to the marketplace.

In the current situation, the price of gasoline in the Midwest was
driven up by the inability to manufacture and deliver the products
to the marketplace to meet consumers’ demand. Once again, the
consumer has been forced to pay for hidden impacts of actions
taken over the course of several decades, primarily by the EPA.

We agree with the findings and conclusions of the June 16, 2000,
Congressional Research Service memorandum which attributes the
price increase to the following five factors: one, higher crude oil
prices. Crude oil costs have risen by 30 cents a gallon compared to
1 year ago and by 48 cents a gallon compared to a year-and-a-half
ago.

Two, special fuel reformulations. About 30 percent of the gasoline
sold in the United States is RFG. In the Midwest, refiners pri-
marily use ethanol to provide the mandated oxygen content. This
means that RFG from the rest of the country cannot be shipped to
the Midwest if additional supplies are needed; refiners must ship
a special blend stock called RBOB, which is very difficult to manu-
facture.

During the first 2 months of this year, our Lamont, Illinois, re-
finery produced more RBOB than in 1999. But as we began making
a new Phase II RBOB, we quickly fell behind last year’s production
because it was more difficult to blend than we had anticipated. It
has taken until June for us to learn how to efficiently blend this
product and catch up with last year’s RBOB production levels.

No. 3, low inventories. To convert to the tighter specification of
the new summer grade RFG II, refiners, as well as terminals, vir-
tually emptied their storage tanks to minimize the time required
to convert the tanks from winter grade to summer grade, to be
ready for the summer driving season. On their Web site, the En-
ergy Information Agency states that at current inventory levels,
there is the equivalent of 2 days of consumption in available inven-
tory. When supplies are this low, any disruption in supply results
in price increases.

No. 4, operational problems. Two pipelines serving the upper
Midwest have experienced operational problems at the time when
refinery and terminal inventories were low. This prevented these
inventories from being replenished. This was further exacerbated
when two refineries in the Chicago area were temporarily shut
down. Both of these refineries’ outages reduced the availability of
gasoline in the Midwest.

The Unocal patent has caused several refiners to scale back our
RFG production to avoid patent infringement.
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The inescapable fact is that the U.S. pipeline and distribution
system was designed to handle a half a dozen grades of gasoline.
As shown partially on this chart, today it has to cope with more
three dozen grades of “boutique” gasoline. No single refinery can
manufacture all these fuels, so they have to be shipped all over the
country to where they are needed. Each of these fuels has to be
kept segregated, separate pipelines and shipments and separate
compartments. Daniel Yergen has called this the “balkanization of
America.” Our Nation can no longer substitute fuels from one area
of abundant supply into areas of insufficient supply because they
are literally different fuels. A patchwork of fuels mandated by dif-
ferent State regulators has unintentionally constrained manufac-
turers’ ability to refine and supply gasoline to the marketplace.

The Midwest, which includes the Chicago and Milwaukee mar-
kets, is a net consumer of gasoline. In 1998, the Midwest consumed
475,000 barrels a day, more gasoline than the refineries in that
area could manufacture; 350,000 barrels a day had to be shipped
from the Gulf Coast, primarily by pipeline, and another 160,000
barrels a day of gasoline had to be shipped from the East Coast.
It is clear to see that a supply problem in the Midwest, the Gulf
Coast or the East Coast has a definite impact on product pulled
from one region to fill shortages in another.

The important point to recognize is that the root cause of the
current price and supply situation stems from the unfortunate fact
that this Nation’s only energy policy is driven by the Environ-
mental Protection Agency. In reality, it is not a policy, but a patch-
work quilt of regulations and requirements which has been added
to every year since the Clean Air Act was passed in 1970.

We are already faced with the next wave of requirements, diesel
fuel. The end result of these and a host of other EPA regulations
staring us in the face ensure that more refineries, unable to afford
the capital investment required to comply with these regulations,
will drop out, further tightening supply. Clearly, unless we develop
a cohesive energy policy, one that considers this Nation’s energy
needs, the sustainability of affordable energy in America is in seri-
ous jeopardy.

[The prepared statement of Jerry Thompson follows:]

PREPARED STATEMENT OF JERRY E. THOMPSON, SENIOR VICE PRESIDENT, CITGO
PETROLEUM CORPORATION

Good morning/afternoon.

I am Jerry Thompson, Senior Vice President of Development and Technological
Excellence of CITGO Petroleum Corporation. CITGO is a U.S. corporation
headquartered in Tulsa, Oklahoma. Our roots extend back to the early 1900’s as
Cities Service Company. While our products are marketed throughout most of the
U.S., we primarily serve those regions east of the Rockies. We own and/or operate
a network of modern refineries in Houston, Corpus Christi, Texas, Lake Charles,
Louisiana, and Lemont, Illinois. In addition, we own asphalt refineries in Paulsboro,
New Jersey and Savannah, Georgia. To get our products to where the American
public needs them, we own one of the nation’s most extensive systems of petroleum
terminals. According to the latest data available, CITGO is the second largest mar-
keter of gasoline in the United States with 10.3 % share of the market.!

I am pleased and honored to have the opportunity to speak before the House Com-
merce Committee about gasoline supply and price, as well as the overall issue of
providing the energy that is so critical to the American people and to this nation’s

1National Petroleum News—Market Facts 1999, Mid-July, 1999
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economic well-being. CITGO and the rest of the refining, marketing and transpor-
tation industry share your concern regarding the current issues. CITGO empathizes
with those families whose household budgets felt the impact of the rapidly rising
gasoline prices in the Chicago and Milwaukee markets. It is our sincerest hope that
a sound, cohesive national energy policy emerges from hearings such as this. What
America needs is an energy policy that ensures the quality of life that the American
people expect and deserve.

I'd like first to discuss the key factors contributing to the current situation. I will
conclude by discussing a positive and constructive path forward based on solid eco-
nomics—one that ensures the clean, affordable fuels that are necessary to this na-
tion’s well-being.

The oil and gas industry has done an excellent job of providing cleaner fuels at
an affordable price. As a result, Americans have access to inexpensive transpor-
tation fuels; a fact that has contributed to our overall high standard of living. In
fact, using constant 1999 dollars, the average retail price of gasoline, including
taxes, decreased from $2.27 a gallon in 1918 to $1.16 a gallon in 1999, according
to research by Cambridge Energy Research Associates, (CERA) one of the world’s
leading energy research firms.2

Unfortunately, American’s ability to depend on gasoline where they want it, when
they want it and how they want it is in jeopardy as a result of our energy and regu-
latory policy. The gasoline situation we are discussing today is a classic study of the
relationship of supply, demand and price. In a free market system, the price of a
commodity like gasoline is not so much a factor of the cost of manufacturing and
delivering the finished product, but rather the relationship between consumers’ de-
mand for a product and manufacturers’ ability to supply it to the marketplace. In
the current situation, the price of gasoline in the Midwest was driven up by the in-
ability to manufacture and deliver the products to the marketplace to meet con-
sumers’ demand. Once again, the consumer has been forced to pay for the hidden
impact of actions taken over the course of several decades—primarily by the EPA.

For background, I want to briefly discuss the key factors that have contributed
to the current situation. In their June 16, 2000, memorandum,3 the Congressional
Research Service attributes the price increase to the following five factors:

* Higher crude oil prices. Refiners’ crude acquisition costs have risen by the
equivalent of 30 cents per gallon as compared to one year ago and 48 cents per
gallon as compared to year and a half ago.

* Special Fuel Formulations. Reformulated gasoline or RFG is required in nu-
merous areas designated by EPA as ozone non-attainment areas. About 30 per-
cent of the gasoline sold in the United States is RFG, including the Chicago and
Milwaukee markets. In the Midwest, however, refiners use ethanol instead of
MTBE (the additive used in most other RFG areas to meet the oxygen require-
ments of the RFG programs). This means that RFG from the rest of the country
cannot be shipped to the Midwest if additional supplies are needed. Refiners
must ship a special blend stock used to make RFG in the Midwest, called
RBOB, which is very difficult to manufacture. Let me tell you what happened
at CITGO’s Lemont, Illinois, refinery—one of the six refineries in the area. Dur-
ing the first two months of this year, our refinery produced more RFG than in
1999. But as we began making the new Phase II RBOB, which was mandated
by EPA regulations, we quickly fell behind last year’s production because it was
more difficult to blend than we had anticipated. It has taken until June for us
to learn how to efficiently blend this product and catch up with last year’s
RBOB production levels.

* Low inventories. According to the Department of Energy’s. Energy Information
Agency (EIA), crude oil and gasoline inventories started the summer driving
season at extremely low levels. These lower inventories are the result of con-
verting to EPA’s Phase II RFG “summer” specifications. To convert to the tight-
er specifications of the new summer grade RFG II, refiners, as well as termi-
nals, virtually empty their storage tanks to minimize the time required to con-
vert the tanks to be ready for the summer driving season. In their website, EIA
states that there is the equivalent of only two days’ of consumption in available
inventory. When supplies are this low, any disruption results in price increases.

* Operational problems. Two pipelines serving the upper Midwest have experi-
enced operational problems, at the time when refinery and terminal inventories
were low This prevented these low inventories from being replenished. As stat-
ed in DOE’s just issued “Primer on Gasoline Pricing,” disruptions such as these

2 CERA Special Report—Gasoline and the American People, May, 2000
3 Congressional Research Service—Midwest Gasoline Prices, June 16, 2000
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in a tight regional market have the potential to lead to significant price in-
crease—as evidenced in the upper Midwest in recent weeks. This was further
exacerbated when the Mobil Joliet refinery was slow coming up after a turn-
around, and the Clark Blue Island Refinery experienced a power outage that
has left it essentially inoperable. Both these refinery outages reduced the avail-
ability of gasoline in the Midwest. Finally, just this month, the ship channel
through which we receive crude oil and ship out finished products at our Lake
Charles refinery was blocked because of a freak accident disrupting our ability
to ship products to all markets.

* Patented RFG Process. A recent federal court ruling that Unocal has a valid
patent on a blend formulation related to the new summer RFG has caused RFG
production to be scaled back at several refiners. For instance, CITGO’s Lake
Charles refinery has the ability to produce about 15,000 barrels per day of sum-
mer grade RFG, but to avoid the patent issue, we have cut production to about
4,000 barrels per day.

The Congressional Research Service memorandum concludes that about “25 cents
of the regional price increase is due to transportation difficulties and another 25
centls;, roughly estimated, could be due to the unique RFG situation in Chicago/Mil-
waukee.”

The inescapable fact is that the U.S. pipeline and distribution system was de-
signed to handle a half dozen grades of gasoline. Today, it has to cope with more
than 3 dozen grades of “boutique” gasoline. Keep in mind that no refinery can man-
ufacture all of these fuels, so they have to be shipped all over the country to where
they are needed. Each of these fuels has to be kept separate from the time they are
manufactured—separate pipeline shipments, separate tankage, separate compart-
ments on barges and trucks. Daniel Yergen has rightly called this the Balkanization
of America. Our nation can no longer substitute fuels from areas of abundant supply
into areas of insufficient supply because they are literally different fuels. A patch-
work of fuels mandated by different state regulators has unintentionally constrained
manufac]turers’ ability to refine and supply gasoline to the marketplace. [See attach-
ment #1

Let’s look specifically at the Midwest. PADD II, which includes the Chicago and
Milwaukee markets, is a net consumer of gasoline. In 1998, for instance, PADD II
consumed almost 475,000 barrels per day more gasoline than the refineries in that
area could manufacture. According to the just-released National Petroleum Council’s
report, in order to have supply meet the demand in PADD II, 350,000 barrels per
day had to be shipped in from the Gulf Coast, primarily by pipeline, and another
160,000 barrels per day had to be shipped in from the East Coast. It 1s clear to see
that a supply problem in the Midwest, the Gulf Coast or the East Coast has a defi-
nite impact as product is pulled from one region to fill shortages in another.

In my hometown of Tulsa, we are experiencing a situation that graphically illus-
trates this point. Like many other regions, Tulsa has experienced in recent weeks
sharp increases in gasoline prices. Here’s why: our local regulators have entered
into an agreement with EPA so that a special gasoline with 8.2 Reid Vapor Pressure
(RVP) is sold in Tulsa county during summer months. Tulsa is the only area in the
nation where this particular gasoline is sold. As a result, no refiner manufactures
it, but rather two different gasolines are mixed together to meet the 8.2 specifica-
tion. Most of these two kinds of gasoline come from refineries on the Gulf Coast and
are transported by pipeline to Tulsa. That was not a problem in 1999. Unfortu-
nately, since last year, 98 counties in East Texas that are along the pipeline that
connects Tulsa to the Gulf Coast refineries now require one of the gasolines that
is blended to make Tulsa’s fuel. That increased demand from motorists in the Texas
counties caused an increase in the price of gasoline in our Tulsa market when the
summer driving season began. Once again, this is a simple case of the relationship
of supply, demand and price.

This is a recurring theme around our country. As local regulators create new and
different gasolines, refiners no longer have the flexibility to quickly shift supply to
the areas of greatest need. The result is that situations that previously could have
been corrected very quickly, take much longer for the system to correct. This longer
correction time creates shortages, which in turn creates price spikes. The delicate
balance of the supply and demand system can be upset by the slightest disruption.

This price and supply situation is not the first such occurrence in this nation, nor,
unfortunately, will it be the last unless industry warnings are heeded. Similar situa-
tions arose in 1989 with the advent of EPA’s regional RVP regulations, again in
1995 when Phase I RFG was introduced and again in 1999. According to industry
expert Trilby Lundberg,* despite persistent industry warnings, “We are in a night-

4The Lundberg Letter—Distribution Crisis Hits the Midwest, June 22, 2000
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mare of patchwork environmental regulations which will wreak havoc with gasoline
supply and price stability. The wide variety of regulations affecting formulas has
created wide price disparities around the country and made the distribution of gaso-
line more problematic.”

The important point to recognize is that the root cause of the current price and
supply situation stems from the unfortunate fact that this nation’s only energy pol-
icy is driven by the Environmental Protection Agency. In reality, it’s not a policy
at all but a patchwork quilt of regulations and requirements that has been added
to every year since the Clean Air Act was passed in 1970.

This hodge podge of regulations fails to take into consideration the American peo-
ple’s needs or the refiners’ ability to produce and distribute this increasingly com-
plex range of products. It’s a refiner’s nightmare—one that is now beginning to af-
fect the American people.

And it appears there is no end in sight. We are already faced with the next
wave—EPA’s requirements for ultra-low sulfur gasoline and diesel specifications.
The end result of these and the host of other EPA regulations staring us in the face
ensure that more refiners, unable to afford the capital investment required to com-
ply with these regulations, will drop out, further tightening supply. Clearly, unless
we develop a cohesive energy policy—one that considers this nation’s energy needs,
the sustainability of affordable energy in America is in serious jeopardy.

Thank you.
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Mr. TAuzIN. Thank you, Mr. Thompson.

Mr. Ports, unfortunately we have seen a lot of finger-pointing
about the Strategic Petroleum Reserve; and we have reauthorized
the Strategic Petroleum Reserve twice, and there have been three
sales from that reserve in this administration, and we have also
sold Elk Hills, which was a National Security Naval Reserve. It
has been sold to the private sector, so we probably have less secu-
rity in those reserves than we did just 7 years ago.

But putting all of that aside, Mr. Ports, you make the case that
it is time to have a thoughtful discussion about the real causes of
these price increases, understanding them, we can start making
recommendations.

And, Mr. Frank, you pointed out what we might use in terms in
making policy.

Mr. Thompson, you point out correctly—and I think Mr. Largent
pointed out earlier, when the EPA director was here—that so much
of the policy on gasoline that is critical to consumers in the market-
place is now determined by EPA in direct rulemaking on reformu-
lated gasoline or in the obvious pressure that comes from commu-
nities that are out of compliance with Clean Air and have to adopt
their own special “boutique” gasolines to meet the standards of at-
tainment of Clean Air as they currently exist, not even considering
the new ones EPA tried to impose and the courts said were uncon-
stitutional.

But the biggest problem that I see—and I am trying to put to-
gether all of your testimony and there are an awful series of
events.

Two pipelines crashing, weakening the delivery of material to the
Midwest, a continued operation at 20 percent pressure down. If you
simply were able to bring them back to normal operation, you could
certainly deliver more product to the Midwest.

The Mobil Joliet refinery, slow to turn around and the Clark
Blue Island suffering power outages, and the Lake Charles refin-
ery, blockage in the port.

EPA granting waivers to St. Louis—why they got three waivers,
I don’t know—and all of a sudden, products get shifted over to St.
Louis that might otherwise have ended up at Chicago or Mil-
waukee.

We are seeing literally, as indeed you pointed out, Mr. Thomp-
son, so accurately, the balkanization of the American energy sup-
plies. Daniel Yergen wrote “The Prize”; it is probably the best ex-
planation of the history of the oil and gas industry that I have ever
read. We had him as a guest of our committee, and I had a chance
to meet him.

What he is telling us is that if we continue this process of man-
dating “boutique” content for gasoline in each of the communities
of America to meet EPA standards, to meet the local community
standards, to achieve EPA air quality attainment, if we continue
this process, we will all be like California where the shortest dis-
ruption in refining capacity, the shortest disruption in delivery sys-
tems, will automatically spike prices up. And I saw from a number
of your testimonies, we are going to go through this one with a lot
of blame and finger-pointing, and we are going to conclude that we
have a problem on our hands, this lack of one area to supply an-
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other area because it doesn’t have the same gasolines and the same
requirements.

We are all going to be like California. This is going to get re-
peated again and again, not just this summer but over and over
again. We are not only going to have shortages in the gasoline mar-
ket, but as the energy needs of the e-commerce society continue to
grow despite our best efforts at conservation and alternative fuels,
we are going to see more and more blackouts, brownouts and price
spikes on consumers regionally generated, not because we don’t
have enough crude or gasoline, but because our refining capacity
can’t keep up with all of these little markets that require separate
tanks and pipelines and separate trucks and separate market, if
you will, conditions, all of which can cause us to become little Cali-
fornias, all subject any day to having price spikes that all of us are
going to have to explain to our constituents.

Have I described the world as it really is?

Mr. Frank.

Mr. FrRANK. Yes, sir, I think your explanation this morning and
here this afternoon describes the situation very accurately. Where-
as PADD II, if we looked at it as a discrete source, instead of being
one homogenous tank of supply of gasoline into the Midwest, when
one area was experiencing a shortage, it could flow from another
area. Because of the patchwork nature of “boutique” fuels to be
supplied to separate markets, each one has to stand on its own two
feet, much as was described by Congressman Largent this morning;
and it has to have its own inventory and its own supply, and it is
more prone to disruptions, as any kind of infrastructure problem
relates.

Mr. PorTs. I would say that we are definitely there. We are simi-
lar to California throughout the United States on gasoline, but we
have a chance to save diesel fuel. The EPA has proposed regula-
tions that, frankly, will potentially carve up the diesel fuel market
in a similar manner, maybe not as dramatic. But the fear is that
we can go through the same thing on that side.

Mr. TAUZIN. Mr. Luther is recognized for 5 minutes.

Mr. LUTHER. Thank you. I appreciate this opportunity.

I know all of you were present this morning when we had the
administration officials testifying, and my recollection is that they
indicated that the pipeline situation would have had minimal im-
pact on the current situation; and second, I think, if I recall the
testimony correctly, there was testimony that the Phase II program
could have very little impact.

In addition to that, let me just say, as I understand it, Min-
nesota, the State that I represent, is not subject to the Phase II
program.

So my question to each of you would be, first of all, what is the
most concrete answer to the geographical differences?

Second, why there would be a reduction a day or two after the
FTC announces an investigation, a price lowering?

Third, why the retail prices don’t follow the reduced wholesale
prices?

Mr. FRANK. The Secretary of Transportation said that the impact
of Explorer was only minimal and that the volume of gasoline his-
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torically shipped to the Chicago market was essentially the same
as what it has been in the past. That, in fact, is true.

The rest of the story is that that pipeline capacity has been re-
duced from 540,000 to 490,000 barrels a day. The same amount is
going to Chicago. The rest of it was basically dropped off into an-
other pipeline, the Williams pipeline that goes to Minnesota, and
that pipeline system is running 50,000 barrels a day short of sup-
ply, and that is why I think you have seen the price response in
the Twin City area, just like in Chicago. The whole thing is trying
to compensate itself as people are hauling product to try to satisfy
demand, but the pipeline system has caused a shortage of gasoline
into PADD II.

The Chicago market is getting what it normally required on a
historic basis, but the inventories were depleted to very low levels.
And I would like to show you an exhibit here what happened when
the waiver was initialed in the St. Louis area, that the inventories
in PADD II immediately started falling. And then they built slight-
ly and started falling again, and only recently, in the last 3 weeks,
have they started building; and the numbers that were available
just last night, which are shown on the far right-hand side, have
shown a significant build in PADD II.

The way I would describe that is, the free market is working. De-
mand has decreased our sales in PADD II; people have quit driving
as much as they were previously, and inventories are starting to
build back up to a more stable condition. But the Minneapolis area,
St. Paul, the Twin Cities, suffered by the fact that Explorer was
down. And that is where the shortage was showing, and Chicago
was not able to replenish their gasoline supplies. They were receiv-
ing just historic demand levels until consumption dropped, and
that is why we started seeing the build.

Mr. LUTHER. Then, if you can, comment on the second and third
points as well.

Mr. FRaANK. That is the investigation and the price decline, and
another graph here that we have shows that—remember the inven-
tories reached their low point on June 2 and started building again.

Here shows when the waivers were announced and what the
price response was and when the inventories started to build.

On June 7, after the inventories were showing a build, prices
started down right then. The Administrator of the EPA and the
Chairman of the FTC had announced the investigation at that
time. There were calls for investigations all of the way up that
price ramp, but the market was ignoring them and reacting to the
free market system; and the prices continued to rise to allocate
supply and demand together.

The prices started down on June 7; this is public information.
And then when the Blue Island Refinery that Congressman Tauzin
referenced had a fire on a Thursday, and they announced that they
had the fire, the spot market went up 10 cents a gallon that night.

Mr. TAUZIN. The gentleman had a third question, if you would
respond.

Mr. FRANK. The answer to the third question is that prices al-
ways lag at the street in an up-rising market; as independent busi-
nessmen operating service stations are trying not to lose market
share, the price goes up; and if they raise the price, they are not
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selling as much, so the street price lags going up and it also lags
coming down. When it is lagging coming down they are trying to
recover what they lost when it was going up, and that is a general
explanation of why street prices respond as they do.

Spot prices react immediately. They are simultaneous, rack
prices of suppliers react almost that quick, but the street price
lags. Even though prices were quoted this morning as not being
down very much in various areas, in the Chicago market, for in-
stance, a survey of street price that is we take every day shows
that street prices are down 20 cents a gallon, not 3 to 4 or the 40
cents that was quoted.

They are coming down, the free market is working, and they will
continue to follow free market prices as they correct to supply and
demand.

Polls are really popular. I know here everybody likes to look at
polls. Our customers vote every day, and we are able to take a poll
every day. They vote with their tires. If we are in the right price
perspective with our products, people are not buying.

Mr. LUTHER. If I could just mention, to find a better price in the
Twin Cities area, they would have worn the tires off their car look-
ing. So it doesn’t always work that way. In a perfect situation, that
is the way it is supposed to work.

Mr. THOMPSON. Very quickly to respond to your first question,
what we had was a confluence of three events that, any one taken
in isolation would not have the dramatic impact that we experi-
enced, but those three experiences were the pipeline outages that
we talked about that occurred at the same time that we had inven-
tories at historic low levels as we were converting from winter
grade gasoline to summer grade; and this applies to conventional
gasoline as well as RFG. So inventories of all gasoline were low at
the time we had the outages.

That came on top of a requirement for refiners to blend a gaso-
line that we had never blended before, and we had a learning curve
that we had to come up to to learn how to efficiently blend this gas-
oline. In the early stages, we had to do a lot of touch-up blending
that kept supplies off the market, because we cannot ship product
that is off specification.

So it was a confluence of these three events that caused the dra-
matic price increases; any one in isolation would not have had the
effect that we saw.

Mr. TAUZIN. Mr. Oxley.

Mr. OxLEY. Thank you, Mr. Chairman. I wish I could go back
and get some of the headlines when we had the oil embargo and
some of the other price spikes. Senator Metzenbaum would always
come out and say, this was a part of the oil companies and they
were all colluding; and then they would have an investigation by
the Justice Department and the FBI. And at the end of the day,
everybody found out there was no collusion, this was supply and
demand, this is how markets work—surprise, surprise—and then
you would have another spike, and we would go through the same
drill.

It is Groundhog Day. Mr. Gore’s spokesman, he is convinced that
the oil companies are, quote, “in large part responsible for the price
of gasoline.” I guess he means the recent high price. I wonder if
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they were responsible for the low price of gasoline a few months
ago.

Mr. FRANK. The price of crude oil has gone up 300 percent, from
$10 a barrel to $30 a barrel, and to cope with that in any kind of
retail market is extremely difficult. And I would suggest that when
the price would move from 80 to 90 cents a gallon last year, people
were complaining about the high prices.

And given no other shortage, in a normal operating environment,
if they were 50 cents higher, which is what $20 a barrel equates
to, I would submit that we would be here at this hearing today,
and FTC would be having an investigation, and nobody would un-
derstand why the prices went up.

I think the American society has gotten to where we expect low
energy prices, “I think my electric bill is too high and my natural
gas is too high and gasoline bill is too high.”

The real problem is that this business has earned in the past 10
years—and it is the same for 20 years—a 5 percent return on cap-
ital employed. The Standard & Poor’s 500 has earned 17 percent.
The cost of capital is 10 percent. With the cost of capital at 10 per-
cent and earning 5 percent, that means we are really liquidating
the downstream business in the United States. And if you ask me,
what would I invest in today, should I invest in a downstream com-
pany, you would be better advised to buy a CD from your local
bank because your return would be higher.

This cannot go on, Congressman. You are seeing public state-
ments by large refiners and marketers that they are exiting this
business, they are moving on.

Mr. OXLEY. I have always thought we get telephone calls from
constituents, basically, “the price of gas is too high,” or accusing
the oil companies of gouging.

There is a quote from Vice President Gore calling for a Federal
Trade Commission investigation, “Put our feet on the brakes of big
oil’s price gouging.” This is from a Wall Street Journal op-ed piece
by Steven Lansburg, professor at the University of Rochester. In
other words, he says, it is fine for big powerful entities to set prices
by fiat ignoring supply and demand as long as those entities have
names that begin with Federal.

And again, I think it does point out the difference in supply and
demand in the free market versus those who would try to socially
engineer through various commissions and government entities,
and I find it rather interesting that we come around this every sev-
eral years and have the same old argument.

My guess is, if we have this hearing—as a matter of fact, we
would not have this hearing 4 weeks from now because of what you
say, if supply is starting to come into line with demand, there is
no need and this will all be a bad memory for all of us.

My concern is that we will forget about the short-term problem
and ignore the real long-term policy of having an energy policy of
this country that basically says we can be fat, dumb and happy
with low energy prices, but we are not willing to make the commit-
ment to finding more domestic sources of oil. And I find that tragic,
and my guess is, until the public really understands that, we are
going to be in the same mess some time in the future; and we will
have the same arguments and the same hearings and the same fin-
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ger-pointing, but it doesn’t direct itself to the long-term solution.
And in the meantime, we continue to increase our dependence on
foreign oil.

What a shame, and shame on us.

Mr. FrRANK. That is exactly right. The way I view it, this entire
country, across all sectors of energy, is crying out for a national en-
ergy policy that will enable them to be able to survive as we go for-
ward; at the kind of returns that I am talking about, the down-
stream business will not attract the investments necessary to be
able to provide the energy needs of the country.

Mr. TAUZIN. Mr. Barrett.

Mr. BARRETT. I do represent Wisconsin, and the motorists in
Wisconsin feel like they are being gouged. There is no doubt in
their mind that they believe they are being gouged. I agree with
them.

Today, I hear the talk, it is the “boutique” gases. Well, in south-
eastern Wisconsin, we replaced RFG 1 with RFG 2, not exactly a
proliferation of gases.

I hear talk about the Unocal decision. The Unocal decision ap-
plies to all reformulated gas, but the spike has occurred in the eth-
anol-based regions. Why on ethanol but not MTBE-based gasoline?

I hear people saying that we have to have a national policy, gov-
ernment has to work with industry. That is exactly what was at-
tempted in the meetings that were held over the last 3 years—four
meetings a year with industry representatives, the EPA, to have a
smooth transition to the RFG 2 program.

I have gone through the minutes of these meetings, and never in
these meetings did I see a single reference by any member of the
industry to supply problems. Now, I look at that and I am think-
ing, if there are supply problems, why aren’t we going to know that
before this program takes off? And, instead, what I see is a state-
ment from Tosco in April of this year, “Low inventory levels will
result in a continuation of strong refining margins.”

You knew there was a shortage, but you didn’t tell the EPA. So
who gets gouged?

Mr. FRANK. This battle was fought back in the 1990 Clean Air
Act days, and I was a part of that. I have been here for a long time.
I testified before the EPA in public hearings that there could be
supply disruptions, that there could be people who elect not to
make these gasolines because of the investments necessary. I made
those statements, and in meetings with the EPA and the Depart-
ment of Energy; and I have continued to make those kinds of state-
ments.

Mr. BARRETT. I have gone through the minutes, and I don’t see
a single representative saying that. If there was a supply problem,
why wasn’t that brought to the attention of the EPA? Either some-
one was asleep at the switch or someone is pulling a fast one. But
what strikes me is, we have a situation where I will predict that
each of your companies will have record profits this year.

Mr. FRaANK. That may well be true.

Mr. BARRETT. The people in my neck of the woods feel like they
are being gouged.

Mr. FRANK. My company has produced 18 percent more reformu-
lated gasoline than last year, and we put 18 percent more into the
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“boutique” fuels; and some of it comes from efficiencies in proc-
essing, and some comes because our production of conventional gas-
oline is down, and the production of “boutique” fuels, reformulated
gasolines, is up.

Mr. BARRETT. Mr. Pillari, the spread in Milwaukee between the
wholesale price and retail price is 67 cents. Back on June 9 it was
38 cents. Will we see a decrease in the spread, and what will it be
when the market settles out?

Mr. PiLLARI. I would not like to forecast what prices will be.

Mr. BARRETT. What is the industry average difference between
the wholesale and retail price?

Mr. PILLARI. Let me go back to where we have been. In the past,
I think you would have seen the spreads between those fuels to be
anywhere from 2 cents to 10 cents a gallon depending on the sup-
ply/demand situation.

Mr. BARRETT. Between wholesale and retail?

Mr. PILLARI. Sorry, I wouldn’t want to predict what it will be.

Mr. FRANK. In the Milwaukee area—from the information I have
available through the day before yesterday, in Milwaukee the
wholesale price is

Mr. BARRETT. My question is, in the industry, what is the ex-
pected, normal differential between wholesale price and retail
price? It can’t be a difficult question.

Mr. Thompson?

Mr. FRANK. We have a higher expectation than what it has run,
that gets us to at least recovering our cost of capital.

Mr. TAUZIN. Mr. Thompson, would you attempt to answer? The
gentleman’s time has expired.

Mr. THOMPSON. You have to look at that on a before-tax basis be-
cause each tax situation, State-by-State, location-by-location, is dif-
ferent so you have to look at it on a before-tax basis. Typically, the
before-tax price between a wholesale price terminal at the truck
rack and that pretax price that the dealer will charge at the street
is typically 12 cents a gallon.

Mr. BARRETT. Between wholesale and retail, and we are seeing
67 cents right now?

Mr. THOMPSON. Yes. And as Mr. Frank pointed out, the majority
of the service stations in this country today are owned and oper-
ated by independent businessmen who make their own pricing deci-
sions based on competitive factors in their marketplace.

Mr. BARRETT. Your company is vertically integrated.

Mr. THOMPSON. We have over 14,000 service stations in the
United States that carry the CITGO flag. Those are all owned and
operated by independent businessmen who have their own freedom
of choice over pricing, and they use that freedom to set prices on
a competitive basis based on their local marketplace.

Mr. TAUZIN. The gentleman’s time has expired.

Mr. BARRETT. Mr. Chairman, I honestly thought that was a pret-
ty easy question; and I am disappointed that I couldn’t get an an-
swer about the average spread between wholesale and retail prices.
I thought someone in the industry would know that.

Mr. TAvuZIN. The Chair would, for the sake of the gentleman,
refer to the EIA reports which are available to the committee,
which does show the spread.
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Mr. BARRETT. I have the spread. I would think that there would
be an industry norm of what the differential is between the whole-
sale and retail price. None of the representatives could give me an
answer to that.

Mr. TAUZIN. There was testimony in the record that the prices,
the spreads between what independent businessmen pay and what
they charge at retail is set in the marketplace. The gentleman got
an answer.

Mr. BARRETT. No, I didn’t get an answer. If it was set in the mar-
ket, they would have what the average was.

Mr. TAUZIN. The Chair has to control the time.

The Chair recognizes the gentleman from Texas, Mr. Barton,
chairman of the Subcommittee on Energy for his 5 minutes.

Mr. BARTON. I think Mr. Barrett has a very valid point. It looks
like the spread is what the market will bear, and his constituents
are suffering for it.

Could we put the chart back up that shows the Chicago market
wholesale gasoline prices just for a second?

Now, if this were a political problem that could be solved politi-
cally, I would look at that chart, and I would look at the blue line
and the black line and the red line at the bottom, and I would say,
Congressman Tauzin and Congressman Bilirakis and Senator Lott
just do a lot better job politically than the Congressmen and Sen-
ators in the Chicago market, and all we have to do to do is send
Tauzin and Bilirakis and Senator Lott to Chicago.

Mr. UPTON. And do you send an interpreter, too?

Mr. BARTON. It is not a political problem, it is a market problem.

I would like to go back. We produce about 73 quads of energy in
this country, and a quad is 1,000 trillion BTUs, and a BTU is the
amount of energy it takes to raise a gallon of water 1 degree Fahr-
enheit. So we are producing about 73 quads and we are consuming
about 97 quads, and that shortfall is coming in from overseas; and
until we take steps to minimize that shortfall, the price mechanism
in an open market is going to go up when there is higher demand.
It is that simple.

But with this group, I want to focus on the specific problem—and
Mr. Barrett has talked about it, and it is one of the focuses of the
hearing—and that is why prices are higher in some parts of the
country than other parts of the country and, specifically, up in the
Chicago and Milwaukee area.

I am going to read from the committee brief and then I am going
to ask if you gentlemen agree or disagree. It says, “RFG is a small-
er percentage of the regional gasoline supply in the mid continent
than in most other regions. Essentially it is used only in Chicago
and Milwaukee”—and there is a chart which shows that—“the rest
of the regions use conventional fuel.

“Those cities have virtually banned MTBE from RFGs sold in
their cities. Instead, ethanol is used to increase the oxygen content
of RFG to minimize carbon monoxide emissions. In current market
conditions, the price of the gasoline-based material need for oxygen
blending, called RBOB, rather than the cost of ethanol has become
the primary factor in the region’s high prices.

“The difficulty stems from the fact that RFG volatility, the speed
of evaporation, is limited by regulation. Ethanol is much more vola-
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tile. In order for the ethanol blend RFG to fall under the overall
volatility limit, the volatility of the RBOB to be used in ethanol
blending must be low. This is a matter of blending volatile ethanol,
a physical fact that cannot be changed, with special reduced-vola-
tility RBOB.

“The difficulty arises because low-volatility RBOB is hard to
manufacture and there is very little demand for this material out-
side the Chicago-Milwaukee gasoline market. Most of the required
material is made in six refineries in Illinois whose total capacity
is approximately 1 million barrels a day. When demand exceeds
local refiner’s ability to manufacturer the low-volatility RBOB, sup-
plies are brought in from the Gulf Coast by pipeline.

“Low-volatility RBOB is a specialty product. Not all refiners can
or will manufacture gasoline to such specifications. Shipping pre-
sents difficulties stemming from the unique nature of the product.
It is usually shipped in relatively small quantities. Additionally,
transportation bottlenecks affect the price and availability.”

Do you agree or disagree with that?

Mr. FraNK. I think I agree with that. The basics are that the
RBOB has to have a Reid vapor pressure of 5.8 pounds.

Mr. BARTON. That is by Federal law.

Mr. FrRaNK. That is lower than what you blend with MTBE,
which is a low vapor pressure blend stock

Mr. BARTON. So we have a specialty product.

Mr. FRANK. So you have to refine to get the petroleum component
of the RBOB to a much more sophisticated or stringent level to be
able to accommodate putting the ethanol with it.

Mr. BARTON. If you will prepare answers for the written record,
I would appreciate it. If this committee can segregate the problem
to a political solution, we will apply a political solution; but I am
going to be very surprised if we find a political solution. It is a
long-term strategy of energy production and conservation that we
have worked on together over time, that includes the environ-
mental issues that drive our energy policy in this country.

Mr. TAUZIN. The gentleman’s time has expired.

Mr. PiLLARI. I think you are correct in that making RBOB does
require much lower RVP. We invested over the last 2 years in a
refining complex prepared to make it.

Mr. NEMTZOW. There may be a policy solution that is different
from a political solution or a market solution.

Mr. MARK BROWN. I think the people of Milwaukee will have a
difficult time with some of the explanations. We have a distribution
problem and a supply and demand problem and predatory pricing
somewhere in the food chain.

Mr. TAUZIN. The gentleman’s time has expired.

The gentlewoman from Missouri, Ms. McCarthy, is recognized.

Ms. McCARTHY. I wish that more of our Midwest delegates were
here to engage today. We have competing interests with serious
health care issues on the floor, and I know that many other mem-
bers would like to be here to participate in this important discus-
sion. Please understand that we at least have gotten some sem-
blance of order on the floor now.

I wanted to ask three panelists in particular to comment, but
anyone may weigh in.
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Mr. Gerken, I want to thank you for the realistic assessment on
the reliability problems that we have in electricity delivery. This is
the committee that is grappling with deregulation, and I wonder if
you can expand upon your assertions with regard to the reliability
problems in electricity and that they may very well be traceable to
market manipulation.

If you can give the committee some examples, I think that would
be helpful.

Mr. Nemtzow, I want to commend you for speaking very realisti-
cally about the fact that there is plenty of opportunity to go around
here. I have been grappling with this issue since the 1970’s, and
there seems to be a reluctance to increase the R&D spending and
provide the tax credits to encourage alternatives and invest in re-
newables and efficiency programs and help power plants to mod-
ernize; and I wondered if we could expand on, just realistically,
what this current Congress should be doing.

Mr. Pillari, why are some oil companies like BP so ahead of the
curve and embracing opportunity, diversifying and creating a win-
win solution for the environment and the economy? You see the fu-
ture and your company embraces it, and how can we get other com-
panies to do the same?

Thank you.

Mr. GERKEN. I will go first. One of the things that we think, and
Secretary Richardson said today, we support it, a comprehensive
bill. Stand-alone reliability will not get this done. FERC Order
2000 was a pretty decent order, but the problem was that it al-
lowed voluntarism on the creation of RTOs; and in layman’s terms,
that is just a bigger area that controls transmission. And it is sup-
posed to be an independent operation because right now the major-
ity of the generating companies own the majority of the trans-
mission system.

The manipulation is allowed to occur because the people that are
setting the capacity calculations on an hour-to-hour, day-to-day,
month-to-month basis are those same people, the owners. Just like
I gave you the illustration of the highway. At any time during the
day, based on weather or an outage or capacity reserves, in es-
sence, if there is zero capacity from one interface to the other, what
probably is occurring is the incumbent transmission owner, who
also owns generation, is setting a huge margin to back up maybe
100 percent of his generation in case one of his plants goes down;
which means there may be a lot of capacity available in a true
sense, but they are holding it back from anybody’s use because they
want to reserve it for themselves.

As an organization, our members have invested $150 million in
hydro renewable resources at above-market prices. We have in-
vested in load management systems to shed load, to defer the off
peaks of air conditioning and hot water heaters to non-peak times.

I support my colleague on the left on energy conservation, but
the real crux is, FERC has the ability to establish the RTOs. The
voluntarism is not working. I have attended the RTO workshops
put on by FERC. It is not getting done, and I think they have to
move, and Congress needs to push that along—they have the tools
to do it—and a comprehensive bill will follow, and it will work.
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Mr. NEMTZOW. At the rate our Nation’s energy situation is going,
it won’t be only members from the Midwest who are here with
troubled constituents, you said, realistically, before this Congress.

So let me give you six suggestions that I think pass the realistic
test for this Congress. No. 1 is to hold hearings, not only ones like
this on the big picture, but specific ones. Why does the Federal
Government waste $1 out of $4, wasting $2 billion a year? That is
the subject of oversight hearings that this committee does so well.

No. 2, research and development spending. The House of Rep-
resentatives voted, in what I would call an astonishing vote, 214
to 211, to kill the PNGV, automakers working with the National
Labs. You need to reverse that.

Three, deployment programs such as the Energy Star program
and programs that help educate. Those need full funding.

No. 4, push the administration on their 8-year-late air condi-
tioning rulemaking and liberate them from the rider on CAFE that
prevents them from even thinking about fuel economy standards.

No. 5, the Public Benefit Fund which should be part of any com-
prehensive restructuring legislation. This fund will help consumers
meet their electricity needs and will help utility companies have
funds for reliability investment.

Six, the bill introduced by Congressman Matsui and Congress-
man Thomas on tax credits. You have a giant surplus. Tax credits
to promote energy efficiency goals will help the Nation’s energy
posture, will help taxpayers have lower tax bills and will be wildly
popular.

That is my list of six. I have a hundred more.

Mr. PIiLLARI. Congresswoman, thank you for your comments. I
would raise just two points on why we take the positions we do on
clean fuels and climate changes.

One, we think that we have an obligation to provide our cus-
tomers with products that don’t do harm to air, water or humans.
We think that is the kind of company that we would like to have.

Second, it is good business. We believe, in the long run, that cus-
tomers will prefer environmentally clean and safe products. It is
not easy to do everywhere. We try to do it where we can, and I am
not sure that I want to convince my competitors to do the same
thing, because it may be an advantage as we go forward.

Ms. McCARTHY. Thank you, gentlemen.

Mr. UPTON. The Chair recognizes Mr. Shimkus.

Mr. SHIMKUS. Mr. Thompson, I fill up at a lot of your stations
indsouthwestern Illinois and I appreciate the ethanol mix you pro-
vide.

Chicago price spikes, there has been debate between industry
and the administration. The State of Illinois submitted a request
to get relief from Phase II in November 1999. Had the administra-
tion acted on that, as they did in Missouri, how would that have
affected the supply problem in Chicago? In your verbal testimony,
you mentioned the increased time effort, energy, of doing the for-
mula for Phase II.

Mr. THOMPSON. I think a waiver may have had a dampening ef-
fect on the severity of the price shortage, but again, as I said ear-
lier, it was the confluence of really three events which caused the
very severe shortage.
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Mr. SHIMKUS. I also want to mention two other things. First, a
question.

I know Williams Energy will be sending a letter to USDA saying
that they can transport ethanol via pipeline. I would ask the three
oil industry representatives here, do you believe that?

Second, do you believe—is it a fact that currently, in Brazil, eth-
anol is being shipped over the pipeline today?

Mr. Frank.

Mr. FrRaNK. Ethanol cannot be shipped through the normal
logistical pipelines.

Mr. SHIMKUS. So you are saying that they do not ship ethanol
via the pipeline?

Mr. FRANK. I don’t know about Brazil

Mr. SHIMKUS. If Williams does make the statement, you would
dispute that?

Mr. FRANK. Ethanol is a solvent. It picks up water, condensation
and rust.

Mr. SHIMKUS. Mr. Pillari?

Mr. PiLLARI. I have not seen the Williams proposal. We have not
seen any evidence. For the reasons that Mr. Frank mentioned, I
don’t know what is happening in Brazil.

Mr. SHIMKUS. Mr. Thompson?

Mr. THOMPSON. I believe Brazil is shipping ethanol by pipeline.
The National Petroleum Council study released last week looked
into that issue. The conclusion was, that system would not work in
the U.S. pipeline system. I am not sure whether Williams will be
successful or not.

Mr. SHIMKUS. Thank you. I appreciate the short comments.

Two other comments I want to bring up in my time. First of all,
we have not talked much about diesel, although Congresswoman
McCarthy, I am a promoter of biodiesel, and this is just an appeal
to the industry. There are folks out there that would never want
to see another diesel engine or diesel fuel used in this country.

I would also turn your attention to the recently released report
required, under section 211(b) of the Clean Air Act. I think for the
industry—for my soybean growers, I think a good marriage can
occur that helps decrease reliance on foreign oil and helps increase
commodity costs. And I would encourage you to look in those direc-
tions. And I know many of you are, but this study, I think, is going
to be very helpful in doing that.

Finally, Mr. Chairman, I ask unanimous consent to submit for
the record a release by the Renewable Fuels’—Eric Vaughn of the
Renewable Fuels Association; he is testifying in another committee.
I want to read one statement and ask the industry to respond to
this. Basically, he goes through a calculation saying if wholesale is
$1.24 and 10 percent displacement, there is a possibility of a de-
crease in the cost per gallon. Does anyone want to comment on the
Renewable Fuels position, how if you increase the volume of eth-
anol in the system that there could be a reduction? RE-85 pump
sites in the Chicago area, which is 85 percent ethanol, average gas
price is $1.24 a gallon.

Mr. FRANK. I would say, sir, that the company that I am with
is the largest user of ethanol in the United States. We consume 25
percent of the Nation’s consumption, and the infrastructure that
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exists today for the ethanol production, you have to spread it out
to where it is available in regional markets, because it can’t be
shipped through these pipelines until you put in special alloy pipe-
lines that don’t have rust or scale or water in them.

It would have to be something like stainless steel. I think that
ethanol can play a bigger role.

Mr. SHIMKUS. Thank you.

I yield back the balance of my time.

Mr. UPTON [presiding]. Thank you. I just want to say a number
of things before, perhaps, we close.

First of all, I want to speak for the members that have not been
here this morning and this afternoon. This is certainly an impor-
tant topic, but as you may not know, we have an important piece
of legislation on the floor, prescription drugs, and our committee is
very involved in that debate and I know that a number of members
on both sides of the aisle have been working that issue, and that
is why we have had so many votes today.

I apologize for those members not here and I know that unani-
mous consent was made early on for opening statements and that
will, in fact, be part of the record.

Mr. Nemtzow, I also want to congratulate you on a couple of your
comments with regard to PNGV 2 weeks ago, but I have received
some pretty good assurances that when that bill comes out of con-
ference with the Senate that we will have adequate levels of fund-
ing, and those dollars will help build more fuel-efficient engines
that will help all Americans, particularly with the struggling issue
of fuel cost.

I would like to address my 5 minutes that I have to Mr. Frank,
Mr. Pillari and Mr. Thompson. Maybe—if the chart with regard to
the pipeline route might be put back up.

Ms. Browner from EPA, this morning she said that the Explorer
pipeline has informed us that more RFG could be sent if the com-
panies elected to do so? Is that correct? Are you not sending as
much as you can at this point, based on the regulations that are
out there with regard to the safety of the pipeline?

Mr. FRANK. I am sending as much as I can, sir. The pipeline car-
ries conventional gasoline, “boutique” gasolines like Tulsa uses, the
RFG gasoline. All of those are in there. If you didn’t send diesel
fuel, you could send more RFG.

Mr. UpPTON. Then you would have a shortage of something else?

Mr. FRANK. Yes.

Mr. UpTON. Mr. Pillari, would you agree with that?

Mr. PILLARI. Yes, you can substitute. In our case, we have been
able to meet the needs of RFG for our customers. We have done
it through a number of routes, including a little bit on that one.

Mr. UpTON. Mr. Thompson?

Mr. THOMPSON. I agree with Mr. Frank’s answer. The pipeline is
operating at capacity.

Mr. UPTON. You don’t have any unused capacity that is in there
now? You are sending as much as you can in the allotments that
you’ve chosen, based on the demand that you have got?

Mr. THOMPSON. Yes. And RFG would have to substitute for an-
other product, which is also needed in those same marketplaces, so
it would just shift the shortage.
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Mr. UPTON. Prior to that statement that she indicated, she indi-
cated this as well: The supply of RFG to the Midwest has increased
this year over last year, and in fact, in the month of June, refiners
expect to supply 650,000 more barrels of RFG this year than last
year.

Does that jibe with what your companies know?

Mr. FRANK. I can’t corroborate that statement. The real crux is
what the RBOBs are doing, that is, what is shipped through the
pipeline.

What is reported through the EIA as RFG gasoline is just a very
small component that has already been blended with ethanol, and
the supplies appear to be decreasing.

Mr. UPTON. One of you had a chart up there showing the supply
of the inventories; it showed a decline, that chart here. As we try
to get to the bottom of this, what I heard her say this morning, she
is saying that we have a larger inventory this year than we had
at the same time last year.

Do you agree with that or not?

Mr. FRANK. The supply in PADD II, I would say is definitely
shorter.

Mr. UpTON. Based on that, you would think that is the case.

Mr. Pillari, do you think that is the case?

Mr. FRANK. Chicago would not have run out. It has to go some-
where, and Chicago is the only market other than St. Louis, which
really doesn’t use the same RFG that Chicago does. That is not
happening in PADD II.

Mr. PILLARI. Production of RFG in our case is up. Total gasoline
production is down, and demand is high.

Mr. UpTON. Would you say that you had a larger inventory start-
ing in June, of RFG?

Mr. PILLARI. Our company had a smaller inventory than last
year.

Mr. UprON. Mr. Thompson?

Mr. THOMPSON. Yes, our inventories of RFG were down in the
Chicago market.

What we have done, to try to bring more supply into the Chicago
area, is barge gasoline blending components from our Gulf Coast
refineries up the Mississippi River to this market, to bring more
supply and avoid this pipeline constraint in bringing more supply
up from the Gulf Coast.

Mr. UpTroN. What percent of the supply of gasoline actually goes
up the Mississippi in barges? Is there a lot?

Mr. FRANK. The biggest supplies are the Tepco pipeline and the
Explorer pipeline. All of the barges that are available are running
between the Gulf Coast, Louisiana, primarily and the upper Mid-
west. You cannot get additional barges. You cannot find trucks,
they have all moved up to the Midwest and are being used to haul
supplies from oversupplied areas to undersupplied areas.

Mr. UPTON. I know that my time is rapidly expiring.

Mr. Frank, are you aware of the letter that our Michigan attor-
ney general sent to Ms. Mary Ellen Peters?

Mr. FRANK. I am very much aware of that.
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Mr. UpTON. Mr. Pillari and Mr. Thompson, did your companies
get—did you have an inquiry made by our attorney general in
Michigan?

Mr. THOMPSON. I am not aware of one.

Mr. PILLARI. I am not aware of one.

Mr. UpTON. Mr. Frank, have you made any movement in terms
of responding?

Mr. BARRETT. May I get a copy of that?

Mr. UPTON. Yes, I will be glad to make you a copy.

Mr. FRANK. This is a full-scale investigation of the same type
that the FTC is going to conduct. We are cooperating with the At-
torney General. Yesterday, we testified at a meeting similar to this
in Michigan, with representatives, and explained the situation that
we have.

Mr. UpTON. Was this in Lansing?

Mr. FRANK. That’s correct. We explained the situation, that we
had supplied 335 million gallons more into PADD II, and 241 mil-
lion gallons of that went into the Michigan market to try to solve
that problem. We were hauling gasoline by truck from Indianapolis
to upper Michigan and trying to cope with that problem as other
suppliers ran out.

At the end of the hearing yesterday, they were quite praise-
worthy of the efforts that we had gone to in trying to keep Michi-
gan supplied. The Attorney General wasn’t a part of that, and the
investigation is going to continue; and I think that that is just a
waste of taxpayers’ money. It certainly straps our resources to be
going through a full-scale State investigation in three or four
States, or five, and have a Federal one also.

Mr. UptoN. I would love to see when you officially respond to the
attorney general if you might send us a copy. I will make it a part
of our committee record as well.

I have one question with regard to Marathon’s Niles’ facility with
regard to the transport of refined gasoline products. Niles is in my
district, and I have been there a number of times. I am curious in
terms of, I guess, the allegation or the charge that the attorney
general makes with regard to fuel that was available to inde-
pendent jobbers, and that perhaps—reading between the lines
here, that perhaps Marathon was looking at helping their outlets,
and the independent jobbers were excluded from participating, per-
haps in conjunction with the broken pipeline.

I am more than amazed that the Secretary of Transportation in-
dicated that it did not impact western Michigan which was, as far
as I can see, never the case, it always impacted western Michigan,
whether it be Niles, Kalamazoo.

If you would prepare a response regarding the impact on the
independents——

Mr. FRANK. We have gasoline supplies for independent jobbers
and our contract customers. We were contracted to have them sell-
ing Marathon products, and that is a contractual obligation. We
meet those responsibilities first, but we always were able to direct
the independent jobber where they could buy unbranded gasoline
at various terminals; and quite frankly, the transportation re-
sources necessary to keep Michigan supplied; that we could not sat-
isfy on our own. All of the independent jobbers normally have
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trucking resources of their own, and we were asking them to help
out in the supply situation by moving to noncustomary supply
points and hauling gasoline to places where it was needed.

Mr. UpTON. Thank you, and I will turn the gavel over to Chair-
man Tauzin.

Mr. TAUZIN [presiding]. Mr. Barrett is recognized for 5 minutes
Mr. BARRETT. At this point in the hearing, there is usually nobody
left, and ordinarily I would have been one of those to leave, too; but
as you may have inferred from my earlier questioning, this is a
real issue for me and I frankly can’t go home and say, well, I tried.
I have to keep plugging away here and find out what we have to
do to get these prices down in Milwaukee.

Earlier, I was asking about the differential between the whole-
sale price and the retail price, and maybe we can have a little
primer here for me so I understand it.

Today, the wholesale price of gas in Milwaukee for RFG is a
$1.18. That is the price that the gas station pays for it, Mr. Frank?

Mr. FRANK. I'm sorry?

Mr. BARRETT. The wholesale price today, which is $1.18 for refor-
mulated gas, is that the price that the gas station pays your com-
pany for it?

Mr. FRANK. The wholesale price is not the same as the rack
price. They normally track fairly closely, but they are not nec-
essarily the same.

Mr. BARRETT. I might be missing something basic here. The
wholesale price, we are talking about what the gas station pays for
it, as opposed to what you pay for it.

Mr. FRANK. What I would call the “wholesale price” is what we
sell to independent jobbers who don’t use our brand.

Mr. BARRETT. So today the differential in Milwaukee is 67.15
cents between the wholesale price and the retail price.

Who is getting that money?

Mr. FRANK. If I am selling to an unbranded jobber, he is paying
the price that I am charging for it, and he is selling at the street
price, so that differential accrues to the independent businessman
who is setting prices in the free market system.

Mr. BARRETT. So today the retailer is making 67 cents a gallon,
as opposed to, on June 9, when he was making 38 cents a gallon?

Mr. FRANK. Three weeks ago, sir, he may have had a negative
20 cent margin.

Mr. BARRETT. And your company, though, keeps no records of an
average, on an annual basis, an average between the wholesale
price and the retail price?

Mr. FRANK. Yes, that is a matter of public information.

Mr. BARRETT. Again, I am just trying to figure out what a
ballpark

Mr. FrRANK. I don’t know what the average is, but it is readily
available.

Mr. THOMPSON. Mr. Congressman, may I ask a question for clari-
fication? When you quote your $1.67, is that the price posted on the
pump at the street?

Mr. BARRETT. What I am reading from is data provided by the
Oil Price Information Systems. Wholesale prices exclude taxes.
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Today, the wholesale price in Milwaukee is 1.18.88. The retail
price, these are both for RFG, is $1.86.03.

Mr. THOMPSON. Excluding tax, or including tax?

Mr. BARRETT. Excluding taxes. The wholesale tax, excluding
taxes.

Mr. THOMPSON. Okay, that was my question. I wanted that clari-
fication.

Mr. BARRETT. Let’s just put you in my shoes now. Where do I put
the pressure on to get that down?

Mr. FRANK. I would suggest that you let the free market work,
and it will come into line with supply and sort itself out.

Mr. BARRETT. Let me ask you this then: Again, Mr. Thompson
indicated, at least for Citgo in the eastern United States, I don’t
know what the situation is in the Midwest, there was an inde-
pendent relationship, at least I inferred there was an independent
relationship. With Marathon, what is the relationship between
your company and the retailer? Are they independent or are they
part of a vertical integrated system?

Mr. FRANK. We have some company-operated stations that are
direct supply that are in the discounted—we call it value priced—
end of the market that sell at relatively low prices.

Mr. BARRETT. Again, I just need a rough—percentage-wise, what
percentage of your stations are independent; and what percentage
have some sort of tie to you?

Mr. FRANK. Well, I would say that the Marathon brand stations,
who are dealer and jobber operated, all have a tie to me as contract
customers, and that, roughly, we would say that, on an annual
basis, we sell about 40 percent of our volume to the independent
classic trader.

Mr. BARRETT. And for BP Amoco, Mr. Pillari?

Mr. PiLLARI. Roughly, because I am not that familiar with it

Mr. BARRETT. I understand.

Mr. PiLLARI. Roughly, we have around 60 to 65 branded outlets
in that market, and about a dozen of them are outlets that we op-
erate directly. So the rest of them would be full dealer.

Mr. BARRETT. Okay, in terms of the normal flow, how many days
behind the wholesale market does the retail market respond?

Mr. FRANK. That is really sort of subjective. It depends on the
amount of the decline. But I would say it would be around 2 weeks.

Mr. BARRETT. So would you expect—again, I am going to go
home, and they are going to say, we have seen a 40 cent drop in
the wholesale prices. When can we expect to see

Mr. FRANK. You are misinterpreting my comment, I think, in
that if the price fell a dime at the wholesale level today, roughly
it takes 14 days to be translated to the street level. That may be
plus or minus.

Mr. BARRETT. Okay. Again, so my question is, we have seen a 40
cent wholesale drop since June——

Mr. FRANK. It didn’t all happen on 1 day.

Mr. BARRETT. I know, since June 16. So again inferring from
your statement, I would think we would see in the next couple
weeks a 40 cents drop in the retail

Mr. FRANK. I don’t know about those particular prices. I am tell-
ing you what we would normally see, historically. We haven’t seen
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price changes like this in modern history, of this magnitude. We
didn’t see them going up, we didn’t see them coming down. The
independent businessman never recovered his loss while that curve
was going up, and he is trying to do some of that today.

Mr. BARRETT. Mr. Pillari, what do you expect to see?

Mr. PILLARI. Let me talk about two things. Firstly, if you go back
to last May when all of this started, the month of May the price
of gasoline moved 68 cents, and on average in the Midwest we saw
the retail price move only 40 cents up in about a 4-week period.
So it took 4 weeks, and it still didn’t recover.

On the way down, in the last 2 weeks, since about the middle
of the month, the numbers seem about right to me. We have seen
the wholesale price drop about 40 cents. And in the Midwest, in
total—it varies in different markets, we have seen a drop of about
20 cents in 2 weeks.

Mr. BARRETT. So you do expect to see it drop another 20 cents?

Mr. PILLARI. I don’t want to predict or say what I expect.

Mr. BARRETT. Would you be surprised if it did?

Mr. PILLARI. I wouldn’t want to say or predict what I expect.

Mr. BARRETT. Mr. Brown, you made a reference to predatory
pricing. What were you speaking of there?

Mr. MARK H. BRowNWhat I was speaking of specifically, as I
think you pointed out, we perhaps have a supply and a demand im-
balance, and I would be the last to sit here and attempt to accuse
it on big oil. But I would say that your consumers, certainly in your
market and a number of Midwest markets, are paying unneces-
sarily pricing. When you want to blame EPA for the RFG or if it
is just the street battle, it is wrong.

Mr. BARRETT. Okay. Thank you, Mr. Chairman.

Mr. TAUZIN. Thank you, Mr. Barrett.

Mr. FRANK. We often have in this industry have investigations
going on in the same State for predatory pricing and price gouging,
simultaneously.

Mr. TAUZIN. At the same time. Thank you, Mr. Barrett.

Let me—this is part of the record, but I just want to reference
it, because it helps in an understanding of the series of questions
that we just asked and answered.

We have filed in the record the primer on gasoline prices that
was prepared by EIA, and it breaks down in 1999 the price of a
gallon of gasoline as follows: 37 percent is the average price of
crude, although that varies a bit from 31 to 39 percent across the
country depending upon other factors in the price; Federal and
State taxes amount to 36 percent of the price of a gallon of gaso-
line; refining costs and profits amount to 13 percent, on average,
again; distribution, marketing, retail station costs and profits, nor-
mally again amount to 14 percent. This is a breakdown prepared
by EIA, an independent, as you know, voice within our Energy De-
partment on energy information.

It further goes on to say that Federal, State and local taxes are
a large component. Taxes, not including county and local taxes, ac-
count for 36 percent. Within this national average, Federal excise
taxes are 18.4 cents, State excise taxes average 19.96 cents. There
is a big impact of State taxes here. Also seven States levy addi-
tional State sales taxes, some of which are applied to the Federal
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and State excise taxes. In addition, local county and city taxes can
have significant impacts on the price of gasoline.

It goes on to say, Mr. Barrett, that only 28 percent of service sta-
tion outlets today are company stations that are owned or leased
by a major oil company and operated by its employees. Nearly 72
percent are owned by independent dealers, free to set their own
prices. The price on the pump reflects both the retailer’s purchase
cost for the product and other costs of operating the service station.
It also reflects local market conditions, which apparently is one of
the big problems now in the Midwest, and factors such as the de-
sirability of the location, market strategy of the owner, in this case
some of the problems with dislocation.

I want to, before we close, take you through a couple of your tes-
timonies and see if I can get a picture here.

In one of your testimonies, I think it was Mr. Frank, you pointed
out that one of the problems you had that may have led to low in-
ventories, and that could have led, Mr. Barrett, to shortages which
may have created some of this ripple effect, was that the EPA regu-
lations required you to virtually drain your tanks of the winter
grade product before you could accept deliveries of the low vapor
pressure summer grade of this gasoline in March or April.

In effect, you had to virtually empty your tanks and face the
June 1 deadline for going to this second phase reformulated with
empty tanks. That on June 1, if the delivery systems weren’t per-
fect, we could almost predict there were going to be shortages,
right, Mr. Frank?

Mr. FRANK. Yes, sir, that is right. The emptying of the tanks is
because of the restriction. The tight specification on reformulating
gasoline was much different than the winter grade gasoline.

Mr. TAUZIN. You can’t mix them together.

Mr. FRANK. You can’t have the mixing.

Mr. TAUZIN. So you had to empty your tanks. In effect, the regu-
lations set the region up for conditions that almost predicted short-
ages.

Mr. FRANK. Yes, sir.

Mr. TAUZIN. Because if anything happened to supplies, and ap-
parently a lot did, refineries went down, pipelines went down,
fights over patented reformulated products—I noticed one of you
mentioned a cut of—Mr. Thompson, you mentioned 4,000 barrels a
day in a 15,000 barrel per day refinery. That is one-third. Nearly
one-third of the refinery production was cut, is that right?

Mr. THOMPSON. No. No, sir, let me clarify that. At our Lake
Charles, Louisiana, refinery, we have the capability of producing
15,000 barrels a day of summer grade RFG. We had to cut that to
4,000 barrels a day to avoid patent infringements.

Mr. TAUZIN. Wait a minute. You had to cut from 15 all the way
down to 47

Mr. THOMPSON. Yes, sir.

Mr. TAUZIN. So you cut two-thirds of the production.

Mr. THOMPSON. Yes, sir.

Mr. FRANK. Congressman, essentially what the Unocal patent
has done was to patent the 1990 Clean Air Act, and that seems to
be bad public policy to me.
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Mr. TAUZIN. Well, that is something we can look at. I mean, here
we have a patent problem that affected the capacity of the refiners
by two-thirds to produce the material that should have been in the
pipeline. We have the pipelines breaking, we have ship collisions
in the port, and we have an EPA regulation that required you to
empty the tanks before you could even depend upon those delivery
systems. And we are going, why do we have a shortage?

Second, I want to understand this market. I tried to talk about
it with the first panel, and we didn’t have a lot of time, but maybe
you can help me. I am told that when a shortage like that develops,
that refiners—now some of you guys own refineries, you can help
me here—that refineries obviously in a short production situation
are more likely to take care your name brand stations rather than
sell products to independent marketers. Is that correct?

Mr. FRANK. I would say that there is an obligation to supply your
contract customers. But in Chicago we were selling bulk supplies
to other refiners, and we were selling independent unbranded gaso-
line. In Detroit, in that situation, as others were running out, we
lent gasoline to one of the refiner suppliers.

Mr. TAuzIN. In fact—I want to get you in here too, Mr. Pillari—
I was told—and help me if this is true or not—that when those sit-
uations occur, that one of the incentives you have to go out and sell
some of your product to other refiners or to other marketers, inde-
pendents, is that they begin bidding up the price?

Mr. FRANK. Yes, sir.

Mr. TAUZIN. There is a shortage. They are not going to get any
fuel, so they are going to have stations running on empty with this
reformulated requirement, and you don’t have enough to go around.
So they start bidding up the price, right? Anyone jump in here and
help me.

Mr. PILLARI. I would say, Congressman, instead of branded, I
would use the term contract customers.

Mr. TAuzIN. That is a good correction. So it is not necessarily
branded, it is contracted.

Mr. PiLLARI. We serve our contract

Mr. TAuzIN. You have to serve your contract stations, those you
have an obligation to serve.

Mr. PiLLARI. Because they have committed to us, and we have
committed to them.

Mr. TAUZIN. So in order for the independents, who do not have
a standard contract with you, to get fuel, they have to bid the price
up. They have to somehow convince you and other refiners that it
is worthwhile selling fuel to them, so they bid the price up.

Mr. PiLLARI. That is right.

Mr. Scort. Mr. Chairman, my name is Greg Scott, just for the
record. I had to replace Mr. Ports. He had a plane to catch.

When supplies get short, the independent marketers are gen-
erally the first to feel the pinch. So if Mr. Ports were here, he
would tell you that as the supplies got short in the Midwest——

Mr. TAUZIN. You got hit first.

Mr. ScorT. He has been hauling gasoline from West Virginia,
from Tennessee, from Missouri, up into that market.

Mr. TAuzIN. He made the point in his statement that, while sum-
mertime Phase II RFG may cost only 5 cents per gallon for a re-
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finer to produce, if the supplies of this gasoline fall short of de-
mand in a particular market, like Chicago, St. Louis, then the price
of the product will rise enough to attract necessary supplies from
other markets.

So not only are you bidding with these refiners to get some of
their supply but you are going out in other markets and bidding
up the price in other markets, is that right?

Mr. Scort. That is correct.

Mr. TAUZIN. So that, having paid more for it to get it, you now
have to translate into higher retail costs in the Chicago-St. Louis
marketplace?

Mr. ScotT. Based upon competition, yes.

Mr. TAUZIN. Now, this is the trick that intrigued me. When your
contract stations—now, I am looking more to the refiners. When
your contract stations now are faced with independent stations who
now have significantly higher prices than they have, what is their
problem? I am told they have a real problem with that. Could there
be a run on their stations if they don’t raise their prices? I am told
that happens. Does that really happen in the marketplace?

Mr. FRANK. The same things happens at the terminal. We would
call that an inversion, when the unbranded price of gasoline goes
over the branded price.

Mr. TauzIN. What happens then?

Mr. FRANK. Then the branded jobbers are buying brand gasoline
%t a lower price, and some of them elect to resell it to unbranded

uyers.

Mr. TAuzIN. T am told this happens—and correct me if this is
wrong, because I would love to know for the record. I am told that
two things happen when the unbranded independent has to go out
and pay more to get the product and therefore charges more at the
retail pump for it—that the station across the street has to now be
concerned about all those other customers coming over and buying
up his cheaper product and draining his tanks.

Mr. FRANK. That is right.

Mr. TAUZIN. That he can no longer satisfy his normal customers.
Is that a real problem?

Mr. FRANK. Yes, sir.

Mr. TauzIN. And when that happens, he is incentivized to raise
his own prices to match those of the independent who has, by ne-
cessity, bid the price up to get some product.

Mr. Scort. I would suggest, Mr. Chairman, one of two things
will happen. Either the contract dealer will come up to the
unbranded price, defensively, as you just suggested, or the inde-
pendent is going to have to go down below his or her cost.

Mr. TAUZIN. Which means you take a loss.

Mr. ScoTT. Which means we are taking a loss on every gallon.

Mr. TAUuzIN. Rather than taking a loss, if you can raise your price
and if the others are incentivized to raise it with you, then you get
what occurred in Chicago, Milwaukee and other Midwestern cities.
You get this price spike going up, and you get prices in the retail
market that far exceed the normal spread between wholesale and
retail, is that right?

Mr. FRANK. Yes, sir. No supplier wants to be in the position of
having to tell his customer that I don’t have anything to sell you.
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Mr. TAUzZIN. That is my point. My point is, if everybody around
me has raised their prices to $1.70, and I am at $1.50, there is no
question that everybody is going to flock to my store. I am going
to empty my tanks, and now my regular customers who show up
the next morning come to me, and I can’t take care of them, and
I may, in fact, lose all my good will with my regular customers.

It creates an incentive for that dealer to raise his prices. He can
maximize profits, why not do it while he can, and why not do it
in order to hold your customers? That is basically the sort of the
incentives that work in that kind of a strange marketplace, right?

Mr. FRANK. There is a tussle in the mind of every supplier that
they go to to try to rationalize that situation.

Mr. TAUZIN. Therefore, the conclusion of Mr. Ports was that the
EPA’s manufacturing cost analysis, what we heard from Carol
Browner, that this should have only cost 4 or 5 cents, that when
they put in place the June 1 deadline, go to reformulated gas Phase
II, and it should have only cost 4 or 5 cents, Mr. Ports’ conclusion
is those statistics are irrelevant if the gallons of gasoline—of the
right boutique, I might add—do not or cannot reach the appro-
priate market. It is irrelevant, because the shortages start this
chain reaction of spiraling up prices.

Mr. FRANK. Once the investments are made, you hope that every-
body tries to recover the cost of that investment. But the cost has
nothing to do with the selling price in a product short market.

Mr. TAUZIN. So we don’t have a natural marketplace working.

Let me thank you. I simply want to conclude the hearing—I
think all the members have worn themselves out, as well as I am
sure you are very tired, too—with the request I know that Chair-
man Bliley would ask of you as we conclude this very long and very
informative hearing.

The first request is that we are going to keep the record open.
If you have additional comments—you heard a lot of discussion,
you may want to add to the record, clarify some points, straighten
out some incorrect information, supplement your statements.

Second, you have heard a number of members talk about we
have seen enough finger pointing and blaming. What we are trying
to do is find the causes and cure them. If you had to recommend
to us—and I know you filed a recommendation to the EPA and to
the Energy Department. If you had to recommend to us a series of
policy decisions that might be achievable in a bipartisan fashion,
not the kind of fights we are talking about over ANWR, we under-
stand we are not going to achieve a solution there, but the kind of
solutions that might make these marketplaces more rational and
avoid the kinds of shortages that developed in California, now in
the Midwest, and potentially across America, if you could tell us
the one, two, three, four, five things we ought to do as legislators
for this country, concerned as Mr. Barrett is, as we all are, about
consumers getting ripped off, to make sure marketplaces work,
what would that series of recommendations be?

If you can please do that in concise form for us, I think the hear-
ings then have better meaning for all of us, because it tells us
where we should go from here to avoid the next one.

I also want to thank—yes, the staff has reminded me, I should
thank our electricity witnesses. We didn’t ask a lot of questions
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about electricity. We have had a lot of hearings and, as you know,
a lot of potential markups of a electricity deregulation bill, so we
focused on gasoline. But we thank you so much for being here.

Let me thank you all again. You have been extremely patient.
Chairman Bliley and the entire committee wishes to again express
itsd appreciation for your utmost patience and your contributions
today.

The hearing stands adjourned.

[Whereupon, at 4:50 p.m., the committee was adjourned.]

[Additional material submitted for the record follows:]
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M, Chairman, thank you for convening this hearing today, and providing Members with the
opportunity to ask some questions of these esteemed witnesses, and hopefully come away with
some further explanation of the matters at hand. [ look forward to addressing some questions to
our former colleague from New Mexico, Secretary Richardson, and also to our good friend
Adminstrator Browner; we have much to discuss. I wish to be brief, but there are a several
points I'd like to make to the S and the Admini

¥

One of my chief concerns at this moment has to do with our electricity supply. As I'm swe miy
colleagues are aware, California has again made headlines with our ongoing heat waves, and the
accompanying strains these high terperatures have placed on the energy grid. As the attached
article from the Wall Street Journal indicates, just two weeks ago, with temperatures reaching
above the 100 degree mark in San Francisco, Pacific Gas and Electric chose to initiate tolling
“brown outs™ in their service territory throughout northern California, in order to protect against
a sizeable blackout from occurring statewide. Yesterday, and probably right now, southern
California is experiencing the same high temperatures and resulting increased demand for
electricity, and Southern California Edison has been asked by the California Independent System
Operator (ISO) to engage in “Joad curtailment™ practices, which translates to having to ask
certain custorners to reduce their consumption or turn off their power entirely.

Unfortunately, the supply of available power has not kept pace with the increased demand for
electricity. The one positive development to come out of this situation is that the utility
companies in California (Sempra/San Diego Gas and Electric, Southern California Edison, and
Pacific Gas and Electric) have been able to work closely with the California ISO to ensure
reliability of the statewide grid, via a comprehensive and strict protocol. However admirable
these reliability measures, these policies nonetheless do not address the underlving problem - the
lack of transmission and generation capacity.

AsC and the Ad ion work to resolve these problems at the federal level, through
national eleetricity restructuring legislation, distributed fon and i tonmustbea
core part of the solution. Distributed generation will play a crucial role in expanding otr supply
of electricity, and can do so by employing new and more environmentally fiendly technologies.
Once in place, distributed generation will also have the added benefit of reducing overall energy
costs to the consumer. [ would ask that this June 25 article from the San Diego Union Tribune

THIS STATIONERY PRINTED ON PAPER MADE OF RECYCLED FIBERS
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also be added to the record. N

Mr. Chairman, let me just say that I appreciate the opportunity you have provided me to work
closely with my colleagues and industry on this issue, and I look forward to further understanding
the perspective of Secretary Richardson on this issue.

I’d now like to shift my attention to that other commodity which is of some passing interest to
my constituents, and that is gasoline and its cost. Administrator Browner, [ have here three
separate letters, dated January 14, March 1, and June 20 of this year, which I would ask to be
included in the hearing record. The first of these is signed by 41 members of the California
delegation, and the last two by myself and my northern California colleague Anna Eshoo. The
topic, as I’m sure you can guess, is the California cleaner-burning gasoline waiver, which has
been pending before you since April 12, 1999. A February 24, 2000 response to our January
letter from Assistant Administrator Perciasepe stated in part that “we hope to complete our
assessment by early summer”. I continue to be extremely frustrated with the glacial pace at
which EPA is conducting its assessment of this waiver, and will hope for some enlightenment as
to when my state might expect to be able to proceed with the extensive decision-making process
needed in order to plan for fuel supplies in upcoming years. EPA’s failure to act quickly has left
California in a state of limbo, unable to begin planning for future demand and supply.

My already considerable interest in this issue has been heightened by the recent attention paid to
skyrocketing gasoline prices across the nation, particularly in the midwest, where prices have
climbed to upwards of $2 per gallon, similar to what my own constituents in California have
been experiencing for some time now. The constituents of my colleagues from this region are
understandably unhappy at these developments, and I'm sure we’ll have an opportunity for them
to direct questions at our witnesses here today. Iam specifically interested in one development
which should be of great interest to the Committee, which has devoted so much time and energy
to the critical issue of improving our air quality.

The Washington Post reported on June 14™ that the Governor of Illinois has called on the federal
government to suspend environmental rules mandating cleaner-buming gasoline, which he has
blamed for driving up prices at the pump. I would ask that this article be included in the record.
This request is now before the EPA, so I hope that Administrator Browner is prepared to
comment on it. ] would also wonder, as the Administration is apparently considering granting
such a request to the State of Illinois, how long such a process would take. Again, [ would point
out that the California waiver request, which is backed by exhaustive and irrefutable scientific
evidence, has been sitting at EPA since April 12, 1999. That is over 14 months ago, and so
precedent would seem to indicate that EPA would be unable to act on 1llinois’ request in
anything resembling a timely fashion.

Let me make a couple of observations here - first, the State of California is seeking to move to an
even cleaner version of its cleaner-burning gasoline, which far surpasses in terms of emissions
reduction, the Phase 1I regulations for reformulated gasoline which the Governor of Illinois has
asked to be suspended. The entire California delegation, in both the House and the Senate,
supports legislation (HR 11 and S. 266) which [ and Senator Feinstein have introduced, that
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would allow the regulations for California’s own cleaner-burning gasoline to serve in lieu of the
less stringent Phase II federal rules, so long as the California gasoline continues to meet or
exceed the federal emission requirements. This same broad and bipartisan California coalition
strongly supports a request by our Governor, Gray Davis, of an administrative waiver which
would accomplish the same thing. This Administration, led by the EPA, has stalled and
impeded consideration of the legislation for four years, and is now moving at a snail’s pace to
consider Governor Davis’ waiver request. Let me again stress to my colleagues that California
is seeking to adopt more stringent standards, in order to provide even greater levels of air quality
protection. I certainly can’t speak for all of my colleagues, but I am comfortable stating that in
California, there would be great concern over a suggestion that we “roll back” our environmental
protections, particularly in the Clean Air Act, just because of a temporary increase in the price of
gasoline.

For example, I have here a June 5, 2000 article from the Los Angeles Times, the headline of
which reads: “Studies Link Heart Attacks To Moderate Air Pollution.” Recent data has indicated
that even moderate air pollution, at levels common to many cities in both California and the
midwest, may trigger sudden death by changing heart rhythms in people with existing cardiac
problems. Given these alarming scientific developments, Mr. Chairman, it hardly seems
appropriate to entertain notions of suspending or rolling back any of our clean air safeguards. I
would ask that this article also be included in the record.

Mr. Chairman, [ have two additional articles which [ would ask to be included in the record.

The first of these is from the June 21 San Francisco Chronicle, and the headline reads: “Gas
Costs Soar Nationally, But Hold Fast Here. State, U.S. Prices Nearly Even For First Time In
Years”. This makes the important point that California has been dealing with high gas prices for
some time. It also contains the following quote from the director of the Califomia Energy
Institute in Berkeley “The Midwest is going through what we went through in 1996 - conversion
to a new fuel, with all the headaches that go with it.” In other words, what is going on in the
midwest is not particularly unique, and it is has already been weathered in California.

The second article, also from the Chronicle and dated June 22, is headlined: “State Wonders
Why White House Didn’t Probe High Gas Prices Here”. As will be further elaborated, Mr.
Chairman, California gas prices were nearing $2 a gallon back in April, and while Californians
were concerned, no federal action was taken. While high prices in California are nothing new,
unfortunately, the speed with which the Administration has rushed to investigate the current high
prices in the midwest has galled consumers and public interest organizations alike across the
state. I would hope that our witnesses are able to speak to this discrepancy as well.

Mr. Chairman, no one ever said that clean air was going to be easy, or inexpensive for that
matter. California’s experience is testament to this. But this is the path Congress has chosen,
since 1970, and the air quality benefits which have been derived from it are priceless. To retreat
from this now would set a terrible precedent, damage the faith and health of the American
people, and undermine the very foundation of the Clean Air Act, the crown jewel of our
environmental laws. I yield back my time, and look forward to the testimony of our witnesses.
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Act quickly to keep lights on

San Diego's energy supply is being strained,
endangering its economy

SAN DIEGCD VUNON- TR\GUNE
By Jessie Knight

June 25, 2000

San Diego’s strong regional economy has attracted new technology and
manufacturing industries, as well as a rich supply of high-paying jobs. In
turn, this has placed significant demands on the region's infrastructure,
especially our energy supply. While our energy supply may be reliable in
the short run, we need to begin planning now how to meet the regional
needs of the future.

We must act quickly to take proactive steps to ensure our region the
power it needs for the future. The situation is serious and well- /
documented. The California Independent System Operator (ISO), the
organization charged with ensuring power reliability throughout the
state, considers the San Diego region to be one of the areas where the
energy supply and grid situation are most vulnerable. If we do nothing,
San Diego will face serious energy shortages by 2004 and our growing
economy may face an obstacle it cannot overcome.

The California Energy Commission, the California Public Utilities
Commission, and the California ISO are charged with the responsibility
of reviewing and approving new initiatives to improve energy-system
reliability. We should strongly encourage these agencies to implement an
integrated and comprehensive approach to address the energy needs of
San Diego, considering such alternatives as:

= Increasing San Diego's transmission capacity to enable energy suppliers
to import more electricity into the region;

» Building more generation facilities in the San Diego area;

= Encouraging greater use of energy-efficiency technologies to keep new
demand to a minimum;

http://www.uniontrib.com/news/uniontrib/sur/opinion/news_1e25knight. html

06/24/2000
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= Aggressively exploring the use of new distributed generation
techniologies, such as fuel cells and micro-turbines to absorb part of the
need for new sources of energy.

In a recent report, thé ISO indicated that a combination of the above
options will be required to meet San Diego's growing energy needs.

It is a priority for the San Diego Regional Chamber of Commerce to
ensure that measures are taken to address this pressing need. In order to
attract high technology and manufacturing companies to San Diego, as
well as retain existing ones, we must augment the amount of power we
generate locally.

An excellent near-term solution is the construction of the Otay Mesa
Generating Project, a 510-megawatt natural gas facility located in the
remote eastern portion of Otay Mesa, 1.5 miles north of the U.S./Mexico
border. Through the use of new technologies, the facility will be nearly
twice as efficient and ten times cleaner than the older plants that are
currently operating in San Diego County. PG&E National Energy Group,
one of the largest developers of power plants in the country, is now
nearly half way through its certification process by the California Energy
Commission. There will be no risk borne by the taxpayers to build this
new plant. Under California’s new deregulation rules, private developers
bear most of the risk.

The Otay Mesa Generating Project provides San Diego with an excellent
opportunity to address our demand for reliable electric energy. There is
no feasible generating alternative at this time that will benefit San Diego
faster or address our region's complicated situation better. There is no
doubt that additional power is needed now. Failure to act quickly and
permit the construction of a new facility in San Diego would be an
unforgiving missed opportunity for residents and businesses of all types.

The Otay Mesa Generating Project will provide San Diego with the
ability to continue to power our growing economy for years to come.

Recently, San Diego Gas & Electric received approval to proceed with
design and siting work on a new transmission line connecting the electric
grids of Orange County and San Diego, called the Valley-Rainbow
project.

Although only 25 miles in length, this new line will give San Diego
access to power plants all over the Western United States. This
transmission line received approval last week from the Independent
Systems Operator as the preferred new "wires” alternative for San Diego.
The Valley-Rainbow project alone would provide San Diego with the
power it needs until 2008.

http://www.uniontrib.com/news/uniontrib/sun/opinion/news_le25knight.html

06/24/2000
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The issues, though, are larger thap just securing needed energy -~ there
also is the question of keeping out energy costs low. For several years,
California has been restructuring its electricity utility industry, in part o
drive energy prices lower through competition and create more options
in the marketplace. -

More competition in the industry should encourage the development of
new energy supply options for the region and provide downward
pressure on electric prices in the future. Several promising projects
already are on the drawing board. In the medium to long term time
frame, fuel cell and micro turbine technologies will evolve to become
additional sources of commercial power generation. While not
commercially viable at this time, these new technologies will help meet
our future energy needs and reduce dependence on single source
generation facilities.

What does all this mean to San Diego consumers?

It means that they need to focus their attention on energy issues and take
the time to become involved in crafting the solutions to meet San
Diego’s future energy needs. It also means that they need to encourage
regulators and their elected officials to act quickly on these new energy-
supply projects, and not get bogged down in bureaucratic red tape, so
that we can secure San Diego’s energy and economic future.

Knight is CEQ of the Greater SD Chamber of Commerce and former
president of the California Public Urilities Commission. !

Copyright 2000 Union-Tribune Publishing Co.

hitp://www. uniontrib.com/news/uniontrib/sunv/opinion/news_le23knight html
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Congress of the Wnited States
= WHashingten, BE 20515

Jamsary 14, 2000

The Honorable Carol Browner, Administrator
U.S. Environmental Protection Agency

401 M Street, SW

‘Washington, D.C, 20460

Dear Administrator Browner:

As members of California’s congressional delegation, we are writing regarding EPA’s orgoing
deliberations over California’s request for a2 waiver of the Clean Air Act’s 2% oxygenate mandate,
and to encourage your swift and favorable resolution of this matter.

Relief from the 2% oxygen mandate is without question in the environmental and economic best
interests of our constituents statewide, as has been clearly and exhaustively documented over the
last four years by the science and legislative history underlying H.R. 11 and $.256, which enjoy
the support of the entire California congressional delegation. This was further underscorad by the
information which accompanied the State’s initial waiver request of April 12, 1999, as well as the
supplemental technical and analytical material which EPA had requested and was provided on
December 24, 1999, by the California Air Resources Board.

The medeling and analysis contained in this supplemental matbrial breaks down into simple terms
the substantial air quality benefits, particularly in reductions of oxides of nitrogen (NOx), which

. California would realize without the existing 2% oxygen mandate. This same analysis also
demonstrates that without relief from the mandate, continued application of the 2% oxygen
requirement (and the subsequent loss in reductions of NOx) will interfere with California’s ability
to achieve timely attainment of the national ambient air quality standards (NAAQS) for ozone and
particulate matter. In sum, the State has clearly demonstrated that both its recently-approved
Phase 3 regulations for cleaner-burning gasoline and the current Phase 2 regulations can achieve
substantially greater reductions in NOx and other emissions, if the oxygenate mandate is lifted.
Additionally, CARB's findings indicate that failure to lift the oxygenate mandate will have the
added effect of prolonging and disrupting the State of California’s timetable for the removal of
MTBE from state gasoline supplies, resulting in considerable cost to California consumers.

In a November 19, 1999 letter to Commerce Health and Envirenment Subcommittee Chairman

. Michael Bilirakis, Assistant Administrator Robert Perciasepe stated that “Once CARB has
submitted their additional information, we will work expeditiously to complete our technical
analysis of their request. Should we conclude after that analysis that the federal RFG oxygen
content requirement will “prevent or interfere with” California’s attainment of a primary NAAQS,
it is our intention to propose approval of the State’s waiver request pursuant to EPA’'s authority

under Section 211(k)(2)(B) of the Clean Air Act”.

PRINTEC ON RECYCLED FAPER



158

Given CARB’s submission of this additional information to EPA on December 24, and subsequent
information provided this month, we respectfully submit that EPA now passesses all the technical
and scientific information necessary to render a clear decision in support of lifting the 2% oxygen
mandate for Califémia. We believe that a waiver for California is justified, given its unique air
quality challenges, and it is our expectation that any waiver issued should be reflective of the

_ exhaustive supporting documentation provided by CARB, and without condition or caveat which
might render it unacceptable to the State of California’s unique air quality needs.

Given the economic and environmental urgency of this issue to our home state, we are strongly
supportive of the swiftest favorable resolution possible. However, in the absence of a clear
resolution of this matter, we will continue to pursue all avenues, including the aforementioned
legislation, in order to provide California with the ability it needs to strengthen its already
stringent air quality strategies, mitigate gasoline costs to the consumer, and protect its public
health and environment.

We appreciate your attention to this important issue, and thank you in advance for your
consideration.

Sincerely,
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RS UNITED STATES ENVIRONMENTAL PROTECTION AGENCY
7k WASHINGTON, D.C. 20460
% &

24 o

FEB 24 2000
OFFIéE QoF
AIR AND RADIATION
The Honorable Brian Bilbray

U.S. House of Representatives
Washington, D.C. 20515

Dear Congressman Bilbray:

Thank you for your letter of January 14, 2000, co-signed by forty of your colleagues,
concerning the State of California’s request for a waiver from the Clean Air Act oxygenate
requirement for reformulated gasoline (RFG). We understand California’s desire for an
expeditious resolution of this matter and are pleased to provide the following status report.

On February 9, 2000, the Environmental Protection Agency (EPA) received additional
supporting documentation which completes California’s application for a waiver of the oxygén
requirement. As you know, under the Clean Air Act, EPA may waive the oxygen mandate, in
whole or in part, “...upon a determination by the Administrator that compliance with such
requirement would prevent or interfere with the attainment by t}-;e area of a national primary
ambient air quality standard [NAAQS].” :

In order to make this determination, the Agency must conduct an independent evaluation
of the data and modeling, as wel} as the other information submitted by the state in support of its
request for 2 waiver from the federal RFG oxygen requirement. We hope to complete our
assessment by early summer. Based on our productive discussions with the California Air
Resources Board up to this point, we fully expect that we will meet this schedule. If EPA
determines that the statutory conditions to grant the waiver are met, we will then be required to
provide public notice of our decision. Such procedures include a comment period of at minimum

thirty days.

As we proceed with our evaluation, please feel free to contact us if you have any
questions.

Sincerely,

/ot ﬂmumw/x

Robert Perciasepe
Assistant Administrator

internet Addrass (URL) « hitp/www.apa.gov
« Printed with Vege! Qil Basad Inks on Recycled Papar (Minimum 25% Postconsumer)
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Congress of the Wnited States
= FHasghingten, BL 20515

March 1, 2000

Mr. Robert Perciasepe BY FAX
Assistant Administrator for Air and Radiation

U.S. Environmental Protection Agency

1200 Pennsylvania Avenue NW

Washington, D.C. 20460

Dear Mr. Perciasepe:

We are in receipt of your February 14® letter to California EPA Secretary Winston Hickox, in
which you confirmed receipt on February 9% of “California’s completed application for a waiver
from the RFG program’s oxygen requirement in the Clean Air Act.” Your letter also states that,
“In order to make this determination, the Agency must conduct an independent evaluation of the
data and modeling as well as the other information submitted by the state in support of its request
for a waiver from the federal RFG oxygen requiremnent. We hope to complete our assessment by
early summer (emphasis added),”

This protracted timetable is not acceptable. California needs certainty on this issue now, and has
more than adequately demonstrated as much. We are aware that California submitted a
comprehensive waiver request to EPA on April 12, 1999, and that based on subsequent
discussions with EPA staff, provided additional technical information on several occasions late
last year and earlier this year. We are also aware that these more recent submissions have besn
tangential to EPA’s continuing consideration of the underlying waiver request and should not
warrant the additional and extravagant amount of time you suggest is required to “assess” them.

At the same time, we are aware that EPA is apparently pursuing two separate rulemakings on this
issue, which are now pending at the Office of Management and Budget. The first of these would
reportedly allow EPA to utilize the Toxic Substances Control Act (TSCA) to limit or eliminate
use of MTBE as a fuel additive. The other, and far more mysterious proposal, would apparently
allow for a “reformulated gasoline adjustment,” which is widely rumored to consist of a carbon
monoxide offset for ethanol.

These two proposals—neither of which have been shared with the Commerce Committee,
members of the California delegation, or the State of California—do not appear to be reflective
of the strong scientific, content-neutral, and performance-based case California has made since
1996, and is pursuing via legislation and waiver request, for relief of the 2% oxygen requirement
in order to best fulfill its clean air strategies and address its groundwater concerns. This case is
further validated by the report of EPA's own prestigious Blue Ribbon Pane} on Oxygenates in
(asoline, which was released on July 29, 1999, and contains this conclusion: “Within California,
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lifting the oxygen requirement will result in greater flexibility to maintain and enhance emissions
reductions, particularly as California pursues new formulation requirements for gasoline.” We
are dismayed at the evident lack of consideration of this well-docwmented science in EPA’s
pending proposals,and at EPA’s lack of urgency regarding California’s waiver request, which is
evident in your letter of February 14.

While we recognize that the focus of this Thursday’s Health and Environment Subcornmittee
hearing is on the national implementation of the RFG program, we nonetheless are confident that
it will afford us an opportunity to hear from you on our serious aforementioned concems and for
you to help us to better understand EPA’s reasoning and intent on this critical California public

health issue.

Thank you for the attention you have paid to our concerns in the past. We look forward to
working with you to expeditiously resolve the aforementioned issues concerning California’s
waiver request.

@%ﬁs\ B P

er Tom Bliley )

The Honorable John Dingell /

The Honorable Michael Bilirakis

The Honorable Sherrod Brown

Mr. Winston Hickox, Secretary, California EPA

Mr. Michael Kenny, Executive Officer, California Air Resources Board
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OFFICE OF
AIR AND RADIATION

The Honorable Brian Bilbray
U.S. House of Representatives
Washington, DC 20515

Dear Congressman Bilbray:

Thank you for your March 1, 2000, letter regarding the status of California’s request for a
waiver from the federal oxygen requirement in the reformulated gasoline (RFG) program. We
hope this letter clarifies the situation.

As you know, the Environmental Protection Agency (EPA) may waive the oxygen
mandate, in whole or in part, “...upon a determination by the Administrator that compliance with
such requirement would prevent or interfere with the attainment by the area of a national primary
ambient air quality standard [NAAQS].” In order to make a decision on the request for waiver,
EPA needs to fully evaluate the technical and legal basis for the request. This includes a detailed
assessment of the technical and legal analyses supporting the request. The request submitted by
Governor Davis on April 12, 1999, did not contain the technical analysis to demonstrate how the
oxygen requirement prevents or interferes with the attainment of the NAAQS in California.

_ Subsequent to the April 12 request, the California Air Resources Board (CARB)
submitted documents in support of the waiver request on July 9, 1999. On an October 15, 1999,
conference call with CARB, however, we leamed that the general assumptions stated in CARB’s
July 9 submittal to EPA were no longer applicable. In a conference call held on November 9,
1999, CARB staff said they were producing a technical analysis to support the approach
described during the October 15 conference call, which would reflect the properties of CARB’s
Phase IIl RFG. They agreed that EPA action on the waiver request would be delayed, pending
receipt and review of the new analysis from CARB. We received the new analysis on December
24, 1999. Because the new analysis was based on entirely new assumptions, it was not
“tangential” to the previous information, rather, it was substantively different and required the
Agency to begin our evaluation at a new point.

After reviewing the information submitted to EPA by California on December 24, EPA
determined that additional information was needed from CARB in order for the Agency to
conduct a thorough technical review of the request. The additional information needed was
defined in a January 20, 2000 memorandum to Winston Hickox.

Internet Address (URL) ¢ hitp:/Awww.apa.gov
Recycled/Recyciable «Printed with Vegetable O Based Inks on Recycled Paper (Mini 25% )
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: -2-
Subsequently, EPA staff met with CARB staff on January 24 and 25, 2000, regarding
these issues. This process was completed on February 9, 2000, when California submitted all the
information necessary for EPA to begin its comprehensive review.

In order to make the determination of prevention or interference with a NAAQS as
required by Section 211(k)(2)(B) of the Clean Air Act, the Agency must conduct an independent
evaluation of the data and modeling, as well as the other information submitted by the state in
support of its request for a waiver from the federal RFG oxygen requirement. This evaluation
involves a rigorous statistical evaluation of California’s Predictive Model, as well as a thorough
assessment of other issues that pertain to the waiver request. We are proceeding with these
analyses.

Finally, you mention the Agency’s proposal for an RFG adjustment. EPA is considering
a proposal which would implement the National Research Council (NRC) recommendation that
the contribution of CO to ozone formation be recognized in assessments of RFG air quality
benefits. If the Agency decides to move forward with this proposal, it would be published in
Federal Register and solicit public review and comment on its content.

[ hope this information is useful. 1 encourage you to contact us if you have further
questions.

Sincerely,

Robert Perciasepe
Assistant Administrator
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> TWHashingten, BL 20515

June 20, 2000

The Honorable Carol Browner, Administrator
U.S. Environmental Protection Agency

401 M Street, S.W.

Washington, D.C. 20460

Dear Administrator Browner:

We noted with interest recent trade press articles regarding correspondence and meetings
between yourself and a group of our colleagues from midwestern states, and have had an
opportunity to review their most recent letter to vou, dated May 19, urging your opposition to the
State of California’s long-pending request for a waiver of the 2% oxygenate requirement.

You are well aware of our tongstanding concern and frustration over the length of time it is
taking EPA 1o process California’s waiver request. We want to take this opportunity to again call
your attention to the exhaustive and irrefutable body of scientific and environmental evidence in
support of the waiver which the State of California has painstakingly assembled and presented to
EPA. As we stated to you in a previous letter dated March 1 of this year, we remain extremely
dissatisfied with the prolonged timetable EPA has indicated will be necessary for consideration
of the waiver, and again urge you to act expeditiously in order to allow our State to proceed with
timely implementation of its progressive and stringent clean fuels strategies.

We greatly appreciate our midwestern colleagues’ concern for the health of California’s air and
water quality; however, there were several statements or implications in their May 19 letter to
you which we felt merited some clarification. First is the implication that by achieving removal
of the 2% oxygenate requirement, through either the waiver or H.R. 11, California will somehow
be biased against increased ethanol use. As you are well aware, given continued demand for
oxygenates in gasoline as a result of the State’s own wintertime oxygen program, this is
inaccurate. The California Air Resources Board's own numbers show that California ethanol
use, which is currently minimal, will increase dramatically in such a scenario (see attached
chart). Given Governor Davis’ timeline for phasing out MTBE use entirely, California regulators
and refiners concur that ethano! will be used to supply the state’s considerable demand for
oxygenate content. Without relief from the 2% oxygenate requirement, however, phasing out
MTBE will result in an effective “ethanol mandate”, which as you are aware, would result in
harmful air quality impacts and additional increases in gasoline prices statewide.

PRINTED ON RECYCLED PAPER
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Additionally, we certainly understand our colleagues’ urgency to ban MTBE and replace it with
ethanol, in order to “protect” grSundwater supplies. We are quite aware of the presence of
MTBE in groundwater in a number of areas around our state; however, we believe that it is
critical that we learn from this experience and not repeat past mistakes, by replacing one known
problem with another potential problem. For example, in March of this year the California State
Water Resources Control Board issued an advisory (copy attached) to underground storage tank
operators warning of a potential incompatibility of ethanol-blended fuels with some underground
storage tanks. The advisory reads in part “if your UST system is not compatible with this fuel,
there is higher risk of damage to your UST system and the environment.”

Given such unanswered questions, and knowing too well of the existing problems of MTBE
contamination, it is clear that from a water quality standpoint simply replacing one additive with
another is hardly a practical or satisfactory solution. Only by getting out from under the 2%
oxygenate mandate can California achieve the flexibility it needs to ensure protection of its water
supply and its clean air strategies.

Finally, our colleagues’ letter concluded by stating *if you are sincere in your intent to
expeditiously reduce the use of MTBE and replace it with ethanol. you will promptly deny the
(California) waiver request.” We are unaware of any statement by you of an intention to “replace
MTBE with ethanol” in Califomnia, and are confident that your completed analysis of the
California waiver request will result in a clear decision providing California with the flexibility it
needs in order to best implement its clean fuels strategies and protect its groundwater supplies.

We appreciate the sincerity of your commitment to California’s clean air strategies, and wish to
underscore our continued concern with the pace of EPA’s consideration of the California waiver.
Our state must have this flexibility in order to continue its progressive actions on behalf of the
public health and environment. We reiterate our desire for a speedy issuance of a glean waiver of
the 2% oxygenate requirement to the State of California, and thank you in advance for your
expedited consideration of this request.

Sincerely,

Cdra Zhor

Congresswoman Anna Eshoo

Congressman Brian Bilbray

enclosures (2)
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Overview of Current and Expected Ethanol Use in California
Under H.R. 11

Current Oxvgenate Use In Non-Federal REG Areas

About 30 percent’of California’s gasoline consumption is outside of current federal RFG areas.
Of this 30 percent, about 3.5 billion gallons of gasoline per year, or about 25 percent of the
State’s total, is oxygenated with 11 percent MIBE. However, in Northem California, small
amounts of regular grade gasoline are being supplied without oxygenates.

Current Ethanol Use;

Currsntly, ethanol is used in very small quantities in California’s gasoline supply. The majority of
ethanol use occurs in the San Francisco Bay area (which is a non-federal RFG area), where
approximately 50 retail gasoline stations are supplied exclusively with California Phase 2
reformulated gasoline blended with ethanol. As can be seen from Table 1, this accounts for
approximately 1 to 1.4 million gallons of ethanol per year (depending on the firel oxygen content),
and contrasts to the approximately 470 million gallons of MTBE used in the remaining non-
federal RFG areas within California.

Expegted Ethapol Use:

The ARB has estimated the most likely use of ethanol (for both 2.0 and 2.7 weight percent
oxygen) in the year 2003 under H.R. 11 (as of 10-22-99). The results are summarized in Table 1.
Under H.R. 11, we assume that ethanol would be used in the wintertime in the South Coast
region (because of carbon monoxide non-attainment), in all premiumn grades of gasoline statewide
(approximately 30% of California’s gasoline consumption) to provide octane enhancement, and in
some portion of mid-grade gasolines (i.¢., not all mid-grade would be oxygenated). The
estimated ethano!l usage under H.R. 11 is between 340 and 670 million gallons per year. This is
the maost likely estimate of future ethanol use in California.

Table 1
Current and Expected Ethanol Use in California Under H.R. 11

1999
Current Ethanol Use in California

2003
Under HR, 11; Statewide use in Premium Grades,
+ wintertime use in South Coast,
+ some use in mid-grade gasolines.

Note: 2.0% by weight oxygen (5.7% ethanol by volume) and 2.7% by weight oxygen (7.8%
ethanol by volume) correspond to two of the three “cut points” for ethanol tax credit.
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S State Water Resources Control Board
Division of Clean Water Prograums
Hingtan H. Hickax Mg Mdoag PO, PSS S A Z“Jim Gray Davia
Poictmicon FAX (916) 2274349 - Insernet Address: Btp-liese swrch.en gert Geernar
Provection
RECEIVED MAR 2 2 2000

March 2000
ADVISORY TUO UNDERGROUND STORAGE TANK OWNERS/OPERATORS REGARDING
ETHANOL-BLEND FUEL COMPATIBILITY

The purpose of this sdvisory is to notify you that some inderground storage ik and piping (UST) systems
nuymth compatible with cthancl-blend ficls. As MTBE is phased out of gasoline, cthanol is s fikely

fal Gasalite suppiied to some parts of Califormix abeady has ethanol added at
memmmm m!ng:u 10 persent by volwme, If your UST aystem is not compatible with thiis fuel, there is 5
h@umkgfdmagem your UST symmmdﬁ:mv;meut. Therefore, we strongly urge you to verify
uutyoureutlnsynmh patibl wm:ﬂ:e Eblend fael before you store it in your UST system_
You may be able to obtain compatibility i from the equip {see list hed), If
_ you are unsurs whether your current or future supply of fuel contsins or will contain ethancl, you should check

* with your fuel supplier,

Based on the review of availabl xhty wating § ion, industry literature, and other published
research papers, the eumpanhnmy of‘sa:ru: of the following UST system components with the sthanol-bisnd
fuels should be verified;

»  Single~wall fiberglass tanks instailed prior o 1/1/1984
~  Single-wall fiverglass and flexible piping installed prior to V171984
= Lining material used to line old single-wall tanks for repairs or upgrade
= Adbesives, glues, scalants, and gaskets used around the piping and other parts of the UST system
{more of & soncern for older systemns, but may be sa issue for the new insiallations as well if the
contractor failed to use proper matérial)
Pump heads and other auxiliary equipment, including cestain metals (e.g aluminum, copper,
‘Some hrasses/bronzes, eic,), that come in conmact with the product
= Older models of same !akdawueneqmmm!ﬁmmynntcpm propezly or its parts chat
may wear out with expesure t ethanol-blend fusl

Bymmmwm,nms=.m trongly d that a3 UST .
you usk the resp k:ﬂmwﬁwwhm&b&mﬂﬂm&
befisre you begin stacing that type of fiel. You should also ask for nfs
concenmrations of ethanal that your system cxn be exposed t, the industry testing standerd, and the testing
process by which the s ippocts the above Kesp a copy of this infirmation far your
records.

~ ifyou have difficulty obeining this information in writing five the manufa you mury seek
fram your local agency, You may adidress your questions regarding this advisory ta your local agency or
Shudsla Farshnak at (916) 227-4350. )

Y e -codl

Whﬂmsm

&Ww-if Envlmnmfdl Mn Agency
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Studies Link Heart Attacks
to Moderate Air Pollution

» Health: Particles apparently

can alter rhythms in weak or

diseased hearts, even at levels common in LA, other cities.

By MARLA CONE

TIMES ENVIRONMENTAL WRITER

Even moderate air poilution rou-
tinely found in many U.S, cities
may trigger sudden deaths by
changing heart rhythms in people
with existing cardiac problems, ac-
cording to extensive new scientifie
research, ‘

The fnding, backed by more
than a dogzen studies on humans
and animals, suggests that heart at-
tacks, not lung disease, may be the
most serious medical threat posed
by air pollution.

The culprits appear o be tiny
pieces of soot called particulates.
Scientists caution that the link be-
tween heart problems and air pollu-

. tion remains a strong 'ikelihood-—

not & certainty. More research is
underway.

But the emerging evidence could
have particular importance for the
Los Angeles region, where resi-
dents breathe seme of the worst
conceatrations of ultra-fine par-
ticulates in the nation, largely be-
cayse of diesel trucks.

Severe particulate poflution alse
exists in many other urban and des-
ert areas, including the Coachella
Valley, Philadelphia, Chicago, New
York City, Salt Lake City and
Phoenix, which in 1998 surpassed
Riverside for the ration's highest -
particulate levels.

Research continues to show that
air poliution can cause serious hung
problems. But as an overall threat

Please see POLLUTION, A15
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Researcher Cheryl Terrell menitors Eveiyn Gould as Gould is exposed to air pollution in 3 Downey lab.

POLLUTION: Studies Link Particulates
in Air to the Danger of Heart Attacks

Continued from Al
to public health, the danger tc the
heart appears to be more weighty
because of the sheer numbers of
people with heart disease. Cardio-
vascular disease is the No. 1 killer
in the United States, responsible
for nearly half of all deaths.
Changes in heart rhythm that
occur after breathing particle patlu-
Ition are subtle on an electrocardio~
{ gram, and a healthy perscn is unaf-
fected. But for sumeone with a
compromised or diseased heart—
{ especially an elderly person—the
impact could have deadly conse-
guences, researchers ay.

“When particulate pollution in~
creases, the heart rate seems to go
up a little bit and the variability in
the heart rate seems to go down.
Those are things classicaily seen
[in people] with heart failure.” said
Dr. Timothy Denton, a cardiologist
at Cedars-Sinai Medical Center in
Los Angeles.

Experts have estimated that par-
ticulate pollution may cause 1% of
heart disease fatalities in the
United States. That fraction is
small but would amount 1o 10,000
deaths a year. In Los Angeles
County, on average, 77 residents

die from cardiovascular disease
each day.

“If you believe the calculations,
particulate-related death is a seri-
ous public healith problem—more
gerious than any other pollutant
tike ozone or sulfur dioxide or car-
bon menoxide,” said Dr. Henry
Gong, a USC medical professer whe
i% a leading expert on the health ef-
fects of air pollution.

Epidemiologists in about 70 cit-
jes around the world consistently
have found that more people die
and are hospitalized during periods
when particulate pollution rises
even a moderate amourt.

Rarely does such a clear pattern
emerge in epidemiology, and most
experts.are now convinced that it is
nat a coincidence,

“For air poltution to have such a
substantial impact on public
headth, and have it show up so con-
sistently, is remarkable,” said Dan-
iel Costa, chief of the Environmen-
tal Protection Agency's pulmonary
toxicology branch.

The sudden-death phenomenon
hias been reported for nearly 2 dee-
ade, Only within the last year have
scientists begun to figure out why.

Tiny, ubiquitous particles of

'Snot-from diese! trucks, cars, in-

dustrial plants and perhaps even
windblown dust—seem to alter the
normal pulsing of the heart, the
emerging research shows.

At pollution levels commonly
found in U.S. cities, inhaling parti-
cles appears to distupt the body's
ability to regulate the pumping of
Blood, As particulate counts rise on
any given day, a vital indicator
called heart rate variability de-
creases in some people, disturbing
the beat-to-beat variations that are
designad to meet the & of-
activities Tanging from sleep o ex-
ercise.

The threat seems partmularly
acute for elderly people who have
arrhythmia—a life-threatening
condition of skipped or premature
beats-~or the combination of 2 ¢
wesak heart and lung disease such
asasthma.

One of the most frightening as-
pects of heart rhythm frregularities.
is that they can kill quickly, with-
out warning.

“Studies suggest that people are
dying relatively rapidly after you
see an increase in particles, Some-
times it's within 24 hours,” said

Please see POLLUTION, 416
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POLLUTION: Heart Attacks Linked

Continued from A5

Robert Devlin, chief of human
studies at the clinical research
branch of the U8, Environmental
Protection Agency.

In the past year, about a dozen
major scientific studies have tumed
up heart pattern changes in ani-
mals exposed in laboratories and in
eiderly people tested in nursing
homes. Several more studies are
about to be published.

Skepticism Turns
to Suspicion

According to one groundbreak~
ing study of 100 patients in Baston,
conducted by the Harvard School
of Public Health, when particie poi-
tution increased, elderly people
with pacemakers suffered more ar-
rhythmia.

In another study, 26 senjors at a

Baitimore nursing home wore heart
monitors for three weeks. Their
heart rate variability decreased on
and around days when particulate
levels were higher, according to a
study by the University of North
Carolina and the EPA.
. "1 started out skeptical, but I'm
starting to think there's something
really there,” said Brigham Young
University epidemiologist Arden
Pope, who studied eiderly patients
in Provo, Utah. “We have strongly
suggestive evideace now that
there’s an impact on the heart.”

Robert McWherter is about as
vulnerable to particle pollution as
anyone can get. He's 80, suffers
from heart disease and chronic
bronchitis, and lives in Indio, a des-
ert town with high levels of micro-
scopic particles from dust whipped
up by spring winds. Like many re-
tirees, McWherter moved to the
Coachella Valley to protect his
health, unaware that particulates
there may be harming his heart.

“My heart muscle is pretty well
shot,” said McWherter, who has
undergone both a quadruple and a
triple bypass but stays in shape by
walking outdoors and lifting
weights ina gym.

McWherter is one of 23 cardiac
patients in the Coachella Valley
who are wearing heart monitors
one day a week for three months.
They are volunteers in a new state
study testing whether elderly peo-
ple in the desert are endangered on
high-particle days.

In March, during the warst of the

As‘ two recorders sit on his fireplace, Robert McWherter, 80, ¢

windy season, McWherter's heart
monitar detected skipped beats, No
one knows whether the particles
were to blame, but taking parl in
the experiment probably saved his
life because the abnormalities were
found. McWherter wound up being
fitted for a pacemaker.

Some environmen:al heaith re-
searchers and doctors say cardiolo-
gists should advise patients such as
McWherter to aveid exertion on
days with high particulate counts. In
the Coachella Valley, particulate
poliution peaks in the spring. In the
Los Angeles Basin, it peaks in the
fall and winter, when many residents
mistakenly believe the sky is clean
because traditional smog strikes
most heavily in the summer.

But Denton of Cedars-Sinai, one
of the few cardiologists to study the
link petween heart rhythm and
particulates, said the findings are
too preliminary to base medical
recommendations on them.

“Based upon the data we have,
there's no need [at this time] for us
to change a patient’s behavior or
treatment,” said Denton, who is a
consulting cardiologist for the
state's Coachella Valley test.
“Maybe in a year ot so it could
{warrant doctors’ warnings}, if we
get better data.”

In much of the research on the
heart rhythm theory, animals have
served as scientific surrogates.

Rats with simulated heart dis-

ease died from arrhythmia when
exposed to single doses of highly
concentrated smokestack particles
in EPA tests. The rats started out
with normal heartbeats, but within
half an hour their hearts went hay-
wire, skipping beats and contract-
ing prematurely.

Fashioning Tests
for Human Volunteers

‘The rats were exposed to poilu-
tion levels hundreds of times
higher than what any person would
encounter. But in another experi-
ment, dogs with simulated coro-
nary artery disease showed “very
significant changes in EKGs” after
breathing elevated levels of par-
ticulates no higher than those
found in many U.S. cities, said Dan~
iel Greenbaum, director of the
Health Effects Institute, 2 Massa-
chusetts research group that
funded the study at Harvard.

Studies of rats and dogs, how-
ever, have limited.value because
their hearts differ from human
hearts. As a result, scientists are
now fashioning creative experi-
ments using human volunteers.

An as yst unpublished EPA
study offers some of the most com-
peiirg evidence so far that parti-

cles\can affect heart rhythm. Eld-
erly\volunteers were tested in
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to Particles

GINA FERAZZL ¢ Los Angeles Times
f Indio wears a heart monitor.

special pollution chambers using
air collected in North Carolina.

| Even when they were exposed to a
dose found in many urban areas,
their heart rate variability was
worse than when they were ex-
posed to clean air.

Younger volunteers showed no
heart changes, even at the highest
doses.

Although the changes detected
in beat variability “‘were nct huge,”
some persisted for at least a day af-
ter exposure and they are “very

* significant” for human health be-
cause low heart rate variability
often occurs in people who are
about to suffer heart attacks, said
Devlin, who directed the study.

A similar study is underway at
| Rancho Los Amigos Medical Cen-
" ter in Downey, where elderly vol-

unteers are being exposed both to
clean air and to air with 200 micro-
grams of ultra-fine particles per cu-
bic meter—the Los Angeles Basin's
“warst-case scenario,”

. Experiments like this are the

" closest that science comes to prov-

! ing a cause and effect between pol-
lution and heart effects.

Researchers are just now trying
© to understand how particles could

affect the heart.

The most popular theory is that
when particles enter the lungs,
some part of the nrervous system

Particle Pollution

Fine particulates have fouled the Los Angeles Basin's air far
decades, especially in the Riverside area. Here are peak
concentrations per year for 1390-88, measured in micrograms
of particles per cubic meter of air.

Riverside area - ;

Federal health standard

Central Los Angeles B

200

- 150
100
50

‘90 'G1'92 93 '94 '95 96 '97 ‘98 0

w What's in Particulates

& Nitrate: Mostly from cars
and diesel trucks

m Organic carhon: from auto
and truck exhaust and from
petrofeum-based soivents
and paints

= Elemental carbon: Mostly
from diesel engines

= Ammonium: From anima!
waste

m Sulfate: From factories
and motor vehicles

m Other: Mostly dust, soil
and sait

Federal heaith standard

‘90 '91 '92 '93 '94 ‘95 V6 '97 98

RIVERSIDE

Eiemental

Ammorniuen
9% 17% -

Source: Sauth Coast Air Quality
Management Distict

reflexively sends an impulse to the
nerve center in the heart that cen-
trols contractions. This reflex
raises the pulse rate and lowers the
variability of the heart rate.

Examining Particle
Size, Content

Alse, inhaled particles cause
lung inflammation, which can re-
lease agents into the blood that are
carried into the heart. Blood also
seems to thicken and clot differ-
ently upon exposure, according to
some studies.

Particulates may be dangerous
because of fragments of metals
such as iron that are contained in
soot. But some researchers believe
it is the size of the particles, not the
content, that causes the harm, and

LYNN MEERSMAN / Los Angeles Times

that microscopic road dust could be ™
just as hazardous as truck exhaust. '

Air pollution regulators say they _
need the answers to help them de-
cide how to target efforts to clean <
up particulate pollution. Billions of
dollars from corporate and public
interests—{rom utilities to the
trucking industry—are at stake.

To public health officials, the
new findings are disturbing be-
cause they suggest that moderate,
everyday concentrations of a pollu-
tant can be lethal.

But epidemiologist Pope says if 2
the link between air particles and 7~
heart attacks is proved, “it's in-
credibly good news.”

“We already know that about
half of us'die of cardioputmonary .
disease, and if this is true about’
particulates, we have found a pre- «
ventable cause,” he said. .

LRI

LR
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Pollution and the Heart

A regular heartbeat is vital because it
determines the amount of blood that surges
into the arteries. If the pattern is ematic or the
beat is too slow or fast, it could be life-

> threatening. Microscopic solids in the air, called
Particulates § ‘ ; particulates, seem to interfere with the body’s
(not drawn to scale); i ability to control its heart rate and rhythm.

Cardloregulatory
conter

"~ AUTONOMIC
NERVOUS
SYSTEM

Spinal
cord

m Nerves help keep the heart beatingin -
a regular, rhythmic pattern.

w Blectrical impulses shoot o

contraction of thick m
that forces blood o

= According to one theory, when
particles are inhaled, it stimulates a
reflex response in the autonomic - .
nervous.system that afters the heart ~ Atrioventriculs
rate and lowers heart rate variability - node
—the heart's ability to respond to exgreise -
or stress. Such changes ai often associated
with fatal heart attacks in people with cardiac
disorders. B ’

= The inhaled particles also pravoke immune cells and
cause inflammation in the lungs and heart that might
exacerbate heartbeat disturbances.

Source: U.S. Protecton Agency; Toxicology Orvision

LESUIE CAR.SON / Los Angeles Times
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Illinois Seeks the Suspension Of New EPA Gasoline
Rules

By William Claiborne
Washington Pest Staff Writer
Thursday, June 13, 2000; Page AC2

CHICAGO, Jung 14 — lilinois Gov.
George H. Ryan (R} today called
on the federal government to
suspend environmentai rules
mandating cleaner-burning
gasoline, which he blamed for .
driving pump prices in parts of the Q‘:so‘inewugce:ttewﬂ their ;\;n ;toré alQa s;alci)egn in
Midwest above $2 a gallon, the Ao s Bucktown neignboras - {Scolt Oison
highest in the United States.

o

E-Mail This Article
Printer-Friendly Version

Ryan blamed the high midwestern
pump prices, particularly in
Chicago and Milwaukee, on Envirowmental Protection Agency gasoline
production rules that went into effect June 1 in seattered locations across
the country. The regulations are aimed at curbing toxic emissions.

Ryan said that while the EPA's anti-pollution goals were laudatory, the
agency should delay mandating an improved version of so-called
reformulated gasoline until governments in the region can study the
impact on prices.

Under the reformulated gasoline program, the base fuel is mixed with
either ethanol or the chernical agent MTBE, an oil-based substance that
has been found to pellute groundwater supplies. Most midwestern states
have opted to use ethanol. Ryan said he had talked with the governors of
Wisconsin, Indiana, Nebraska and Kansas, and that all of them support
the rules suspension proposal.

Ryan said refineries in the Midwest could revert to producing an earlier
version of cleaner-buming reformulated gasoline, which he said could be
sold more cheaply than the new version.

"This current craziness in prices doesn't make any sense,” Ryan told a
news conference here. "I can't understand why we should pay 80 cents a
gallon more for gas than other parts of the country.”
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A Uhnton admimstration othcial sad the waiver request 15 beiore the
EPA and, for now, the White House has no comment.

Last week, the average price of self-serve gasoline in Chicago was $2.13
a gallon, up from $1.37 a gallon in January. In contrast, prices averaged
$1.56 a gallon in Los Angeles, $1.42 in Atlanta and $1.61 in Boston.

Some downtown service stations here were charging $2.39 a gallon for
regular gasoline and $2.59 a galion for self-serve premium, meaning that
filling a 44-gallon tank in a sport-utility vehicle costs more than $114.

Industry officials attributed the rising prices to market and regulatory
forces that they say converged just as the start of the summer driving
season began to put a strain on gasoline inventories.

The officials said the most significant of these was the June 1
implementation of a new federal requirement for a cleaner-buming
reformulated gasoline--called RFG-2--which in the Midwest entails the
use of com-based ethanol as an additive and is more difficult to blend
than earlier versions of reformulated fuels. Urvan Stemfels, president of
the National Petrochemical and Refiners Association, today said refiners
had made the "unpleasant discovery” that because ethanol evaporates
more guickly than other additives, the blending process required
complicated--and costly--adjustments to a process with which the
refiners had little experience.

However, environmental groups such as the Clean Air Trust have
demanded to know why the oil companies-failed to provide for adequate
supplies when they had known for five years they would have to make
the cleaner-burning gasoline available to consumers by June 1.

Sternfels also said the rupture of an oil pipeline near Dallas, a pipeline
that Midwest refineries had used to build up their inventories, had
contributed to the price surge. "It slowed down the system and put us
behind the curve in terms of supply,” Sternfels said.

He also said that court decisions upholding patents awarded to
California-based Unocal Corp. on reformulated fuel blending processes
have had a "chilling effect" on many refineries, which are worried about
having to pay royalties of as much as 7.5 cents a gallon if their processes
are too similar to Unocal's.

All of these factors have combined to tighten the supply of reformulated
gasoline, making the market nervous and forcing prices upward,
Sternfels said.

However, Energy Department officials said that while stocks of
reformulated gasoline were tight nationally--41.4 million barrels, or 3.3
million barrels fewer than last June--Midwest stocks were at 2 million
barrels, slightly more than at this time last year.

Page 2 of .

0672272001
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* 1llinois Seeks the Suspension Of New EPA Gasoline Rules (washingtonpost.com) Page 3 of 3

Robert Perciasepe, the EPA's assistant administrator for air and pollution
programs, said this week after meeting with officials from eight major
oil refineries that while gasoline supplies are lower than normal
nationally, there is enough fuel to keep prices in check. He said
reformulated gasoline costs only 5 to 8 cents a gallon more to produce
than conventional gasoline.

© 2000 The Washington Post Company

let's face it..
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Marathon? 5plitthe Distance? Relay?
Gas Costs Soar Nationally But Hold

Wednesday, June 21, 2000
San Feanrisce Chronirle
FaSt Here N CHRONICLE SECEI)QN§
State, U.S. prices nearly even for 1st

time in years

David us, Cheoni riter
For the first time in about a decade, the average | Efmetfiendversion
price of a gallon of self-serve unleaded regular

gas in California is almost the same as the —
national average -- a result of soaring prices N otnd it sgain
elsewhere, not any sudden break for long-

suffering Golden State motorists.

In the past month, the California average fell
one penny to $1.66, while the national average
surged by 15 cents to §1.64, according to the
Northern California branch of the American
Automobile Association.

And if you go by the U.S. Energy Department’s
weekly survey of gas costs

--which uses a smaller sample than the
automobile association's survey -- California
pump prices are now below the national average
by as much as 6 cents.

The last time California and national gas prices
were this close was in 1991, when the statewide
average was $1.15 and the national average was
$1.14.

Bay Area drivers may no longer be watching gas
prices ratchet ever higher, but they're still feeling
the pinch at the pump. While Northern
California gas prices have dropped 2 cents to an
average $1.71 in the past month, that's still 25
cents above year-ago levels.

“It's not like we're having a grand old time
here," said Severin Borenstein, director of the
University of California Energy Institute in
Berkeley. " As long as oil prices are this high, 1
don't expect us to get a real break any time
soon.”
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With representatives of the Organization of
Petroleum Exporting Countries meeting today in
Vienna to discuss global oil supplies, the price
of oil rose $1.36 on the New York Mercantile
Exchange yesterday to $33.05 a barrel

--the highest closing price in more than three
months,

Average gas prices in the U.S, have spiked
sharply higher as Midwest states introduce
reformulated fuel similar to the envirommentally
friendly blend that has helped push Califoria
pump prices through the roof.

However, the two mixtures are not the same.
California’s emissions standards are still stricter

- than the federal standard being adopted
elsewhere.

"“The Midwest is going through what we went
through in 1996 -~ conversion to a new fuel with
all the headaches that go with it," Borenstein
said.

Even so, the Clinton administration suspects that
some price gouging on the part of oil companies
may be to blame as well for the sky-high
Midwest gas prices.

The Federal Trade Commission announced late
yesterday that it has opened a formal
investigation into the matter. Subpoenas could
be issued to oil-company executives within
days.

Chicago now has the dubious distinction of
having the pation's most expensive gas: as high
as §2.33 for a gallon of self-serve regular
unleaded.

Pump prices also are hitting record highs in
Milwaukee, Detroit and other Midwest cities.

San Francisco, by comparison, is getting off
relatively easy. The average gas price in the city
fell by a penny over the past four weeks to
$1.85, according to the automobile association.

http:/Avww. sfgate.comfogi-binfarticle.cgiPfiles/chronicle/archive/2000/06/2 L/MINT096 1. DTL06/2172000
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The price in Qakland declined 2 cents to $1.77,
while in Concord it was unchanged at $1.67, in
Santa Rosa it was down a penny to $1.71 and in
San Jose it was 4 cents lower to $1.75.

Bay Area gas prices generally run higher than
other parts of the country because of a
combination of reformulated fuel and limited
competition among service stations.

But as the Midwest grapples with introduction
of new fuel, coupled with shortages caused by
pipeline troubles, the Bay Area looks instead
like a model of efficiency.

“It's not so much that our prices are down but
that prices in other parts of the country are way
up,” said Paul Moreno, a spokesman for the
automobile association.

For California as a whole, he said smooth
operations at refineries statewide have helped
push gas prices a few cents lower, despite
increased summertime demand.

**California is now ranked 16th in the natiop for
gas prices," Moreno said. " This is unusual.
California is almost always in the top five.”

The state's ranking may soon climb. Moreno
said rising oil prices, along with increased
demand resulting from school being out, should
result in higher charges at the pump within
weeks.

“"There's been a slight upward trend in West
Coast wholesale prices,” agreed Alan Kovski,
energy analyst with the Kiplinger Washington
Letter. *I would expect gasoline prices to go up
a bit. Not a whole lot, but some.”

Even so, the UC Energy Institute’s Borenstein
said Bay Area gas prices likely will not fluctuate
much. *'T think OPEC is much more together
than they were before,” he said. " Don't expect
any bargains."

E-mail David Lazarus at davidlaz@sfgate.com.

http:/fwww.sfgate.com/egi-bin/article.cgi?file=/chronicle/archive/2000/06/2 1/MN70961.DTL06/21/2000
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THANGE I¥ BRY AREA GAS PRICES

City/Region 8/20/00 5/16/00 6/9%
Bay Azea ~$1.75 §1.78 $1.46
Concozxd $1.867 $1.44
Lake Tanoe 31.70 §1.5%
Oakland §1.77 $1.51
Sacramento $1.56 §:1.37
53n franciswo  $51.85 3$1.50
3an Jose $1.7% $1.59
San Hatao 1.83 $1.57
Santa Rosa $1.71 $1.45
U.s. $1.64 $1.14

Source! AAA Nporthern California. Monthly gas price averages for a gallon
of regular urleaded, self-ssrvice gasoline.

©2000 San Francisco Chronicle Page A3

Feedback

Sl

httpffwww.sfgate.com/cgi-bin/article.cgi?file=/chronicle/archive/2000/06/2 1/MNTO961 . DTLO6/21/2000
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State Wonders Why White House
Didn't Probe High Gas Costs Here

David L azarus, Chronicle Staff Writer

Thursday, June 22, 2000
Ban Frantisee Chyronirle
CHRONICLE SECTIONS

When Bay Area gas prices soared to a record
$1.86 a gallon in April, there were no
accusations of price gouging from the White
House, no talk of subpoenas being issued to oil-
industry executives and no far-reaching political
uproar.

But when gas prices in the Midwest rocketed
into the same stratosphere this week,
Washington went into full hissy-fit mode,
demanding action.

**It's an election year," said Tyler Dann, an oil-
industry analyst with Banc of America
Securities in Houston, Texas. *"This whole thing
is a politically motivated event." |

Be that as it may, California consumer advocates
expressed frustration yesterday that Washington
waited until now to embrace gas prices as an
important issue.

*It's certainly unfair,” said Dan Jacobson,
consumner program director for the California
Public Interest Research Group in Sacramento.
*“Tt would have been great for the federal
government to look at this earlier, when
California drivers were getting gouged at the
pump.”

Although state Attorney General Bill Lockyer
launched a probe into California’s sky-high gas
prices -- resulting in no immediate solutions -~
the federal government has been virtually silent
regarding the plight of Golden State motorists.

“We're perceived as being a rich area,” said
Linda Sherry, spokeswoman for Consumer
Action, a San Francisco grassroots organization.
**People pooh-pooh our representatives when
they say, “poor Bay Area.'"
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In fact, the Federal Trade Commission launched
an investigation into California’s high gas prices
more than two years ago, in part due to pressure
from California Sen. Barbara Boxer.

But that probe is all but invisible compared to
the FTC's high- profile assault on pump prices in
the Midwest.

Mitch Katz, a spokesman for the commission in
Washington, D.C., said the California probe is a
*"nonpublic investigation,” which means that the
FTC is not required to announce its findings, or
even to confirm whether a probe is under way at
all.

In contrast, confirmation of the Midwest probe
came from no less an authority than FTC
Chairman Robert Pitofsky, and members of
Congress have been told that subpoenas of oil~
industry executives will be issued shortly.

"The California investigation is different from
the investigation in the Midwest because it's a
significantly more complicated type of
investigation,” Katz said. s
He declined to say how the California case is
more complicated than that of the Midwest, or
why the Midwest probe appears to have been
given a higher priority.

Katz added that no details of the West Coast
investigation would be divulged by the FTC.

But in a letter to the FTC chairman yesterday,
Boxer noted that “numerous” subpoenas for oil-
industry pricing documents have been issued as
part of the California investigation, and that
“evidence of harassment and intimidation" has
been uncovered relating to oil companies’
treatment of independent dealers.

" While I understand that building a complex
antitrust case takes considerable time, I am
disappointed that the FTC's investigation has not
yet concluded and brought tangible results for
California consumers,” she said.

hitp:/fwww.sfgate com/cgi-bin/article.cgi?file=/chronicle/archive/2000/06/22/MN81847.DTL06/21/2000
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In a separate gtatement, California Sen. Dianne
Feinstein called on the FTC to examine recent
jumps in gas prices nationwide “"and to ensure
that consumers in California and the Midwest
are not subject to undue price hikes.”

As gas prices climbed past the $2 mark in the
Chicago and Milwaukee areas, Vice President
Al Gore adopted a considerably more assertive
tone in a statement issued late Tuesday.

**I am extremely concerned about the conduct of
the oil companies that may have led to these
unreasonable price increases,” he said.

Noting that oil company profits surged by nearly
500 percent in the first half of the year, Gore
said that ““these enormous and unreasonable
profits suggest that big oil is gouging American
consumers.”

For his part, Republican presidential rival Gov.
George W. Bush of Texas told reporters in Los
Angeles yesterday that Gore himself is partly to
blame. "I want to remind people that this
administration is devoid of an energy policy,” he
said. ’

Bush also faulted the Clinton administration for
being unable to spur the Organization of
Petroleum Exporting Countries to boost
production.

"OPEC ministers, meeting in Vienna, agreed
yesterday to increase output by 3 percent, or
about 700,000 barrels a day. But analysts said
this would do little to reduce pump prices in the
United States.

"We don't think it's enough,” said Banc of
America's Dann. *'If you think prices today are
uncomfortable, they're going to stay
uncomfortable for the summer.”

The Northern California branch of the American
Automobile Association said Tuesday that Bay
Area gas prices are holding steady around an
average $1.70 for a gallon of self-serve regular

Page 3 of 4

http://www.sfgate.com/cgi-bin/article.cgi?file=/chronicle/archive/2000/06/22/MN81847.DTL06/21/2000
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unleaded

--about 25 cents above year-ago levels.
"*When California was trying to draw attention
to high gas prices, the rest of the nation wasn't
experiencing the same thing and so it wasn't
seen as a big problem,” said Paul Moreno, a

spokesman for the association.

“"Maybe with what's going on in the Midwest
right now, that will change,” he said.

E-mail David Lazarus at davidlaz@sfgate.com.
next/ previous article in Chronicle section
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CITGO Petroleum Corporation P.O. Box 3758
Tuisa OK 74102-3758

July 18, 2000

The Honorable Thomas J. Bliley
Chairman

Committee on Commerce

2125 Rayburn House Office Building
Washington, DC 20515

Re: June 28, 2000, Hearing on Summer Energy Concerns - ENERGY POLICY
Dear Mr. Chairman:

I am pleased to provide you with extensions to my remarks provided at the referenced
hearing, and have enclosed responses to three questions asked by members of the hearing
panel.

Let me begin by saying that I believe the nation is in desperate need of a comprehensive
energy policy that has regulatory reform as a centerpiece. The petroleum-refining sector
is grossly over regulated by an uncoordinated and, often counterproductive, regimen of
federal, state and local laws and regulations. Unless U. S. policy is amended many major
petroleum companies will leave this sector to importers and others. Iurge you to
carefully review the enclosed recommendations for regulatory reform and the specifics
on several particular rules that, if left unchecked, promise to cause additional fuel supply
problems in future years.

I sincerely hope that the concerns that I have expressed will serve as a warning, and that
the appropriate action is taken to ensure that this nation does not face a protracted period
of product outages and volatile prices. I believe, if government and industry work
together to implement sound regulations, this nation can have both clean air and adequate
supplies of clean fuels.

I would be pleased to provide you any additional information that could further our
nation towards a sensible energy policy.

Dot~

Jerry Thompson
Senior Vice President
Development and Technological Excellence

Encs.
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Attachment 1

Reply to Representative W.J. Tauzin of Louisiana’s request for recommended changes to
the U. 8. Energy Policy

A New Regulatory Policy Is Urgently Needed

To maintain the supply of the petroleum products that keep the nation moving, and to ensure the
continued viability of the nation’s petroleum refining system, changes in regulatory policy are
necessary.

The coordinated implementation and integration of environmental rules and regulations is
absolutely necessary to ensure that U.S. energy needs are met. Higher energy prices that disrupt
the American consumers’ budgets can be avoided with a correction in the direction of regulatory
policy.

The current “command and control” regulatory system is ill suited to address the nation’s
remaining environmental concerns in a practical way. New rules covering air emissions and fuel
formulations are wrecking havoc on the nation’s petroleum refineries. These new rules (see
attached chart) are on top of the over 120 health and environmental rules that have already been
imposed on the refining and marketing industry. Government agencies at all levels must adopt
processes to analyze and prioritize risks, and then subject proposed solutions for the highest risks
to a thorough cost/benefit analysis, Comprehensive reform legislation has been under discussion
in Congress for several years but no progress has occurred.

Adding regulations that are not cost effective on top of existing rules damages the refining
industry’s ability to compete in world markets. Many major petroleum companies are divesting
refining and marketing assets because of their low profitability while others are merging
operations or entering into partnerships to maintain economic viability. The current regulatory -
direction will cause the U.S. to be dependent on even greater percentages of imported motor
fuels.

The government can reduce the potential for market volatility by making environmental
regulations more reasonable and workable. Improved regulations would give companies more
flexibility to adjust to problems that may have temporary impacts on supply and price. This
applies especially to fuels regulations, including EPA’s new diesel sulfur proposal, which sets a
standard beyond what the technology will support. Congress should mandate and police federal
agencies' adoption of these principles:

1. Prioritization: Regulations should address the greatest concerns first. The refining industry
has been so highly regulated since 1970, I feel we have far exceeded the point of diminishing
returns and that greater environmental improvement can be gained through regulation of
other sectors.

2. Use Current Data: Regulatory priorities and risk assessments must be based on sound
science and the most current data. This would include allowing time for the benefits of
existing rules to be realized before imposing new regulatory programs addressing the same
concern. No regunlation should be finalized unless a favorable risk assessment using the best
science and a realistic cost benefit analysis demonstrates that the most reasonable regulatory
alternative has been selected. When performing regulatory analysis based on technologies
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that have not been commercially proven, the level of uncertainty surrounding costs and
performance should receive careful evalyation.

3. Cost/Benefit Analysis: The current regulatory system is inefficient and outdated. Some
recent environmental rules have costs that are far in excess of expected benefits. A new
system that carefully balances the total anticipated cost of compliance (capital plus
maintenance) over a specified time frame against the total anticipated benefits to be derived
from implementation over the same time frame will‘provide a framework to ensure a strong
and competitive economy.

4. Stakeholder Involvement: State and local governments should have a more active role in
sefting environmental priorities and enforcement. In addition, regulators must identify all
“sources” of a particular concern and include those sources in their rulemaking even if they
are beyond the scope of the current “regulated community” or “sources.”

5. Flexibility: Regulations should set performance requirements, but allow for the creation of
innovative solutions to reach those goals. The regulated community is in a better position to
find solutions to environmental/health concerns. In addition, regulations must provide
adequate lead-time for scoping, technical option evaluation, design, engineering, financing,
permit acquisition, equipment procurement, field construction, and start-up. Four years is the
minimum time necessary after finalization of requirements for implementation of significant
refining industry investment. The required lead-time can be longer as the magnitude of the
investment increases.

6. Accountability: Each regulation should include an automatic sunset provision that can be
overridden, if necessary. Each of the regulations would be subject to a “post implementation
audit” to determine the effectiveness of the regulation as compared to the initial
identification, prioritization and cost/benefit analysis.

Environmental policymakers are responsible to society at large—of which the business
community is a vital part. The responsibility of policymakers extends not only to devising laws
and regulations that improve public health and the environmental, but also to determining their
impact on the nation’s economic and energy resources. Politics and not science drives too many
of our nation’s regulatory policies and priorities, For example, EPA is charged with ensuring a
healthy environment for all citizens. The responsibility for energy supplies falls, however, to the
DOE, whose advice is frequently ignored by the EPA. The DOE and EPA should equally share
responsibility for new fuel policy that can be cost effectively manufactured and distributed
throughout the nation. These agencies should also heed petroleum industry advice on fuel
policy.

Specific Recommendations:

* Harmonize Regulations - Fuel quality changes and the necessary investment must be
appropriately sequenced with minimum overlap. The Tier 2 Rule gasoline sulfur reduction
and other product specification changes should not be mandated for implementation in the
same time frame, otherwise permitting, engineering, and construction resource constraints
will likely result in higher costs, inability to meet the mandated schedules, and product
supply disturbances. Other environmental regulations, such as the Refinery MACT phase 1T
rule, should likewise be sequenced with other similar pollutant control rules as well as fuel
regulations. Without regulatory harmony many refining and marketing companies will quit
the business leading to more regional supply shortages.
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While not overlapping the implementation requirements, the EPA should finalize the timing
and specifications for on- and off-highway diesel sulfur reduction and MTBE use as soon as
possible. Potential efficiencies exist for providing support facilities common to these
programs and gasoline sulfur reduction.

Regulatory Certainty - Regulations should include certainty in scope, timing, and
requirements, to allow the refining and distribution industries to make effective investment
decisions. Regulations that introduce uncertainty into the outlook for required product
qualities or product demands will increase the hesitancy of individual companies to invest.
For example, the Tier 2 Rule includes an expectation that the EPA will develop a future
provision dealing with gasoline sulfur cap flexibility during processing unit downtimes.
Until the flexibility that such a provision might provide is known, refiners are unable to plan
effectively for necessary facilities.

Likewise, the EPA should clarify its position on individual state fuel requirements. Currently
there is potential for state action that could undermine the Tier 2 Rule credit banking and
trading provisions, and this potential creates uncertainty for investment planning.

Very Low Sulfur Gasoline and Diesel Requirements - Requirements for reducing gasoline
or on-highway diesel sulfur below 30 ppm average should not be imposed until significantly
more study can be completed to provide a basis for sound conclusions about the cost, benefit,
producibility, and deliverability of products with very low sulfur levels. Thereisa
significant risk of inadequate supplies should on-highway diesel sulfur levels below 30 ppm
be mandated.

Gasoline Driveability Index (DI)- The current DI specification should not be changed until
additional study can provide a sound basis for thorough analysis of the cost effectiveness and
potential impacts on supply of any change. Refinery modeling in this study predicts high
cost to reduce average DI.  While there may be potential to lower this cost by reducing
testing and operational variability, this potential is not sufficiently understood to support
sound regulatory analysis.

Environmental Justice - The EPA should be prepared to promptly address and resolve
environmental justice claims that arise during the permitting process. The EPA should
support state and local agency decisions where environmental justice issues have been
addressed during the permitting process.

Emission Offsets - A portion of the emissions reduction resulting from use of lower sulfur
fuels should be allowed as an offset to the stationary source emissions resulting from the new
facilities required to produce the lower sulfur fuels. The EPA, state and local agencies, and
industry members should work jointly to identify additional action steps to provide timely
permitting while continuing progress toward meeting environmental goals.

EPA Enforcement Policy - The requirements for New Source Review (NSR) should not be
retroactively reinterpreted. The EPA Enforcement Division should recognize the validity of
netting refinery-generated internal offsets against emissions from new facilities, as discussed
in the Tier 2 Rule preamble. Use of agency guideline documents with unjustified reviews of

4
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EPA Enforcement Policy - The requirements for New Source Review (NSR) should not be
retroactively reinterpreted. The EPA Enforcement Division should recognize the validity of
netting refinery-generated internal offsets against emissions from new facilities, as discussed
in the Tier 2 Rule preamble. Use of agency guideline documents with unjustified reviews of
past applications of NSR or second guessing past permit decisions will affect the ability to
acquire new permits necessary to meet product demand and regulatory requirements.

Federal Pre-emption of Fuels Specifications — Federally established fuel specifications will
greatly simplify the manufacture and distribution of gasoline and other necessary petroleum
products. Congress should pass legislation restricting states and localities from establishing
separate fuel specifications. States and localities that are considering localized restrictive
fuel requirements, such as lower sulfur and limitations on MTBE use, must recognize that
these requirements will increase cost and reduce the reliability of product supplies. The
existing distribution system is severely restricted by the multiple product grades required by
state or locality specific fuels specifications. Cost/benefit analysis should include the cost
and operational impacts on the distribution system when considering fuels specifications that
do not conform to established parameters. -
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Attachment 2

Reply to Representative Joe Barton of Texas’ question on the difficulty in
manufacturing Phase IT Reformulated Blendstock for Oxygenate Blending (RBOB)

During the summer of 2000, 12 different types of gasoline are required, east of the
Rockies. Each of these types of gasoline is available in three octane grades. Each of
these 36 gasolines is a blend of several unique streams produced in the refinery process.
Therefore, in order to meet the specifications of each gasoline a particular ratio of these
streams must be carefully blended in order to produce finished gasoline that meets the
specification for that particular grade.

The situation is further complicated in the Midwest, for two reasons, both of which arise

from the fact that the primary oxygenate used in the blend is ethanol rather than MTBE.
(1) Ethanol’s Affinity for Water - Ethanol has a high affinity for water so
special precautions must be taken to ensure that the gasoline/ethanol blend does
not come in contact with water. As a result, a special product manufactured at the
refinery called Reformulated Blendstock for Oxygenate Blending, or RBOB is
shipped to the product distribution terminal. Ethanol is than added to the RBOB
at the terminal. This requires separate tankage, blending equipment, permitting,
etc. for two products (RBOB and ethanol) rather than one.
(2) Ethanol’s Higher Volatility - Ethanol has a higher volatility (18 psi vs. 8
psi) than MTBE, making it much less attractive for gasoline blending, especially
for summer RFG where low volatility is required. This means that the RBOB has
to be made with an even lower volatility in order to compensate for the ethanol.
The VOC standard in Phase II of the Complex Model is the primary hurdle
refiners’ face when manufacturing reformulated gasoline (RFG). The complex
interactions between the 8 fuel parameters used in the Complex Model for
calculating VOC emission reductions are raised to a new level for Phase II
blending compared to Phase I. Complex Model Phase II VOC controlled gasoline
represents the lowest volatility group of product the refining industry has ever had
to produce. Because of the relatively high volatility of ethanol, refiners must
produce RBOB with a Reid Vapor Pressure (RVP) of approximately 5.3 - 5.6 psi.
This represents a reduction of 0.7 - 0.9 psi versus the Phase I RBOB that has been
produced in year’s past. In a typical refinery, the RVP of a majority of the
blending components have historically exceeded this level.

The decision to produce RBOB in the Phase II RFG Program is not just based on
economics, but feasibility of meeting the specifications. Refiners had to find new ways
to reduce the overall RVP of the gasoline blending pool to meet Phase II requirements,
but particularly with the components used to blend RBOB due to the higher vapor
pressure ethanol.
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Attachment 3

Reply to Representative Thomas Barrett of Wisceonsin’s comment on the failure of
the EPA, DOE, or the oil industry to warn Congress that there could be supply
disruptions with introduction of Phase IY RFG gasoline.

The oil industry did express concerns to the EPA that converting from Phase II RFG
winter gasoline to Phase II RFG summer gasoline would be a challenge to refiners since
inventories would have to be pulled down to near empty levels to convert tanks in the
refinery, terminals, and at retail outlets. These concerns wers voiced repeatedly during
Phase II implementation meetings with the EPA, but the EPA chose to ignore these
warnings and they were never included in the minutes to the meetings. The DOE is also
on record that supply problems were a concern.

1 am very concerned that the EPA is, again, not listening to the warnings of the oil
industry as to the potential for inadequate supplies of products resnlting from their recent
Tier 2 gasoline regulations and their proposed diesel sulfur regulations. Unless the EPA
changes it’s approach I expect to see many future disruptions in supply with resultant
price increases.

Meeting Tier 2 gasoline regulations will be expensive, about $8 billion for the industry,
and will present a significant challenge to refiners. There are a number of factors that
could have implications on supply, Because of the high capital costs, it is likely that
some refiners will be unable to justify the investments, and will simply shut down. Most
others, because of the high cost of conventional desulfurization technology, will use new
and unproven technologies to reduce the sulfur content of gasoline. These new
technologies, while being less costly, will have limited commercial experience and will
likely result in more initial operating problems and increase the risk for supply
disruptions. In order to meet the deadline of 2004-06 required by the EPA, the industry
will face significant hurdles to obtain the necessary permits, engineering and construction
resources, and hardware to complete the work on time. If the EPA does not properly
facilitate the permitting process or if other regulations, like the proposed diesel sulfur
regulations or a ban on MTBE, overlap the Tier 2 work, then we are on a course for
disaster. Gasoline supply disruptions could be experienced for long periods of time,
leading to fundamentally higher prices at the pump.

1 am deeply concerned about the EPA’s proposed diesel fuel sulfur rule. I have strong
doubts that it will be possible to consistently maintain needed supplies of on-highway
diesel within the 15 ppm sulfur level cap proposed in this rule. With the current
distribution system, it will be extremely difficult to deliver on-highway diesel with a 15
ppm cap to consumers and maintain the integrity of the sulfur level of the product. This
highway diesel must share a distribution system with other products that have
significantly higher sulfur levels. At the proposed 15 ppm sulfur level, a significant
amount of on-highway diesel will have to be downgraded to a higher sulfur product due
to product contamination at the pipeline interfaces, where different product batches in the
pipeline mix together. This will require refiners to produce significantly more on-
highway diesel than the volumes required by consumer demand. I believe that due to the
high cost to produce 15 ppm sulfur diesel, many refiners will choose not to participate in
the on-highway diesel market or will limit their participation to less than today. Some
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will be forced to simply go out of business. This could drastically reduce the supplies of
on-highway diesel and supply disruptions and price spikes could well be the norm. If this
turns out to be the case, prices will rise which will encourage refiners to invest in
additional desulfurization equipment. Unfortunately, it will be four years before this new
equipment can be permitted, designed, and constructed to deliver more supply to the
market.

The sulfur level for on-highway diesel being proposed by the EPA is too low and the
timing is too soon. Similar benefits can be obtained from a more reasonable 50 ppm
sulfur cap. The EPA arbitrarily selected the NOx tail pipe emission standards for the
proposed diesel sulfur without the technology to support the standard. The engine
manufacturers do not have the after treatment technology today to meet the standard and
the oil industry does not have the desulfurization technology to reduce sulfur to the levels
being required by proposal in a cost-effective manner.

I sincerely hope that the concerns that I have expressed will serve as a waming, and that
the appropriate action is taken to ensure that this nation does not face a protracted period
of product outages and volatile prices. I believe, if government and industry work
together to implement sound regulations, this nation can have both clean air and adequate
supplies of clean fuels.
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1L Frank
President

(A e

MARATHON ASHLAND Petroleum LLC

539 South Main Street
Findlay, ©OH 45840-3295
Telephone 419/422-2121

July 13, 2000

The Honorable Thomas J. Blitey
Chairman

House Commitige on Commerce
2125 Rayburn HtUse Office Building
Washington, DC- 20515

Dear Mr. Chairman:

Thank you for the opportunity to address the Commerce Commitiee during your hearing on
the “Summer Energy Concerns for the American Consumer” on June 28, 2000. it was my pleasure to
represent Marathon Ashland Petroleum (MAP) and to have the opportunity to describe our efforts to
meet the transportation fuel needs of our customers.

While testifying, | was asked the following question: "What can the Administration do in regard
1o the transportation fuels crisis? 1 have summarized below what we view as the most significant
areas of concern and have provided recommendations which we believe will best enable our industry
to prospectively avoid the imbalances in supply and demand that have occurred in the past few
weeks.

In most instances we have identified steps that could be taken by the US EPA with a request
for Congressional oversight or encouragement. In others, we make direct suggestions for specific,
targeted legisiative action. | have also atfached supplemental exhibits, which | would ask to have
included in the public record along with this letter as addenda to my previously submitted testimony.
Individuals copied on this correspondence will be receiving only the four exhibits directly cited in this
letter.

Transportation Fuel Supply

The nétion’s growing demand for transportation fuels can be met only through the utitization of
adequate and efficient domestic refining and transportation infrastructure and through access to
sufficient supplies of crude oil. All of these elements have been and continue to be under attack.

Spedifically, fifty of our nation’s refineries, 12 in the Midwest alone, have closed in the last
decade due to poor profitability and costly, burdensome environmental regulations. (Exhibit Vi)
Continued expansion of the Clean Air Act Amendments of 1990 by overly broad implementation, such
as the recent Tier 2 gasoline sulfur requirements and EPA’s current proposai for drastic reductions in
diesel sulfur, will place even greater burdens on refineries, resulting in even more shutdowns.
Additional Congressional oversight may help curtail this overzealous and ill-advised regulatory trend.
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Further, both this country’s refineries and its fuel transportation infrastructure are operating at
near capacity levels. This is especially true in the Midwest. Therefore, any significant disturbance in
refinery or pipeline operation will iead to shortages in the supply of fuel. Unfortunately, we find that
our efforts to add capacity, by building new or expanding existing refinery units or pipelines, face an
uphill battle against excessive litigation and regulation.

We would urge Congress to undertake all efforts possible to alleviate these types of
roadblocks. A specific example would be legislation to prohibit EPA from finalizing its proposed New
Source Review rule until the agency has truly listened to the practical implications for our industry of
what it is proposing.

Finally, raush of our nation’s wealth of natural resources in the form of crude oil reserves have
been designated off-limit through legislation, forcing greater dependence on imported crude oil. Until
Congress rethinks these policies on domestic exploration this dependence will continue to grow.

Strengthening Our Nation’s RM&T Infrastructure

In order to ensure the vitality of the nation’s refining, marketing and transportation (RM&T)
capability, return on investment for those assets must be improved. Significant future capital
investment will clearly be required for both refineries and terminals in order to meet stationary source
and fuel specification needs. Likewise, increased capital investment will be required to maintain and
increase the capability of the petroleum pipeline transportation network.

For companies to choose to make these investments and to attract sufficient funding from the
capital markets competitive returns must be projected. Brief or isolated periods of heightened returns
such as we have experienced recently on these RM&T assets are not sufficient to attract this
investment.

Our reality is that returns for the refining and marketing industry during the last decade have
been dismal. While the financial performance of the companies comprising the S&P 500 achieved
17.4% total market return on capital over the past 10 years, the refining and marketing sector
returned only 5.4% over the same period. (Exhibit XXIV) Clearly, if we are forced to employ a cost of
capital at 9 or 10 percent, but we earn a return of only 5 to 6 percent, our industry is being
systematically liquidated.

During the past decade, more than $43 billion has been invested in the refining and marketing
industry accolding to the National Petroleum Council Study which was dated June 20, 2000. Aimost
half of this investment has been for environmental projects required by the Clean Air Act
Amendments of 1990. (Exhibit I) Over the next six years, our industry wili be faced with capital
investments for the Tier 2 gasoline sulfur reduction requirements, low-sulfur diesel requirements,
possible additional oxygenate mandates and the potential for significantly more stringent drivability
index (DI) requirements.

The same NPC study estimates the total investment in these new fuel specifications alone to
be $13 to $36 biliion, depending on changes in proposed rules or legislative alternatives. These
capital expenditures for mandated new fuel specifications will further reduce profitability and
reinvestment alternatives for the industry. Itis hard to understand why many companies would
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100se to make such large investments when faced with the probability of continued low rates of

rturn on capital invested.

What can Congress do? Let the market work. Capital will flow to fund these much needed
frastructure improvements if market mechanisms are free to reward those investments.

Our industry needs advocates in the legislative branch to help us put a halt to the onslaught of
:gulatory actions being taken by the administration with little or no regard for the resulting negative
pact on the refining, marketing and supply sectors of our industry.

Anything that can be done by way of oversight hearings or legislative restrictions on further
ilemaking coutd-make a significant difference. Moreover, the enactment of legislation designed to
antrol or restrict actions of the market place can seriously limit the ability of our industry to respond

a timely and efficient manner to supply/demand dynamics.

‘olicy On Fuel Requirements

We fully support the development of cost effective fuel regulations which can be justified on
>und scientific principles and which meet a demonstrated environmental need. We oppose
'gulations which do not meet these basic principles for fear that any unnecessary expenditures will
-ain needed capital, which could be more beneficially applied to increase capacity and improve
axibility. Below is our outline for much needed changes to EPA’s current fuels agenda:

Gasoline

The Tier 2 gasoline sulfur regulations have been finalized. While we believe that these
'gulations are not cost effective and will produce minimal measurable environmental benefit, we are
orking on plans to implement the new rule and to maximize the use of sulfur credits internally. EPA
ill has not developed a proposal to deal with turnarounds and unscheduled shutdowns and has not
'sponded to industry proposals to address these issues. Further, the agency has not dealt
itisfactorily with issues surrounding the large number of permits that will be required. If anything, we
<pect that both the number of permits to be handled and the time required for each permit will
crease vastly if the agency promulgates a final New Source Review rule later this year.

J

Diesel

We stfongly oppose EPA’s proposal of a 15 ppm sulfur cap for highway diesel fuel. Meeting
ie national demand for this fuel will be very difficult for most refiners and nearly impossible for many.
he refining and distribution systems of this country will continuously face the peril of noncompliance
- fuel unavailability as the result of virtually any minor disruption or mechanical problem so long as
e are forced to make this ultra-low suifur diesel.

Additionally, it will be nearly impossible to protect this ultra-low sulfur diesel from
>ntamination in the distribution system. We believe that the resulting supply and demand
wbalances have the potential to create price and supply disruptions that can dwarf the recent
asoline disruptions in the Midwest.
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July 13, 2000
Page 4

EPA has developed its proposal based on very few facts and a lot of wishful thinking.
Notwithstanding numercus unanswered questions concerning our ability to manufacture and
distribute this uitra-low sulfur fuel and the ability of the engine manufacturers to develop effective
emissions control technology, EPA appears committed to finalizing this rule by the end of the year.
We would urge Congress to encourage EPA to accept our industry’s proposal of a 50 ppm sulfur cap
with a 30 ppm average or to impose a legislative delay on the rulemaking until all significant,
unanswered questions have been addressed.

In addition, regardiess of whether the new highway diesel sulfur level is ultimately set at 50 or
15 ppm, the magnitude of the design and construction efforts that will be required is staggering. The
Tier 2 gasoline requirements alone will mandate the construction of new desulfurization units at
nearly ali US refineries-outside of California. To the extent the lower sulfur diesel requirements can
be implemented on a delayed timeline, the more likely it will be that we can achieve both gasoline
and diesel desulfurization in this country without unprecedented supply disruptions and shortages of
both products.

Oxygenates

We support a measured phase down of MTBE in gasoline, provided such a phase down is
coupled with elimination of the existing oxygenate requirement. However, we oppose any new
statutory provisions which would replace the existing oxygenate requirement with an ethanol or
renewable or alternative fuels mandate either for RFG areas or for the total gasoline pool.

We do not oppose the use of ethanol. In fact, our company is the nation’s largest purchaser
and blender of fuel ethanol. (Exhibit XVII) We simply believe that government mandates are not a
good idea. Historically these types of mandates have proven to be cost inefficient and result in
unwarranted market interference.

Air Toxics

Fuel air toxics and benzene reduction regulations are currently being developed by EPA. We
believe that the agency has already discharged its duty under the Clean Air Act Amendments of 1990
to control both air toxics and benzene levels. EPA’s own support documents indicate that massive
toxic and benzene reductions are already scheduled to occur as part of the Tier 2 rule. This, coupled
with the large particulate matter reductions targeted for the proposed highway diesel fleet, make
further air toxic or benzene reductions unjustifiable. Whatever steps Congress can take to prevent
EPA from proposing and finalizing these additional reguiations for fuel air toxics and benzene
reductions wilt prevent imposition of an additional, unnecessary burden on our industry.

Environmental Permitting-impact on RM&T

Permitting delays for new processes, controls, tanks, pipelines and service siations can be
very costly and time consuming. Sources of these delays are numerous, but one pertinent example
is the pressure the state or local permitting authorities feel from EPA to meet the agency’s deadline
for issuance of Title V permits.

in order to attempt to meet this schedule, many of these permitting authorities simply put
construction permits on hold until their Title V permits have been issued. Any encouragement from
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Congress for the EPA to work with these state and local authorities to ensure that permit applications
for modifications or new construction fo comply with new regulations do not fall behind Title V permits
waulkd be helpful.

Summary

In closing, we at Marathon Ashland Petroleum are proud of our response 1o the recent
gasoline supply disruptions in the Midwest. To meet our commitments to our customers, we ran our
refineries at near maximum capacity and took other extraordinary measures to move product into the
affected markets.

But, the steryis-not over. We believe that this recent experience foretells future similar
transportation fuel supply disruptions, some perhaps even more severe and widespread than those
experienced recently in the Midwest. Itis our belief that decades of under-investment in our nations
retail, marketing and transportation infrastructures have resulted in the inability of these remaining
assets to supply the growing energy needs of a robust American economy.

The reasons for this chronic under-investment are complex, but they can generally be
attributed to a pattern of large capital requirements for environmental projects occurring during an
extended period of very poor financial returns. The pet result is the inability of an entire industry to
attract adequate capital to maintain an infrastructure that is sufficiently capable and fiexible to
respond appropriately to the unforeseen outages or upsets that inevitably occur in the system,

We urge you and the other members of Congress to take all possible legislative steps to
increase the viability of our industry and to encourage the EPA and other agencies and depariments
within the administration to acknowledge the need to enhance our nation's refining, marketing and
transportation infrastructure and to work toward removing all significant barriers to our achieving this
important goal.

| would welcome the opportunity to discuss our specific ideas with you, other members of
Congress, and with representatives of the administration.

Yours very truly,

Attachments
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The Honovrable Nathan Deal

The Honorable Steve Largent
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The Honorable Brian Bilbray
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The Honorable Heather Wilson
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The Honorabie Charles W. “Chip” Pickering, Jr.
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Patricia M. Richards
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The Honorable John D. Dingell
The Honorable Henry A. Waxman
The Honorable Edward J. Markey
The Honorable Ralph M. Hall

The Honorable Rick Boucher

The Honorable Edolphus Towns
The Honorable Frank Patlone, Jr.
The Honorable Sherrod Brown
The Honorable Bart Gordon

The Honorable Peter Deustch
The Honorable Bobby L. Rush
The Honorable Anna G. Eshoo
The Honorable Ron Klink

The Honorable Bart Stupack

The Honorable Eliot L. Engel

The Honorable Thomas C. Sawyer
The Honorable Albert R. Wynn
The Honorable Gene Green

The Honorable Karen McCarthy
The Honorable Ted Strickland
The Honorable Diana DeGette
The Honorable Thomas M. Barrett
The Honorable Bill Luther

The Honorable Lois Capps
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Addendum to Testimony of J. Louis Frank
President, Marathon Ashland Petroleum LLC ("MAP™)
Before the Committee on Commerce
U.S. House of Representatives

June 28, 2000

Exhibits:
L National Petroleum Council (NPC) draft report, "U.S. Petroleum Refining--Assuring the
Adequacy and Affordability of Cleaner Fuels", June 20, 2000.

e Operating Refineries vs. Average Capacity

e Refining and Marketing Investments

o Refining and Marketing Return On Equity vs. S&P 500
State/Federal Gasoline Excise Taxes (MAP)
U.S. Refinery Capacity (DOE/EIA, 1999 Petroleum Supply Armual)
U.S. Refinery Capacity Utilization (DOE/EIA, 1999 Petroleum Supply Annual)
MARP Refinery Capacity Utilization (MAP)
U.S. Refinery Closures (July 1999, API, Basic Petroleun Data Book)
*Midwest Gasoline Price Increases”, CRS Report, June 16, 2000

Why RFG Inventories Must be Taken to Near Zero Levels for Spring Conversion (MAP)

R gss<z@*F

J L. Frank Letter to the Editors; The Courier, The Cincinnati Post, and The Detroit News, June
2000

Chicago Market Wholesale Gasoline Price Chart (Source: Platts)
PADD2 Conventional Gasoline Inventories (Source: AP, "Weekly Bulletin")
NYMEX Crude Oil and NYMEX Gasoline Prices (New York Mercantile Exchange)

Components of the Pump Price of Gasoline (AP, Consumer Information Report: "Profits are
Small Part of the Pump Price for Gasoline”, April 14, 2000)

Regional Fueis Supply Map (MAP)
MAP Refining Gasoline Production Comparison (MAP)

iy EBHEX
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XVI.  Energy Information Administration, “Update: A Year of Volatility- Oil Markets and Gasoline”,
June 20, 2000 '

XVII. U.S. Ethanol Production and MAP Purchases (DOE/EIA, Renewable Fuels Association and
MAP data)

XVIIL CRS Report, "Environmental Protection Agency Options for Ameliorating the Effects of
Reformulated Gas Requirements in the Chicago/Milwaukee Area", June 28, 2000.

XIX. PIRINC Study, “Gasolinel01: A Politically Explosive Topic”, June 2000

XX. "Energy Overview: Are Oil Companies Gouging Consumers?" by Fadel Gheit, Fahnestock &
Company, June 21, 2000.

XXI. "Who's to Blame?", Business Week, July 3, 2000
XXII. J. L. Frank Testimony on Diesel Sulfur, EPA Public Hearing, June 19, 2000, New York
- XXITII. J. L. Frank letter to EPA on Diesel Sulfur, June 23, 2000

XXIV. Segment Returns in Refining and Marketing (Source: DOE/EIA: Performance Profiles of
Major Energy Producers)

XXV. A Primer on Gasoline Prices (ELA pamphlet, www.eia.doc.gov)

XXVI. CATO Institute Testimony, House Cominittee on Govermnment Reform, "The Effect of Federal
Regulations on Gasoline Prices in the Milwaukee/Chicago Area", July 7, 2000.

XXVII. EPA Office of Mobile Sources Fact Sheet on RFG, November, 1999
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EXHIBIT |

National Petroleum Council (NPC) draft report, "U.S. Petroleum Refining--Assuring the
Adequacy and Affordability of Cleaner Fuels", June 20, 2000.

The foliowing exhibits were taken from the June 20, 2000 draft release of the National
Petroleum Councif’'s report “U. S. Petroleum Refining — Assuring the Adequacy and
Affordability of Cleaner Fuels™

¢ Operating Refineries vs. Average Capacity

Since the oil industry was decontrolled in 1982, there has been a clear trend
toward fewer and larger operating refineries. Companies have chosen to close
smaller and presumably less efficient plants, while larger and more sophisticated
refineries have been expanded. Some industry analysts cite the increased capital
requirements for the manufacture of clean fuels as a contributor to this trend.
Currently there are 155 operating refineries with 16.3 million barrels per day of
crude oil distillation capacity. The average refinery has a capacity of 105,000
barrels per day.

» Refining and Marketing Investments

The U. S. refining and marketing industry (R & M) has invested heavily for both
the maintenance and expansion of facilities and for the environment. According
to data collected by the Department of Commerce and AP, base R&M
expenditures average around $2 bilion per year while environmental
expenditures vary from a few hundred million to as much as $4 billion per year.
Environmental expenditures were at very high level in 1992 through 1995 in
response to the Clean Air Act Amendments of 1990 and other clean fuel
programs.

¢ Refining and Marketing Return on Equity vs. S&P 500
The U. 8. Petroleurn industry has historically earmned a lower rate of return on
equity than the Standard & Poor 500 companies, 10.5% versus 12.5% as
measured by the Energy Information Administration’s {EIA) Financial Reporting
System from 1981-1998. Within the petroleum industry, refining and marketing
operations earn around a 5% return on capital employed versus 7% for the
combined upstream and downstream segments.
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NPC Refining Study DRAFT June 20, 2000
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NPC Refining Study DRAFT June 20, 2000
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Figure 4. Historical U.S. Refining and Marketing Investments
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NPC Refining Study DRAFT June 20, 200G
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EXHIBIT Il

State/Federal Gasoline Excise Taxes (MAP)

When examining the difference between the wholesale or dealer tank-wagon price of
gasoline and the average retail or “street” price, it is important to consider both the
Federal and State excise taxes. in the Midwest states where MAP markets most of its
gasoline, state excise taxes range from 15.0 to 26.4 cents per gallon to go along with the
18.4 cents per gallon federal excise tax. The attachment depicts the level of excise taxes
in all 50 states as of June 30, 2000. Many states and municipalities also  have sales
taxes on gasoline in addition to these excise taxes.
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Federal and State Tranportation Fuel Excise Taxes as of June 30, 2000

Gasoline {cents/gal) Diesel {cents/gal)
Federal Transportation
Fuel Taxes 18.4 244
State Transportation
Fuel Taxes
Alaska 8.0 8.0
Alabama 16.0 17.0
Arkansas 18.5 18.5
Arizona 18.0 18.0
California 18.0 18.0
Colorado 220 205
Connecticut 38.0 18.0
District of Columbia 20.G 200
Delaware 23.0 220
Flordia 13.3 13.3
Georgia 7.5 7.5
Hawaii 18.0 16.0
fowa 200 225
{doho 25.0 250
Hlinois 18.0 21.5
Indiana 16.0 16.0
Kansas 200 220
Kentucky 15.0 120
Louisiana 20.0 0.0
Massachusetts 21.0 21.0
Maryland 23.5 245
Maine 18.0 200
Michigan 18.0 16.0
Minnesota 200 200
Missour 17.0 14.0
Mississippi 18.0 18.0
Montana 27.0 27.0
North Caroline 231 23.1
North Dakota 210 210
Nebraska 238 239
New Hamshire 18.0 18.0
New Jersey 10.5 13.8
New Mexico 17.0 18.0
Neveda 240 27.0
New York 80 8.0
Ohio . 220 220
Oklahoma 16.0 13.0
Oregon 26.0 26.0
Pennsylvania 12.0 12.0
Rhoad Istand 28.0 28.0
South Caroline . 16.0 16.0
South Dakota 220 220
Tennessee 20.0 17.0
Texas 20.0 200
Utah 19.0 19.0
Virginia 17.5 16.0
Vermont 19.0 16.0
Washington 23.0 230
Wisconsin 26.4 264
West Virginia 20.5 205

Wyoming 1.0 11.0
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EXHIBIT 1l
U.S. Refinery Capacity (DOE/EIA, 1999 Petroleum Supply Annual)

Total U. S. Refining capacity, measured as crude oil distillation capacity on January 1,
2000, is 16,511,871 barrels per day in 158 operable refineries. (Source: Energy
information Administration 1999 Petroleum Supply Annual) The total industry capacity
has declined some from 1991 through 1996, but has been growing over the last four
years. Refining capacity in the Midwest, generally referred to as PADD 2, has been
relatively stable at 3.6 million barrels per day. The much larger Gulf Coast region (PADD
3) with 7.55 million barrels per day of capacity has been growing for the last several
years.
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Table 36. ber and C; of Operabte F 1 Refl by PAD District and State as of
January 1, 2000
Atmospheric Crude G Distillation Capacity
FAD District Numbaer of Harrels per Barrels per
Oparabis Refinerlas Calandar Da Stream Day
I s 3 o S0P 792,058 693,958 i

1 157,000 2 160,000 ¢
2 2 z 14,000 28000 18,000
] 5 80,000 610,158 83,000
6 & 3 824,400 [
1 1 [ 81,900 o
1 1 k] 13,500 o

a8 20 e B 3790400 B
8 8 [ 1.673,000 ]
2 2 I 455,000 ]
3 < o 308,000 il
2 2 bl 236,300 o
1 1 B 75,000 [
2 2 o 355,000 O
1 1 58,000 0 60,000 0
4 4 $25,500 h 539,000 [
a8 5 454,489 i1 480,500 480,500 0
1 1 180,000 2 169,300 163,300 o
t 1 33,000 :] 35,000 35,000 0

B8 i 2T : ;‘v,sss)az’ Pl 8,700 TSR3 TAYEIIZ oL Te0h
3 ¢ 136,000 o 138,000 135,000 ]
2 4 80212 8,700 88,750 84,750 7,000
17 ¢ 2878580 3 2804255 2,804,255 4
4 ¢ 335,800 [+ 384,000 384,000 o
3 ] 95,600 [ 100,107 100,507 ]
27 Q 4,246,050 3 4489200 4,483,200 ¢
T A%s0b:
4]
1]

Puerio Rico
Virgin Istands.

wre & sewvniae

12500

§ 0
5,000 5,000 ¢ 7,000 0
o [ ¢ [ o
600,720 591,520 9200 628,100 613,100 10,000
6,511,871 1 16,394,97 - 17,208070,. TATA09,170. 0 213800
87,000 42,000 45000 94,000 48000 48,000
495000 430000 §5000 525000 450006  TSON0

See footnotes at end of table,

80

Energy

unt Supply Annual 1999, Volume 1
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EXHIBIT IV
U.S. Refinery Capacity Utilization (DOE/EIA, 1999 Petroleum Supply Annual)

U. S. refining industry crude oil throughputs have utilized an ever-higher percentage of
refining capacity over the decade of the nineties, increasing from around 87% to above
95%. Refinery utilization in PADD 2 has historically been measurably higher, at 92% to
08%. Over the last few years, ufilization in PADD 3 and the U. S. as a whole has
increased to about the same level, around 95%. When the large Gulf Coast district is at
high utilization, there is less spare capacity and a reduced ability to make up for supply
shortfalls in the Midwest.
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EXHIBIT V
MAP Refinery Capacity Utilization (MAP)
Marathon Ashland Petroleum (and its parent partners before 1998) have historically

exceeded the national average utilization and have increased refinery utilization from
91% in 1995 up to 97% in 2000 year-to-date.
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EXHIBIT Vi
U.S. Refinery Closures (July 1999, APi, Basic Petroleum Data Book)

The changes in U. 8. refining capacity has unfortunately involved the shutdown of a
number of refineries in all parts of the country, as shown in the exhibit. In PADD 2, there
have been 13 refinery closures with a combined capacity of 337,300 barrels per day of
capacity since 1987. In the larger PADD 3, there have been 27 shutdowns totaling 819
thousand barrels per day. In the U. 8. total closings have numbered 63 refineries with
nearly 1.6 million barrels per day of capacily.
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United States Refineries Inoperable Shutdown (1)
as of January 1, 1987 through December 1, 1999

Crude Date of Nelson
Distillation Last Date Years in Complexity
Refinery Location Capacity (b/d] Operation. _Shutdown Operation PAD Index (2)
Cibro Refining Albany, NY 41,850 Jul-83 Sep-93 14+ 1
St. Mary’s Refg. Co. St. Mary's, W 4,000 Feb-93 Mar-93 45+ 1
Seminote Refining Corp. St. Marks, FL 17,0600 May-87 Mar-88 28 1
Virginia Oit & Refining Co., Inc. Jonesville, VA - 1,000 Aug-87 Dec-87 2 1
Total PAD | 63,850 4
Barrett Refg. Corp. Custer, OK 10,500 Jan-96 Jan-96 15 2 10 A
Coastal Refg. & Mktg. Augusta, KS o May-93 Jun-93 7 2 50 A
Coastal Refg. & Mktg. Wichita, KS 43,700 May-93 Jun-93 45+ 2
Crystal Refining Carson City, Ml 3,000 Oct-62 Sep-93 45+ 2 10 A
Cyrit Petrochemical Corp. Cyril, OK 7,500 May-95 Dec-95 2 2
Farmland industries Phillipsburg, KS 26,400 Dec-9t Jul-92 43+ 2 32 A
indian Refining Lawrenceville, IL 80,750 Sep-95 Oct-95 6 2 80 A
Intercoastal Energy Services Corp,  Troy, IN 1,250  Nov-80 Mar-91 2
Laketon Refining Co. Laketon, IN 11,100 Jun-95 Jan-96 5 2 3.0 A
Marathon Oil Co. indianapolis, IN 60,000 Sep-93 Oct-93 45+ 2 70 A
Motor Oils Refining McCoaok, IL 1,500 Jan-88 Feb-88 6 2
Total Petroteum, inc. Arkansas City, KS 66,000 Aug-96 Sep-96 4 2 66 A
UDS-Total Alma, MI 45600 Oct-98 Oct-28 nfa 2 79 8
Total PAD Il 337,300 13
Amerada Hess Purvis, MS 30,000 Jan-94 Feb-94 35+ 3
Arcadia Refg. & Mkig. Lisbon, LA 7,350 Jan-96 Jun-96 13 3
Canal Refining Co. Church Point, LA 9,500 May-97 Jun-g7 44+ 3 17 B
Donna Refining Pariners Ltd. Donna, TX 4,750 Nov-89 Dec-89 1 3
Dubach Gas Dubach, CA 8,500 Dec-93 Dec-93 20 3
Eagle Refining Jackson, TX 1,800 Jan-90 Oct-80 3
El Paso Refining, L.P. El Paso, TX 50,000 Oct-82 Dec-92 6 3
GAMXX Energy Inc. Theodore, AL 27.000 Jan-88 Mar-88 17 3
Gold Line Refg., Ltd. Lake Charles, LA 27,600 May-97 Apr-97 17+ 3 153 B
Gold Line Refg., Ltd. Jennings, LA 12,000 Jul-87 Jan-98 1 3
Iraron Refg., Inc. San Leon, TX 7,000 NA Aug-80 [ 3
Liquid Energy Corp. Bridgeport, TX 10,000 Feb-87 Oct-88 6 3
Longview Refining Assoc. Longview, TX 13,300 Aug-92 Sep-92 3 3
MacMillan Petroleum Co. Norphlet, AR 5,800 Aug-87 Dec-87 39 3
0OGC Corp. Egan, LA 5,000 Sep-87 Oct-88 2 3
Pacific Refg. Hercules, CA 50,000 Jul-95 Sep-97 29 3
Petrolite Corp. Kilgore, TX 600 Dec-97 Feb-98 45+ 3
Pride Refg. Inc. Abilene, TX 42,750 May-98 Apr-98 37+ 3 41 B
Rattiesnake Refining Wickett, TX 8,000 Feb-92 Mar-92 2 3
Sabine Resources. Stonewali, LA 12,000 b) Feb-92 0
Shell Oit Co. Odessa, TX 28,300 Oct-98 Nov-98 39+ 3 43 8B
Texas United Refining Corp. Nixon, TX 20,800 Apr-92 Jun-92 17 3
Thiiftway Co. Bloomfield, NM 4,000 Jan-92 Oct-92 ] 3
Trans-American Refining Corp. (3) Noreo, LA 300,000 {b} Dec-92 0
Unocal Corp. Nederand, TX 120,000 Dec-89 Dec-89 6 3
Vuican Refining Cordova, AL 9,500 Sep-90 Dec-90 3
Warrior Asphalt Refining Corp. Holt, AL 4,000 Aug-89 Dec-89 34 3
Total PAD 11l 819,650 27
‘Amoco Oil Co. Casper, WY 40,000 Dec-91 Dec-91 8 4
Landmark Petroleum Inc. Fruita, CO 10,000 Jan-92 Nov-03 3+ 4
Mountaineer Refining Co., Inc. LaBarge, WY 350 Dec-87 Jun-88 13 4
Pennzoil Producing Co. Roosevelt, UT 8,000 Sep-84 Oct-94 20+ 4
Total PAD IV 58,350 4
Anchor Refining Co. McxKittrick, CA 10,000 Jun-91 Aug-91 5
Beacon Oil Co. Hanford, CA 17,300 Nov-87 Dec-87 27 §
Chemoil Reg. Corp. Long Beach, CA 18,000 Feb-94 Apr-94 5+ 5
Chevron Kenai, AK 22,000 Jun-9t Juot 7 5
Eco Asphalt inc. Long Beach, CA 10,550 ) Oct-92 0 5
Fletcher Oil & Refining Carson, CA 29,675 Sep-92 Oct-92 4+ 5
Gibson Oil & Refining Bakersfield, CA 9,600 Jut-87 Dec-90 5
Golden West Santa Fe Springs, CA 47,000 Feb-82 Mar-92 ¢ 5
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United States Refineries Inoperable Shutdown (1)
as of January 1, 1987 through December 1, 1998

Crude Date of Nelson

Distlllation Last Date Years in Complexity
Refinery Location Capacity {bid) _Operation  Shutdown _Operation  PAD Index{®)
Intenmountain Refining Co. Fredonia, AZ 3800 Jan-@4 May-96 i+ 5 5 B
Newhall Refining Co., Inc, Newhali, CA 2250 Nov-8% Dec8 42 5
Pefro Souece Refining Tonopah, BV 4500 SepSy Dec-92 2¢ 5
Peweriine Gil Co. Santa Fe Springs, CA 48,500 Jun-8§ Sep-95 8t 5
Sound Refining ins. Tacoms, WA 45,000 Oct-98 Dec98 304 5 18 B
SunbeR Refining Co. Caoqlidge, AZ 0000 Aug-93 Sep-03 3+ 5
Sunland Refining Corp. Bakersfield, CA 12000 Mar-95 Deg-85 47+ 5 17 B
Total PAD V / No. of refineries 303,425 5
Tatal U.84 No. of refineries 578 83

{1) The July 1898, AP, Basic Petroleurn Date Book, included data through 12/98, Alma was added for 1588,
{2} A - 1982 Marathan Economies study - caiculated
B~ 1895 Lehman Broihers publcation
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EXHIBIT VII
“Midwest Gasoline Price Increases", CRS Report, June 16, 2000

The Congressional Research Service report on the causes for high gasoline prices in
Midwestern states attributes the price increases to five factors: 1) higher crude oil prices,
2) use of ethanol in the RFG process, 3) pipeline problems, 4) low inventories, and 5)a
patented RFG process.

Committee on Science

F. James Sensenbrenner, Jr., Chairman
Ralph M. Hall, Texas, Ranking Democrat
www.house.gov/science/welcome. htm

June 20, 2000

Press Contact:

Jeff Lungren (Jeff.Lungren@mail.house.gov)
(202) 225-4275

CRS REPORT FINDS MIDWESTERN CONSUMERS ARE PAYING 50 CENTS PER
GALLON MORE PRIMARILY DUE TO RFG REQUIREMENTS

WASHINGTON, D.C. - House Science Committee Chairman F. James Sensenbrenner, Jr., (R-
WI) and Rep. Paul Ryan (R-WI) today released a Congressional Research Service (CRS) report
on the causes for high gasoline prices in Midwestern states, including Wisconsin, Ilinois, and
Michigan.

The report finds, “It can be roughly estimated that 25 cents of the regional [Chicago/Milwaukec]
price increase is due to transportation difficulties and another 25 cents, roughly estimated, could
be due to the unique RFG [reformulated gas] situation in Chicago/Milwaukee...[T]he fact that
RFG prices are above conventional gas suggests that the difference is due to the supply of RFG
uniquely.”

The report attributes the recent Midwestern price increases to five factors: 1) higher crude oil
prices, 2) use of ethanol in the RFG process, 3) pipeline problems, 4) low inventories, and 5)a
patented RFG process.

Chairman Sensenbrenner has forwarded the report to Wisconsin Gov. Tommy Fhompson,
Iilinois Gov. George Ryan, and the Members of the Wisconsin congressional défegation.
Chairman Sensenbrenner also forwarded the report to House Government Reform Committee
Chaitman Dan Burton (R-IN) and House Judiciary Committee Chairman Henry Hyde (R-IL)
because both committees are considering holding hearings on the issue of high gas prices in the
Midwest.

Recent requests by Midwestern areas for waivers from the RFG Phase II requirements have not
been granted by the U.S. Environmental Protection Agency (EPA).

Chairman Sensenbrenner and Rep. Ryan said, *I think this report presents a strong case for the
EPA granting relief — even on a temporary basis — for consumers from the new REG
requirements. Such an action would give the public some respite from these untenably high
prices without harming our environment.”



220

Congressional Research Service @ Library of Congress @ Washington, D.C. 20540
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Memorandum June 16, 2000
SUBJECT : . Midwest Gasoline Price Increases
FROM : Lawrence Kumins

Specialist in Energy Policy
Resources, Science, and Industry Division

Summary

Gasoline prices nationwide have risen about 60 cents per gallon since the begiming of
1999. Some localities — notably in Michigan, Hllinois, and Wisconsin — have experienced even
grater price hikes, often twice as much as the national average. These higher prices can be
atributed to five factors. In summary, they are:

Higher Crude Oil Prices, Refiners’ crude acquisition costs have risen by the equivalent
of 48 cents per gallon during the past year and a half.

Use of Ethanol in Reformulated Gasoline. Reformulated gasoline (RFGY) is required in
numerous areas designated by EPA as ozone nonattainment areas. About 30% of the gasoline
sold in the United States is RFG. Refiners serving the Chicago and Milwaukee areas use ethanol
instead of MTBE (the additive used in most other RFG areas) to meet the oxygen requirements
of the RFG program. New requirements for Phase 2 of this program which took effect June 1,
2000, have made it more difficult and costly to make RFG with ethanol. How much more costly
is a matter of debate. EPA estimates the impact of Phase 2 requirements at 5-8 cents per gallon,
RPG prices in Chicago and Milwaukee are at Jeast 50 cents above RFG prices elsewhere,
however., Not all of this difference can be attributed to the RFG requirements or the use of
ethanol. In fact, non-reformulated gasoline sold in areas near Chicago and Milwaukee is priced
well above comparable gas sold elsewhere.

Pipeline Problems. Two oil pipelings serving the upper Mid West bave been
experiencing operational difficulties. The Wolverine Pipeline between Chicago area refineries
and Michigan had a spill and is slowly being brought up to capacity. It is expected to be fully
operational on June 17. Meanwhile, ExxonMobil has put its branded gasoline distributors on
allocation. The Explorer pipeline serving St. Louis and Chicago is operating at 10% reduced
throughput, meaning St. Louis deliveries are reduced by about 50,000 barrels per day (b/d) and
Chicago by about 34,000 b/d. In a tight regional market, supply reductions of this magnitude can
be extremely disruptive, and lead to significant price increases.

Low Inventories. The EPA reports that crude oil and gasoline inventories are extremely
low. There is the equivalent of about 2 days of consumption in working inventory. When stocks
get this low, misallocations to the distribution system cannot easily be corrected. And refiners
are slow to but extra gasoline on the market when needed because they are unable to replace
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those barrels with gasoline or extra crude runs at their plants.

Patented RFG Process. Patents by Unocal on an important reformulated gasoline
process may have some marginal impact on price and availability of RFG. However, with
regional gasoline prices as high as they are, any license fee owed to Unocal once the license fee
is ultimately determined would be too small to create a barrier to making RFG or the blending
material for ethanol-based RFG.

In summary, some of the increased prices in Chicago/Milwaukee and Detroit can be
attributed to these factors. About 48 cents of the current price is likely due to higher crude costs.
This impacts gasoline consumers everywhere. It can also roughly estimated that 25 cents of the
regional price increase is due to transportation difficulties and another 25 cents, roughly
estimated, could be due to the unique RFG situation in Chicago/Milwaukee. These figures are
very rough approximations based on spot market valuations, which do not comprise a complete
series of price data. They are intended as rough estimates of each factors contribution to higher
prices.

Oil Supply Price Background

Retail prices of petroleum products and motor fuels have risen sharply this year. Volatile
oil prices have been driven up largely by production cutbacks by the Organization of Petroleum
Expotting Countries (OPEC). The reduced OPEC production quotas have combined with strong
world demand to boost crude oil prices from $10 per barrel at the end of 1998 to about $30 per
barrel by late 1999.'

OPEC output quotas also resulted in reduced petroleum stocks around the world. In the
United States, crude oil and gasoline inventories are well below normal levels. Spot shortages of
home heating oil and diesel fuel occurred in eastern part of the nation during winter 2000. Now
that gasoline is in seasonally high demand, short supplies and instances of volatile prices are
cropping up around the country. The most notable price increases are in the upper Mid West,
where pump prices have exceeded $2.00 per gallon.

Table 1 shows wholesale prices for regular grade reformulated gasoline (RFG) at
important spot market trading centers around the nation. These prices do not include taxes or
other charges such as transportation and dealer costs. RFG, which is oxygenated to reduce
carbon monoxide emissions, must be substituted for regular gasoline in certain urban regions
during the warmer months of the year.

! All prices cited in this memo are from the U.S. Department of Energy’s Energy Information
Administration.

Table 1. Wholesale RFG Prices (regular grade) 6/9/00
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Location Price range (cents/gal)
Metro NY 10610 108
New Jersey 1040 108
Baltirnore 107 to 109
Boston 106t0 111
Norfolk 10710116
Philadelphia 104 10 107
Chicago 161 to 168
Dallas/Ft. Worth 106t0 110
Houston 104t0 113

Source: Plait’s Oilgram Price Report, June 9, 2000, Page 5

Whils providing a onc-day smapshot of RFG prices, these figures are geperally
representative of current marketplace conditions. They show that Chicago RFG — in round
numbers — is about 50 cents per gallon above the eastern half of the nation.

Plart's publishes a wide array of data for regular gasoline prices at terminals around the
country. On June 15, 2000, the wholesale price of regular gas was about $1.27 per gallon in
Chicago, excluding taxes and other charges. Detroit posted at a range of $1.37 o $1.70, a very
wide band typically associated with some sort of market disturbance. The eastern part of the
nation (Petroleum Allocation for Defense District 1, or PADD 1) was clustered ¢lose to the $1.00
per gallon mark.

With Chicago RFG prices running about 50 cents above the eastern part of the nation —
and regular gasoline 27 cents above — a generalized supply shortfall in the Chicago area is
strongly suggested. And the fact that RFG prices are above conventional gas suggests that the
difference is due to the supply of RFG unigquely. That conventional fuel is above priced above
the rest of the nation suggests a shortage in the region resulting from pipeline transport problems.
And with regard to Detroit, prices above the rest of the nation — as well as an usually wide range
in price quotes ~ suggests that there may well be a supply disruption having Tocal impact.

It must be reiterated that this effort to attribute price differentials to the availability of FG
and to pipeline supply difficulties is a simplistic exercise based on incomplete data. It has been
undertaken in order to separate the price effects of generalized regional shortage due to transport
breakdowns from the tight supply of RFG blending material.

Higher Crude Costs

Gasoline and crude oil reached their lowest prices in recent history in December 1998
and January 1999. Tn December 1998, crude cost U.S. refiners $9.84 per barrel; in January 1999
crude was $10.47. Similarly, gasoline of all types sold at the pump (including all taxes, etc) for
an average of $1.05 and $1.03 per gallon December and January.

Since that time, petroleum prices have risen consistently; in mid-June of 2000, crude is in
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the $30 per barrel area, 4n increase of roughly $20 per barrel or 48 cents per gallon. Tt is likely
that all 48 cents have been included in pump prices.

OPEC has set production quotas that resulted in much higher crude prices than were
anticipated. Crude oil on the N.Y. Mercantile Exchange (NYMEX) is trading at about $33 per
barrel (bbl) as of mid-June. All petroleum products are affected more or less proportionally by
high-priced crude oil, and consumers of all fuels look toward the June 21, 2000, OPEC meseting,
at which a production increase is to be discussed.

Chicago-Milwaukee RFG

RFG is a smaller percentage of regional gasoline supply in the mid-continent than in most
other regions. Essentially, it is used only in Chicago and Milwaukee; the rest of the region uses
conventional fuel. These cities have virtually banned the oxygenate MTBE from RFG sold in
their cities. Instead, ethanol is used to increase the oxygen content of RFG to minimize carbon
monoxide emissions. In current market conditions, the price of the gasoline base material needed
for oxygenate blending (called RBOB) — rather than the cost of cthanol -~ has become the
primary factor in the region’s high prices.

The difficulty stems from the fact that RFG volatility (speed of evaporation) is limited
by regulation. Ethanol is much more volatile than the major alternative oxygenate, MTBE. In
order for the ethanol blend RFG to fall under the overall volatility limit, the volatility of the
RBOB to be used in ethanol blending must be low. This is a matter of biending volatile ethanol
~ a physical fact that cannot be changed — with special reduced-volatility RBOB. The difficulty
arises because low-volatility RBOB is very hard to manufacture, and there is very little demand
for this material outside the Chicago-Milwaukee gasoline market. Most of the required material
is made in the six refineries in Illinois (whose capacity totals nearly 1 million barrels per day).
When demand exceeds local refiners’ ability to manufacture low-volatility RBOB, supplies are
brought in from Gulf coast refiners by pipeline.

Low volatility RBOB is a specialty product; not all refiners can or will manufacture
gasoline to such specifications. And shipping presents difficulties stemming from the unique
nature of the product, the need to segregate within the pipeline and the fact that it is usually
shipped in relatively small quantities. Additionally, transportation bottlenecks could adversely
affect the price and availability of this material in this consuming region.

Troubled Pipelines

Two pipelines that play important roles in supplying gasoline to the upper Mid West are
currently suffering operational difficulties. Petroleum is most efficiently transported in large
quantities by pipeline. When the pipeline system has capacity problems, it can be supplemented
by truck, and/or waterway transport in some cases. But pipelines’ ability to move large amounts
of fuel is difficult to replicate by supplementary transport, as are the low-costs inherent in
pipelining.
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The Explorer pipeline transports fuel from the Golf coast to Chicago, traveling south to
north and passing through St. Louis. The Explorer had a fire near St. Louis in March 2000. The
damage was repaired quickly, and transport resumed. But as a result of the investigation into the
incident, the pipeline company and the Department of Transportation entered into a verbal
agreement to reduce operating pressure by 20%. This translates into a volumetric reduction
(measured in b/d) of 10%. The Department of Energy (DOE) estimates that this has reduced the
pipeline’s throughput to St. Louis from 550,000 barrels per day to 500,000, creating an
extremely tight local gasoline market. After St. Louis the pipeline’s diameter becomes narrower
to match reduced northbound requirement, although it is probable that the flow reduction in this
segment of the pipeline is also 10%.

The other pipeline that is having problems is the Wolverine pipeline, which has a
capacity of 186,000 barrels per day and runs eastward from Niles, Illinois, to Jackson, Michigan.
A leak in early June has caused an interruption of service. Gasoline is currently being trucked
around the break, which is being repaired. The pipeline is scheduled to be back in full service on
June 17. While the repairs are being made, Michigan supplies have been disrupted and prices
have spiked.

U.S. Crude Oil Inventories

OPEC attempts to set prices by administering the level of supply sent to the world
market. When OPEC members met last March, they set quotas that were not high enough for
refiners around the world to rebuild crude stocks depleted by winter heating demand. Thus, low
inventories are a problem around the world. In the United States, crude oil stocks are presently
20 million barrels under the normal range for this time of year, according to the Energy
Information Administration (EIA). They stand at 31 million barrels above the lowest operational
inventories ever observed in recent times. This is the equivalent of 2 days of refinery operations.

Gasoline stocks are in similarly tight condition. While U.S. inventories are just below the
lower range of normal seasonal stocks, they are only 16 million barrels above the minimum
operational level of 185 million barrels.> This means that the amount of readily marketable
gasoline in the U.S. production and distribution system is the equivalent of slightly less than two
days of current consumption,

When oil inventories get this close to minimum operating level, refiners’ flexibility is
diminished, and they are less able to deal with such factors as unanticipated demand changes,
distribution difficulties, or special requirements. The latter includes such factors as the demand
for RBOB suitable for ethanol blending.

? Minimum operational levels are the lowest inventory levels that have been observed in the
United States in recent times. Such levels have been associated with distributional problems.
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The Unocal Patent Issue

Unocal, a large, integrated oil company, has substantial gasoline production in its
California refinerics. California has special air quality problems, and special gasoline is needed
to meet California Air Resources Board (CARB) specifications, which are currently tighter than
national Phase 11 RFG requirements. In 1990, Unocal researches discovered a unique way of
manufacturing gasoline with minimum volatility, as well as some other parameters helpful in
meeting clean gasoline requirements. A patent was applied for and in 1994, the U.S. Patent and
Trademark Office awarded Unocal its first patent. Four other patents were subscquently
awarded to the company.

In 1995, Unocal announced its intention to license the patent to other refiners. Shortly
thereafter, six major refiners sued Unocal, challenging the validity of its patents. The U.S.
District court found in favor of Unocal, upholding the patent’s validity and awarding Unocal
damages of 5.75 cents per gallon on the gallons manufactured that infringed on Unocal’s patent.
In March 2000 the initial verdict was upheld in the U.S. Court of Appeals for the Federal Circuit.

How much gasoline is involved in the Unocal patent? Most gasoline is made by processes other
than those patented by Unocal. In California, where CARB gasoline is often made using the
Unocal process, the company estimates that only 2.9% of the gallons produced would involve its
patent; 71% fell outside the patent. Around the rest of the nation, an even smaller amount would
fall under the patent. Unocal has asserted that the proportion of regular RFG subject to its patent
is small, but increases as octane increases. Most gasoline sold nationwide is regular grade.

Refiners have substantial latitude in which to formulate gasoline, and can choose to blend
around the patents by changing the mix of ingredients. Refiners contend that, while they can
often avoid the patent issue, “blending around” can cost them as much as 5 cents per gallon in
higher manufacturing costs. But the patents might be a factor in the manufacturing of RBOB
suitable for ethanol blending. Because of such RBOB's low volatility, it may well be dependent
on Unocal’s process.

At this point, negotiations about licenses and appropriate fees are beginning. There
seems to be agreement on both sides that the 5.75 cents-per-gallon judgment handed down in
court is too high for future license fees. It is likely that fees may be smaller when the
negotiations are complete.

Meanwhile, refiners using the Unocal process without a license operate in an area of
uncertainty, because the cost of licensing the Unocal process has not yet been determined. Some
contended that this uncertainty created by the court decision has adversely impacted RFG
production. However, given the high market prices for gasoline generally, and for RFG and
RBOB specifically, prices may already be high enough to cover whatever costs might be
incurred when the license fee issue is resolved.

This dum was prepared by the R Sei and Industry Division to enable distribution to more
than one congressional client.
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EXHIBIT Vil
Why RFG Inventories Must be Taken to Near Zero Levels for Spring Conversion (MAP)

This document summarizes the nature of the inventory turnover required each spring and
fal! due to gasoline volatility requirements. The RFG Phase Il requirements result in the
most severe inventory shifts faced by the industry to date.

WHY RFG INVENTORIES MUST BE TAKEN TO NEAR ZERO LEVELS FOR SPRING
CONVERSION

BACKGROUND

Every year the pipelines, terminals, jobbers and service stations must convert their gasoline from
winter grade to summer. This process has taken place for decades because spark ignition
gasoline engines need different fuel properties for satisfactory operation under winter conditions
than they do under summer conditions. Vapor pressure is the primary variable that changes.
Gasolines need high vaporization rates in the winter to ensure ignition and good starting. In the
summer high vaporization can cause fuel line vapor lock and therefore must be avoided.

ASTM developed regional requirements for gasoline vapor pressure based on seasons of the year
and geographic location. In the early 1990’s EPA started requiring low Reid vapor pressure
(RVP) gasoline of 7.8 psi in southern cities with ozone problems during the summer ozone
season, which is defined as June 1 to September 15. In 1995 EPA started requiring Phase I RFG
year round in cities with ozone problems or cities that elected to opt into the RFG program.
Phase IT RFG requirements went into effect January 1, 2000, with the summer specifications
required to met by May 1 at the terminal level and by June 1 at the station level.

Table 1 shows the change in northern RFG summer specifications from Phase I to Phase II. The
large reductions in VOC emissions forces drastic reductions in RVP as can be seen in Table 2

TABLE 1
PHASE 1 VS PHASE Il FOR NORTHERN, SUMMER RFG
PHASE 1 RFG PHASE Il RFG
VOC EMISSION REDUCTION, % 17.1 274
NOx EMISSION REDUCTION, % 1.5 6.8
TOXICS EMISSION REDUCTION, % 16.5 215
OXYGEN CONTENT, WT% 2.1 2.1
BENZENE, VOL % 0.95 0.95
TABLE 2
EXPECTED VALUES OF KEY RFG PROPERTIES
v PHASE I RFG PHASE I RFG
RVP, psi 78-83 6.8-7.0
SULFUR, ppm 330-500 150-170
BENZENE, WT% 0.95 7-8

PAST CONVERSIONS WITH CONVENTIONAL GASOLINE

In the past tanks could be converted to the lower RVP requirement simply by lowering the tank
volume and moving in a batch of sub-RVP gasoline. For example a tank of 12.0 psi gasoline
could be converted to 8.0 psi by lowering the level to 20% of operating capacity and then filling
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remainder of the tank with 7.0 psi gasoline. This operation requires an accurate prediction of
5 to be certain that the remaining tank volume is below the targeted level and accurate

Jline movements to be certain that the new batch of lower RVP gasoline arrives after the

eted level has been reached but before the tank is empty and sales have to be stopped.
situation is compounded by a distribution network that in many cases has three to five tanks
ntially in series that must be converted one after the other. For example after MAP’s Texas

' refinery converts its refinery tanks, batches must be sent to convert tankage at the Pasadena
1nal, after this Explorer tankage must be converted, then MAP’s Griffith tankage, then

:age at the Chicago terminals and finally the station tanks must be converted. Milwaukee and
veland have similar supply chains.

ag the example above for a four tank distribution chain, assuming all the tanks start with 13.5
pasoline (the typical RVP going into conversion season) and are at 20% when new batches
ve, you can calculate that the first batch of 7.0 gasoline converts the first tank to 8.3. But that
RVP batch converts the second tank in the system to 9.3, the third tank to 10.2 and the fourth
:to 10.8 RVP. In this example it takes three consecutive 7.0 psi batches until the fourth tank
slow the targeted 8.0 RVP. Given 20 days of shipping time, it takes two months of perfect
rations, selling exactly at forecast and with no change in pipeline delivery schedules to

vert this system of four tanks.

3 CONVERSIONS

m Table 2 the targeted range for Phase I RFG was 7.8 to 8.3 RVP. Thus, the four tank
mple above roughly approximates how tanks were converted to Phase I RFG summer

oline in the north. It should be noted that if sales were below forecast or pipeline deliveries
e ahead of schedule, the fourth tank in the system, most likely a terminal tank would be full
ff spec material. Unless this tank volume can be sold before May 1, it will remain full of
erial that can not be sold until after September 15 and thus it is effectively out of service for
summer.

amer grade northern Phase II RFG, however, has a targeted RVP of 6.8 to 7.0 (Table 2).

amer grade RFG also has a minimum RVP requirement of 6.4 psi to be certified at the

nery gate. The addition of even 5% of 13.5 psi RFG to a 6.4 RVP batch reaches the 6.8 RVP

«et. Further complicating the situation is the fact that the measurement reproducibility for

P is +/- 0.3 psi. This effectively means that the lower limit and the targeted RVP are virtually
same and conversion from a 13.5 psi RVP using the traditional tank conversion procedure
not work for Phase Il RFG. The only workable solution is to nearly empty the tank before
new batch arrives.

: requirement to empty RFG tanks as they are converted in the spring results in a drastic
uction in RFG stocks during this time period. Unless this inventory reduction can be quickly
ailt, the entire RFG distribution system is vulnerable to refinery upsets or distribution

blems.

EXHIBIT IX

.. Frank letter to the editors; The Courier, The Cincinnati Post, and the Detroit News,
1e 2000

The attached exhibit is an editorial letter written by J. L. Frank to the Findlay Courier,
June 20, 2000.
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'VIEWPOINT

@ Lom 1er

The Findiny Pubshiog Casmgany

Why gasoline soared

Interruptions, regulations reduced supply

By 11.“COBKY™ FRANK.

Consumers are understand:
ably cancermed about the e
cent surge in gasoline prices,

particulatly those in the Mid-
wcsi Much of the increase na-
tionwide is related to the price
of crude oil, which hus neatly
triplesd since January 1989, and
to the @nplemeniation of regu-
lations which force sefiners to
produce m ever-widening ar-
ray of molor fuels for dilferent
markets. In addition to lhese
factors, the Midwesl has been
experiencing an imbalince o
gascline supply and denvznd
The causes of this -
Balance are new fuel required
June 1 for the Chicago, Mil-
waykee and 5t Louis markets
and 3 series of pipeline and 3
Sinery disraptions.

Au i frequently the mu. the
maket initially reacted lo this
Npplyd‘&mand imbafance with
sharp price increases. How-
ever, thanks 16 a highly com-
petitive market, and to the ex-
traordinary efforts of hard~
working men and women ol
Marathan Ashland l’tlrclzum
and othes
dustry, there are mdn:aham

forthcomin

Thia sitcation ilfusteates lhe
fragile soture
product supply and Hstibo
tion in the Midwest, K also
hightights the need for inv
provements in the supply and
distribution system, and or a
different approsch to fusls reg-
ulations, in order to avoid simi-
lar problems in the future,

By way of background, the
Midwest's nﬁmng capacny
satisfies only ahout 73 percagt
of the region’s demznd for w
troteum produsts, Canseqs

and other ptoducts
must be imported into the Mid-
wesl by pipeline and barge
irom the nalion’s othet refining
centers al @ rale of more than
42 willion gallons per day.
When significant interruptions

occur i the transportation sys-
tem, the supply 2 8
quickly upset.

One guch event ceourred in
March of this year, when Ex-
plorer Pigeline,
of petcalearm proslucts from e

c caKD‘ sullesed
resuited in

From my
company's
perspective, the
supply situation
seems to be
coming back inte
pafance and when
this ks
accomplished,
market forces whit
dao their job on the
price front,

hgl:ler in the Chisago matket,
began to affect surrounding
markds “This included Micht
gae, which receives significant
sup plies imm Chicage on the
clverine Pipeline :ymn, on
um 7, Walver
foted o loak, reqiring msch of
its pipeline system 10 be shut
down for & total of nine days.
Wolverine Pipeline _resomad
operation st Fiday, bat,
again, egulations (zquue that
it operate at 0 full ca-
pacity. This plpe!mt outage, in
an ares where product was &)
teady in short aupply and
where demand was strong, had
a devastating effect on inventor
ies. This r in a corte
spoading increase in prices 25
macket forces acted to allocats

A ol other Midwesl
supply mlemlmlom and refin:
£ry outages also ovourred in e

cent months and sxch event ad
versely impacted upplies in
the Midwest.

These incidents oceuned in

sieed ta supply mulﬂpk geades

of gasoline now required by en
virpamental regulations. For
example, in our 21-sale mar
keting we onte frans
ported stored juat three
grades of gasoline, Now we
handie 16 grades, inchiding
EI’AS Phase I r:lnrmu)a(ed

aves,

% gasoline.
ek ens veuivad at read 1o
cations far the frst time oo

Jure 1, proved more difficult
expemivc 1o meke than
previous specifications,
Not every refinery can eeo-
aomically produce every gude

336
gallons af product to
the Chicago market. Tenich e

mair eanshigment e it for
fhe Midwest upply

could nol be rcphctd i 1o 4
e cagacity on

Exp!mﬂ or other  sysiems.
When the Explarer Fipeline re-
turned to service. it was not al-
fowed to aperate at full capaci-

due to reguiatory
constraints. This reduced ca-
pacity continues to impacl gas-
oline deliveries to the Midwest
at 2 rale of about B3 wmilion
galfons per month.

Meanwhife, as Chicago in-
venlories dwindied, the US.
EPA granied a waiver posipon-
mg mc us( of rtianmhled

mar-
kc« The EP}. urgcd ‘markefers
in St, Louis to use conventional
gasoline for immediate con-
sumption, and at the same time
to build supplies of relormu-
fated gasoline for salz when the
waiver cupired, This worsened
1he supply shortage in the Chi-
cage market.

As prodect  supply  grew

of fuel that g
ulations now  require. Thl
a:cr numbe:r of fuel grades

which ones they will produve.
1§ one sefiner is unable to pro-
duce & particolar fudl gra
there is the possibility that oth-
er refiners may not have the ca-
pacity to taake up the :hor\lan
This can fead to sapply short-

ages uuhl markexs have uw
chance to

Anolher mx}or logisticat

challenge occurs tach spring
and fall when winter gasoline
stecks must be changed for
summer sfocks o vice verss.

In preparation for this sum-.

mers  changeover, enviroR-
mental mgutations forced refin-
€13 and markelers fo victually
empty their storege tanks and
start the driving season with
lower product inventories than
in previous years.

As a tesuit of all these &:-
tors, gawline supplies in
Midwest this sprisg, mdudmg
bimding components wed to
make reformulated  gasoline,
were 15 percent below the five:

year average for the region and
he lowest since 1981, sccond
ing to the LS. Energy Depan-
ment. The smbalance of supply

with demand, coupled with &
Tebound in trude o prices, e
sulted in sharply incscased i
ofisie prices i maay Midwest
markels.

¥'m proud io telf you that the
men and women of Maral
Ashland  Petrolewm  have
worked sround the ek lo
help remedy this sitvation. In
auqun to runming our refine

ies al capacily, we've taken
Stranrdinary memes 10 06
Tver producls fo the Midwest,
For examule we Tave brouglt
inaddiy highet cost truck-
ing resourccs Trom 4 far sway
at Louisiana, Texas snd Flon-
da to transport products from
scurces not nnmally us
supply these markets and have
used barges ta move product
ina the reglon from as far
away as the New York Harbor,
Newloundland, Canada and the
Gulf of Mexico.

From my compaay's per-
spective, the supply situation
seems fo be coming back fito
balance and when this is ac-
camplished, market forces wilt
do theis jobi o the price front.
However, Tet me caution that
the Midwest's supply and dis-
tribution system is delicately
balsnced. As we have seen in
recent weeks, one aniortunate:
fytimed inciden! or ¥ new
ound of regulatory require:
ments can pul iremendous
pressure on this system.

Mazathon  Ashiznd  Petro-
fewm is currently worki
several projects that could help
esse situations like the one we
are experiencing now, We'se
serking vights of way and pere
mils 4o construct a new relined
petroleum products pipeline to
serve the growing central Ohio
market, but our progress bas
been hampered due to right-of-
way Idigation, We'we also
jaied two other romparies o
convert a natural gas pipeline
inio a new products pipeline
from the Gull t 10 the
Midwest, including the Chics
o area. Federal and state gow
emmants could help by expe-
diting {he penmitting process
for Hiese significant projects 25
well a8 otliers our company
ard the indusiry bave plauncd,
and by rethinking the denands
on our industry posed by new
fuels requlations. Until changes
occur, we will aperate with 2
system in which any upset can
suse  pultenti: significant
supply shortages ind resultant
Pprice inCreases.

“The Federal Trade Comunis-
sion has announced that it is
conducting _invesiigations of
osr indusin's pricing prac
ticen. Whlle we would prefer

avernment use ils re-
sources o help che industry
with prajects that would i
prove our_infrasiruciure, we
knaw that It is nol unusual for
such investigatibns o be
launched dufing times of vola-
ity in gasoline markels. Qur
company’s record of heing ex-
onerated by these investiga
tions is spotiess, We're confi-
dent thal> the
investigation »will yield the
same 15, n the meantime,
will continue fo work as

hard as le to provide
FLA ST
FL.orky”™ Fronk 5
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EXHIBIT X

Chicago Market Wholesale Gasoline Price Chart (Source: Platts)

Chart of Chicago market wholesale gasoline prices, March 1 to June 30, 2000. The data

shows the timing of pipeline disruptions, RFG availability requirements, and EPA waiver

announcements.
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EXHIBIT X!
PADD2Z Conventional Gasocline Inventories {Source: APi, Weekly Bulletin™}
Chart of PADD 2 conventional gasoline inventories, weekly for March through June

2000. The chart shows the remarkable decline in the level of gasoline stocks due to the
Explorer pipeline disruption and other factors.
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EXHIBIT Xl
NYMEX Crude Oil and NYMEX Gasoline Prices (New York Mercantile Exchange)
Chart of NYMEX crude oil and gasoline prices. The data clearly shows that gasoline

price changes have generally been in line with crude oil price changes from 1996 through
to the present.
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EXHIBIT Xt

Components of the Pump Price of line {APi, C info ion Report: "Profits
are Smali Part of the Pump Price for Gasoline”, April 14, 2000}

This chart visually depicts the various componenis of gasoline retail prices {in cents per
galion), taken as the average from January, 1897 through September, 1999, The data
llustrates that the delivered cost of crude oif accounts for 37 cents, the costs to
manufacture, distribute and market add 32 cents, state and focal taxes add 25 cents,
federal excise tax is 18 cents, and refining and marketing profits averages just 7 cents.
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Pump Price
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1200 7
7.3¢ Profits
100.0 -
18.4¢ Faderal excise tax
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excise taxes
8600 —
31.8¢ Cost to manufacture,
: distribute, and market
400
‘900 Cost of crude to refiners
37.4¢ {price determined in
international market)
0.0

Source: API Consumer Information Report: Profits Are a Small Pari of the Pump Price for Gasoline  4/19/00
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EXHIBIT XIV

Regional Fuels Supply Map (MAP)

This map depicts the numerous regional gasoline programs mandated by states and
municipalities as part of their EPA attainment plans and the petroleum product pipetines
that service the Midwestern states. It helps explain the strain that multiple gasoline
specifications place on the transportation facilities and how local supply shortfalls can
easily occur due to pipeline accidents.
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EXHIBIT XV

MAP Refining Gasoline Production Comparison {MAF)

MAP LLC Refinery Gasoline Production

This chart shows Marathon Ashland Petroleum refinery gasoline production by grade for
1999 and June year-to-date 2000. The data illustrates that the production of low RVP
and reformutated gasoline increased as a percent of total refinery output. The graphs of
June production highlight the year-to-year changes in the gasoline grade mix.
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EXHIBIT XVI

Energy Information Administration, "Update: A Year of Volatility-Oil Markets and
Gasoline"

This report notes that while nominal gasoline prices were much higher than at this time
last year, they are much less than the prices experienced in the first half of the 1980’s
when adjusted for inflation. World crude oil prices are expected to decline as increased
oil production from OPEC and others enter the market.

Update: A Year of Volatility
Oil Markets and Gasoline

June 20, 2000
Energy Information Administration

Lol Ll el

Slide 1 of 17
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« Retail prices for both gasoline and diesel fuel are much higher this year than last, driven mostly

by the rise in world crude oil prices to their highest levels since the Persian Gulf War.

o The U.S. average retail regular gasoline price reached nearly $1.70 per gallon Monday,

June 19.

o Retail on-highway diesel fuel prices peaked at almost $1.50 per gallon on March 13, but
have declined to hover just over $1.40. On June 19, U.S. prices averaged $1.42.

o While movement in underlying crude oil prices has been the major driver for prices of
products, low product inventories have caused increased price spreads between product prices

and crude oil, further adding to consumer prices.

o Gasoline prices have recently been pushed upward by concerns over the adequacy of
summer supplies, including refinery problems producing summer RFG during the winter-
to-summer transition and the uncertainties surrounding the ability of foreign refineries to

make Phase Il summer RFG and the Unocal RFG patent issue.

o Diesel fuel prices, by comparison, rose sharply starting in late January due to low
inventories and high demand for heating fuels. While diesel fuel prices have recently
softened as the heating season ended, prices may turn upward again if crude oil prices
remain high. Strong demand this summer in combination with low stocks would also put
upward pressure on diesel fuel prices this summer.
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Gasoline Prices in Inflation-Adjusted Terms
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« While EIA has noted that from an economic viewpoint, prices today are not that high in real
terms, consumers seem o react more to rapid changes than overall levels

o Today’s gasoline prices, now at almost $1.70 for regular unieaded gasoline, are much
less than prices experienced in the first half of the 1980°s when adjusted for inflation.
Crude oil peaked at almost $39 nominally in 1981, which is equivalent to $76 per barrel

in today’s dollars.

o Yet consumers remember the low prices they paid last year, and organizations budgeted
their usual percentage increase for fuel purchases, only to find that those percentages

were way too low.

= Price volatility often can be of more concern to consumers in the short run than price level
itself. Volatility makes planning and budgeting more difficult, and when prices increase

rapidly, they can catch consumers unprepared.
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« Current WTI prices over $30 per barrel reflect uncertainties in supply, on top of inventories
that are still low, despite some recent improvements.

World oil prices are expected to show a gradual decline as increased oil production from OPEC
and others enters the world oil market, although the actual path may not be as smooth as that
shown on the graph. The average price of WTI was almost $30 per barrel in March, but
dropped to $26 in April as the market responded to the additional OPEC production. However,
prices strengthened again and recently have been staying over $32, as growing gasoline
production needs pull on the crude market in the face of low crude oil and gasoline stocks. EIA
expects adequate OPEC supplies to be introduced into the market throughout the rest of the
year to bring WTI crude oil price down somewhat by year end.

o These crude oil price projections reflect:
o Fairly low world demand growth during 2000 of 1.7 percent, or 1.3 million barrels per

day,

o Non OPEC production growth during 2000 of over 1.2 million barrels per day.

o Growth in Iraqi production of 700 thousand barrels per day from Q1 to Q4 2000. Iraqi
production is estimated at 3.0 million barrels per day in the fourth quarter 2000.

o Growing OPEC leakage over the current OPEC target.
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» Production levels for all of OPEC (including Iraq) are assumed to rise about 2.1 million barrels

per day from the first quarter to the fourth quarter this year.

= The EIA base case assumes OPEC-10 production (excluding Iraq) will increase about 1.4
million barrels per day from first to fourth quarter, putting them almost 1.1 million barrels per

day over their new quota by the end of 2000.

o In the second quarter, OPEC-10 production is assumed to exceed the new quotaby 0.5

million barrels per day, returning to the levels of production in early 1999.

o OPEC-10 production in the third quarter is assumed to be close to second quarter
production, and production in the fourth quarter is assumed to rise about 0.5 million

barrels per day over second quarter.

« Iraqi production is assumed to increase almost 0.7 million barrels per day from first to fourth

quarter, which could be optimistic depending on their ability to keep their oil supply

infrastructure intact.
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During 1999, we saw stock draws during the summer months, when we normally see stock
builds, and early estimates indicate we had very large stock draws this past winter.
o Normally, crude oil production exceeds product demand in the spring and summer, and
stocks build.
o These stocks are subsequently drawn down during the fourth and first quarters (dark blue
areas). When the market is in balance, the stock builds equal the draws.

As we look ahead using EIA’s base case assumptions for OPEC production, non-OPEC
production, and demand, we expect near normal stock building during summer 2000 -- about
800 thousand barrels per day second quarter and 500 thousand barrels per day in the third
quarter 2000, But since we are beginning the summer with very low stock levels, even a normal
build will have us entering the winter with seasonally low stocks.

‘While the base case begins the winter 2000/2001 with low stocks, EIA’s assumptions have
OPEC increasing production enough to minimize stock draws over the winter months, and
support prices in the $25-$30 range.
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« In EIA’s forecasts, the base case assumptions have OECD inventories remaining low for the
rest of the year. Even with EIA’s assumed OPEC leakage increases and rising Iragi production,

supply is not quite sufficient in the base case for a normal stock build in either the second or the
third quarter.

This year, prices fell with April’s increase in OPEC production, but recently rebounded to

earlier high levels as strong demand and concerns over third quarter supply have added
pressure to the market.

There still is much uncertainty ahead. Prices could fall back if OPEC announces sizeable
production increases at their June meeting. But prices could turn back up in the third quarter,

depending on the weakness of the third quarter stock build in preparation for the high-demand
winter quarters.
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» Similar to the EA base case projections for OECD petroleum stocks, U.S. stock projections are
expected to.remain low through the rest of this year.

» This chart shows two important components of U.S. stocks, crude oil and gasoline. While
stocks are currently low, they did improve somewhat in March and April.
o Crude oil inventories are still below normal levels.
o Gasoline stocks at the end of February had dropped about 5 percent befow the low end of
the normal range. Gasoline inventories are now at the low end of the normal band.

« The U.S. inventory data, which are accurate and timely, will be an important price barometer to
watch. Low inventories leave little cushion to absorb unexpected events such as refinery or
logistical disnuptions.
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L.ow gasoline stocks in the spring and summer increase the price of gasoline refative to crude
oil. The difference between gasoline spot prices and crude oil spot prices are shown as the

green band in the graph.

o During May, this gasoline price spread is typically about 12 cents per gallon
o In May 1999, the gasoline price spread averaged & cents per gallon.

o In May and June 2000, it averaged about 20 cents per gallon, similar to the spreads seen
during late summer 1997, when we had a gasoline price runup as demand outstripped

capacity for a time.

Accompanying low stocks and high gasoline spreads is the increased potential for price

volatility
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Notes:

» The gasoline market is tight throughout the United States, but the impact can be more
pronounced on RFG than on conventional gasoline.

« Midwest RFG is showing the first signs of gasolige price volatility this summer.
o This is stemming mainly from St. Louis, Chicago and Milwaukee.
o The loss of supplies to St. Louis coming from the Explorer Pipeline created high RFG
prices in that area.
o Chicago and Milwaukee will be di d in more detail later in the presentation.
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Netes:

RFG production in total for Midwest has been somewhat low the past couple of months, but
these production levels do not indicate a critical supply situation is likely in the near term.

.

However, gasoline demand in Midwest seems to be growing more strongly in 2000 thar it has
for the past couple of years in this region. Weak production combined with strong demand can
cause inventories to be drawn down faster than usual.

L]

Furthermore, in the Chicago and Miftwaukee RF( areas, which account for over 2/3 of Midwest
RFG consumption, the RFG is almost exclusively made by blending ethanol with biending
components called “reformulated gasoline blendstock for oxygenate blending” or RBOB at
local terminals. Most of the RBOB comes from about 7 refineries that serve that area. (Some
additional RBOB comes from a few additional refineries on the Gulf Coast.)

The summer-grade RBOB that gets blended with ethanol is fairly difficult to make, and not
many refineries outside of the Chicago/Milwaukee area produce the product, With the Phase I
RFG program, some refiners were unable to produce as much RBOB as last year, and others
vaere able to produce more. This created a change in supply patterns to which the markets are
adjusting.

.
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Notes:

o Midwest gasoline stocks (including blending components which are used to make RFG) are
very low. Total gasoline stocks at the end of May are about 13% lower than the five year
average for this time of year, and the lowest ever since 1981 when EIA began collecting this
data.

» With the addition of a new RFG region, St. Louis, into Midwest, one would expect RFG and /
blending component stocks to increase in total. But they did not. They are at about the same
levels as we saw in 1998 and 1999 at this time of year. St. Louis added about 18% demand to
the RFG market in Midwest, but without a corresponding increase in overall inventory levels.
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In the Chicago and Milwaukee areas, inventories of blending components used to make RFG
and RFG are low, particularly at the Chicago terminals and at the 7 refineries supplying the
area.
o About 3/4 of the blending component and RFG gasoline inventories are stored at the
main Midwest refineries that produce RFG for the Chicago and Milwaukee areas, and 1/4
at the terminals.

The latest weekly data for June 9 indicate there may be some increases in supply occurring, as

evidenced by the increases in refinery stocks and slight increases in terminal stocks.

Furthermore, spot prices in the Chicago area began to fall at the end of last week, which also

provides an indication that the supply situation may be improving. Still the area is functioning

rivith no room for error, so this improvement can quickly disappear if any further problems
evelop. )

Once the region begins 1o recover, there will be some delay before wholesale price
improvements are seen at the retail level.
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« Why has there been such a large RFG price increase in the Chicago/Milwaukee areas?

« There is no one answer. A large part of the price reaction to the region’s low stocks stems from
the small size of this market, the unique nature of the area’s summer-grade ethanol-blended
Phase II RFG, and a difficult transition from the winter to the summer grade gasoline.

o

O

The RFG market in the Midwest is about 13% of the Midwest total gasoline market,
compared to the East Coast, where RFG represents about 38%. A small market has fewer
nearby options for product when any problems occur. Furthermore, because RFG is
relatively expensive to produce, the industry has a disincentive to store extra product.
The special gasoline blend used in this area during the summer is produced at refineries
and sent to terminals near the local market to be combined with ethanol in order to
produce the finished RFG. While that special blend can be produced on the Gulf Coast
by a few refineries and shipped to Chicago and Milwaukee terminals, it is both a difficult
and relatively expensive material to produce and a long trip to the final destination. Thus,
an initial price runup does not immediately bring in new supplies from outside the
region.
The complexity of the transition from winter to summer grade gasoline also contributed
to the problem. Many storage tanks had to be drained completely before the new
summer-grade product could be added in order to preserve the clean fuel qualities. This
exposed the area to very low stocks during the transition. Also some refineries produced
fess RFG blending component volumes this year than last and others produced more,
which required market distribution adjustments.

« Contributing to the problem are the uncertainties surrounding supply that resuit from the

tempo

rary West Shore pipeline shutdown and the UNOCAL patent, which is lending
roducers.

uncenamty to all RFG p
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-

While the public is currently focusing on gasoline, EIA is watching the distillate market
closely.

As the normal stock band shows, we typically build distillate stocks during the summer for use
during the winter.

Given the low gasoline stocks, it is unlikely refinery yields will be tilted to diesel versus the
normal pattern, so at best, the distillate fuel ol build will be normal. In this case we would
begin the winter with below average stock levels.

Below average stock levels translate to increased potential for price volatility.
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» Natural gas prices are surging as summer gets underway. Utility demand for natural gas usually
peaks during the summer, but supplies this year are in question.

+» While increasing crude oil prices have probably helped to move natural gas prices higher
through March and April, the latest May surge seems to be stemming from a confluence of
factors raising concerns over the ability of supply to meet the peak summer demand days this
year. The concerns center on:
o A hot summer being expected this year,
o A larger share of power generation using natural gas -- especialty with the addition of
some new merchant power plants expected to be in service this June;
o The hurricane season beginning, which affects natural gas production;
o Overall demand growth eating into excess deliverability;
o Natural’ gas inventories lower than last year, and, while not at record absolute lows,
providing less coverage as measured in days of supply.

« Ironically, an important alternative fuel for the electric generating companies is distillate fuel
oil. If natural gas prices remain high, utilities may use more distillate this summer, hindering a
buildup of heating oil stocks for the winter.
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Conclusion: Volatile Prices Likely in
the Year Ahead

Gasoline markets: Low stocks, high prices,
volatility

Winter heating fuel: May have low inventories
going into winter, resulting in price volatility
Natural gas: High prices and supply concerns
may impact distillate stock build for winter and
can mean high natural gas prices this winter
But maybe OPEC will add more supply, stocks
will build, and prices will fall

e fole B lels

Slide 17 0f 17

Notes:

« In conclusion, EIA believes we may see more price volatility in the oil markets before the
inventory situation improves, and inveniories will not improve quickly as petroleum demand
remains fairly strong and worldwide production does not keep pace.
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EXHIBIT XVl
U.S. Ethanol Production and MAP Purch (DOE/EIA, R ble Fuels A i
and MAP data)
This chart ilf U. S. fuel production and ity, as well as MAP’s

purchases of ethanol. Ethanol capacity is nearing fult utilization and the Renewable
Fuels Association predicts significant capacity additions in the near term. MAP is the
largest purchaser of fuel ethanol in the United States.
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EXHIBIT XVill
CRS Report, “Envir | Pr tion Agency Options for Ameliorating the Effects of
Reformulated Gas Requll in the Chi /Milwaukee Area”, June 28, 2000,

This report examines EPA options for ameliorating the effects of Reformulated gasoline in
the Chicago/Milwaukee area. The report explains the fact that the EPA election (0 use
enforcement discretion in waiving the RF( requiremant for St. Louis was a problematic
course of action. EPA could have chosen fo waive the RFG provisions by other legal
means provided for in the Clean Air Act.

—-§ Congressional Research Serview: Libeary of Congress » Washisgton, D.C. 20546

Memorandumio.: 28, 000

TO + House G Relorm C
Atiension: Mildred Webber

Homse Science Committee
Aucntion:  Richard Russsll

FROM : Morion Rosenberg
Specialist in American Public Law
American Law Division
SUBJECT  : Envihonmental meecuon!\gem\ Options for Ameliorating the Effects
. OFR lated Gas R in the Chicago/Milwaukee Arca
The Clean Air Act 4 of 1990° required areas with poor air quality to
add chemicals catled “ox) " to gasoline as a means of improving combustion and,
thwchv redu«:mh emissions®  Section 211 (k) af the Act and the reguintions
7 der® prohubit the sale of ional line in an area in which
formulated gasaline (RFG) is required. Viod of the regulatory requi may be

awsessed a civil peaaity of up 10 $23.000 for each day of such violation as well the amoum
of soonumic benefit or savings resultng from the violation.”

. Rorent steep rises in the retail price of gasoline in midwestern RFG areas have
rcsuked in calis by federal, swte and local dlucied officials and gasoline marketers for

action by the Bovi | Protecti :\gcucy (f‘ PA) andd for she institetion

of Federal Trade Commi and ional jans as 1o whether
tbc n'nreascd pnces are. due 1o cnvnmnmmlal rules. high prices for crude oil, supply
or fon, o some ion of these factars. Your pasticular interest at

the moment i tie nanwe of ‘any. possible. nctions. the: EPAmay. take: 10 - temporarily

* pub, L. 101,589,

* Sce generally, CRS fssue Brief 18 10004, Cleam Air Aot fesues In the 496 Congress, 2t pp, 4.6
{URS Issue Brief}.

* Codifted ar 42 US.C. 75345 (§3{1994),

* 40 CFR Part 30, Subpart D,

* 40 CFR 80,79, 86.30:
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witipate the impact an consumers of the price rises in the Chivage/Milwankee area.

- Our review of EPA's authority wid recent pravtice in this arcs indicates that a
feast thice goueses of ametiomtive action Ty be availdble 1o the apency, each of which
iy b sibjicr o Tisties B prwmai uiftity: or possible qusstions of atbiority, ar both.
These option are 3 waiver ander Sgttion 211, &) {2} By of the Acty a waiver under 40
CFR 80.73; or an exercize of prowscutodad diseretion not 1o ke enforement. action
regardless of Section $0.73% applicability for the  period  regivired. for prices fo be
Stabilized.

Some biekiround . on agenc) wse of waifvers and judicial approbation ‘of their
atitizatlon is useful in essessing the seope wnd Hmitations of BFA authority in the area.
Judicial precedent as Jonig been strongly suppottive of waiver and variance suthonty of
‘ralemaking dgenties a5 & medins ol assuring ropiiluted pardesof dik process? The courts
have  recognized that sules, by définition, tend to cover a broud range of people and
activities and ofien affect many divergent inierests, Al times individual and specific
wmm’s are repilated iw aecident or because 1t was. imapossible 10 sort them ot or

ions havg iipated uafosdrd effects.  In such circumstaices courts have

Aound.ahat asency waivers and variancesprovide a legitinate medtamsm for pursing
bosth fairness and the public interestin particular, individualized vases” Asa panel of the
Disgsiet of Columbia Ciretit ‘Court -of Appeais-observed, “walver processes ar a
permissibie de\sce lot fine runing repulations. particularly where as here, the
Commission must enact policies. based on informed prediciion ... So long a8 the
underlving rales dre rational, a5 we find them to-be here, waiver is'an appmpn‘m miethod
of aumi!iﬁg the Snevitable excossis of e ageicy's goneral rule.” ) i

2y

As qmﬂ%qmme. it hias been acvepted that nufemaking agcnm:s pmwdca
rensorable upwmmm to ‘perition” for' individun watmem e form of walver,
s:wmpusm o variance. The seurce. for such a requiremen fraces batk 1o remarks i
Supreme Coumt. ¢ lings-in United Staizs. v w0 Storer Brosdcasting c:) ad. Newfonal

s« Defostse Comnel, Ine., 470
}', FK}F mnnnm makcs

: f‘w«s [ 3 szemfm{ Mmufmwer afsswmxism ¥l S&fmmxi R&sﬁu :

¢ Lnfmtunxxc!v, EPA w:il #otbe appmscd «i‘ am! svifl fmi to ems:&u‘
thif: o atypical plabts’ during the catogorical rlemaking process, and it is
PA’Y nationally tnm:lmg wmeg.omﬂi pretreatment standands. . . be tempered
¥ offers; g inechanism repugnant & neitfer

s imporiant, l'
! \mh fim ftem

?*Meml rf:gﬁww@mnuamm:m 1734 405, 414 {4

* Noticoral Rurw' t"mw: Aswuﬁmme zw 9ss mz 174, 181 {DC Oir. 1993,
381 {18, §8‘(§9%} :
230 U8 190095
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e appHcationiof it

W ow taen 1o BEPA’S waiver options,
Sectony 211
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Friosiry: s amount cqual m the econamin: bensht resuliing mm th(* ooty
Ainns ziah Fron m;;za;&xadxd ke for thv aif e;zx,vd ity detriment; *

mmﬁtiﬂﬁ dﬂf?’“xg.

Ny s, 2000 o dotailed Ty Ea#&m, from K«Pf& v{h& ot wz}mm with .tixs: u,q;;ta.mmm& ui
Section 86,,m particularly sith regarid 0 the svoldance o windfall profies: . Thereafror,
: 9, 2&(2{% windfull profit wmmsum bra&wih bikcame foord esplicie The

S Mmtéh 1%, 2(3“1}(3’;‘%&‘;;: EPATS é\w*swni ?desm o Tor Tibi anik
Complimmed, apparently fesponding 1o o request framn the Migsoari Petnlonm Marketars
and Converienee Store Operiors. ackmmb,d%if that Ehe,m was 4 REG supply disruption
Hu e’ ; 1

i ~§SL§ﬁ af the
,idé LRI

emami wmuws b ianing! m}« ngematly
onv *xztwgzai T m "éﬁ&i‘t tix = gé«&

‘ma;, uémnuv 1o éulm.r g,dwimc Trom sm:h 4 %’mk 10 fmdmus i ﬁa& St Lmun mwmd
sred subsequsnt m‘ Aprl 3 ‘1‘1" “ihe ta:x; B roceiv eda ddn mw.m REG.

ik outlers and
i the St bouls
T :w.a ”1&1\ cateRory of suldkeerent disceting Sxpires on
Aptil 3 iy 1)

(b The ydfiner, fmporivr or eypense lender axercised proding plamiing snd was not able
o el i !z‘mmz :&m im* :akmx aIf rwmmhk‘ s‘am m mmmu.u ﬁw g ol the
neneanihrit : :

- How ahe reguiremienis for

make up e qwim et imn
il
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* Disteibugtors sy reeeive defiveries of conventional gaseline intn
: serpinal Tovis vormally deed to st REG provided the volums of
- sonventional gasc)iim, is no greater than the volume nedussary W
supply the nabs desnands through April 3. 2000, Distribators
may continte to deliver gasolise from such a :ari to facilities in
the $t. Lois covered area s:ﬁm:qmm to April 3 if thie tank has

] m:tzv&daéehsm( Ri\ﬁ o : . .

K i‘}e@;mmg on A*‘mi 3, 2‘}0{} onby REG may be delivesed 10
i wﬁnmm ﬂw supply tawﬁtm in e "‘3’( Louis coversd e,

] ‘Bsgmmﬁg on May % 2008, the gami:m at wrminuls that supply
T Pciliticnin the St Lows covered area must meet alt applicable
RFG standards -trclunding the VOU emissions control stendards,
and thexe smndwﬁx wﬁ{ iot b enforced at tmmmls il this date.

» &gxm&ﬁg o June 1. 2000, the g\m»imz. al versil ouwlets md
. whulesale purchaser-consumer facilifies in the 8. Lows coverad
grea mpsttleet all applicable RPG standards incloding the VOC
emissions” control standard, and these standands will not be
enforced at dese Bwilities wuil ﬂxis date.

 The k&m makm‘ aeference to Seetion 80.73 or the conditions and findings that are
requiwé bv xhax regulemcﬂ for approval of f waiver.

(}n‘ Apn} 3 ”MG ibe i:\ A Enforvement Office advised the Missourd Petrolenm
Marketers thal betause the. antxc;pa(ad shipments of RFG would not be available as
. anzmpatx& he “enforcement discretion refief © under the vonditions described in s

Mareh:17, 2000 leter would be extenided o April 5. On May 3 the continued inadequacy

1 of suppliesled EPA o again-extahd the ponenforcement period o May 8. This tink,

Troverver the agency addal the fallowing penslty provision: “Bach distributor supplying
_conventional gasoline to:the St Louls covered area under the terms of this enforeement
discretion is. sublect to.a penaly of 3015 per galion for every gatlon of conventions!
- gasoling distributed to the RFG area during the period of thix enforcement discretion™

- EPA alw xm;m@d two adai:mmat mudxsxmx
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- sufficient infuemation o dewrmine the appropriate panalty

Camoent. Ay party who dass. not com;:iv swith - fhese

conditions will be Hable for vislating Section 211 of the
Clean Alr Aci and the RFG mg,mauvng ot 40 («I R Part 80,

provision, .

Go May 18, 2000 EPA agiin ackeowledged (hat shortages would contiove wal
mid-Ture, As n consequence EPA endouraged use of sonventional gasaline But advised
that i the shoriages continued after June 5, EPA jntends o condition feontinued] relief
on thie prymiai of plnalties that e sufficienily large 10.create n sigmificant diviricentive
10 distribute conventiviial gasoling ipstead of REG,” {emphasis in original). EBA also
anncunced. that if the ‘shortage cominged beyond Jdne 5. alf pamcs distributing
conventional gasofine sfier that date had 1o sign a Comphiance Agreement tn which they
agreed 1o “pay to the LS. Treasury penalties that will he specified-at the time the
regolatory relielis grantsd. The size of those penaliies will be sulfitiently Jarge i at Jeast
refléct the benefit gaified by substituting vonventions] gasoline for REG.” "EPA sgsin
feverted to the exercise of enforcement discretion ds ihe basis-of i s suthority, bat wade
no dirgel refarence 1o Seciion 80, 73, The nonenforcement pertod ended on June 19,
2000,

In May 2000, the EPA receivied requests. from the ‘Petroleum Marketers
Association of Wisconsin o provide “enforcement discretion™ for therequirémient 1o use
RFG in ihe Milwaukes wetropotitan arca betanse of the Steep Ingrogsss in-the. setuil cost
of REG, Exercise-of enforcement diseretion wits denied-on May 26, 2000 on the ground
that there wore adequate ‘supplies 0 the aren and that ths a:xmpdtcd shugdown of o
pipeline «zuma}} ing the arca would not cause a shortage. I‘PA aiso appmwmiv #eferenced
& cammunication from the Amgrican Petroleun: nstitute which staed that * xssuance af,
pumiem walvers mfects wreertainty hifo the market &md could i&d to hi
prices.” s well as asstrances from distobutors that adequate supphies of RFG would be
availabie in the area. EPA noted the health benefits that acerue as 3 resuli of the use of
RFG and then distinguished. 118 éxercise -of pmses:umnal 4:.%:&11&:3 in Bt Lmus as
follows:

Givens thess compelling health benclits from RFG,
it is BPA’s poss‘um that the RI‘ G seqmmmems shmxid be
wat R iary

ot of ﬁw rs;,,ﬁiméd ixu‘g ¥ eszam;ﬂe, the recent

vegulatoty refiet gramed in Sy Lovis, described below, s

the tesultof a cam&stmphsc, unexgcuwd mﬂalwn that wuld :
id i

the - Lmn& metmpolmx : .m:a mlawmg & Bt
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conventional gawline through June 3. The REG supply

situntion in ‘St Lonis, However, was significantdy different

than in Milwaukee, - The supply problem in St Louis

resulted when the Explorer Pipeline expericiiced a bredk on

March 10, 2000, that forced it 1o shut down completely for

five days and 10 opérate at less than foll capecity uniil

September-or Detotier of this year, . Most of the gasoling

used in St Lowis is aransporied by the Explorer Pipeline.

As ¢ resuit of this unexpected; ongoing supply. interription,

most terminals supplying gasoline o St Louls were ot of

RFG aliogether when reliel had not been granted retail

statons there would have had no gasoline. The relief will

allow RFG supphes 1o build, so that safficient RFG will be

available to supply the St Louis market f0r the remainder

of the summier high vzone season,
‘Thus, retrspectively £PA appears 16 e deseribing o sifustion that would have triggered
Section 80,73, However, their acousl communications and actions in the mutier ot the
time seemed 1o ignore the specific findings that bad 10 be made and the conditions that
Had 1o he impoved in order 1o grant an 80,73 waiver, For exwmple, EPA did not impose a
windfall profits recovery reqiirement until very Jate i the process.

EPA s fnitial use of “enfordernent discretion,” or prosecutorial discretion as it is
more commonly known, without regard to Section 80.73's specific requirenients, nmy
have been Iegaily problemalic. . EPA may have believed that its action conformed with
the Supreme Court' s ruling in Heckler v. Chaney,™ where the Courtheld that the decision
16 initiste or not initiate & proceeding was within the unreviewable discretion of the
agency. That-case inveived the refusal by the Food and Drug Administration (FDA)Y 10
review driigs Used 10 carry. out the death penalty as “safé and effective” for huawn
execuiions. - The Court found that FDA possessed the kind of broad discretion under the
Administrative Procedure Act that is uareviewable because there is “no law 1o apply.”
The Court noted the iraditional refuciance of conrts not to second guess ageney decisions
riot to enfrce given an agenty's expertise, and better understanding of its enforcement
policies and available resources.”™ I also siated that * [rhis Count has recognized on
several occasions over many years that an ageney’s decision not to prosecute or eriforee,
whether through' civil .or criminal process is a decision generally commitied 1o an
agency's absolute discietion®" - This was alsp reflective of the Cowrt’s forther
recognition “that an ageney’s refusal 1o institute proceedings shares 1o some extent the
characteristics. of the decision of @ prosecutor. in the Exectiive Branch not 1o indict « a
decision that hay long been regarded as the special provinee of the Bxecutive Branch,
inasmuch as it is the Exdeutive who is charged by the Constitation 16 *take cate that' the
laws be faithfully executed ™

P 4TS, TH(1985).
¥ 47018 a0 83532
I W g3l

# 1. ar 32
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B the Court aleo emphesized, bowever, that the presumption of wnreviewabilisy
of inaciion is rebuttable ™ Tn that case the Court recopnized that Congress can delineate
and otherwise sircumseribe an ageney’s discretion.  Subsequentt case law interpreting and
applying Chaney have found that agency rules implementing statigory direciives may
create one or more mandatory, justiciable standards, See, eg. Mediphie v. United Stues.
12 3d 129 (100 Cie 1997 (Department of Tnterior decision declining 1o seguire land
i st for Tndinns held subject s fudiciul review ds Hzht of an agency ke that the
speney “shall conslder seven factors in making such a decision which thereby

w1 ppple” s (rreater Lus Angeley Corenst on Deaghiosy v, Bafdridee. 827 1
(O Cir, 1987} (s agbney™s rule obligating itself o investigate every complaing alie
viokdion & 2 satste and to inform complainant of s season for declining an enfoemnt
actin 30 resparse 3o o coplaint beld o provide “law to apply.) Such rulines are
refiective of the long esuablished doctdne that agencies wre bound 1o obey thelr swn
egishative riles. See, ez, dvowrdi v Shoughressy, 347 US. 260 (19545 Servie v
Dedfes, 334 ULSL 363 (1987 Mine Reclamation Corp. v FERC, 3 F3d 1819, 1524
{130, Cle. 19940,

0 CFR 85,73 45 arguably sueh o bloding rude and the fuilure of EPA o Sillow is
terms during the first several months of the $1. Louis situntion would lkely be held o be
subjeet w judicial review although we would net speculate on the omeome of sk 4
challenge. Arguably, howewer, fie contdaued wilization of “enfrcement disvretion™ by
EPA rather than applying the preseriptions of Seetion 8073 cusis doubt as to the legul
sutbgtantiality of both grants and denials of waivers for thelr eguivalents). Thus while the
facinal distinctions made by EPA bevwden the St Louls and Milwaukee situations may be
hath sound and persuasive. the unceralnty of the tegal basis far these decisions Jeaves a
cloud of dotib for fuvare shmilor shustions,

7

‘o sumaary, then, H woukd appear that Section 873 s, In the words of Heckier
the “law o apply” and that the use of proseontorial diseretion may be legally probiematic.
e viable vehicle by which EPA might
fhoens like St Louls or © Hoahes,

Thus. the regubition would appesr 0 be the 3ol

previde walver relief for s

A0

P, at 833
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EXHIBIT XIX
PIRINC Study: "Gasoiine 101: A Politically Explosive Topic”, June 2000

This Petroleum Industry Research Foundation, Inc. report focuses on the factors
contributing to the gascline price increases both nationally and in the Midwest. Higher
crude oil prices, low stocks, and probiems introducing new, more stringent, Phase 2
reformulated gasoline inhibited domestic production and imports. Transportation
disruptions and the blending of sthanoi contributed tc the price spikes. As these problems
are overcorme, prices begin to moderate but the system will continue to be volatile until
inventories are rebuilt.

You may be interested.

PIRINC has prepared the enclosed report, Gasoline 101: A Politically
Explosive Topic.

Few subjects attract as much public outcry as rising gasoline prices.
The past several weeks have seen both, especially in: certain areas of the
Mid-West. As has happened hefore, there have been numerous calls for
investigations of industry price “gouging. A significant increase in US
gasoline prices was inevitable, given the worldwide increase in crude oil
prices since early last year. But the gasoline price increases exceeded
the increase in crude prices, adding to public concern that prices are, in
the words of one public official, “unfair and inappropriate.”.

This report focuses on the factors contributing to the gasoline price
increases both nationally and in the most severely impacted parts of the
Mid-West. Apart from higher crude prices and low stocks, other
domestic factors include the problems associated with the introduction
of more stringent, Phase Il reformulated gasoline. These have inhibited
both domestic production and imports. The UNOCAL patent
infringement case further inhibited supply. Disruptions to the logistics
system, notably pipelines serving the Mid-West, and problems of
blending ethanol as opposed to MTBE in making Phase 11 gasoline
contributed to price spikes in parts of the Mid-West. Each of these
domestic factors individually had only a minimal impact. But together,
they produced a noticeable shertfall in supply of an extremely price
inelastic product and therefore a sharp increase in gasoline prices. As
these problems are overcome, prices are already beginning to moderate.
However, until inventories are rebuilt, the system remains vulnerable.

If you have any questions or comments, please call John Lichtblau,
Larry Goldstein or Ron Gold.

Petroleum Industry Research Foundation, Inc.
3 Park Avenue s 26" Floor « New York, NY 10016-5989
Tel.: (212) 686-6470 » Fax: (212) 686-6558

\
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Gasoline 101: A Politically Explosive Topic

Gasoline 101: A Politically Explosive Topic

Few subjects attract as much public outcry as rising gasoline prices. The past several weeks
have seen both, especially in certain areas of the Mid-West. In mid-June, the U.S. average
gasoline price was up by about 50 cents/gallon versus the same time last year ($1.66 versus
$1.15/gallon) with about 20 cents of the increase coming since the beginning of May. The
overall averages conceal some very wide geographic disparities. On the East Coast (PADD 1)
the year-on-year increase in gasoline prices averaged about 47 cents a gallon while in the Mid-
West (PADD 2), the increase averaged 71 cents, and in reformulated areas, 85 cents/gatlon.!
These gasoline price increases far exceeded the increase in crude prices, which went up by 33
cents a gallon versus mid-June, 1999. As has happened on previous occasions, there have been
numerous calls for investigations of industry price “gouging,” including a request by Clinton
Administration for an expedited review of price developments by the Federal Trade
Commission.

This note focuses on the factors contributing to the gasoline price increases both nationally and
in the most severely impacted parts of the Mid-West. Many commentaries have made the point
that the price increases, especially in Chicage and Milwaukee, have far exceeded the apparent
costs of producing the new Phase 2 reformulated gasoline required this year under EPA mandate.
This discrepancy is then cited as evidence that prices are “unfair and inappropriate.”® But while
costs are important, price in the short term is determined by the interaction between supply and
demand. Price serves a critical function in a competitive market, namely adjusting demand to
accommodate changes in supply conditions. When price is not allowed to play this role, the
result is long lines at the pumps, rationing, or outright shortage. Consumers require a relatively
stable amount of gasoline for their normal routines, with limited possibilities for using less when
the price goes up and not much reason to use more when the price goes down, especially in the
near-term. Thus, in economic terms, demand for gasoline, a necessity for most consumers, has a
very low near-term price elasticity. As a result, the price adjustments tend to be
disproportionately large.* Over time however, history shows that they are also self-correcting.

There are several ideatifiable factors that contributed to the run-up in prices. These include the
rise in world crude prices and low world stocks resulting from OPEC’s production decisions.
Within the U.S. interrelated problems associated with the introduction of more stringent, Phase Il
reformulated gasoline this year inhibited both domestic production and imports. The UNOCAL
patent infringement case further inhibited supply. Disruptions to the logistics system, notably
pipelines serving the Mid-West, and problems of blending ethanol as opposed to MTBE in
making Phase II gasoline contributed to even sharper price increases in the Mid-West than

' RFG areas are ‘ozone non-aitainment areas where reformulated gasoline is required. Note the sharp price increascs
in the Mid-West RFG areas, especially Chicago and Milwaukee did not occur in other regions. In PADD 1, prices
in RFG areas went up by about the same 47 cents/gallon as the overall average for the region since mid-June 1999,
% "We think the prices that are being charged are unfair and inappropriate," Robert Perciasepe, assistant
administrator at the Environmental Protection Agency, as reported by Reuters on June 13.

* That is to say, a relatively large change in price is required to elicit a small change in demand. For example, if
price elasticity =-0.1, a 10% increase in price reduces demand by only 1%. If price elasticity=-1 (called unit price
clasticity) demand would be reduced about in proportion to the price change. The price elasticity for gasoline in the
very near term is even smaller than —0. 1, as is discussed later in the note.
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elsewhere. Apart from the increases in crude prices, and the exceptionally low level of stocks,
both globally and within the U.S., none of the other factors by themselves would have had more
than a minimal impact. But together, they produced a noticeable shortfall in supply of an
extremely price inelastic product and a sharp increase in gasoline prices. As production and
logistics problems are overcome, prices will moderate, indeed this is already happening.
However, until inventories are rebuilt, the system remains vulnerable.

Global and National Considerations

A significant increase in US gasoline prices was inevitable, given the world-wide increase in
crude oil prices that began early last year. From its low-point of about $12/barrel, or 29
cents/gallon, in February of last year, the price of WTI rose to nearly $18 (or 43 cents/gallon) by
June 1999, and has since risen further to $32 (or 76 cents/gallon) as of mid-June of this year,
Another key element influencing prices is the exceptionally low levels of inventories in the US
and elsewhere.

. .
The chart on the right shows Commercial Stocks in the U.S., Europe and Japan
commercial oil stocks for the three As Number of Days of Forward Demand

major OECD consuming regions, the
U.S,, Europe and Japan. Stocks are
measured in terms of days of forward, / 1000
or anticipated, demand that they would 62 1- /

cover and are shown by month since 60— e
the beginning of 1998. In 1998 and s / N NS
through early 1999, stocks were at ” .
extremely high levels. April stocks for 2000
both years amounted to just over 64 _
days of forward demand, well above Note: 10 year Average for Apri =64

the 1995-2000 average Ofél’ and * Jan Feb #ar Apr May Jun Jul Aug Sep Oct Nov;
higher than any year since 1993. These

high inventories were a major depressing influence on the world oil market. OPEC’s decisions
in March 1998, June 1998, and March 1999 to cut production were designed to bring down
inventories and thereby strengthen the world crude market. The first two production cuts were
overwhelmed by the reductions in demand resulting from the fall-out of the Asian financial crisis
and recession. But the third, coming at a time of economic recovery in Asia and improved
growth elsewhere, has had the intended effect. Since March of last year, commercial stocks in
the main OECD regions have moved sharply lower. Indeed, stocks so far this year are running at
historically low levels.

The extremely low level of stocks has not only helped push up prices, as OPEC originally
intended, but has also left the world oil market without the cushion of high inventories and
therefore extremely vulnerable to any supply interruptions, or sudden surges in demand. While
OPEC intended crude oil prices to move up, it has become concerned about the extreme
vulnerability of the market, and has moved to raise official production ceilings, first in March of
this year, and again this month. Nonetheless, it will take time for inventories to be rebuilt to
“normal” levels and a market safety margin re-established.
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U.S. Inventory Levels

The specific U.S. inventory situation also shows exceptional tightness, both overall and for the
product currently in the headlines, gasoline. The chart belew shows commercial inventory levels
since January 1998 for total crude and procucts, gasoline, and reformulated gasoline. Figures are
in miilions of barrels.

Theqleﬁ panel shows the trends fo;

crude and products. By the end of Trends in U.S. Commerciai Oii Stocks - Million Barrels

1999, total commercial stocks had End-of-Month 1/98 through 5/2000, mid-June 2000

fallen by 15% relative to their end-1998 e G ¢

levei. There has been only minimal Crude & Products Gasoline Reformulated Gasoline
- o

improvement since then. As of mid- L e e A

June, total stocks were over 100 million - 7 . ;

barrels, or 11%, below year-earlier

levels.

Lozeey

The middle panet shows the trends for
total gasoline. These stocks have been ;
runiing about 10% below yesr-earlier o ton - Ca
levels with no sign of any significant i
spring build as occurred in the prior
vears. The situation for reformulated
gasoline, which accounts for about 30% of total gasoline saies, is shown in the right panel.
Stocks at the beginning of the year were similar to levels in 1998-99 but fell sharply in February
with oaly a marginal recovery since that low-point. The new Phase II standard came into effect
on May!, except at the retail level where the deadiine was June 1. The run-down in inventories
started at the beginning of the year in anticipation of the changeover to the new standard. The
problem has been the insufficient build-up of the new Phase II product. Mid-June stocks are 6%
below the June 1999 level and 16% below their June 1998 leve! despite the fact that demand is

up.
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Trends in U.8. Gasoline Supplies

Low gasoline stocks mean there has been minimal flexibility to meet unanticipated
supply/demand developments---which have indeed occurred. A year ago, the Department of
Energy, in its June 1999 Short-Term Energy Outlook, projected about a 2% growth in gasoline
demand for 2000 versus 1999 and an average retail price of $1.20/gallon. The 2% figure was
reasonable given their moderate price assumption and anticipated economic growth of 3.6% for
1999 decelerating to 1.7% this year. Gasoline stocks were assumed to remain about level.
Implicitly, supplies of gasoline from domestic and foreign refineries were assumed to grow in
line with projected demand. However, this did not happen. The chart below summarizes trends
in refinery production and imports.

* January 2000 was the first month in which Phase I standards applied to gasoline production and imports, although
effectively, since the oxygenate and benzine standards were unchanged, the program impacted the supply chain
when the more severe summer VOC standard came into effect.
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The panel on the left shows refinery ~m> Finished Gasolin Pr ion and imports
production of finished gasoline. Since 1198 through mid-June 2000, MB/D
February, production has been running

above 1999 levels. For the year to date, sogg Refinery Production o Imports
production is up about 100 MBD weno aso

versus 1999, an increase of about 1.5%. | 40 | 29/ avo 140

The panel on the right shows imports of | a0 | / 390 ]

finished gasoline. Since February, 7800 2:: AN
imports have been running below 1999 7600 200 1o

levels. For the year to date, imports are s e 150

running about 15 MBD below year-ago | 300

levels, a decline of about 4%. Total :::: 5: ;
supplies of finished gasoline from dan Mar wmay qu sep Nou Jan Mar May Jul sep Now

domestic production and imports are up

only about 1% or about 85 MBD so far
this year---about 1% below demand as anticipated by the Department of Energy last year.
Moreover, economic growth has been much stronger than anticipated. GDP growth this year in
the latest Short-Term Energy Outlook is now projected at 4% (other outside forecasters are
projecting still higher growth, 5%), well above their projection made a year ago. The much
higher projection indicates that, in the absence of the sharp price increases seen this year,
demand growth would have been well above the 2% rate.

Implications of a Low Price Elasticity

As noted earlier, consumers find it extremely difficult to cut back their normal use of gasoline
for commuting, shopping, vacation travel, etc., especially in the short-term. Since gasoline is
therefore price inelastic, price increases tend to be disproportionately large for what appear to be
very modest shortfalls in supply. A reasonable estimate, in line with recent experience, would

place the short-term price elasticity for

. <
gasoline at about —0.05. The Rebalancing Gasoline Supply/D d Via Price
AR g y
implications of such a low figure are Initial Price Index Value =1, Price Elasticity = -0.05
illustrated in the chart below. i :
25 —
. Price [ndi
The chart shows a downward slopping | vaue Price increase to Rebalance
. . 2 Suppiy Shortfall % Price Increase
demand curve with a constant price 0.2 MMED or 2.2% 0

elasticity of —0.05 intersecting an initial
supply curve fixed at S MMBD at a
price index value of 1.0.° If supply is Semand price
suddenly reduced to 8.8 MMBD, a ! Eiasticity =-0.05
decline of 2.2% from its initial level,
the price has to rise by nearly 60% to
clear the market.® For the week ending
June 19, the Department of Energy 0 w8 w7 w8 80 0 61 2 03 ot s

Reduced Supply Initial Suppiy
= 8.8 MMBD =9 MMBD

* Last year gasoline demand for June through August was about 8.8 MMBD. A 2% increase for 2000 would raise
demand to about 9 MMBD. . Supply is production plus imports plus stock change.

° Foran 0.1 MMBD or 1.1% reduction in supply, the price increase would be 25%. For an 0.3 MMBD loss of
supply, or 3.3%, the price would have to double to clear the market.
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reports U.S. gasoline prices averaging about $1.70/gallon, up 56 cents, or about 50% from their
average a year ago. This is approximately the increase required at the national level to offset a
shortfall in anticipated supplies of about 2% given the low estimated price elasticity of gasoline

The 2% figure is about in line with estimates of short-term supply losses (2 to 3%) arising from
the impact of the more severe RVP requirements for Phase II gasoline, the effects of the
UNOCAL patent infringement judgement on refiners and blenders, and the more limited
availability of imports. These problems apply only to summer specifications for reformulated
gasoline and will not apply to supplies after September 15.

Regional Price Disparities: Mid-West Consumers Paying California Prices

So far, the discussion has focused on e

national trends but this year in Chicago Spot Prices of Gasoline in New York,
and Milwaukee, and last year in Los Ang:::;:;:,f hicago®
California, the public has been

concerned about Jocal price spikes in
excess of the national trends. The chart

on the right shows daily movements 12
since last June in spot prices for 0 -
gasoline in New York, Los Angeles, 100 Loi LesAngeles

and Chicago. The prices used are the
New York harbor price for
reformulated unleaded 89 octane, Los

Angeles CARB (reformulated) 89 50 1O
octane, and Chicago unleaded R R N R A
(nonreformulated) 89 octane. At this “Naw York Harbor unleaded 89 RFG, Los Angetes CARB unioaded 85, Chicego pipeiine unicadd 55

time last year, spot prices in Los

Angeles were running far above New York and Chicago prices, with differentials exceeding 40
cents/gallon at their peak. Los Angeles also experienced a very brief, price spike again this year
in March. Recently, Los Angeles prices have been at or slightly below New York levels. Until
nearly the end of May, Chicago spot prices tended to run slightly below the New York prices.
But toward the end of the month a substantial differential opened up as Chicago prices rose to
peaks in the second week of June roughly 30 cents/gallon above New York prices. They have
subsequently declined, slipping below New York prices as of June 21. However, these price
movements don’t fully capture the price developments in the Chicago area.

The Chicago prices shown are for nonreformulated unleaded regular gasoline while prices shown
for New York and Los Angeles are for reformulated gasoline. Chicago (and Milwaukee as well)
is an ozone nonattainment area as designated by the EPA and is required to use reformulated
gasoline. Both Chicago and Milwaukee use a reformulated gasoline with ethanol as the
oxygenate, as opposed to MTBE, generally used elsewhere in the country. Because ethanol is
not a petroleum product, it must be segregated from other gasoline components up to the rack,
the point just before delivery to the pump. At that point it is added to a reformulated gasoline
blendstock for oxygenate blending---or RBOB---specially formulated to be used with ethanol.
RBOB accounts for about 90% of the total volume of a gallon of reformulated gasoline made
with ethanol. The spot price of Chicago RBOB is typically about the same as the price of
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unleaded regular shown in the chart above. But this year has been very different. As shown in
the chart below, in early March of this year, Chicago spot price of RBOB was almost identical to
the price of the unleaded regular. By mid-April, the differential had widened to about 5
cents/gallon and by early May, 10 cents. By late May into early June, the differential reached
about 30 cents/gallon. Since then, the differential has fallen back to about 7 cents.

The dotted line toward the bottom of the | ™= .
chart shows the differential between the | Spot Prnlﬁis for Chicago Unleaded and “RBOB" - eeptslgallon

spot price of Chicago RBOB and New fore

York reformulated unleaded. In early o pr——
June, the differentials peaked at nearly - v \1\
60 cents/gallon. As of late June, the ::: JFEAN
differential is down to about 4 v e Unieaded V]
cents/gallon. w e

. = T Oifference; ]
Retail Price Developments w bt i

,., TS
For consumers, the sharp rises in spot o — 4..._-—»—/‘-"’; SDerstc: :\'M
prices for ethanol-based reformulated 20

MO WINED  NIHEC  4N20F  4RENMD  SNHONS  STANS  STIOD 240G

have meant exceptionally sharp

increases in pump prices in Chicago and
Milwaukee. The table below shows pump prices for unleaded regular in Chicago, Milwaukee,
selected other Mid-West cities, as well as Los Angeles and New York for June 9, 1999, March
29, 2000 and June 7,2000.” The left three columns show actual prices while the three right
columns show price changes between the periods. The Mid-West cities are shown in descending
order of the June 1999 to June 2000 price changes. Between June 1999 and March of this year,
the pump price increases for the Mid-West cities shown ranged between 30 and 42 cents/gallon,
with neither Chicago nor Milwaukee standing out. Note the exceptionally low price change for
Los Angeles, a result of the price surge the year earlier in California as a result of supply
problems discussed below.

6/99 to 3/00 to 6/99 to

6/9/99 3/29/00 6/7/00 3/00 6/00 6/00
Chicago RFG area 126.8 164.7 2109 379 46.2 84.1
Milwaukee RFG area 1154 1492 1918 338 426 76.4
Louisville "RFG area 108.3 145.2 1704 369 252 62.1
Cleveland 106.8 149.2 164.9 424 157 58.1
Detroit 111.5 1475 161.8 36 14.3 503
Kansas City 1073 1385 157.3 31.2 18.8 50
Indianapolis 112.4 150.6 159.6 382 9 472
St. Louis* RFG area 109.9 140 156.2 30.1 16.2 46.3
Minn.-St. Paul 1184 150 160.5 316 105 42.1
Los Angeles RFG area 141.6 155.4 163.6 138 82 22
New York RFG area 1335 159.1 169.5 25.6 104 36

¥ Temporary waiver granted in June due to pipeline problems.

" Prices are for self-service unleaded as published in the Oil & Gas Journal.
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The pattern of price changes is very different for March-June of this year. Chicago and
Milwaukee show by far the largest price increases, up 46 and 43 cents/gallon respectively.
Louisville, another RFG area is next with an increase of 25 cents. Elsewhere the price increases
ranged from $ to 16 cents.

It is precisely these large local price spikes at the pump that trigger public anger, confusion, and
demands for investigations. Of course, if gasoline were a uniform, fungible, easily transportable
product, then in a competitive market such large spikes should not occur---and if they did, the
public would have every reason to be suspicious about just how competitive the market really is.
But the problem is that regulatory developments have made gasoline less uniform, or fungible,
and more difficult to transport, thereby reducing the ability of the supply system to respond
quickly to threats of shortage. As is discussed below, the most vulnerable areas of the country to
this problem, and therefore price spikes, are the two that have had them, California and Chicago-
Milwaukee.

The “Isiands™ of California and Chicago-Milwaukee

Although California and the Chicago-Milwaukee sections of the country are geographically very
different, with respect to gasoline, they are both “istands,” dependent primarily on local sources
for supply and very difficult to reach from elsewhere. Their isolation from the rest of the country
is the result of their dependence on “boutique” fuels, not readily available elsewhere.

California

California has imposed more severe requirements for reformulated gasoline than the rest of the
country. In 1999, a series of refinery probiems reduced production at a time of rising local
demand. The left panel of the chart on the right shows monthly trends in PADD 5 production of
reformulated gasoline in 1998 and 1999. In May and June of 1999, production was down by
about 50 MBD or about 5% from the year before. This was the period 1n 1999 of the sharpest
spikes in spot Los Angeles CARB gasoline prices. Only in August did production finally return

to about year-earlier levels, and in <R 1998-95 PADD 5 Production & imports
November-December significantly of Reformulated Gasoline
exceed 1998 levels. (New refinery ~ wem

problems in March of this year resulted Pros imports
in temporary production losses and the R proes *

price spike that occurred at the same e ﬁt " A 2

time.)

AN e
Refiners elsewhere in the world have = fc ; ;:‘/ \VI B ‘ B ? ; T
P 1 V- “ £
7 \

some limited capability to make CARB v

standard reformulated although those "

! %7
that do so must take into account the " \Y/
time and cost required to ship the " PN
product to California as well as the T e o wor

additional cost of making it* As shown

& For U.S. refiners, an additional cost element is the requirement to use U.S. flag ships.



271

Gasoline 101: A Politically Explosive Topic

in the left panet of the chart, imports of reformulated gasoline into PADD 5 did indeed move up.
reaching a peak of 30 MBD in July versus none the year before. The higher imports, coming
from as far away as Finland and Asia, moderated the price spike but only a return to normal
refinery operations brought it to an end.

Chicago and Milwaukee

Chicago and Milwaukee are “islands” for a different reason, their use of ethanol as the oxygenate
for reformulated gasoline. This year, Phase I reformulated gasoline requirements came into
effect. While the introduction of Phase I gasoline began in January at the refinery level, the
more critical summer standard (with lower VOC emissions} did not apply until May 1, or in the
case of retail facilities, June 1. At the national level, the more severe requirements had certain
particular consequences, especially on availability of imports. So far this year, U.S. total
production of reformulated is slightly above last year’s levels, but imports are down. The table
on the side summarizes the key figures. Production for the first 6 months of this year (more
precisely, production through June 16th) has been averaging 12 MBD above year-earlier levels, a
growth rate of only 0.5%. Imports, however,

U.S, Production and imporis of

greidm.vn 28 MBD over th‘e-same period, Reformulated Gasofine, 1°* 6 months 2000
indicating some loss of ability to supply the vs, Year Earlier
reformulated product under the new, more MBD
severe standards.
2090 1999
In its Fact Sheet on Reformulated Gasoline Production 2,532 2,520
Imports 172 201

issued in November, 1999, the EPA
estimated that additional costs of phase I
reformulated would be on average about 1 to 2 cents/gallon more than Phase 1, with costs
somewhat higher for some parts of the country and some refiners® The Fact Sheet went onto
state:

“It is not possible to accurately predict the retail price of Phase II RFG in the

year 2000 because it will be influenced by many factors including production

costs, weather, crude oil prices, taxes and local and regional market conditions.

It is important to note that, at the start of the Phase II RFG program, retail prices may be
higher or fluctuate more.”

Clearly this was indeed the case for Chicago and Milwaukee, where “local and regional market
conditions” were particularly adverse. Chicago and Milwaukee are the principal areas in the
Mid-West required to use reformulated gasoline. St. Louis voluntarily opted in to the program in
1999 but received a temporary waiver in June in the face of significant loss of supplies due to
problems with the Explorer pipeline. The Cincinnati and Louisville areas also opted into the
program but have had no comparable supply difficulties. Even though Chicago and Milwaukee
are far away from other consuming centers, this alone would not account for their problems.
After all both are ports and of course Chicago is a major rail, road, and pipeline center. But they
are unique in their réliance cn ethanol as the oxygenate for reformulated gasoline. When it
turned out to be more difficult than anticipated to make the ethanol-based Phase 1! product, there
was no where else to turn for immediate relief Ethanol-based reformulated requires a unique

° The complete Fact Sheet may be accessed on the internet at www .cpa.gov/oms/f99046, him. The undertining is
PIRINC’s .
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blendstock (RBOB) generaily not made ¢lsewhere, and any MTBE-based reformulated gasoline
could not be co-mingled with the local supply and therefore could not be moved through normal
distribution channels.

Specific supply figures for Chicago and Milwaukee are not available, but overall figures for
PADD 2 indicate what has happened. The chart below summarizes supply conditions for
reformulated in PADD 2. The panel on the left shows local monthly production of reformulated
for 1999, the solid line, and 2000 through June, the bars, with June represented by production
through mid-month. In general,
production has been running below
year-eatlier levels, with shortfall
cspecially noticeable in June, the start
of the Phase Il program at the retail
fevel. The most recent data for the
weeks ending June 16 and June 23,
show ne consistent improvement. So
far this year, PADD 2 production of
reformulated gasoline is running about
3% below year-ago levels. This is
different from the national situation
where production is slightly above
year-ago levels. Forthe June to date,
the situation is much worse, with
production in PADD 2 running about
7% below June 1999 levels.

R trinislg

PADD 2 Production & Other Supplies
of Reformulated Gasoline
MMB/D

Sroduction Other Net Supply

e
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In principle, a shortfall in local PADD 2 production could be moderated, or even eliminated by
increased supplies from other sources, imports, stocks, or shipments from other regions of the
couniry. In reality, imports of reformulated gasoline are virtually zero and stocks are typically
very low, in the T to 2 million barrel range, or about 2 to 4% of the U.S. total reformulated
stocks, well below the PADD 2 share, about 10%, of U.S. total reformulated demand. The
absence of imports and low stocks of reformulated gasoline are consistent with a
disproportionate reliance on ethanol, since problems of co-mingling severely limit prospects for
imports and make holding of the finished product difficult. The panel on the right shows trends
in net supply of reformulated gasoline excluding local production. By default, the figures reflect
almost exclusively shipments from elsewhere in the country, primarily PADD 3. The latest data
available are only for April of this year. Early in the year, shipments were running well ahead of
year-earlier levels. Put shipments fell back in April to year-earlier levels. The Explorer
pipeline, the major carrier of 0il products to the Mid-West was shut down for 10 days in March
and has run at reduced levels since then.

Signs of Improvement

Although data are sparse, there are already some tentative signs of improvement. The
disruptions in the logistics system are of course being addressed. However, the sharp run-up in
Chicago area prices appears to have encouraged extra-ordinary efforts to bring in supply. Thisis
showing up in a recent rise in stocks of reformulated gasoline in PADD 2, although as noted
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earlier, they remain low relative to other parts of the country. The chart below summarizes these
trends. While end-of-month stocks in January-February of this year were ahead of 1999 levels,
they fell back in March-April to about year-earlier levels. In May as well, they tracked levels of
a year ago. As of June 23, inventories have risen by about 0.6 MMB above their end-May level
and 0.4 above their level at the end of | <>

lune 1999. As the weekly data PADD 2 Stocks of Reformulated Gasofine - MMB
indicate, the build-up was particularly o o o
noticeable in the first two weeks of Endvof Month (and §/23/2000) Latest Weeks Ending: |
June. This build-up, although modest | = - - 25 e

in overall volume, came despite lower Eif;?::
production of reformulated gasoline :
within PADD 2 itself. i

A, 2

In effect, the modest inventory build
in the face of a production decline
could only occur if extracrdinary os — os
efforts were underway to make and ‘ |
ship the product from elsewhere by a s o -

- s M Mey s s Nav @ oam w5 s e e
barge, rail, or even tanker trucks.

The latest Department of Energy statistics indicates the improved local supply situation is
filtering through to retail prices. They report that the average price of gasoline in PADD 2
reformulated areas fell from $2.01/gallon on June 16 to $1.92 on June 23, a decline of 9 cents a
gallon. This was a larger decline than reported for the U.S, as a whole of 2 cents/gallon (from
$1.71 t0 $1.69) for all gasoline (and from $1.73 to $1.71 for gasoline sold in RFG areas). Retail
prices in Chicago and Milwaukee should continue to decline.’®

Issues for the Future

While this summer’s immediate gasoline problems are easing, they highlight serious regulatory
issues that remain with us. None of the individual problems contributing the national, and
especially local, gasoline price run-ups were major in and of themselves. However, they came
together in the context of a tight global oil market. This condition may persist for some time.

The regulatory system currently in place adds significantly to national, and local vulnerabilities.
The multiplication of “boutique” gasolines reduces the flexibility of the distribution system to
respond to local supply problems. When they do develop, the regulatory authorities are then
faced with a choice of going back on their standards, at least temporarily, or standing by and
accepting the inevitable, necessary price spikes.!" If standards are waived, then those in the
industry who made the greatest effort to meet the standards are penalized relative to those who
did the least. Creating a “no good deed goes unpunished” precedent sends exactly the wrong

0 A . .

1 1t should be kept in mind that retail prices move more slowly, both up and down, than spot prices. Just as the
price increases seen by consumers lagged prices paid by dealers, so too will the price declines as dealers retum to
more normal margins,

"' The authorities seem to have chosen a modified version of this alternative, namely stand by and demand
investigations.
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signal for future compliance efforts. Moreover, there are other regulatory actions that could lead
to similar choices. The EPA and many states are moving towards a three-year phase-out of
MTBE (penalizing those who invested to produce it in the first place). Because of current
oxygenate requirements for reformulated gasoline, this phase-out will mean greatly expanded use
of ethanol in producing the Phase II product. Given the problems encountered with ethanol this
year, it would be rash to assume a smooth path in the future.

The requirement for the use of an oxygenate is itself questionable since vehicles with fuel
injection instead of carburetors (fuel injectors have been in use since 1983) don’t need it.
California, the country’s leader in fuel stringency, has asked that the oxygenate requirement be
waived.

There is no argument about the need to improve local air quality and that vehicle emissions will
continue to be a legitimate, prime target of regulatory concern. But recent price developments
are an urgent signal of the need to reassess the process in view of the supply risks associated with
the present system, especially if tight global market conditions persist.

11
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EXHIBIT XX

“Energy Overview: Are Oil Companies Gouging Consumers?” by Fadel Gheit,
Fahnestock & Company, June 21, 2000.

This report notes that the U. S. petroleum refining and marketing industry has averaged
less than a 7% return on capital over the last 10 years, and typically eams more than its
cost of capital in only one quarter a year. The average profitis $0.05/galion in the past

five years.

01:13pm EDT 2i-Jun-00 Fahnestock & Company {(Fadel Ghelt 212-668-8935) BPA CHV R
Energy Overview: Are Oil Companies Gouging Consumexs?
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ENERGY OVERVIEW Fadel Gheit {212} 668-88535 fgheitffahnestock.com
June 2L, 2000 John Cusick {212} 668~8022
Michael McAllister

1212)668-8228

Are 0il Companies Gouging Consumers?

No Summer Gifts

¢rude oil prices continue to surge desplite promises by OPEC to increase
production. We don't think that crude oil prices are likely to drop
significantly from current levels in the next few weeks even if OPEC, yielding
to US pressure, increases production by 700,000 bpd, which is less than 1.0% of
world consumption. We believe US strong-arm tactics to pressure OPEC to increase
preduction essentially, has backfired. It is alse difficult for U§ allies in
OPEC to justify to their counterparts the logic of subsidizing the world's
strongest economies at their own expense, In addition, there is no evidence
that $30/b oil has hurt economic growth or dampened demand growth for petroleum
products. Consequentially, US consumers should not keep high hopes for any gifts
from OPEC this summer. ‘

The Great Gas Censpiracy

The US government is prebing possible anti-competitive practices by the oil
industry that led to the recent sharp rise in gasoline prices in the Midwest
vegion. The EPA, FTC, Department of Energy, and now Congress are all blaming the
oil industry for higher crude oil prices, and, more importantly, higher
gasoline prices. Some politicians even suggested investigating the oil industry
for possible conspiracy with OPEC, Great minds think alike. High gascline prices
re likely to take center stage in thia year's issue-less electiocns. The
Republicans will blame higher gasoline prices in part on "Gore Tax”, which is
slightly moxe than four cents/gallon.

Are Gasoline Prices High?

Altheugh US motorists complain about high gasoline prices, here are some
sobering facts:

l.ags gasoline prices adjusted for inflation are now lewer tharn in 1890 or in
1980,

2. Gasoline bills as a percent of disposable income are the lowest in 20 vears,
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3. Gasoline costs as a percent of total costs of owning an automobile, which
include the purchase price and insurance and maintenance, are the lowest in
decades and continue to decline as other costs continue to climb.

4. Avexage gasoline prices in the US are less than half the average prices in
Europe and Japan and well below the average prices in many developing countries.

§. Federazl, local and other taxes add approximately $0.40/gallon to the average
price of gasoline.

6. US gasoline consumption of more than 370 million gallon/day is at an all time
high and is up by 2.4% from last year's levels.

7. The US consumes more than 37% of world gascline production.
Don't Blame The 0il Industry

The petroieum refining and marketing industry is among the worst performing
industries when it ccmes to prefitability. Its return on capital in the last 10
years averaged less than 7%, this was by far, the lowest return on capital among
the main business segments of the oil industry, lagging exploration and
production and chamical. lLew margins and high environmental spending made it
difficult for the industry to sustain profitable growth for any extended period.
We estimate that in the last 10 years the industry returns exceeded its average
cost of capital only in one quarter in each year. A very poor record, even for
the oil industry.

Americans are led to believe, through the media and self-serving politicians,
that they are being milked at the pump by the "Big 0ils." Our analysis, however,
shews that in the past five years on averzge oil companies earned less than
$0.05/gallon annually on gasoline sales. The average profit at the peak of the
summer driving se2son is less than $0.25/gallon, less than $0.15/gallon in good
times and less than $0.03/gallen in tough times, with most profitable companies
averaging $0.15/gallon.

Nothing herein is to be construed as a solicitation or any transaction. The
information presented has been obtained from sources considered to be reliable,
but it is rot purported to be complete or without error. Fahnestock & Co. Inc.,
and/ox its officers and directors, and/or mexbers of their families may, at
times, have positions in any securities mentioned.

First Call Corporation, a Thomson Financial company.

All rights reserved. 888.558.2300

~> End of Note <-

-~ PIRST CALL --
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EXHIBIT XXI

“Who's to Blame?”, Business Week, July 3, 2000.

This article examines the many accusations being made about the causes of higher
gasoline prices; oil companies, OPEC, EPA, oil price speculators, refiners, and Unocal's
patent all get their share.

OPEC? Refiners?
Speculators?
Regulators? Yes,
yes, yes, and yes

resident Clinton has all but ac-
cused the oil indusiry of price
fixing. The Federal Trade Com-
mission is investigating gasoline
refiners and retailers. Various
members of Congress, a5 usual, are call-
ing for hearings. And frustrated con-
sumars are simply looking for some re-
iief ot the purp. There hasn't been this
much agitation over gasoline prices
since the OPEG oil embargo caused
prices to double, to more than $20 a
barrel, in late 1973 and early 1974,
8o who's to blame? Democrats and
eansumer groups suspeet the oil compa-
nies. Republicans and the industry are
pointing fingers at the Environmental
Protection Agency and recently imple-
mented reguistions on cleaner fuel And
of course, everybody is blaming OPEC.

Surprisingly, all these various accu-
sations are correct—ic 2 cerfzin ex-
tent, Oil refiners falled to accumulate
sufficient stocks of gasoline to meet
the summer’s peak demand. New clean-
fuel regs definitely added to the per-
gallon cost. And oPEC~—with the help of
other producers—has constrained the
supply of crude, although as worldwide
demang has increased since the begin-
ning of the year, OPECs grip has loos-
ened. It was a fatal confluence of
events, none of which by itself would
have produced a national average price
of $1.68 per gallon-~a record before it
is adjusted for inflation.

But one last element in the runup
may be the least acknowledged: market

hology and f Anal
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line are no different than those for eq-
uities. Prices are set by a combustible
blend of speculation, greed, and fear
While supply and demand rules in the
long run, the aear-term price of un-
leaded gas has been set as much by
bets of thousands of large and small
market players. Says Shell 0il Co.
Chairman and cB0 Steven Millers “The
perception of future oil supply and
demand has a lot to do with the cur-
rent price.”

Indeed, a failed bet made by refiners
last winter that prices for crude oil and
gasoline would be lower this spring has
prompted much of the current market
hysteria. Last December and January,
as the price of crude hovered in the
mid- te high 20s, refiners—already
struggling to supplement insufficient

heating-oi} stocks—failed to build gase-
line inventories to the levels Sary
to meet the heightened demand of the
summer's peak driving season. They
thought that higher mterest rates would
take their toll on the U. 8. economy and
consumption. Then, as the biggest per
capita consumer of oil lost its appetite,
the price of erude would fall and they
could stoek their refineries for less.
Crude-oil futures prices seemed to
support this scenario. But speculators
also’ watched gasoline inventories, and
they, 1o, made 2 bet—that the rush to
stock up would drive erude prices high-
er. Prives never went below 325, which
left refiners scurrying to find affordable
supply. “Refiners werent anticipating
330 of! this late in the
game,” says Howard

JuLy 3, 2000

chairman of Cambridge Energy Re-
search Asscclates, “Few saw how buoy-
ant the U.S. economy would be. dnd
few expected a strong rebound in Asia
$6 soon.”

Meantime, refiners have hardly been
scrambling to add capacity~for good
reason. Until recently, gasoline prices
had been totally uninspiring-—particu-
larly for a refining industry that re-
turned less than 4% on capital in the
decade of the 1990s, aceording to the
Ameriean Petroleum Institute, an in-
dustry trade organization. That is Jess
than half the aversge of the energy
indastry as 2 whole and well below the
returns of the average Standard &
Poor’s 500-stock index company. On top
of the lousy prices, re-
finers also had to invest

Rennell, president of
‘Windham Group, a2 New
York-based oil broker.
“When they came back
into the market, they
bid the price up farther”

Despite the current
nationwide panie, the
price spike may dissolve
as demand falls over the
surmer and refiners fin-
ish supplementing inven-
tories, What is less like-
ly to fade is the market’s
increasing volatility. The
oil industry has adepted
the same just-in-time
approach as auto mak-
ers and retaflers. Com-
panies  keep smaller
stocks of erude oil and
refined products. They
no longer pay costiy
lemses on fields they
aren’t ready to explore.
And they don’t drill pro-
duction wells in fields
when they don't need ofl.
So when demand leaps,
they don't have much
extra capacity.

The surprise this
spring was the strength
of the demand given
the Federal Reserve
Board’s vigorous efforts
to slow the economy.
The Energy Dept. esti-
mates that world de-
mand will rise 1.8% this
year and 2.5% in 2001,
vs. 1.4% in 1999. “What
all the calenlations did
not do was foresee the
rebound in oil demand,”
says Danie} H. Yergin,

WHY SO HIGH?

AVERAGE PRICE OF
GASOLINE PER GALLON
JUNE 2006

$1.62
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oEC, 1998
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as much as $80 billion
to meet the new envi-
ronmental requirements.
The result: Gasoline pro~
duction has increased
only from 6.4 million
barrels per day in 1984
to 85 million today. And
now, even though gaso-
Yine demand has grown
significantly, stocks of
crude oil and gasoline
are kept at around
500,000 barrels—dawn
from the typical 00,000
barrels refiners would
hold in the early 1880s.
The flash point for the
U.S. crisis has been the
Upper Midwest, where
prices have topped $2.10
a gallon for regular un-
leaded in cities such as
Detroit and Milwaukee,
and more than $2.30 in
Chicago. The region suf-
fered two major pipeline
cutages since March and
a refinery shutdown that
further cut already con-
strained gasoline sup-
plies—exactly the unex-
pected disruptions that
Jjust-in-time inventories
cannot accommodate.
SHIRKERS. Al the same
time that refiners faced
insufficient stocks, they
also were wrestling
with a new phase of re-
formulated gasolines,
whick took effect in
about one-third of the

nation beginning on
June 1. But having
known about these

BUSINESS WEEK 7 JULY 3, 2000 37
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changes for years, why weren't they
better prepared! “The industry helped
s write {the regs]. They shonld have
had encugh time,” says BPaA Assistant
Administrator Robert Perciasepe.

Refiners say implementing &ll of the
new formuulas proved more complex
than expected. Here, some of the blame
lies with the states. The mandate to
make cleaner-burning reformulated gaso-
lire originally came from Washington,
but individusl states have tinkered with
the formulations to soit their own par-
Heular air-quality problems and politieat
interests. Atlanta and Birmingham, Ala,
for instance, have different gasoline
standards than Jacksenville and Tam-
pa, Fla. El Paso is required io sell a
different formula thas East Texas. Cit-
go Petroleum Corp., 2 major U.S. re-
fire, says it must provide nine different
forms of gasoline in just the eastern
half of the country to satisfy the varions
permutations.

The reformulated gasoline alveady
costs more to produce. Bus refinery of-
ficials say it is no coincidence that the
Midwest suffered the highest prices in
an effort to try to meet the EPa stan-
dards. Many of those states, Ina nod to
their farm constituendies, encourage the
use of corn-based ethanel as an addi-
tive. In many other areas of the conntry,
refiners use a natural gas-hased additive
called uTBE. Ethanol creases problems,
refiners say, because it iy difficult to
store and eauses gasoline to evaporate
more quickly. In addition, because of
the difficulty of making ihis gesoline,
refineries produce Jess of it than con-
ventional biends, leading fo supply
shartages.

Environmental regulators and in-
dustry ofeials had antieipated that the
new fuels would cost more: 5¢ to 8¢
per gatlon was the original estimate.
But that didn't include the market’s
reaction to a supply shortage. Indeed,
in the Midwest, reformulated currently

GAN'T KEEP
CRUDE DOWN

AR 7

$34.13

NEW.YORK MERC:
LOW INVENTORIES:

sells for an average of 18¢ more than
conventional gasoline.

PFurther complieating matters was &
sult won recently by Unoeal Corp. sup-
porting the company’s claims that it
held the patent o certain types of re-
formulated gasoline and was owed roy-
alties from other refiners, As & vesalt,
refiners did everything they could to
avoid using Unocal formules, leading to
additional costs and further shortages.

The treuble in the Midwest should
have come as no swrprise to gasoline

TUNEZE
$31.37

4
JNEZY

PRICGEPERBARREL &

2 consumers in Cafifor-
ria. After the state
mandated its own spe-
8 dal reformulated gaso-

lne blend in March,
1996, the price of gaso-
line took off, jumpiog
30%, to $1.60 2 gallon.
Consumers were out-
raged. Thera were at
least four
state and federal in-
vestigations of Califor
nig’s gas prices, but no
charges of impropri-
eties were ever filed
against the state's re-
finers. Capacity in the
state Is so tight that
whenever there is a
refinery outage, gaso-
line marketers must
find out-of-state refin-
ers who can meet Cab
ornia reguirements.
PROFITS GALORE. But
for the industry—
though certminly net
the consumer—thers’s
a silver lining to ail
this. Thanks te higher
off prices and refining
margins, analysts ex-
pect the average large
il eompany to double
its earnings this year
1n the seeond quarter, U.S. refining
profits per barrel doubled from the lev-
ele of 8 year ago, to an avewage of 3850
per barrel, one of the highest quarterly
averages in a decade.
Qf course, at these prices, ol com-
paries and refineries are beginning to
figrure out ways fo create more supply
Already, there is evidence that expio
vation and production spending s pick-
ing up. According to Lelunan Brothers'
mid-year B&P spending survey, as of
May, companies are planning an 182%
incresse in worldwide £4P expenditures
in 2000, vs. a 102% rise budgeted in
December, 1999, when £ep budgets were
originally put together. That 182% rep-
resents some $88.7 biltion in spending,
vs. $73.4 billion in 1999. And as of June
18, the U.S. rig count, at 871 actively
drifling, had increased to its highest lev-
el since mid-May, 1998 That may be
good news for the consumer. But in the
meantimne, better buy a compact to keep
that sport-utility vehicle company,

By Christopher Palmert in Los An-

INVITED
SPECULATION
IN CRUDE-OIL
FUTURES
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COMMENTARY
By Stanley Reed

DON'T BLAME SURGING PUMP PRICES ON OPEC

he Organization of Pe-
troleum Exporting
Countries has a message
for the U.B.: There is a im-
it to how much we can do to
lower current erude ofl
prices and, by extension,
U.S. gasdline prices.

Of course, the 11 cartet
members are being far foo
modest, It was, after all,
their production cutbacks
that started the wpward
price spiral in 1999 in the
first place. But some facts
do support the idea that
their influence over prices
may indeed be declining.
For starters, not only did
OFEC promise to produce an
additional 1.7 million barrels
per day in Mareh, it is setu-
ally surpassing that pledge
by 800,000 barrels. So,
throughout the second quar-
fer, the Paris-based Interna-
tional Energy Agency reck-
ons that daily worldwide production
has been exceeding worldwide con-
sumption by as much as 1.9 million
barrels. Yet crude oil prices are trad-
ing close to thelr March peak.
ALL THE WAY. Nevertheless, led by
Sandi Arabls, the world’s largest ex-
porfer, oPEC pledged on June 21 to
hike production again, this time by
around 700,000 barrels. Mexico,
which is not 3 member of oPEC, is
ase expected to add 130,000 to
200,000 barrels a day, bringing its
production back to the jevels hit be-
fore ofl producers began their regime
of cutbacks more than & year ago.

Will these hikes make a differ-
ence? Ali I. Naimi, the Saudi Minis
ter of Petroleurr & Mineral Re-
sources, isn't sure-—primarily because
he doubts that it was a shortage of
erade off that eaused June's spikes in
gasoline prices and crude. “Producers
are trying to match supply and de-
mand te establish stability in the
market,” he said in an interview in
Riyadh, Saudi Arahia, just before
leaving for OPEC's meeting in Vienna.
“We are under tremendous pressure
to increase production to respend to
an spparent shortage of supply. But
other than prices going up, the data
doesn’t support” the notion that
there’s a shortage.

he

Naimi blames speculators for at
least some of the price spikes. They
saw very low gasoline and heating-oil
fnventories in the U.S. and a de-
mand that didn't seem to be declin.
ing despite interest-rate hikes.
Traders began betting that refiners
would have to come into the market
late to add to their inventories.
“They are putting enormous pressure
on the upper end to see if we are go-
{ng to ease,” says Naimi,

Of course, Naimi is hardly & disin~
terested cbserver. But David H.
Krapp, who heads the rEa’s oflindus-
try and markets division, agrees. He
says incredibly tight product invento-

CRUDE SUPPLIES AGAIN
" OUTPACE DEMAND -

e
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ries in the U.S. are the main
catalyst for higher crude
prices. “If {sn't so important
what oPEC dogs a3 what the
; refiners de.” says Knapp.
“This s very much a prod-
wet-led glebal oil market”

Moreover, the Saudis are
also uncomfortable with
prices as high as thay are.
With 1.9 millien to 24 mil-
lion harrels of spare capaci-
ty, the Saudis probably
would have been willing to
push production sbove
60,000 barrels just to zvoid
more heat from U.S. and
Asian customers,

WINTER CHILL. But by ram-
ming through a production
hike, the Saudis would have
risked the wrath of other
OPEC members, such as Iran
and Algeria, that don't have
excess capacity, For them, a
drop in price just means
Jower revenues and the po-
tential loss of market shave to new
production. Besides Saudi Arabia,
only the United Arab Emirates has 2
noteworthy 500,000 barrels a day of
spare capacity to offer. And there s
not much among non-OPEC praducers
either—although the 184 reports that
AMexico is working hard to develop
new supply.

That lack of slack leaves the mar-
ket vulnerable. Principally, analysts
are doubtful that Iraq can sustain a
production of & million barrels a day.

$o, the balancing act is getting
very difficult for all of the players.
Even if prices drop as the summer
progresses and demand for gasoline
begins to ease up in the U.8,, ana-
Iysts expect 2 similar crisis next win-
ter, given the low levels of heating-
il inventories. So if oPEC doesn’t
incraase now, it will face another eri-
sis come its Bept. 10 meeting.

Reed covers the oil industry for
BUSINESS WEEK from London end the
Mideast,

TS SN

For an intarview with &l {. Naimi, o to
the une 21 daily briefing at
www.businessweek cam/today him
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EXHIBIT XXIi
J. L. Frank Testimony on Diesel Sulfur, EPA Public Hearing, June 19, 2000, New York

This is a speech delivered at an EPA pubiic hearing in New York on June 18, 2000 by J. L.
Frank, President of Marathon Ashland Petroleum LLC.

EFA Publc treacdng , New York | Tuw 19 267

Good morning. I’'m J. Louis Frank, president of Marathon Ashland
Petroleum LLC. I'm here today on behalf of the American Petroleum
Institute.

The energy industry asks that you carefully consider our views on EPA’s
recently proposed diesel sulfur regulations.

First, understand that we support reducing sulfur content. This is an area
where fuel producers can make a positive contribution. U.S. air quality has
benefited because of — and in proportion o — the extent we have formulated
fuels to cut tailpipe and exhaust stack emissions.

EPA statistics prove that nearly two-thirds of America’s air quality
improvement is due to clean fuels and clean engine technology. Moreover,
the improvement has been steady and is ongoing. I’'m proud of that result.

Please note that there was no magic involved, no instant alchemy. It was a
painstaking process of finding what worked — technically, economically,
commercially. We do this for a living. We can’t afford to be wrong. Costs
and benefits have to balance.

And that goes to the heart of industry’s contention that pushing beyond a 90
percent reduction in diesel sulfur puts wishful thinking ahead of market
reality. EPA’s case is based on the use of vehicle technology that is still
unproven. This is technology which EPA admits has not advanced from the
chalkboard to the field trial stage. In preliminary tests, the EPA
recommended technology has failed to hit target emission levels ~~regardless
of fuel sulfur content.
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Industry knows how to hit the 15 ppm standard. But we also know that
volumes are cost-constrained. Many refiners will choose to produce less
product. Any trucker or fleet operator can tell you what that will do to their
business. Our estimate is that EPA’s proposal would add about $2,500 to
the cost of a trucker’s annual operation.

Real-world constraints will also affect our ability to maintain the 15 ppm
standard through thousands of miles of pipeline shipment, terminal storage
and station disposition. Fifteen parts per million is equivalent to less than a
tablespoon of water in an Olympic-size swimming pool. Contamination at
the melecular level could endanger this fragile standard. The reality is that
refiners would actually have to reduce levels below 15 ppm to have a
reasonable assurance that product stayed on spec.

EPA has raised the possibility of phasing in its sulfur requirements to
mitigate their impact. This would necessitate purchasing additional tanks,
piping and pumps to accommodate the sale of two varieties of highway
diesel. Bottom line: less efficiency, more costs.

I am saying to you — on behalf of America’s energy industry — that we are
prepared to undertake a 90 percent reduction in diesel sulfur level — knowing
full well what that entails in terms of production cost, quality maintenance,
and capital investment.

We support this reduction and we understand its potential health benefit.
This is not a poker game. We are not arguing over table stakes. Anyone can
demand too much too soon. Setting an appropriate regulatory standard,

however, demands wisdom, courage and care.

Thank you for your time and consideration.
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EXHIBIT XXl
J. L. Frank lefter to EPA on Diesel Sulfur, June 23, 2000

Letter to Office of Transportation and Air Quality, Environmental Protection Agency from
J. L. Frank, President of Marathon Ashland Petroleum LLC, June 23, 2000. The letter
expresses concern aver EPA's arbitrary approach to the determination of costs and
benefits of the API proposed 50 PPM sulfur limit on diesel fuel.

June 23, 2000

Fax No: 202-564-1686

Ms. Margo T. Oge

Director

Office of Transportation and Air Quality
Environmental Protection Agency

1200 Pennsylvania Ave., NW
Washington, DC 20004

Dear Margo:

This letter is in response to your question at the New York Heavy Duty Highway
Diesel NPRM hearing on June 19, 2000 regarding the calculation of benefits from the
50 ppm cap/30 ppm average sulfur that the oil industry has proposed for highway diese!
fuel,

At that time | was unfamiliar with the methodology upon which EPA has based its
conclusion that the industry’s proposal wauld only achieve 20% of EPA’s proposed
benefits. | have now reviewed Chapter IX.C. of the agency’s Regulatory Impact .
Analysis (RIA) and | am still at a loss to determine the basis EPA used to determine the
benefits of 50 ppm sulfur,

The RIA totaily ignores the real worid experience of thousands of vehicles in
Europe, which are already demonstrating the ability to meet Euro 5 standards on 50
ppm sulfur diesel fuel. This appearance of the agency’s deliberate under valuation of
the ail industry’s proposal casts doubt on EPA’'s willingness to undertake a science-
based, unbiased analysis of alternatives to this proposed rule.

I am very concerned with the apparent arbitrariness of EPA’s approach, and
would like to present the oil industry’s case. There are many categories of potential
benefits listed in the RIA. However, the primary benefits are in the areas of PM and
NOx emission reductions and those are the two areas | will address.

The industry’s proposed 50 ppm/30 ppm average sulfur level enables virtually the
same PM benefits as EPA’s proposal of a15 ppm sulfur cap. Qver 8,000 European
diesel vehicles, both light and heavy duty, are currently operating catalyzed diesel
particulate filters (CDPF's) satisfactorily on 50 ppm sulfur fuel. Both Johnson-Matthey
and Engelhard have publicly released data showing that PM emissions below EPA’s
proposed FTP PM standard of 0.01 gm/bhp-hr can be achieved using 50 ppm sulfur
diesel fuel.
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Ms. Margo Oge
June 23, 2000
Page 2

| am aware that EPA is concerned that out of these thousands of successful
applications, there are fourteen failures on retrofitted buses in Fintand. MECA and EMA
have characterized these failures as being due to the inability to maintain the required
temperature levels to assure regeneration. | am confident that EMA and MECA, given
seven years lead time, can determine the appropriate level of insulating material or
other engine calibration techniques to maintain the 20° C higher temperatures required
to enable CDPF's to perform properly on 50 ppm cap/30 ppm average suifur diesel.
This task is made much simpler since they will be customizing the CDPF’s for each new
engine family.

In addition, | am aware that EPA is concerned about suifate make and PM
compliance over the proposed Supplemental Steady-State (SS) and Not-to-Exceed
(NTE) test procedures. The DEC-SE study shows that on 30 ppm fuel current traps can
meet PM levels of 0.02 g/bhp-hr over the OICA cycle — an 80% reduction from today's
levels. The apparent arbitrary nature in which EPA selected the SS and NTE standards
is troubling since it forces compliance far below the stated emission standards. EPA is
claiming no environmental benefits associated with these standards beyond ensuring
adequate in-use control. EPA could achieve the same in-use control through design
and implementation of an effective EPA compiiance and enforcement program without
jeopardizing our nations fuel supply.

On NOx control, | am surprised that EPA would completely dismiss SCR
technology, which is the NOx reduction technology of choice in Europe and like the
CDPF has been tested and proven on thousands of European diesel vehicles using 50
ppm and higher suifur diesel fuel. This technology easily achieves NOx levels of 0.5
gm/bhp-hr, and EPA even points out in the RIA that this technology may be capable of
meeting the proposed 0.02 g/bhp-hr standard by 2007. SCR technology is ready to go
today and does not need a four year phase-in or a technology review. In fact, it's ability
to be operating in 100% of 2007 new diesel vehicles allows SCR technology to generate
more early NOx emission reduction benefits than EPA’s proposal.

While Heavy Duty Engine SCR is relatively insensitive to diesel sulfur levels, the
Compact SCR technology to be used in smalier vehicles is reportedly somewhat suifur
sensitive, since it incorporates a platinum based oxidation catalyst. However, these
catalysts are very similar to current gasoline oxidation catalysts, which successfully
operate at sulfur tevels up to 80 ppm. With the very low sulfur leveis of 50 ppm, this
technology is capable of meeting the 0.5 gm/brkhp-hr standard for the life of the vehicle.

It is difficult to understand why EPA would ignore a proven, ready-to-go
technology, such as SCR, in favor of a totally unproven technology, such as NOx
Adsorbers. In the NPRM EPA repeatedly refers to the relative risks of each technology.
EPA needs to truly quantify these risks and calculate the risk corrected expected
benefits of each technology path. This will demonstrate that the NOx Adsorber
technology, even if given a very optimistic risk factor of 50%, plus its 15 ppm diesel
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requirement, is too risky and has a much lower expected benefit value than the oil
industry’s recommendation.

fab

Sincerely,

(Original Signed by J. L. Frank)

Attachment

CC:

bcc:

The Honorable Carol M. Browner
Administrator

Environmental Protection Agency
1200 Pennsyivania Ave., NW
Washington, DC 20460

The Honorable Bill Richardson
Secretary of Energy

U.S. Department of Energy
1000 Independence Ave., SW
Washington, DC 20585

Mr. Robert Perciasepe

Assistant Administrator

Office of Air and Radiation
Environmental Protection Agency

Ms. Melanie Kenderdine
Acting Director

Office of Policy
Department of Energy

Mr. John Spotila

Office of Management and Budget
Eisenhower Executive Office Building
17" and Pennsylvania Ave, NW
Washington, DC 20503

Ms. Patricia M. Richards
USX Corporation
Washington, DC

Red Cavaney, American Petroleum Institute
Edward H. Murphy, American Petroleum Institute
Urvan Sternfels, NPRA

MAP Board of Managers and Officers w/attachment
M. E. Leister w/attachment

Fax No:

Fax No:

Fax No:

Fax No:

Fax No:

Fax No:

202-501-1450

202-586-7644

202-564-1686

202-586-0148

202-395-4852

202-783-6309
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EXHIBIT XXIV

Py "

Tet Returns in Refining and Marketing {Source: DOE/BIA: Performance Profiles of
Major Energy Producers}

This chart depicts the retumn on capital of the refining and marketing segments of U, 8.
Petroleum industry. The data was drawn from the DOE/EIA: Performance Profiles of
Major Energy Producers.
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EXHIBIT XXV
A Primer on Gasoline Prices (EIA pamphlet, www.eia.doc.gov)

This brochure published by DOE/EIA explains the various components of the retail price of
gasoline and why prices change from time to time and differ according to regions.

A Primer on Gasoline Prices

Gasoiine, one of the main products refined from crude oil, accounts for just about 20 percent
of the energy consumed in the United States. The primary use for gasoline is in automobiles and
light trucks. Gasoline also fuels boats, recreational vehicles, and various farm and other
equipment. While gasoline is produced year-round, extra volumes are made in time for the
summer driving season. Gasoline is delivered from oil refineries mainly through pipelines to a
massive distribution chain serving 180,000 retail gasoline stations throughout the United States.
There are three main grades of gasoline: regular, midgrade, and premium. Each grade has a
different octane level. Price levels vary by grade, but the price differential between grades is
generally constant.

What are the components of the retail price of gasoline?

The cost to produce and deliver gasoline to consumers includes the cost of crude oil to refiners,
refinery processing costs, marketing and distribution costs, and, finally, the retail station costs
and taxes. The prices paid by consumers at the pump reflect these costs, as well as the profits
{and sometimes losses) of refiners, marketers, distributors, and retail station owners.

In 1999, when the price of crude oil averaged $17.46 per barrel, crude oil accounted for
about 37% of the cost of a gallon of regular grade gasoline (Figure 1). The share of the
retail price of regular grade gasoline that crude oil costs represent varies somewhat over time and
among regions. For example, on the West Coast, crude oil represented about 31% of the price of
gasoline in 1999, while on the Gulf Coast, it represented 39%.

Figure 1. What Do We Pay for in a Gallon of Regular Grade Gasoline?

1999
Distribution, Marketing, &
Fetail Station Costs & Profits
Refining Costs & Profits 13%
Federal and State Taxes 36%

Crude Qil

Saurce: Energy Infarmation Administration
Office of Oif and Gas
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Federal, State, and local taxes are a large component of the retail price of gasoline. Taxes
(not including county and local taxes) account for approximately 36 percent of the cost of a
gallon of gasoline. Within this national average, Federal excise taxes are 18.4 cents per gallon
and State excise taxes average 19.96 cents per gallon. Also, seven States levy additional State
sales taxes, some of which are applied to the Federal and State excise taxes.! Additional local
county and city taxes can have a significant impact on the price of gasoline.

Distribution, marketing and retail station costs and profits combined make up 14% of the
cost of a gallon of gasoline. Only 28% of service station outlets today are company stations,
i.e,, are owned or leased by a major oil company and operated by its employees. Nearly 72% are
operated by independent dealers free to set their own prices. The price on the pump reflects both
the retailer’s purchase cost for the product and the other costs of operating the service station. It
also reflects local market conditions and factors, such as the desirability of the location and the
marketing strategy of the owner.

'U. S. Department of Transportation, Federal Highway Administration, Monthly Motor Fuel
Reported by States , February 2000, Table MF-121T.

) Why are California gastﬁihé'prircers highér and more {Ialgiable {lian others?

The State of California implements its own reformulated gasoline program with more stringent
requirements than Federally-mandated clean gasolines. In addition to the higher cost of cleaner
fuel, there is a combined State and local sales and use tax of 7.25 percent on top of an 18.4
cent-per-gallon federal excise tax and an 18.0 cent-per-gallon State excise tax.

California prices are more variable than others because there are relatively few supply sources
| of its unique blend of gasoline outside the State. California refineries need to be running near
their fullest capabilities in order to meet the State’s fuel demands. If more than one of its
refineries experiences operating difficulties at the same time, California’s gasoline supply
becomes very tight and the prices soar. Supplies could be obtained from the Gulf Coast and
foreign refineries; however, California’s substantial distance from those refineries is such that
any unusual increase in demand or reduction in supply results in a large price response in the
market before relief supplies can be delivered. The farther away the necessary relief supplies
are, the higher and longer the price spike will be.

Why Do Gasoline Prices Fluctuate?

Even when crude oil prices are stable, gasoline prices normally fluctuate due to factors such as
seasonality and local retail station competition. Additionally, gasoline prices can change rapidly
due to crude oil supply disruptions stemming from world events or domestic problems, such as
refinery or pipeline outages.

RY lity in the demand for gasoline - When crude oil prices are stable, retail gasoline
prices tend to gradually rise before and during the summer, when people drive more, and fall in
the winter. Good weather and vacations cause U.S. summer gasoline demand to average about
5% higher than during the rest of the year. Prices during the summer typically show a 3.5 cent-

http://www.eia.doe.gov/pub/oil_gas/petroleun/analysis_publications/primer_on_ga.../petbro.htm 7/7/00
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per-gallon increase, even after correcting for changes in crude oil prices.

Changes in the cost of crude oil - Events in crude oil markets were a major factor in all but
one of the five run-ups in gasoline prices between 1992 and 1997, according to the National
Petroleum Council’s study U.S. Petroleum Supply - Inventory Dynamics .

Figure 2. Motor Gasoline Prices at Retail Outlets, 1999 Average Regular
Grade, by Region
(cents per galion, excluding taxes)
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Source: Preliminary datafrorm the Enargy Informaticn Administration's
DPetrolewon Marketing Mon8ily, Table 31.

Crude oil prices are determined by worldwide supply and demand, with significant influence by
the Organization of Petroleum Exporting Countries (OPEC). Since it was organized in 1960,
OPEC has tried to keep world oil prices at its target level by setting an upper production limit on
its members. OPEC has the potential to influence oil prices worldwide because its members
possess such a great portion of the world’s oil supply, accounting for nearly 40% of the world’s
production of crude oil and holding about 67% of the world’s estimated crude oil reserves.

Rapid gasoline price increases have occurred in response to crude oil shortages caused by, for
example, the Arab oil embargo in 1973, the Iranian revolution in 1978, the Iran/Iraq war in
1980, and the Persian Gulf conflict in 1990. The most recent gasoline price increases are due in
part to OPEC crude oil production cuts in 1999. In addition, higher demand from a recovering
Asian economy caused more competitive bidding for crude oil supplies in the international
market and was a gontributing factor to an increase in gasoline prices in 1999.

Product supply/d d imbalances - A continuing economic boom in the United States has
led to greater demand for gasoline. If demand rises quickly or supply declines unexpectedly due
to refinery production problems or lagging imports, gasoline inventories (stocks) may decline
rapidly. When stocks are low and falling, some wholesalers become concemned that supplies
may not be adequate over the short term and bid higher for available product. Such was the case

http://www eia.doe.gov/pub/oil_gas/petroleum/analysis_publications/primer_on_ga.../petbro.htm 7/7/00
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in late summer 1997, as a demand surge drained gasoline stocks and prices rose rapidly.

Gasoline may be less expensive in one summer when supplies are plentifil vs. another summer
when they are not. These are normal price fluctuations, experienced in all commodity markets.
For example, the price of corn is higher than normal just before harvest time because com
inventories are depleted at that time. Prices may remain high after the harvest if a drought
occurred during the growing season, thereby limiting the supply of corn. Or prices may decline
when a healthy crop is produced.

However, prices of basic energy {gasoline, eleciricity, natural gas, heating oil} are generally
more volatile than prices of other commodities. One reason is that consumers are limited in their
ability to substitute between fuels when the price for gasoline, for example, fluctuates. So, while
consumers can substitute readily between food products when relative prices shift, most do nat
have that option in fueling their cars.

Why do gasoline prices differ according to region?

Although price levels vary over time, Energy Information Administration (EIA) data indicate
that average retail gasoline prices tend fo be typically higher in certain States or regions than in
others (Figure 2). Aside from taxes, there are other factors that contribute to regional and even
local differences in gasoline prices:

Proximity of supply - Areas farthest from the Gulf Coast (the source of nearly half of the
gasoline produced in the U.S. and, thus, a major supplier to the rest of the country) tend to have
higher prices. The proximity of refineries to crude oil supplies can even be a factor, as well as
shipping costs (pipeline or waterborne) from refinery to market,

Supply dissuptions - Any event which slows or stops production of gasoline for a short time,
such as planned or unplanned refinery maintenance, can prompt bidding for available supplies, -
If the transportation system cannot support the flow of surplus supplies from one region to
another, prices will remain comparatively high.

Competition in the local market - Competitive differences can be substantial between &
locality with only one or a few gasoline suppliers versus one with a large number of competitors
in close proximity. Consumers in remote locations may face a trade-off between higher local
prices and the inconvenience of driving some distance to a lower-priced alternative.

Figure 3. The Price Refiners Pay for Imported Crude Ol and Average
Retall Gasoline Price {Average of All Grades)

hitp/fwrww.eiadoe.govipubloil_gas/petroleum/analysis_publications/primer_on_ga.../petbrohtm 7/7/00
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Long-term (Years 2000 to 2020) Outlook for Ca;oline Prices

| In the future, gasoline prices are expected to be pushed generally higher by an increase in the

i population and an economic expansion, particularly in the third world (Figure 3). In addition,
tighter environmental standards on the quality of gasoline will also be a factor in higher prices
as will the lack of available U.S. refining capacity. The lack of available refining capacity is
already contributing to higher retail prices in California (see box on California) and is expected
to spread to other States. Offset by lower tax rates, though, U.S. retail gasoline prices are
expected to remain among the lowest in the world.

Environmental programs - Some areas of the country are required to use special gasolines.

Environmental programs, aimed at reducing carbon monoxide, smog, and air toxics, include the
Federal and/or State-required oxygenated, reformulated, and low-volatility (evaporating more
slowly) gasolines. Other environmental programs put restrictions on transportation and storage.
The reformulated gasolines required in some urban areas and in California add three and five
cents, respectively, to the price of conventional gasoline served elsewhere.

Operating costs - Even stations co-located have different traffic patters, rents, and sources of
supply that influence retail price.

Additional copies of this pamphiet may be obtained from EIA by contacting the National Energy
Information Center (NEIC) at 202-586-8800 or E-Mail: infoctr@eia.doe.gov. The full text is available on
ElA's Web site www. eia.doe.gov under "Petroleumn,” then select "Analysis” on the lef sidebar.

The Energy Information Administration pubiishes many analytical reports on the subject of motor gasoline
price changes. For more technical analyses, see: Frice Changes in the Gasoline Market , Motor
Gasloine Assessment Spring 1997 , and Assessment of Summer 1997 Motor Gasoline Price

increases . These analyses, and others, are available at www.eia.doe.gov under "Petroleum,” then select
"Analysis” on the left sidebar.

http://www.eia.doe.gov/pub/oil_gas/petroleum/analysis_publications/primer_on_ga.../petbro.htm 7/7/00
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EXHIBIT XXVi

CATO Institute Testimony, House C¢ itlfee on Gover t Reform, “"The Effect of
Federal Regulations on Gasoline Prices in Milwaukee/Chicago Arsa”, July 7, 2000.

The CATO Institute testimony before the House Committee on Government Reform
examines the factors contributing to the gasoline supply shortfall and the economic
forces, which caused the elevated prices.

TESTIMONY of

Jervy Taylor,
Director, Natural Resource Studies, Cato Institute

before the
Comunitize on Government Reform
Subcommitiee on National Economic Growth,

Natural Resources, and Regulatory Affairs
Vnited States House of Representatives

The Effect of Federal Regulations on Gasoline Prices in the
Milwaukee/Chicago Area

July 7, 2000

T'd like to thank the members of the Subcommittee on Nationa! Economic Growth,
Matural Resources, and Regulatory Affairs for the opportunity to testify today on the
effect that federal regulations have had on gasoline prices in the Milwaukee/Chicago
area.

There is no mystery as to why gasoline prices have spiked here but nowhere else: the
Milwaukee/Chicago market is suffering from a shortage of gasoline and this shortage
is entirely responsible for the surge in prices. My testimony today will examine the
factors that have contributed to this shortfall as well as the economic taws that
govern gasoline markets. In short, the June spike in Milwaukee/Chicago gasoline
prices was largely caused by federal and state regulations mandating the use of
ethanol blended reformulated gasoline in this market.

The only other explanation for the price spike that's been offered - the contention that
oil companies are colluding to gouge consumers - is also examined and dismissed as
extremely unlikely. No single oil company has enough market power to significantly
affect retail prices and there is absolutely no evidence of collusion. A basic
understanding of the gasoline markets strongly suggests that, if prices had not gone
up dramatically in May/June, 1970-style gasoline lines at the pump would have been
the inevitable result.

1 conclude by suggesting some policy steps that would reduce the fikelihood of such
disruptions in the future. Less - not more - regulation is in order,
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The National Gasoline Market

A gallon of gasoline in the United States today is - on average - 60 cents more
expensive than it was a year ago. This represents about a 50 percent increase in price.
Gasoline prices in the Milwaukee/Chicago area, however, peaked at about double the
price of a year ago.

So about half the price increase experienced in the Milwaukee/Chicago area was due
to the general increase in world oil prices. The Congressional Research Service, for
instance, reports that refiners’ crude acquisition costs have risen by the equivalent of
48 cents per gallon of gasoline over the past year and a half. That price increase is
explained by three factors; OPEC production restraint, low domestic inventories of
oil, and surging demand for oil products. About this there is little dispute, so I will
not dwell upon it this morning.

As an aside, the price increase appears more dramatic than it actually is. First, it was
preceded by the lowest inflation-adjusted oil prices in recent history: less than $10 a
barrel in December 1998, a price that allowed gasoline to sell at $1.05 a gallon. Price
increases were virtually inevitable, and given the historic lows of December 1998,
they were bound to appear dramatic by comparison. Second, real prices even in the
Milwaukee/Chicago area still don't approach the historic peak price of $2.67 a gallon,
which was set nationally in March 1981 afier adjusting for inflation.

Nevertheless, why are prices higher in the Milwaukee/Chicago area than clsewhere?
Simply put, the imbalance between gasoline supply and demand is greater here than
cisewhere in the country.

Imbalances in Supply & Demand

Disruptions in the transportation network are primarily responsible for limiting the
supply of gasoline in the Milwaukee/Chicago area. An inability on the part of refiners
to produce enough gasoline to keep up with surging demand has also contributed to
the problem. Given the inelasticities of the gasoline market, those two factors alone
explain the disparity between regional and national prices.

Gasoline demand has increased by 4 percent since last year according to the
American Automobile Association but supply has remained unchanged. This
imbalance is complicated by a shrinkage in inventory stocks: mid-June national
inventories of reformulated gasoline were 6 percent below the June 1999 level and 16
percent below those of June 1998.

While this disparity between the supply and demand of reformulated gasoline has
affected all markets that rely on the reformulated gasoline equally, the
Milwaukee/Chicago market has been additionally hit by a production shortfall of the
specific blend of reformulated gasoline that is required there and nowhere else. Going
into the spring, only six refineries (all located in Illinois) were producing RBOB that
could be sold in the Milwaukee/Chicago market. But production at those and the
other facilities making gasoline dedicated to the Milwaukee/Chicago market is
running about 7 percent below production a year ago and stackpiles are unusually
low.
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The cheapest and easiest way to supplement the production at those Hlinois facilities
is to ship gasoline via pipelines from Gulf Coast refineries. Unfortunately, the main
pipeline that services the Milwaukee/Chicago area - the Explorer pipeline, which
ships gasoline from refineries on the Gulf Coast to Chicago - experienced a major fire
near St. Louis in March. Although the damage was repaired guickly and the pipeline
opened for business ten days later, the owners of the pipeline and the U.S.
Department of Transportation entered into a joint agreement to reduce the operating
pressure of the pipeline by 20 percent, which reduced the volume of gasoline moving
through the pipeline by 10 percent. A rupture in the Wolverine Pipeline on June 8 -
the one dedicated reformulated gasoline pipeline from Chicago to Detroit that serves
the Milwaukee region -- has further reduced pipeline traffic by 20 percent although it
returned to full operation by the end of the month.

While trucks and barges are an alternative means of delivering gasoline to the
Chicago/Milwaukee market, it's a far more expensive method of delivery and a
limited delivery alternative given the paucity of unused truck and barge capacity. The
upshot is that trucks and barges have not been able to make up the shortfall in
deliveries caused by the pipeline problems and the use of trucks and barges has added
expense.

An imbalance of only a few percent between supply and demand seems at first blush
to be a minor problem, but given the nature of gasoline markets, it is quite serious.

Gasoline Economics 101

The demand for gasoline is inelastic in the short run, That is, it takes a large increase
in price to reduce consumer demand even a little in the near term. Economists
calculate that short-term price elasticity for gasoline is about -0.05. That is, if prices
go up 1 percent, consumer demand will decrease in the short term by only one-
twentieth of 1 percent.

Accordingly, when the demand for gasoline outstrips the available supply (even by
just a little), prices have to go up a lot in order to keep the gasoline pumps from
literally running dry. Thus, if local gasoline supplies are 2-3 percent below where they
need to be to meet unmoderated consumer demand - the figure most market analysts
believe to be correct for the Milwaukee/Chicago area - price would have to jump by
more than 30 percent in order to prevent spot shortages.

Prices, remember, are used to allocate scarce goods. Although demand for gasoline is
far more elastic in the long run, in the short run, small disparities in supply and
demand (in either direction) will always by necessity have a large impact on prices.

Thus, we know all we need to know to explain the supposed mystery of retail
gasoline prices in the Milwaukee/Chicago area. OPEC production cutbacks and
surging world oil demand have driven the price of oil from around $10 a barrel in the
winter of 1998/99 to around $30 a barrel today, adding 50-60 cents to the price of
gasoline per gailon. Pipeline ruptures and production shortfalls have further reduced
Milwaukee/Chicago supplies by 2-3 percent, which -- given the inelasticities of
demand - explains the 50 cent difference between peak regional gasoline prices and
national average gasoline prices.
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‘Why the Production Shortfall?

What role have politicians played in all of this? Approximately three-quarters of the
price hike in the Milwaukee/Chicago area can be explained by circumstances largely
outside of government's control; the OPEC production restraint and the pipeline
ruptures. This is also the conclusion of economist Lawrence Kumins in his June 16
report on midwestern gasoline prices for the Congressional Research Service.

One-quarter of the price spike, however, can be laid directly at the doorstep of
government. Refineries have had a hard time keeping up with the demand for
reformulated gasoline in the Milwaukee/Chicago market, and that production
shortfall is a logical consequence of poorly designed federa! and state policies.
Refinery production has been limited by the reformulated gasoline mandate passed as
part of the 1990 Clean Air Act, unnecessarily burdensome environmental regulations
promulgated by the EPA, and the continued demagogic nature of Congress, which
deters investment in the refining industry.

Reformulated Gasoline Mandate

As a consequence of the Clean Air Act Amendments of 1990, areas that violated
federal air quality standards were required to sell only specially reformulated gasoline
beginning June 1, 2000. This new gasoline is blended with various oxygenates
(primarily methyl tertiary butyl ether - MTBE, or ethanol) in order to reduce the
emission of carbon monoxide, a significant contributor to wintertime smog, and to
reduce the amount of toxic chemicals, such as benzene, in the fuel. This reformulated
gasoline now serves 30 percent of the country.

While today's reformulated gasoline (known in the regulated community as "Phase II"
reformulated gasoline, or RFG-2) is 1-2 cents more expensive per gallon than last
year's "Phase I" reformulated gasoline and 5-8 cents more expensive than
conventional gasoline, the real consumer impact of reformulated gasoline is related to
the rigidity it imposes on national gasoline markets.

The accompanying map of the United States shows the different federal requirements
for retail gasoline. As of October 1999, there were essentially seven separate gasoline
markets. As of today, there are eight; gasoline is reformulated with ethano! in
Milwaukee and Chicago but with MTBE elsewhere.

This is a crucial point. As noted earlier, gasoline intended for ethanol reformulation
requires a unique blendstock known in the trade as "RBOB." That's because ethanol
evaporates easily and unburned evaporated fuel is a major contributor to smog,
Gasoline intended for ethanol blending must, accordingly, be specially made in order
to minimize ethanol evaporation rates.

Because of RBOB's unique characteristics, it must be segregated from other gasoline
all the way up the transportation system until the point just before it is mingled with
ethanol and delivered to the service station. Accordingly, it cannot move through
normal distribution channels and requires an entirely separate, dedicated
transportation network.
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This congressionally mandated batkanization of the gasoline market has seriously
hampered the flexibility that refiners would otherwise have to react to spot shortages
(and the related opportunity for profit making). Because it is inefficient to segment
refining operations to produce multiple fuel blends, refiners generally dedicate their
facilities to the production of one particular gasoline biend. Going into the spring,
most of the RBOB for the Milwaukee/Chicago market was produced by six refineries
in Hlinois. Unfortunately, shifting production from one blend to another is costly and
time consuming. Accordingly, refiners cannot react quickly to profit-making
opportunities.

Why did the refining industry initially underproduce RBOB? Two reasons. First,
whenever new gasoline blends are introduced to the market, an adjustment period
almost always takes place that is frequently characterized by temporary supply and
transportation dislocations. Refiners and merchant facilities need time to figure out
the marketplace, their place in it, and to learn the most efficient way to deliver the
new product to consumers. This shakeout is temporary but inevitable, As even the
EPA acknowledged in its November 1999 "Fact Sheet on Reformulated Gasoline™:

It is not possible to accurately predict the retail price of Phase I RFG
[reformulated gasoline] in the year 2000 because it will be influenced by
many factors including production costs, weather, crude oil prices, taxes,
and local and regional market conditions. /# is imporiant 1o note that, at
the start of the Phase Il RFG program, retail prices may be higher or
Sluctuate more.

Accordingly, there should be no surprise that the introduction of this fisel in the
Milwaukee/Chicago area on June 1 led to problems as the industry adjusted to new
market conditions. Government mandates will always produce such periods of
temporary dislocation.

Second, a federal appeals court ruled in March that Unocal legitimately held a patent
on the most efficient method of producing RBOB. Refiners were forced to either pay
Unocal royalties on RBOB production (imposing a 1-5 cent per gallon tariff on the
cost of RBOB) or use a less efficient means of producing the blend. While the direct
cost of the Unocal patent is thus minor, the indirect cost has been a reduction in
RBOB production. Given the low profit margin that refiners typically operate under,
many refiners simply chose to dedicate their facilities to the production of other
blends.

Environmental Regulatory Burdens

As noted a moment ago, the refining business is not a particularly profitable one. Its
profit margins, in fact, are smaller than the industrial average and no new refinery has
been built in qver thirty years. Refining capacity is shrinking annually due to plant
shutdowns despite continually increasing demand.

The lack of profitability within this industry can be easily traced to several causes.

First, air pollution and hazardous waste regulations hit this particular industry harder
than almost most any other. While such regulatory burdens might be justified as the
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price society must pay for a cleaner environment, that is unfortunately not the case. A
1990 joint study by the U.S. EPA and Amoco found that a typical refinery could meet
all of EPA's emission mandates at only 20 percent of the cost if only the federal
government would allow the plant managers flexibility in how they go about
controlling emissions.

Second, delays in permit review and issuance seriously constrain a refiner's ability to
react to profitable market opportunities such as the one presented ioday by high
prices in the Milwaukee/Chicago area. Retooling a plant to produce a different
gasoline blend requires federal permits to ensure that o additional air pollutants
would result from the change. Often, these permit reviews take so long that windows
of market opportunity close before refiners are capable of taking advantage of them.

Third, the federal government is constantly issuing new orders regarding how
gasoline can be made. Those orders, which require constant retooling and
reinvestment in facilities, not only impose steep up-front costs but curtail a plant’s
ability to capture profits from previous mandated retoolings and reinvestments. The
refining industry is today facing 12 major regulatory actions over the next 10 years,
all of which will require major capital investments. Many of those regulatory actions
concern additional mandated changes in gasoline blends such as the reduction of
sulfur in gasoline and diesel fuel, total elimination of MTBE from reformulated
gasoline, and the reduction of various toxic substances. These changes alone will cost
between $1.8 billion and $5 billion depending upon how the regulations are
promulgated ty EPA.

As long as government is insensitive to the regulatory costs it's imposing on this
industry, it cannot legitimately complain when the industry occasionally stumbles
under the weight of its regulatory burdens. In short, the government has made certain
that there is little profit to be made in the business of refining gasoline, capacity is
naturally dwindling, and the industry's ability to quickly and efficiently adiust to
dislocations caused by new mandates is disappearing.

Regulatory Uncertainty

The final contributing factor to the shortfall of gasoline this summer is the constant
threat of regulatory and policy change that deters companies from entering the
market, investing in efficient practices and technologies, or stockpiling supplies. If
businessmen are uncertain about whether new regulations will be imposed that might
prevent them from recouping the cost of plant investments, less plant investment will
be made. Similarly, if politicians threaten to impose windfall profit taxes or other
forms of regulatory intervention to ensure that occasional shortages never present the
opportunity for significant profit, then companies will refrain from investing in
stockpiling and other activities that only prove profitable under such conditions.

1t is a cardinal rule of economics that stable rules are good rules. Even poorly drafted,
inefficient regulations can be mitigated and overcome in time by market actors.
Constant change, however, spawns uncertainty, and uncertainty in the marketplace
restricts corporate time horizons in ways that often prove disastrous for consumers.

The "Price Gouging" Charade



298

Page 7 of 9

The foregoing analysis should put to rest the charge that oil companies are "gouging"
the public. Price increases in the Milwaukee/Chicago region were necessitated by a
shortfall in supply, a shortfall that was caused by a number of factors. Moreover,
there is no dispute about the fact that there Aas been a shortfall. The fault line is
between those who understand that, given the inelasticities of demand, such a
shortfall will have major pricing implications and those who simply do not understand
the basic economics of this industry.

Even so, the logic of the "price gouging" charge is threadbare. Federal regulatory
officials deny the possibility of shortages by pointing out that reformulated fuel stocks
are just as plentiful today as they were last year when no such price shock occurred,
But demand is about 4 percent higher today than last year, a disparity that is great
enough to trigger the spike. Moreover, such assertions about overall reformulated
fuel stocks ignore the fact that the particular reformulated fuel stock relied upon by
the Milwaukee/Chicago market -- RBOB -- is undeniably in shorter supply.

Spectacularly high industry profits are not evidence of gouging. Given the
inelasticities of consumer demand for gasoline, prices had to go up substantially to
bring demand in balance with supply. If they had not, then the Milwaukee/Chicago
area would have undergone a replay of the 1970s when long gasoline lines and dry
service station pumps traumatized the nation. Suppliers who had gasoline for the
Milwaukee/Chicago market on hand and who were able to deliver it cheaply to
market (inframarginal suppliers) are indeed making a substantial profit. Those who
had to retool their refineries this spring to make RBOB for the Milwaukee/Chicago
market and those who had to secure special truck or barge service to get that
gasoline to market (extramarginal suppliers) are making significantly less.

Regardless, those high prices were necessary not only to ration a scarce good; they
were also necessary to signal to other refiners that a valuable commodity was in short
supply. If prices had somehow been kept down by government action, refiners would
have been even less likely to help mitigate the shortage and the supply crisis would
have been even worse.

Finally, the charge of price gouging has little internal consistency. If oil companies
have enough market power to gouge consumers at will, why have they waited until
this year to exercise that power? Why did they not "gouge” in 1999, or in 1998
(when industry profits were at their lowest point in years), on anytime over the last
several decades? Moreover, why would oil companies gouge the Milwaukee/Chicago
area but nowhere else?

The answer some give is that the industry needed an "excuse" to gouge, and the
introduction of Phase 1 ethanol-blended reformulated gasoline this June was the
excuse they needed and an excuse that was not available in any other market. But
what critics miss is that businesses do not need an "excuse” to raise prices if that's
what they want to do. This is, after all, a relatively free market and companies are
free to charge whatever they think the market will bear anytime they chose.

Qil companies should not have to apologize for their profits this year. Given the
short-term inelasticies of both supply and demand in this industry, minor imbalances
in either direction will dramatically move prices either up or down. Massive but
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temporary transfers of wealth are just as likely to benefit consumers as they are to
benefit producers in the oil business because temporary periods of excess supply are
as likely as are temporary shortfalls of supply. Nobody shed a tear when consumers
were "gouging” oil companies in 1998 when the short-term inelasticities of the
gasoline markets crashed prices through the floor. Nobody should shed a tear now
when those same market inelasticities produce windfall profits for producers.

Finally, for a charge of price gouging to have credence, federal investigators will have
to find evidence of collusion between oil companies. That's because no one company
has enough market power to unilaterally drive up prices. But absolutely no evidence
of collusion has been unearthed so far, and 30 years of on-again, off-again public
witch-hunts have yet to produce even a shred of evidence that oil companies have
ever colluded to fix prices.

The belief that oil companies get together to profit at the expense of consumers
appears to be genetically hard-wired into our heads. But much like the belief in
extraterrestials, it has yet to be substantiated. Given the perfectly understandable
nature of the current price spike in the Milwaukee/Chicago area, it’s a pretty safe bet
that this particular investigation by the Federal Trade Commission -~ like all
investigations that have come before it -- will turn up empty. It is my hope, however,
that those who are so demagogically accusing the industry of unjustified profiteering
without any evidence will just as loudly and energetically apologize to it once the
FTC investigation concludes with its inevitable findings.

Conclusion

Of the approximately $1 per gallon increase in gasoline prices that
Milwaukee/Chicago area drivers have experienced over the past year, about 50 cents
can be attributed to OPEC production decisions, 25 cents can be attributed to
unfortunate pipeline breaks during particularly inopportune times, and 25 cents can
be attributed to the market complications imposed by the reformulated gasoline
mandate originally imposed in the 1990 Clean Air Act and put into place this June.

Congress would be best advised to eliminate the reformulated gasoline mandate in its
entirety, Not only has it been responsible for an (albeit largely temporary) 25 cent per
gallon increase in gasoline prices, it accomplishes absolutely nothing in the way of air
quality. The fuel injection systems that replaced conventional carburetors in cars built
since 1983 include computerized oxygen sensors to determine when the fuel-air mix
is optimized from an emissions perspective. By automatically mixing gasoline in such
a way as to minimize carbon monoxide emissions, fuel injectors accomplishing
through technology what the mandated reformulated gasoline attempts to accomplish
via fuel design. Eric Stork, the head of EPA's Mobile Source Air Pollution Control
Program from 1970 till 1978, told the New York Times recently that reformulated
gasoline was a good idea 30 years ago, but in cars built in 1983 or later, the fuel is
“obsolete and pointless.”

Congress should also demand that environmental regulations shift from a command-
and-control basis to a "performance" based regime. Federal agencies might still
require that no more than x amount of this or that pollutant come from a facility or
gasoline blend but should allow plant managers to undertake whatever actions they
wish to meet the standard. As long as companies are required to verify their
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emissions (and allow public verification of their findings), such a regulatory reform
would dramatically reduce regulatory burdens on refiners while maintaining current
strict air quality standards.

Finally, congress should force regulatory changes to expedite the issuance of federal
air emission permits and reconsider the onslaught of new fuel recipe mandates that
are in the hopper. As a recent report by the National Petroleum Council {an official
advisory body to the secretary of the Department of Energy) warned, those mandates
threaten to replay the dislocations that have hit the Milwaukee/Chicago market in
other markets on and off for years to come.

Thank you for your patience, and I look forward to answering any questions you may
have.

| Index of Testimony | Cato Institute Library | Cato Institute Home | ~
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EXHIBIT XXViI
EPA Office of Mobile Sources Fact Sheet on RFG, November, 1999

The EPA fact sheet on reformulated gasoline describes the history of the program as
well as its basic elements. The fact sheet also provides an estimate of the increased
cost associated with RFG production and states, "at the start of the Phase 2 RFG
program, retail prices may be higher or fluctuate more.”

Emission Facts

Reformulated Gasoline

Reformulated gasoline (RFG) is gasoline blended to burn cl and reduce smog-forming and
toxic pollutanis in the air we breathe. About 75 million people are breathing cleaner air because of
RFG. The second phase of the RFG program, which will begin in 2000, will achieve even greater
reductions in air pollution than Phase I RFG.

History of RFG

Despite tremendous progress in reducing U.S. air pollution since the Clean Air Act was passed
almost 30 years ago, cars and trucks are still a major source of pollution because the number of cars
and trucks and the number of miles driven keeps growing.

One way to reduce air pollution from cars and trucks is to use a gasoline that is designed to bum
cleaner. This cleaner burning gasoline, called reformulated gasoline or RFG, is required by the Clean
Air Act in cities with the worst smog pollution, but other cities with smog problems may choose to
use RFG, The federal RFG program was introduced in 1995; RFG is currently used in 17 states and
the District of Columbia. About 30 percent of gasoline sold in the U.S. is reformulated. Each oil
company prepares its own formula that must meet federal emission reduction standard

The RFG program is a significant step toward cleaning the air we breathe, and a significant
component of the country's smog reduction strategy. RFG's air quality benefits, combined with other
industrial and transportation controls aimed at smog reduction, together are responsible for the long-
term downward trend in U.S. smog.

Air Quality Benefits of RFG

The first phase of the RFG program was designed to reduce the air pollution that causes smog by
64,000 tons per year in the areas that use RFG, compared to conventional gasolineNthe equivalent of
eliminating the smog-forming emissions from over 10 million vehicles.

When the more stringent standards of Phase Il RFG replace Phase I in 2000, the program is designed
to reduce smog pollutants by an additional 41,000 tons per year in RFG areas, for a combined
equivalent of eliminating the smog-forming emissions from about 16 million vehicles.

The RFG program also reduces emissions of toxic air pollutants such as benzene, a known human
carcinogen. Phase I and Phase I RFG combined reduce toxic pollutants by about 24,000 tons per

http:/fwww.epa.gov/oms/f99040. htm 07/06/2000
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year in RFG areas, the equivalent of eliminating the toxic emissions from over 13 million vehicles.

A study by the Northeast States for Coordinated Air Use Management, an organization of state air
quality experts, shows that Phase I RFG reduced cancer risk from gasoline by about 12 percent, and
Phase II RFG is expected to reduce cancer risk by 19 percent.

Analysis of fuel data submitted to EPA by industry for compliance purposes shows that emission
reductions from the RFG program have been more than the program requires each year since the
program’s introduction in 1995,

Performance and Fuel Economy

EPA conducted a fleet testing program in 1998 to evaluate car and truck performance with Phase I
RFG, compared 10 Phase I RFG. Testing took place in Boston, Chicago, and Houston, The test fleet
drove over one million miles with Phase II RFG. Performance testing was also conducted in 1998
with utility, lawn, and garden equipment, and with motorcycles and marine engines. In addition, EPA
sponsored fuel economy testing with Phase I RFG, compared to Phase I RFG.

All available data indicate that no difference in ear or truck performance or fuel economy is expected
when Phase IT RFG replaces Phase I RFG. In addition, no difference in performance is expected with
utility, lawn, and garden equipment, or with marine engines or motorcycles.

Note that changing from conventional gasoline to RFG, which is oxygenated, results in a one to three
percent fuel economy loss; that is less than one mile per gallon for a vehicle that gets 25 miles per
gallon, However, there is no additional oxygenate in Phase II RFG compared to Phase I, so there is
no additional fuel economy loss.

Production Cost and Retail Price

Prior to the introduction of Phase I RFG, EPA estimated that the cost to industry to produce the fuel
would be about three to five cents per gallon more than conventional gasoline. The Lundberg survey,
conducted by an independent market research firm, concluded in October 1997 that RFG's retail price
has been about three cents per gallon more than conventional gasoline. The retail price does not
necessarily reimburse all production expenses.

EPA estimates that Phase II RFG will, on average, cost one to two cents per gallon more to produce
than Phase I RFG. In some parts of the country and for some refiners, production costs could be
higher. It is not possible to accurately predict the retail price of Phase Il RFG in the year 2000
because it will be influenced by many factors, including production costs, weather, crude oil prices,
taxes, and local and regional market conditions. It is important to note that, at the start of the Phase II
RFG program, retail prices may be higher or fluctuate more.

Oxygen Requirement

In the Clean Air Act, Congress specified that RFG contain oxygen — two percent by weight. MTBE
(methy!l tertiary butyl ether) and ethanol are the two most ¢ ly used that add oxygen
to gasoline. Otl companies decide which substance 10 use to meet the law's requirements,

Leaking storage tanks are the number one cause of gasoline contamination of water. Small spills and
improper disposal are also sources of contamination.

Many chemicals in gasoline——including MTBE—can be harmful in water. MTBE is highly soluble
and travels faster and farther in water than other gasoline components.

http:/fwrww.epa.gov/ioms/f99040 htm 07/06/2000
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MTBE has a: ‘trong taste and odor, 50 even small amounts of MTBE in water can make a water
supply distasteful. In most cases where MTBE has been d d, M are below
levels of public health concern. At high levels, MTBE may pose a public heaith threat EPA’s MTBE
advisory level for taste and odor is 20 to 40 parts per billion.

EPA is concemed about the presence of MTBE in ground and surface water, In November 1998, EPA
established a panel of independent scientists and other experts to examine MTBE's performance i in
gasoline, its presence in water, and alternatives to its use. Panel recommendations made to EPA in
July 1999 include:

« Ensure no loss of current air quality benefits from RFG.

» Reduce the use of MTBE, and seek Congressional action to remove the oxygen requirement in
RFG.

« Strengthen the nation's water protection programs, including specific actions to enhance the
Underground Storage Tank, Safe Drinking Water, and private well protection programs.

EPA has announced its intention to work with Congress to provide a targeted legislative solution that
maintains the air quality benefits of RFG while allowing reductions in the use of MTBE. EPA will
also protect water supplies by improving gasoline leak protection and remediation programs.

For more Information

Additional documents on RFG are available electronically on the Office of Mobile Sources Internet
site at:

hitp:/fwww.epa.govioms/rfg htm
Document information is alse available by writing to:

U.S. Environmental Protection Agency
Office of Mobile Sources

NVFEL Li

2000 Traverwood Drive

Ann Arbor, MI 48105

{OMS Home] [EPA Home] {Reluted Links] [Air Quality] [Search] [Comments]
url; http://www.epa.govioms/

Last update: 11 Feb 99

http//www.epa.gov/oms/f99040.htm 07/06/2000
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Washington Office

1440 New York Avenue, NW.

Surte 200

Washragtor,

2021942-2050
July 18. 2000 FAX 202 783-3798

The Honorable Thomas Bliley
Chairman

House Commerce Committee
2125 RHOB

Washington. DC 20515

Dear Chairman Bliley:

AAA appreciated the recent opportunity to testify before the House Commerce Committee regarding
the impact of high gasoline prices on consumer travel behavior. We were pleased to be able to
represent the viewpoints of motorists across the country and provide the travel data we had compiled
regarding the impact of gasoline prices on travel and vacation trends.

Representative Tauzin concluded the hearing by requesting that panelists take the opportunity to
provide additional information for the record as to possible actions that could be taken to remedy the
. gas price situation. AAA believes your commitiee attention to this matter is most important.

First. domestic crude inventories remain at extremely low levels. This trend has emerged over the past
decade, during which time AAA stressed repeatedly to the Administration that this would inevitably
contribute to the type of market distress we have been experiencing. AAA believes that refiners must
enhance production and increase crude inventory or the US will continue to remain at the mercy of the
OPEC cartel and to other supply disruptions.

Second, in correlation to the problems associated with low domestic inventory. the Strategic Petroleum
Reserve should be expanded and the conditions under which the President is authorized to draw down
from the reserve broadened. There also should be in place a workable plan for the immediate sale of
oil from the SPR in a declared fuel emergency.

Third, accusations of zone-pricing, whereby oil companies could conceivably distort the market by
varying prices from region to region. must be examined and monitored. Reliance on the principles of
competitive free enterprise has historically served this country well and should be the primary
consideration in establishing market prices.

Fourth, there continues to be an overall lack of a comprehensive energy policy in the United States.
While there are controversial issues associated with the problem of low domestic production and
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inventory, such as the case for drilling in the Arctic National Wildlife Reserve. there are measures
which can be implemented that do not provoke impassioned or negative responses. For example. AAA
supports government efforts to work with the private sector to develop alternative fuel and vehicle
programs, We would also encourage further research into fuel cell and battery technology as well as
other low or zero-emissions vehicle technologies.

At the same time. AAA recognizes that 1t is equally important to have educated consumers. and that
drivers must do their part to conserve fuel and operate their vehicles in a more energy efficient fashion.
We will continue to provide our membership with the information they need to be better informed
about how to reduce the demand side of the equation through publications like our "AAA Gas
Watchers Guide.™

Finally, in conjunction with the development of an energy policy. AAA believes the Department of
Energy should be the primary federal agency to implement such a strategy. While environmental
regulations are important and necessary. it is equally important that the US have a coordinated,
forward-looking strategy: one that promotes domestic energy sources and seeks to enhance US
competitiveness rather than contributing to unacceptable economic distress. as illustrated by the
extraordinary increase in gasoline prices in areas of the Upper Midwest. The confusion and
accusations aired at the committee hearing regarding the impact of reformulated gasoline (RFG) in
Chicago and Milwaukee made clear the need for a more coordinated effort among federal agencies.
Consumers should not be the victims of disruptions which the federal government cannot adequately
explain. That is why AAA supported a 90-day moratorium on the RFG program in order for the
Administration to sort out the causes for the high gas prices and provide consumers with interim relief.

Once again. thank you on behalf of AAA for the opportunity to provide testimony to the Commerce
Committee. Please do not hesitate to contact us if vou have any questions or require additional
information.

Sincerely,

AP

Mark H. Brown
Executive Vice President
AAA
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ENERGY SERVICES
One Williams Center
PO, Box 3448

Talsa. Oklshoma 74101
DLBIS73-2000

July 17, 2000

The Honorable Thomas Bliley
Chairman

House Commerce Committee
U.S. House of Representatives
Washington, D.C. 20515

Ethanol Shipments in Pipelines
Dear Representative Bliley:

During a June 28% Commerce Committee hearing on gasoline prices, Members
raised questions about the capacity to ship ethanol in pipelines. Given the
amount of interest in this matter, we are writing to offer our first hand knowledge
of transporting ethanol.

Williams Transportation & Terminals owns and operates over 9,100 miles of
refined products pipeline in America today. Moreover, Williams operates:

¢ 75 product terminals with 44 MMbbI storage capacity — over 40 terminals offer
ethanol

+ 227,000 bbl/d refining output capacity

+ 190 million gallons per year ethanol capacity

Fuel grade ethanol can be shipped in a refined products pipeline. In fact, ethanol
is transported long distances via pipeline today in Brazil. Here in the U.S,, a West"
Coast refiner has recently announced plans to transport ethanol via pipeline from
a marine terminal to inland terminals. Supply chain stakeholders, including
refiners, are likely to increase their use of pipelines to transport ethanol as
pending legislative and regulatory issues are resolved. In other words, once
refiners make decisions regarding the timing of large-scale ethanol blending
programs, stakeholders may be more likely to take advantage of the positive
benefits of ethano! pipeline shipments.
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To review the feasibility of ethanol shipments in a refined products pipeline,
Williams conducted a test in 1981. The conclusion of the test is as follows:

..“our experimental pipeline tests indicate that fuel grade ethanol can be
successfully transported in a multi-products pipeline system under controlled
conditions. The greater the frequency of batches through any system through any
given line segment, the fewer the quality problems that we would expect to
experience.”

In our opinion, any technical and operational issues associated with ethanol

shipments in a multi-products pipeline can be overcome, We have proven this
with our own experience, and submit to you a copy of our ethanol test findings.

Sincerely,
Predo F P

Mike Mears
Vice President
Williams Transportation & Terminals

ec: The Honorable John Dingell
The Honorable John Shimkus

attachment
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s Lthanal by 2 Mt c-Pfducts Pipel ine

Shortly after the introduction of gasohol into the marketplace, consider-
able interest focusad on satisfuctory distribution ef this fuel, including
pipeline transportation. = lnquirics were numerous to us ot Williams Pipe
linc Company on the {easibility of pipelining such a blend and also the
handling of neat luel prade cthanol. After identifying the anticipated
problems associated with such a movement, our response was mercly that we
have the system and would he willing to co-sponsor a test mun with anyone
wishing to supply the cthanol product. )

- Amajor alcohol producer indicated an interest in such a study and together
we planned an experimenial test batch line movement from our Kansas City
temminal to our lies Moines terminal. Our planning addressed the major
anticipated prohlems, namely, water pick up, color degradation and absorption
of nommal pipeline residues into the alcohol product.

Because of limited supply of ethanol, an 8-inch linc sepment was chosen
that would allew pumping from ethanol tankage at Ransas City and receiving
into ethanol tankage at Des doines. This line segment was laid in the
carly 1930's and in later years primarily transported distillate fuels.:
Recognizing that distillate usage has the potontial of depositing greater
quantities of Ihydrocarbon residues, as compared to gasolines, our plans
included a series of scraper runs to mechanically remove as much residue,
sediment and water as possible. The line was also switched to gasoline
service some ten days before the alcohol test run.

Scrapers, or pigs, were launched from Kansas City in the gasoline product.
This clean up resulted in an ostimated rewoval of 130 barrels of water and
sludge from the line. Analysis of this sludge revealed the following
approximate composition:

Water 32%
Lthanol Sclubles 11%
Ethanol Insolubles  57%

If this 130 barrels of sludge were to be absorbed into a 5,000 barrel ethanol
shipment, we <an estimate its effect on ethanol quality as follows:

Increase in ¥Water 0.82%
Increase in Lthanol Solubles 0.30%
Increase in Iithanol Insolubles  1.50%
lithanol Color : 8 ASTM

‘The quality of cthanol used in the mainline test met Killiams' fungible or
conmon specilication for fuel grade ethanol that is loaded from six of our
company-owned terminals. This specification is given in the following

table. '

Apparent Proof, Min., 60°T 201
“Denaturant Fommulation (BATF Regulations) CBA-20
Water, max., volume percent 0.5
Color, max. 0.5 ASTM

*Denaturant used shall be hydrocarbon solvent or wnleaded pasoline, or any
combination of these. L-grade ethanol shall contain no impurities such as
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we may conclude {yom these results, that water pick up was neglipgible
with the mujor differences being in the arcas of color and gum.
Blends of gasohel were prepared from both alcohols, origin and
destination, and critical quality pavameters measured. The results
were as follows: ’

Original Pipeline

Alcohol Lxposed Alcochol
Water tolerance, Class V Pass Pass
Research Octanc Nusmber 05.8 95,8
dotor Octance Number . 84.4 84.4
(R /2 950.1 90.1
Exist., Gua, mg/l00 wl 1.0 3.2
Color, Visual Lt straw Brown/Bronze

These test results suggest both fuels meet accepted specification require-
ments. :

In swmary, our experimental pipeline tests indicate that fuel grade ethanol
can be success{ully transported in a multi-products pipeline system under
controlled conditions. The greater the frequency of batches through any
given line segment, the fewer the quality problems that we would expect to
experience.

{(8) Froquent wonitoring of octane quality from all dei ivery points
is suggested as a check against the loss of ethanol due to any
handling problems during the transportation cycle.

There may be other concerns as well, however, these are major for common
carrier pipeline systems that contemplate handling cthanol/hydrocarbon
fuels from refinery sources.
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Testimony of
Eric Vaughn
President and Chief Executive Officer
Renewable Fuels Association

Before the
House of Representatives
Committee on the Judiciary

Washington, D.C.
June 28, 2600

Cood morning Mr. Chairman and Members of Committee. T want to thank you for the
opportunity to present testimony this morning regarding the current gasoline price
siluation in the Midwest and the rolc of othanol. This is a timely and critically important
hearing. The for the ur ptably high gasoline prices in the Midwest are
nurnerous, and cthanol can help both in the near term as the Midwest begins to address
soaring gasoline priccs and the long term as the United States develops a more
responsible and proactive energy policy.

The Renewable Fuels Association is the national trade fation for the d tic
cthanol industry. Our membership includes ethanol prod , gasoline marketers, farm
orpganizations and state agencies dedicated to the continued cxpansion and promotion of
fucl ethanol. The ethanol industry produced approximatety 1.5 biflion gallons of ethano}
last year from a variety of feedstocks, including corn, wheat, pofatoes, beverage waste,

wood waste, and other bmmu.-;s We ure on a pace to break all previous production

ds in 2060 as prod pacity continues to expand, particularly among farmer

owned mopmtxvcs the fastest growng segment of our industry.

Background:

Fuel costs across the Midwest bave risen dramatically over the past yeae, particularly .
since May when several fuel supply disruptions ercated product shorlages in many areas. :
As noted in the attached chart, however, prices of conventional gasoline, reformulated
gasoline (RFQ) and MTRE have been rising steadily since June 1999, Chicago
conventional gasoline has risen 127%, from $0.54 to $1.23 per gallon; Chicago ethanol
RFG has risen 106%, from $0.60 to $1.24; and MTBE has risen 130%, from $0.68 to
$1.56. At the same time, ethanol prices have risen just 29%, from $0.55 to $0.71.

The Renewable Fuels Association is the national trude ussociation for the domestic ethanol industry
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With a net cost of just $0.71 per gallon, ethanol is the most cost-e(fective liquid
transportation fuel available in the Midwest today. Because of its high octane and
emissions benefits, refiners can displace 10% petroleum at a cost of $1.24 and replace it
with cthanol, saving approximately $0.053 per gallon (30,124 minus $0.071). Thus, at
[cast a partial solution to the current gasoline price crisis in the Midwest is the increased
use of fuel ethanol.

Current Gasoline Price Crisis

Gasoline prices are a function of many factors: crude oil prices, manufacturing costs,
supply distribution and market dynamics (i.e., bidding). In this case, the rising cost of
crude oil is at the heart of the problem. Since January 1999, erude oil prices have risen
more than $20, to over $32 per barrel. This, alone, has given rise to about a $0.50
increase in per gallon gasoline prices. But more importantly, it has ercated a significant
disincentive for refiners to build inventory. Buropean and 1.8, gasoline stocks are at ton-
year lows. In fact, gasoline stocks are so low that readily availablc gasoline in the U.S.
today is the equivalent of slightly less than two days of current consumption,

Indeed, this is a practice that makes sense for the sharcholders of major international oil
companies. But it leaves consumers vulnerable to even minor disruptions In supply or
praduction. For example, just last summer consumers in California were facing the
highest gasoline prices in the nation becausc “just-in-time” inventory vould not satisfy the
increased demand that occurred when 7% of the state’s gasoline production capucity was
shut down by a refinery fire.

In this cuse, refiners in the Midwest have been unable to recaver from three separate
supply disruptions that occurred when critical pipelines supplying the region were
temporarily shut down. Again, the “just-in-time” inventory practices of the refining
industry left consumers vulnerable. When supplies are tight, market dynamics bid the
price of gasoline higher than economic principle would dictate.

We belicve this is supply mismanagement of the worst kind. Had refiners buflt inventory
sufficient to accommuodate typical disruptions, the tight supply situation that has caused
price bidding in the Midwest would not have occurred. Importantly, as the quarterly
profit reports from the oil industry will demonstrate, the only winners in this situation are
the companies that caused the problem to begin with by failing fo assure adequate
gasoline supplies. . ‘

What’s worse, rather than simply admitting their mistake, the refining industry appears
intent on assigning blame elsewhere, 10s OPEC. 1t’s EPA regulations. Ii’s the ethanol
industry. Indoed, the representatives of the major oil companies would have us belisve
they are innocent victims of circumstances beyond their control. Apain, the soon-to-be-
released quarierly corporate profit reports should shed some lghi on the real victims here
— consumers.
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The Role of Ethanol RFG:

As noted, according to spokespersons for the American Petroleum Institute (AP, the
logistical burden and cost of ethanol RFG is primarily responsible for the current price
situation in the Midwest. But such suggestions lack any factual basis and appear more
motivated by politics than economics. Let’s look at the facts.

First, refiners have known about the Phase 2 RI'G requirements for more than six years
and have never suggested they would lead to such significant price increases or supply
shortages. Refinery modeling completed for the RFA by The Pace Consultants, Inc. of
Houston, Texas, cencludes the incremental cost associated with producing ethanol
reformulated gasoline blendstock for oxygenate blending (RBOB) is approximately
$0.007 per gallon.

Second, the cost of conventional gasoline without ethanol in the Midwest has been rising
as steadily as reformulated gasoline. Indeed, whilc RFG wholesale prices have risen 34%
since May, conventional gasoline prices have risen 30%. One area experiencing some of
the highest gasoline prices today is Detroit, an area without RFG and little ethanol
blending. 1T ethanol RIG were the cause, why are these conventional gasoline markets
also seeing such inordinately high prices compared with the rest of the country?

Third, ethanol RFG is also being sold in St. Louis and Lonisville at lower costs than
MTBE blended RIFG being sold in thosc areas und significantly less than the ethanol RFG
being sold in Chicago and Milwaukee, St. Louis and Louisville are southern RFG cities.
Chicago and Milwaukee are northern RFG cities, While the specific regulatory
requirements are similar, they are not the sume. The southern RFG must meet a more
stringent VOC perfor requir t, meaning that the ethanol RFG being sold in St.
Louis is more difficult to make than the fuel being produced for Chicago. Thus, if the
cost of producing ethanol RFG is the cause of the problem, why is ethanol RFG being
sold in St. Louis and Louisville Iess costly for consumers?

Fthanol is not part of the problem. It is part of the solution.

Carboa Monexide Credit:

The Clean Air Act’s RFG program was initiated to reduce ozone from the nation’s worst
polluted cities. Urban ozone formation occurs when hydrocarbons react with NOx and
carbon monoxide in the presence of sunlight. Oxygenates, such as ethanol, reduce all
pollutants — ozone-forming hydrocarbons, NOx, air toxics and carbon monoxide, The
RFG requirements include specific performance standards for hydrocarbons, NOx and aiy
toxics, but did not include a performance standardJor carbon monexide.

The National Research Council last ycar reported that carbon monoxide emissions
account for as much as 20% of the ozone altributable to motor vehicles. EPA’s existing
regulatory framework for RFG, however, fails to account for the contribution of carbon
monoxide to ozone formation. As a consequence, refiners are given no credit for the
extra ozone reduction aftributable to 10%-ethanol biended RFG which has & higher
oxygen content and thus greater carbon monoxide reduction than other RFG fuels. If
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EPA’s regulations could account for this extra benefit, it would be easier for refiners to
produce ethanol RFG.

As noted earlier, the incremental additional cost of ethano} RFG blendstock is small. But
if the blendstocks for ethanol RFG were more similar to fuels being sold in other RFG
areas, the products might be morc fungible and could be more easily transshipped from
one RFG area to another when supply disruptions occur. Certainly, were it not for the
fact that Chicago/Milwaukee RF( is a specialty product with only six refiners currently
producing the blendstock, it is likely the market would have responded more quickly and
casily to the tight supply situation at the heart of the Midwest RFG price situation.

Moreover, from an environmental perspective, it makoes no sense for EPA to continue o
ignore the impact of carbon monoxide on urban ozone formation. EPA should uct soon
to provide a meaningful carbon monoxide credit. A proposal was submitted to EPA by
the State of Tilinois last ycar. Mr. Chairman, you have been onc of the champions of that
proposal. EPA should act on llinois EPA’s formulation for a carbon monoxide credit
immediately. While its impact on the current price crisis is likely small, recognizing the
contribution of carbon monoxide to ozone formation is sound environmental policy and it
should be done.

Ethanol Can Help

After the Explorer Pipeline fire in March, the pipeline company and the U.S. Department
of Transportation agreed to reduce operating pressure by 20%. ‘This has resulted in a
volumetric reduction of approximatcly 10%. This is volume that could be partially made
up with increased cthanol blending. The domestic ethanol industry has alerted oil
companies selling conventional gasolinc in the Midwest that we are prepared to provide
increased volume in this area as soon as necessary,

While U.S. refiners have just two days of demand in storage, the domestic ethanol
industry has been building stocks in anticipation of increased demand as MTBE use is
reduced in response to the growing MTBE water contamination crisis across the country.
In fact, according to EIA, there is approximately 250 million gallons of ethanol currently
in storage. That is the equivalent of almost a 45-day supply at current usage.

Moreover, the domestic ethano! industry is producing at a record pace. This ycar we will
likely shatter all previous production records, with more than 1.6 billion gallons. We are
prepared to meet the challenge for Midwest fuel supplics - today. All we need arc oil
companics willing to displace some of their petroleum and provide consumers with a
high octane, low cost alternative fucl — ethanol.

Expanding the extent of ethanol biending in conventional gasoline would be the most
timely and effective means of'increasing liquid fuel supplies and lowering consumer
costs across the Midwest. Again, we call on oil companies in the Midwest 1o consider
this option today.
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U.S. Energy Policy

The current gasoline price crisis in the Midwest is only a symptom of a larger discase —
an epidemic caused by a failed encrgy policy. Our foreign policy, our defense policy and
our economic policy are still largely dictated by our nation’s desperate need for oil.

Until the U.S. gets serious about encrgy, and is preparcd to do more than saber rattle and
beg oil sheiks for increased supplies, our nation will be vulnerable to the kind of supply
mismanagement that has stricken the Midwest,

While most of us can remember the lines at gasoline stations during the mid-70s, we
have been lulied into a false sense of encrgy security by the lower gasoline prices of the
past decade. Fundamentally, however, we arc as hostage to the whims of OPEC today as
we were during the height of the encrgy crisis that threw our economy into a tailspin 25
years ago. In fact, we are even more dependent now thun we were then, In 1973, the
Usited States imported just stightly more than 30% of domestic consumption. Today, we
are importing almost twice that amount. As noted by the American Petroleum Institute
recently on its web site:

“We import some 55 percent of our crude oil, meaning that we are at the mercy of’
foreign oil producing companies,”

indeed, as a nation our priorities are misguided. Consider, for example, that the United
States spends more money to develop, test and manufacture a single jet fighter cogine
than is spent annually on the development of alternative fucls. While that jet fighter may
one day be used to proiect the free flow of oil from the Straight of Hormuz, a more
efficient use of the taxpayers” money might be 10 assure that jet fighter doesn’t need to be
there in the first place. In a recent letter 1o the Senate signed by General Lee Butler,
USAF (Ret.), Former Commander, Strategic Alr Command & Strategic Air Planner,
Desert Storm; Robert MeFarlane, Former National Sceurity Advisor; R. James Woolsey,
Former Director, Central Intelligence; and Admiral Thomas Moorer, USN (Ret.), Former
Chairman, Joint Chiefs of Staft:

“Sitting on only 3% of the world’s reserves while using 25% of the world's oil,
nothing could be more short-sighted thun for Americans to abandon the incentives
for producing transportation fuels from sustainable sources, Such an
abandonment would entrust the future of our cnergy supplies, and of key aspects
of our security, to the potpourri of psychopathic predators, such as Saddam
[Hussein], and volnerable autocrats who controf over three-quarters of the world’s
future supply of oil.”

We sent our sons and daughters to fight in the Gulf War to protect the free flow of oil
from the Middle East. That must ncver be allowed to happen again. We must develop
and implement a domestic energy policy that promotes the expanded production and use
of domestically produced, sustainable renewable fuels such as ethanol. Without it, we
will continue to rely on rogue nations for our insatiable appetite for Middle East oil, and
consumers will continue to remain vainerable w price shocks and exaggerated cnergy
cosls,
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Conclusion:

The cause of the current gasoline price crisis in the Midwest is quite simple: with $32 per
barrel oil, refiners gambled with “just-in-time™ supply management and lost. Consumers
arc now paying the price. With less than two duys of gvailable pasoline stocks, there is
simply not cnough supply to accommodate any disraptions in logistics or production.
Refiners created a tight supply situation, and are now reaping the profits,

Congress should thoroughly investigate the impacts fo consumers resulting from “just-in-
time” inventory practices and take stops fo assure greater available supplies. In the short
term, sthanol remains an option 1o increase liquid fuel supplies and reduce consumer
gasoline costs throughout the Midwest. But ultimately, Congress should take far more
aggressive steps to formulate a national energy policy that will lead us to encrgy and
economic independence. Renewable alternative fusls such as cthanol are part of the

solution, both today and in the future,

Thank you.
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STATEMENT BY THE
NATIONAL CORN GROWERS ASSOCIATION
BEFORE THE
COMMITTEE ON GOVERNMENT REFORM
U.S. HOUSE OF REPRESENTATIVES
June 28, 2000

Mr. Chairman and members of the committee, thank you for the opportunity to discuss the
impact of rising gas prices on farmers and our perspective on the right solution to this
preventable problem.

My name is Doug Wilson. I am a farmer from north central Illinois and jmmediate past
president of the Illinois Corn Growers Association. I am also a former board member for the
National Corn Growers Association and I serve on the NCGA Public Policy Action Team. I
am testifying this morning on behalf of NCGA and more than 30,000 farmers in 48 states who
make up the association’s membership.

Let me make one thing clear right off the bat - no group suffers more from skyrocketing fuel
prices than farmers. This year, the typical corn farmer will pay a whopping $5,000 more for
fuel than he or she did last year. For many of us, especially family farmers like myself — that’s
a giant chunk out of our wallets. It will have a devastating impact on our ability to make ends
meet.

Why has this occurred? Because fuel costs have increased phenomenally since last year’s
harvest. At my local petroleum supplier in Livingston County, Illinois, the price of gasoline
has increased 64 percent, and the price of diesel fuel is up 73 percent. Most of our equipment
is made to run on diesel - in fact, U.S. agriculture uses almost four billion gallons of diesel
fuel every year. Consequently, American farmers will be spending approximately $2 billion
more to plant and harvest this year’s crop.

And, as these higher fuel prices persist, we are looking at higher costs for agricultural
chemicals and farming fuels and supplies as well. For instance, the cost of anhydrous
ammonia, one of the most-used fertilizers for corn, is up $50 per ton in my area just the last
five weeks. This is because of increasing demand for the natural gas from which it is made.

Farmers are paying through the nose despite a record in energy conservation that is second to
none. By switching to more fuel-efficient machinery, adopting conservation practices, reducing
tillage and becoming smarter about pest management, farmers’ energy consumption has
declined by nearly 30 percent since 1978. At the same time, corn yields have increased more
than 22 percent. We are doing everything we can - and then some - to be environmentally
responsible and hold down our costs while maximizing our productivity.
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So let me repeat ~ there is no one out there with a greater stake in reducing energy costs than
American farmers. Which is why we want to be doubly and triply sure that any action
Congress takes addresses the real causes of the problem.

Let’s start with what is most assuredly not the cause of the problem - Phase 2 of the Clean Air
Act’s reformulated gas (RFG) program.

Big Oil would have you believe that consumers have been paying $2.30 a gallon and more for
gasoline in the Midwest because of the costs of complying with the more stringent Phase 2
clean fuel guidelines that took effect this year, particularly in areas like Chicago and
Milwaukee where corn-based ethanol is used to make cleaner-burning RFG.

During the summer months, refiners must use a special lower-volatility gasoline to blend with
ethanol to make Phase 2 RFG. Yes, this lower-volatility gasoline costs slightly more, but the
U.S. Environmental Protection Agency has repeatedly emphasized that it should add no more
than five to eight cents per galion to the total cost.

On the other hand, consider the fact that a gallon of ethanol delivered to Chicago/Milwaukee
market is currently selling for $1.28 to $1.32 a gallon ~ well below the current price of
gasoline. This means that blending less-expensive ethanol into gasoline actually reduces the
cost of the finished gasoline. If we were not using ethanol in RFG in places like Chicago and
Milwaukee, gasoline prices could be even higher than they are today.

But despite the economic and environmental benefits of using ethanol in RFG, EPA hasn’t
helped matters either, Despite our repeated urging, the agency has failed to make appropriate
regulatory changes that could reduce the cost of producing Phase 2 RFG. Current EPA rules
fail to give ethanol credit for its significant carbon monoxide reduction benefits. If these
environmental benefits were fully accounted for, refiners could blend ethanol into their RFG
much more cheaply and easily. But as the rufes stand now, there’s actually a disincentive to
use ethanol in RFG.

Corn growers and ethanol mafufacturers long ago geared up to meet the demands of Phase I
RFG. With 58 facilities in 19 states, producers are making ethanol at a rate that exceeds 1.6
billion gallons per year. That means the United States is using 1.6 billion gallons LESS of
gasoline than we would be otherwise. And we can easily make more ethanol to meet increased
demand.

So from both a price and supply standpoint, you reach the inescapable conclusion: Ethanol is
not the problem ~ it’s the solution!

So why have gasoline prices gone so high?

No one seems to know the answer, But one thing we know for sure is this: Something smells
in the barnyard.
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That’s why we asked the Federa! Trade Commission to investigate. And why we applaud your
looking into the problem, too

The facts just don’t add up:

» Crude oil prices have leveled off - so they cannot account for the recent price rise. The
supply of crude is plentiful, at least if you believe ExxonMobil’s recent statement that the
company exceeded 100 percent replacement of its oil and gas reserves for the sixth year in
arow.

¢ But meanwhile, oil companies have allowed gasoline inventories to drop to alarmingly low
levels in many areas. And despite having had five years to prepare for Phase 2 RFG,
refiners failed to build adequate supplies of low-volatility gas to blend with ethanol.

« Ethanol-blended gasoline should be selling for less than conventional gasoline. But since
April, both RFG and conventional gasoline prices have risen at close to the same high rate
— 34 percent and 29 percent respectively.

So, are we looking at price gouging by the oil industry? Or is this a cleverly orchestrated
attempt to create a so-called crisis in order to get rid of the RFG requirement ~ which Big Oil
has never liked despite RFG’s proven benefits to the environment and consumers? Or is
something else is at work?

My hope is that your good work and that of the FTC will get to the bottom of the matter.

I also hope you will use this occasion as a unigue opportunity to craft a more rational national
energy policy - one that expands the use of renewable fuels such as ethanol and domestic
energy sources such as oil, coal and natural gas. By reducing our dangerous dependence of
foreign oil, we can benefit the environment while increasing our energy security.

I’d like to read you a quote from four individuals who are among America’s most distinguished
national security leaders: Retired Air Force General Lee Butler, former National Security
Advisor Robert McFarlane, former CIA Director R. James Woolsey, and the former Chairman
of the Joint Chiefs of Staff, Admiral Thomas Moorer:

Sitting on only 3 percent of the world’s reserves while using 25 percent of the
world’s oil, nothing could be more short-sighted than for Americans to abandon
the incentives for producing transportation fuel from sustainable sources. Such
an abandonment would entrust the future of our energy supplies, and of key
aspects of our secyrity, to the potpourri of psychopathic dictators, such as
Saddam {Hussein], and vulnerable autocrats whoe control over three-quarters of
the world’s supply of oil.

Mr. Chairman and members of the committee, I hope you will heed those wise words. And 1
hope you will recognize that ethancl remains the answer - as the only fuel that is made from
all-American sources, that is 100 percent renewable, that is clean burning and improves the
quality of our air, that does not pollute the water, and that is eminently affordable. It benefits
our national security, our environment, our economy and the American people. And it would
be a tragedy if its use was impeded in any way as a result of what the oil companies are doing
today.

Thank you for your time and I will be pleased to take your questions.
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Septemter 11, 2000

Response of
Mare Gerken, P.E,, President
AMP-Ohio
o Questions from Chairman Bliley

1. Is regulatory uncenteinty stifling investment in new power plants and the
transmisston grid? If so, what impact would eliminating this vegulatory
uncertainty by providing a national framework for the bnterstate transmission of
electricity have on the reliability of the interciate transmission ged?

Investment in generation is growing in mast areas as some of the uncertainty
surrounding state restracturing plans is answered at that level. In fact, Ohio's
municipal electric systems through AMP-Ohio are in the process of completing
work on a distributed generation project that has resulted in 156 MW of peaking
capacity coming online over the past two years. And, Ohio reportedly has more than
3.000 MW of planned capacity on the drawing boards. Howaever, the reality is that
some of the planned capacity will not be constructed, at least in part due to
problems associated with interconnecting genaration to the trangmission system,
assuring transmission rights, and reaching markets in neighboring states,
Establishing a single set of rules for all users and all uses of the transmission system
veould significantly improve the market for new investments in generation,

Investment in transmission, however, is lagging in Ohio and elsewhere, One clear
problem is the challenge of siting new transmission facilifies. Encouraging regional
planning would be a helpful step. But an equally significant barrier to new
transmission investment is the seifinterest of the incumbent utllity. Transmission
represents a small percentage of an integrated utility’s total plant investment.
However, by maintaining & transmission constraint, a vertically infegrated utility
can exponentially inflate the econcmic value of its generation and simultaneously
block entry by competitors who could challenge that market position, The best
selution for encouraging transmission investment is the formation of fruly
independent regional transmission organizations with the authority and
responsibility for operating, planning and expanding the grid.
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2. American Municipal Power's testimony highlights some exampies of market
power being exercised in such a way as to make the grid less reliable. Is thisa
common problem? Is this an economic problem or could such practices actually
result in outages as electric power is kept off the grid?

Market power abuse, while difficult to prove, appears to be growing. Transmission
dependent utilities like Ohio’s muricipal electric systems, large industrial
customers, and competitive power suppliers all have experiences that suggest the
abuse of market power. The difficulty of proving market power abuse keeps all but
the worst offenses out of the public eye. But, as San Diegans are now realizing, the
costs of those abuses are uitimately borne by end-use consumers. In addition to the
significant economic consequences of market power abuse, the exercise of market
power can also impact reliability. First, parties possessing market power can
manipulate generation or transmission facilities to create or exacerbate a supply
shortage. In the exireme — when unexpected weather conditions or equipment
outages occur, or when those seeking to create and profit from a shortage simply
guess wrong - this could result in supply disruptions. Equally significant, the
exercise of market power can prevent the entry of new market participants and
create a sustained period of supply shortages.

3. What impact will the formation of regional transmission srganizations (RTQOs)
have on the reliability of the grid? How do the functions of RTOs ovexlap or
compliment the organizations contemplated by the consensus language promoted
by the North American Electric Reliability Council?

Formation of properly structured RTOs will have a positive impact on grid
reliability. First, an independent party — not a vested economic interest —will
determine available transmission capacity and fadlitate a well-functioning market.
Second, a transparent market will inspire confidence among participants and
encourage new investment. Third, if RTOs perform the security coordinator
function, then system reliability will be pursued for “pure” motives — not
commercial gain. Fourth, if granted responsibility for planning and expanding the
grid, RTOs can relieve constraints that impair system reliability.

However, these benefits will not be realized if RTOs are improperly structured. For
instance, we believe that splitting Ohio between two RTOs would harm reliability
and stifle competition. Similarly, allowing for the continuation or “phase-out” of
pancaked rates will narrow the relevant market and limit the sources of power
needed to promote reliability. And failing to provide true independence will
undermine the entire intent. We don't simply need RTOs, we need good RTOs.
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The consensus reliability legislation assumes that individual utilities — rather than
RTOs —will serve as control area operators and securify coordinators. However,
the legislation can easily be rationalized to support the assumption of those
responsibilities by RTOs. It is imperative that these responsibilities are transferred
to ondy “good” RTOs and that FERC maintain the appropriate level of gversight.

. Your testimony highlights the difficulties of interconnecting new generation

facilities to the interstate transmission grid. What impact could greater use of
distributed generation technologies have on reliability? What is your positionon
the development of uniform interconnection standards in Federal legislation?

Distributed generation has the advantage of being located at the load center. As
such, distributed generation can greatly improve refisbility by avoiding dependence
on the transmission grid. The previously referenced AMP-Ohio distributed
generation project is one such exampile.

Adoption of uniform interconnection standards for distributed generation could
prove beneficial, but only if the standards are properly designed and structured.
Development of uniform engineering standards could prove helpful in promoting
reliability and discouraging unsafe practices. However, AMP-Ohio would not
support standards that threaten system reliability, fail to recover the cost of the
interconnection, create cost-shifts to other distribution customers, or impinge on the
Home Rule protections afforded municipalities under the Ohio Constitution. In light
of legitimate local considerations, including right of way issues, such concerns are
shared by municipal electric communities outside Ohio as well as cities and villages
that do not operate electric systems. It is our understanding that APPA, our national
association, is working with representatives of the distributed generation industry to
develop language to address these issues.

- Some argue that “incentive” rates are needed to lure the investment necessary to

build new transmission lines. Your written testimony highlights some of the
reasons why such “incentives” are unnecessary. What impact would “incentive”
rates have on the prices paid for electricity by consumers? Is it sometimes in an
incumbent utility’s interest to not build new transmission lines even though there
are significant constrainis? Please provide specific examples.

Put simply, ”incentive” transmission rates would force consumers to pay more for
power than they should.

For example, provisions of H.R. 2944 would provide incentives for utilities joining
RTOs. Why should First Energy receive a “bonus” pavment for taking action it is
already required to do under the terms of its merger approval?

Moreover, “incentive” rates will provide unnecessary profits without necessarily
accomplishing one of the stated intents — relieving transmission constraints.
Incumbent utilities can earn substantially greater profits by maintaining a constraint
and boosting the prices they can charge for generation within that constrained
market than they would receive in incentives for relieving the constraini. And,
under incentive rate proposals, which would typically boost the rate of return
earned on transmission facilities, a utility in these circumstances would nevertheless
earn that incentive return even on its intentionally constrained facility.

The greatest “incentive” that can be provided for relieving transmission constraints
is vesting responsibility for relieving such constraints with an independent RTO.
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CHAIRMAN

July 11, 2000

The Honorable Thomas J. Bliley
Chairman

Committee on Comumerce
House of Representatives
Washington, D.C. 20515

Dear Mr. Chairman:

You have asked for my views on the potential benefits of increased
competition in electricity markets. The market for electricity in the United States has a
complex structure, and I am not familiar with the details of the reform plans being
proposed. Nonetheless, 1 am pleased to provide you with some general comments.

Recent experience with deregulation in a number of industries does provide
evidence that it can provide substantial benefits to the economy and to consumers. We
have seen that, by fostering greater competition, deregulation not only can lead to lower
prices for goods and services but it can also unleash entrepreneurial forces that lead to
creative and beneficial innovations that often cannot be foreseen.

The effects of further deregulation in the market for electricity likely will not
be uniform across regions or across individual utilities and customers. Nonetheless, it is
safe to assume that a move to a more competitive environment will result, on the whole, in
gains in economic efficiency and consumer welfare. With that in mind, and given the
substantial size of investments and the long gestation periods for new generation and
transmission facilities, I would think it most constructive to clarify the framework in which
interstate commerce in the electricity market will operate in the coming years.

I hope that these few comments are of some value as you and your
colleagues proceed with your important work on this issue.




