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DRIVING DOWN THE COST OF FILLING UP

WEDNESDAY, JULY 7, 2004

HOUSE OF REPRESENTATIVES,
SUBCOMMITTEE ON ENERGY POLICY, NATURAL

RESOURCES AND REGULATORY AFFAIRS,
COMMITTEE ON GOVERNMENT REFORM,

Washington, DC.
The subcommittee met, pursuant to notice, at 9:30 a.m., in room

2154, Rayburn House Office Building, Hon. Doug Ose (chairman of
the subcommittee) presiding.

Present: Representatives Ose, Schrock, Tiberi, Tierney, Kucinich,
and Cooper.

Staff present: Barbara F. Kahlow, staff director; Melanie Tory,
professional staff member; Lauren Jacobs, clerk; Megan Taormino,
press secretary; Krista Boyd, minority counsel; Earley Green, mi-
nority chief clerk; and Jean Gosa, minority assistant clerk.

Mr. OSE. Good morning. Recognizing a quorum we are going to
go ahead and convene this hearing of the Subcommittee on Energy
Policy, Natural Resources and Regulatory Affairs. This hearing is
entitled, ‘‘Driving Down the Cost of Filling Up.’’

I want to welcome my friend, Mr. Cooper. The way we handle
these hearings is, this is an investigative subcommittee. You’ll see
in the course of our proceedings that all the witnesses get sworn
in prior to that. All the Members who wish to participate are pro-
vided the opportunity to make an opening statement. Those state-
ments are limited to 5 minutes. The statements that our witnesses
will make, while lengthy in written form, will be summarized with-
in 5 minutes, which will be provided to each of them in order. In
front of you, see a little rectangular box that has three squares.
There are green, yellow and red lights in those squares. When the
red light shows, the gavel comes down. So I’m encouraging you to
keep your summaries to the 5 minutes.

One request I would make is that you turn your cell phones off
or turn it to just vibrate mode. That would be helpful.

During the first 5 months of 2004, the gasoline prices rose nearly
every week, peaking at a nationwide average of $2.05 per gallon.
Gasoline prices in my district in California climbed even higher,
hitting an astounding $2.30 per gallon on June 1st. Fortunately,
gasoline prices have begun to decline in recent weeks, bringing con-
sumers and businesses much needed relief.

With this respite, however, comes a critical juncture for policy-
makers, and that is, do we allow the issue of high gasoline prices
to once again fade into the background, or do we actively seek to
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implement solutions that address what seems to be a cyclical im-
balance between gasoline supply and demand?

Over the last 4 years, I have presided over four hearings on gaso-
line markets. These hearings focused on a myriad of issues, includ-
ing the structure of fuel markets nationwide, regional supply and
demand factors and the effect of the transition from MTBE to etha-
nol in California. We found that there are some very real problems
facing our fuel markets. As gasoline prices begin to retreat from
their current highs and headlines, it is important that these issues
do not fall by the wayside.

Since the cost of crude oil determines about 40 to 50 percent of
the cost of a gallon of gasoline, we must first consider what can be
done to reduce crude oil prices which reached a record setting $42
in June. And I think, this morning, we are popping up to $40 on-
the-spot market. Some have advocated that we cease filling the
Strategic Petroleum Reserve. Others have gone a step further and
have called on the President to draw down on the SPR. These pro-
posed quick fixes have serious repercussions and may do little to
help drive down prices at the pump.

To ensure that Americans have a secure and affordable crude oil
supply in the long term, we must either significantly reduce our
current demand or we must boost our domestic oil production. Re-
gardless of where future crude originates, to process it in the
United States, we must expand and enhance the petroleum infra-
structure which, at present, is stressed and at its operating limits.
Addressing the operating constraints and bottlenecks within the
entire infrastructure, including refineries, pipelines, storage tanks
and port facilities, is important because each component of the sys-
tem must function properly to ensure that consumers receive an
adequate and affordable supply of gasoline.

We must look at ways to simplify the permitting process and to
reduce the burden of uncertainty of regulations so as to encourage
infrastructure upgrades and expansions. Failure to do so could re-
sult in additional market volatility and unnecessary price spikes.

Last, we must continue to consider the cumulative effect of Gov-
ernment regulation on gasoline supply and prices. Due to a dizzy-
ing array of Federal and State environmental regulations, there are
approximately 60 different types of fuel spread across the United
States. For the most part, these blends cannot be interchanged
from one market area to another. Therefore, certain regions are
susceptible to artificial shortages and price spikes.

In California, overlapping Federal and State regulations have
created a de facto ethanol mandate. This mandate results in a 10
percent reduction in gasoline supply for 8 months of the year and
does not necessarily improve either the quality of our air or the
quality of our water.

At present, the EPA is considering the oxygenate waiver request
from California. If approved, that waiver would exempt California
refineries from the Clean Air Act’s 2 percent oxygenate require-
ment, allowing them more flexibility to produce clean-burning gaso-
line. I continue to urge EPA to expeditiously grant this waiver, and
it will be the subject of some questions within this hearing.

Boutique fuels and mandates add complexity to the production,
distribution and storage of gasoline, further increasing volatility in
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prices. Rather than continuing to dictate exactly what goes into a
gallon of gasoline, we should set high environmental and perform-
ance standards and allow the industry to meet them by their con-
coction of different recipes of fuels.

I look forward to the testimony of our witnesses today. They in-
clude: Mr. Guy Caruso, who is the Administrator for the Energy In-
formation Department for the Department of Energy. Welcome. We
have Mr. Mark Maddox, who is the Acting Assistant Secretary for
Fossil Energy at the Department of Energy. We have Mr. Jeffrey
Holmstead, who is the Assistant Administrator for Air and Radi-
ation at the Environmental Protection Agency. We have Mr. Jim
Wells, who is the Director of Natural Resources environment at the
Government Accountability Office.

We are also joined by again, after approximately a 2-year ab-
sence, by Mr. William Kovacic, who is the General Counsel for the
Federal Trade Commission. That comprises our first panel.

Our second panel of witnesses is comprised of Robert Slaughter,
who is the president of the Natural Petrochemical and Refiners As-
sociation and is also speaking on behalf of the American Petroleum
Institute; Mr. Michael Ports, who is the president of Ports Petro-
leum Co., Inc. and is speaking on behalf of the Society of Independ-
ent Gasoline Marketers, and also the National Association of Con-
venience Stores. Our third witness on the second panel is Mr. Ben
Lieberman, who is a senior policy analyst at the Competitive En-
terprise Institute. And our fourth witness on the second panel is
Mr. Blake Early, an environmental consultant for the American
Lung Association.

In turn, we will welcome each of our witnesses.
At the present, I am pleased to recognize my good friend from

Massachusetts for the purpose of an opening statement.
[The prepared statement of Hon. Doug Ose follows:]
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Mr. TIERNEY. Thank you, Mr. Chairman.
Thanks for holding this hearing on gasoline prices and continu-

ing on this series of hearings. I think there are a couple of things
that we can agree on. The first is that gasoline prices are high, and
according to the Energy Information Administration, the average
price for gas nationwide is about $1.89. It’s decreased gradually
over the last 5 weeks, but it’s still about 40 cents more than at this
time last year. And the EIA is not projecting the downward trend
to last throughout the summer.

I think we can also agree, the demand for gasoline is increasing,
and gasoline supplies in the United States are tight. However,
rather than blaming environmental laws and promoting corporate
give-a-ways, I believe we should be taking action to address the un-
derlying causes behind the current supply and demand situation.
I believe that we need to enact an effective national energy policy,
conduct an investigation into the business activities of oil compa-
nies and how those activities may be contributing to higher gas
prices and take actions that could bring immediate relief, like not
diverting supplies into the Strategic Petroleum Reserve.

We also should take any necessary actions to assist particular re-
gions, such as granting California’s request for an oxygenate waiv-
er. We need an effective national energy policy that promotes re-
sponsible energy consumption and reduces our dependence on for-
eign oil. We should be investing in renewable energy technologies
and strengthening our fuel economy standards. If we increase fuel
economy standards to 36 miles per gallons by 2015, we are told we
could save 2 million barrels of oil a day in just 5 years, and control-
ling demand would help control prices.

Under the administration’s energy plan, imports of foreign oil
would actually increase 70 percent from 2002 to 2025. The commit-
tee staff prepared charts as part of a report for Ranking Member
Waxman based on data from the EIA.

[The information referred to follows:]
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Mr. TIERNEY. Those charts are over to my left and the audience’s
right. Those charts show that domestic oil production will decline,
even under the administration’s energy bill, and that, even if we
adopt the administration’s energy bill, the need for imported oil
continues to grow dramatically, and we will need to import a record
amount of oil in coming decades.

The administration’s bill does nothing to lower gasoline prices.
According to an analysis by the EIA, Energy Information Adminis-
tration, the administration’s energy bill will have a negligible im-
pact on gas prices, increasing the average gas prices by 3 cents per
gallon. The administration’s energy plan would not lower gas
prices, would not reduce our dependence on foreign oil, but would
give $20 billion of subsidies to the oil industry.

Instead of pushing give-a-ways to the oil industry, the adminis-
tration’s efforts should be focused on investigating whether oil com-
panies are engaging in anti-competitive practices and manipulating
gas prices. Oil companies engaged in a wave of mergers in the
1990’s, and the trend continues. There have been literally thou-
sands of oil company mergers that have left 10 companies control-
ling close to 79 percent of the market. The General Accounting Of-
fice released a report in May finding that there were over 2,600
merger transactions between 1991 and 2000, leading to increased
concentration in the oil industry’s downstream market. I note that
study and that report ended in 2000 and does not even take into
account mergers since that date. Six of the eight specific mergers
evaluated by GAO resulted in higher wholesale gasoline prices.

Now, the Federal Trade Commission, who we’ll hear from today,
has severely criticized the GAO’s report. Rather than criticizing
GAO, the FTC should be focusing its energy on performing its own
analysis. It is the Federal Trade Commission’s responsibility to
protect consumers from anti-competitive behavior. And in light of
the mounting evidence that market concentration is creating an en-
vironment for anti-competitive behavior, the Federal Trade Com-
mission and the Department of Justice should investigate the mar-
ket structure and the business practices of the oil industry.

During a recent conversation with EPA—former EPA Adminis-
trator Carol Browner, it was pointed out that gasoline prices
dropped when the Clinton administration just announced the re-
quest for the FTC to investigate the possibility of anti-competitive
practices by oil companies. The administration should also send a
message to the market that it’s serious about lowering gas prices
by not filling the Strategic Petroleum Reserve until prices are
lower and more stable.

Americans deserve action by the administration and by this Con-
gress to assure immediate relief at the pump and long-term energy
security.

Thank you, Mr. Chairman.
[The prepared statement of Hon. John F. Tierney follows:]
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Mr. OSE. I thank the gentleman.
The gentleman from Ohio.
Mr. TIBERI. Thank you, Mr. Chairman, for scheduling this hear-

ing this morning.
Over the past several months, you have taken this subcommittee

across the country. You’ve looked at why gas prices are so high.
You’ve probed into what can be done to bring prices down. Our
hearing today is a continuation of that effort, and on behalf of ev-
eryone who is filling up at the pump as we speak, I want to thank
you again for your leadership and working so diligently on this
issue.

I won’t recount the many reasons for today’s prices, high prices
at the pump. They’ve already been discussed this morning. They
have been discussed in the past. What I hope we can learn from
our witnesses today is how we can bring those prices down and
how we can do so in a manner that will prevent spiraling prices
at the gas pump in the future.

Specifically, there are two areas I hope we can examine in detail,
Mr. Chairman. First, can the Strategic Petroleum Reserve play a
role in reducing prices at the pump? There are those who say they
can, that the SPR should be tapped right now to help consumers.
But, there are others who say it shouldn’t be tapped, that the SPR
is not there for that purpose and, even if it were, the relief consum-
ers would see would be so light that it wouldn’t be meaningful.

I certainly don’t know the answer to that question. I have heard
and seen mixed answers. Hopefully, we will have some enlighten-
ing answers today from our panelists.

The second area I want to hear more about is the confusing num-
ber of gasoline blends that are required across the country and
across certain regions of our country. The situation is so confusing,
Mr. Chairman, that I have had trouble finding out how many
blends there are required in America. I have heard estimates rang-
ing from several dozen to over 100. Finding out exactly how many
is important, but more important than that and more crucial is
knowing just how many we really need in our country.

As has been noted many times, the number of blends we have
now, no matter what the number is, has already made a difficult
refining situation even worse. It stands to reason that fewer blends
would make refining operations simpler and more efficient and
thus lead to greater supplies that would bring prices down.

Last month, this House spent several days on a variety of en-
ergy-related legislation, and while we passed several important
measures, I was particularly pleased that one of them addressed
the need to add badly needed domestic refining capacity. We can
talk all we want about factors such as price of crude oil that we
cannot control ourselves in this country, but the fact is that there
is much that we could do right here, right now, to help our consum-
ers and improve our energy security.

Mr. Chairman, I again want to thank you for your leadership on
energy-related issues. Your leadership will be missed as we con-
tinue our efforts in the years to come. Thank you for this hearing.

Mr. OSE. Thank the gentleman.
I am pleased to recognize the Representative from the country

music capital of the country, Mr. Cooper.
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Mr. COOPER. Thank you, Mr. Chairman. I appreciate your calling
this hearing.

Certainly, gasoline prices are among the most visible and most
painful of the consumer price increases that we face. I think the
elephant in the room that has not been mentioned enough in re-
gard to the many reasons that gas prices can go up or down, the
elephant in the room is the terrific uncertainty we face in the Mid-
dle East, the region of the world that’s blessed with the greatest
reserves of oil.

If you look at the country with the No. 1 amount of reserves, it
would be Saudi Arabia, which is one of the most dangerous coun-
tries in the world today for an American to live and work as a re-
sult of increased terrorism in the last months and years. If you look
at the country with the No. 2 amount of oil reserves, it would be
Iraq, where a war is currently being fought. So, there are a myriad
of factors that can increase or decrease gasoline prices, because if
you look at geopolitical uncertainty, certainly there is a period of
extreme concern in the region with the greatest number of oil re-
serves.

Mr. Chairman, I have come to this meeting greatly prejudiced be-
cause one of my friends and colleagues from the Vanderbilt Busi-
ness School faculty happens to be chief economist of the FTC, and
while he and I don’t agree on many issues, we do agree on the need
for serious academic work done on issues of great national concern.
So, I come to this hearing with some worries that the GAO report
does not live up to those high standards. But, I’ll look forward to
hearing the testimony of the witness today and judging for myself,
for example, whether those results can in fact be duplicated.

But, if you take a great long list of reasons that gas prices can
go up or down, oil company mergers, to me, don’t seem to be at the
top of that list. Perhaps, they are, but when I worked as a busi-
nessman a little bit in the retail gasoline industry, I noticed that
convenience store sales of snacks have a lot more to do with retail
success in the marketplace than do gasoline prices. Because the
gasoline market seems to be a little bit more efficient than the
Snickers market or the other junk food items that we all love to
buy when we go to the store.

But, I appreciate your holding this hearing, Mr. Chairman, and
I will look forward to seeing if we can get some information that’s
useful for the American consumer.

Thank you.
Mr. OSE. I thank the gentleman.
I am pleased to recognize the vice chairman of the subcommittee,

from Virginia, Mr. Schrock.
Mr. SCHROCK. Thank you, Mr. Chairman. I have no opening

statement, which should make everybody happy.
Mr. OSE. We will move on.
Mr. SCHROCK. Oh, no, no, no. No, that doesn’t mean I’m finished.

The hearing we had last time was really amazing, and I think I
learned a lot, and I think a lot of other folks did, too. And if gas
prices are any indication, I can assure you that, in Virginia Beach
where I live, I got gas last week once for $1.69 and once for $1.65.
So it’s heading in the right direction. That doesn’t mean I want ev-
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erybody moving down there, but I think it’s heading in the right
direction.

But, I am really anxious to hear what all the panels have to say
today and see if we can get our hands around this thing. Thank
you very much Mr. Chairman.

Mr. OSE. I thank the gentleman.
I am pleased to recognize the gentleman from Ohio, Mr.

Kucinich.
Mr. KUCINICH. Thank you very much, Mr. Chairman, for holding

this important hearing.
Our constituents are being gouged by high gasoline prices, and

the administration has provided no relief. Excessive gasoline prices
are stealing away the little discretionary income available to many
Americans in this troubled economy. We must demand relief now.

While the oil industry blames environmental regulations and
OPEC, there is substantial evidence that anti-competitive practices
by domestic corporations, made possible by recent mergers, are
partly to blame for high gasoline prices. I believe only an increase
in Government oversight can restore the transparency and account-
ability consumers need.

In the last 6 years, mergers between BP and Amoco, 1998; Exxon
and Mobil, 1999; BP Amoco and ARCO 2000; Chevron and Texaco,
2001; Valero and Ultramar Diamond Shamrock, 2001; Conoco and
Philips, 2002, all of these mergers in the last 6 years have created
huge new oil companies that have control over the most significant
factor impacting gasoline prices, control over domestic refineries.

Today, the largest five refiners operating in America, Conoco
Philips, Royal Dutch Shell, Exxon Mobil, BP and Valero, control
over 52 percent of domestic refining capacity. The top 10, which in-
cludes Chevron, Texaco, Citgo, Marathon, Sunoco and Tesoro, con-
trol 78.5 percent. This level of concentration is far greater than a
decade ago when the largest five refiners controlled 34.5 percent of
the market and the largest 10 owned 55.6 percent.

Armed with significant market share, these oil companies can
more easily pursue anti-competitive activities that result in price
gouging. The U.S. Federal Trade Commission, concluded in March
2001 that oil companies pursued profit-maximizing strategies to in-
tentionally withhold gasoline supplies as a tactic to drive up prices.
In addition, deregulation of energy trading markets, like the ones
exploited by Enron, has removed transparency from oil and natural
gas futures markets, allowing oil companies and Wall Street in-
vestment banks to potentially manipulate prices on these markets.

While some claim the stalled energy bill will provide new sup-
plies of the market and, therefore, force down prices, the Energy
Information Administration concludes that the billion dollar sub-
sidies the energy bill would provide to energy corporations will nei-
ther significantly increase production nor lower prices for consum-
ers.

I would like to enter into the record a letter signed by 75 Mem-
bers of Congress, including Mr. Tierney and myself.

This letter was sent to the President asking him to take six ac-
tions to help reduce high gas prices. The letter was endorsed by the
leading consumer organizations, Consumer Federation of America,
Consumers Union and public citizen.
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The six steps outlined for the President are: First, require oil
companies to expand gasoline storage capacities, require them to
hold significant amounts in that storage and reserve the right to
order those companies to release this stored gas to address supply
and-demand fluctuations.

Second, block mergers to make it easier for oil companies to ma-
nipulate gasoline supplies and take steps, such as forcing compa-
nies to sell assets, to remedy the current highly concentrated mar-
ket.

Third, re-regulate energy trading exchanges that were exploited
by Enron and continue to be abused by other energy traders.

Fourth, discontinue filling the Strategic Petroleum Reserve while
prices are high and conduct the study of building crude and prod-
uct reserves that can be used as economic stockpiles to dampen
price increases.

Fifth, reduce oil consumption by implementing strong fuel econ-
omy standards. Substantially improving CAFE standards over a
10-year period would reduce the oil used by one-third in 2020 and
save consumers $16 billion at the pump.

Sixth, request the Federal Trade Commission to conduct a study
of reasons why the market forced the closure of over 50 predomi-
nantly small and independent refiners in the past 10 years and as-
sess how to bring fair competition back to the refinery market and
thus expand capacity.

Mr. Chairman, by employing all six of these strategies, substan-
tial reductions in the price of gasoline are attainable. We are still
waiting for the administration’s response. I would like to enter this
letter in the record without objection.

[The information referred to follows:]
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Mr. OSE. The gentleman’s request is granted.
All right. We have all completed our statements up here. We are

going to now go to the witnesses.
Before we go to the witnesses, we are going to swear you all in.

So if you’d all please rise.
[Witnesses sworn.]
Mr. OSE. Let the record show that all of the witnesses answered

in the affirmative.
Our first witness today is Mr. Guy Caruso. He is the adminis-

trator for the Energy Information Administration at the Depart-
ment of Energy.

Mr. Caruso, we have received your written statement, and we
have read it. And, we have many questions. You’re recognized for
5 minutes for the purpose of summarizing.

STATEMENTS OF GUY F. CARUSO, ADMINISTRATOR, EIA, DOE;
MARK R. MADDOX, ACTING ASSISTANT SECRETARY FOR FOS-
SIL ENERGY, DOE; JEFFREY R. HOLMSTEAD, ASSISTANT AD-
MINISTRATOR FOR AIR AND RADIATION, EPA; WILLIAM E.
KOVACIC, GENERAL COUNSEL, FTC; AND JIM WELLS, DIREC-
TOR, NATURAL RESOURCES AND ENVIRONMENT, GAO, AC-
COMPANIED BY SCOTT FARROW, CHIEF ECONOMIST, GAO

Mr. CARUSO. Thank you, Mr. Chairman, and I appreciate this op-
portunity to present to you and the Members of the subcommittee
the Energy Information Administration’s Short-Term Energy Out-
look for crude oil and gasoline, which we released simultaneously
with the beginning of this hearing.

My main message is that, although we have seen some price re-
lief in recent weeks, as has been mentioned, both crude oil and gas-
oline markets are very tightly balanced and subject to volatility.
Crude oil prices reached the high point of $42 in June, fell to $35
and now have risen again to $39 just this morning with the contin-
ued uncertainty in Iraq and in some cases other places, such as Ni-
geria and Venezuela.

Gasoline, having peaked at a national average for 1 week at
$2.06 per gallon, yesterday was down to $1.89. The main reason for
these high prices compared with history are global world market
and supply and demand fundamentals which are tight. The world’s
economic growth in 2003 and 2004 has added 2.2 million barrels
a day of demand to the world market, led by China and the United
States. On the supply side, we are expecting non-OPEC production
to increase about 1 million barrels a day this year, which means
OPEC will need to increase production by 1.2 million barrels a day
just to keep up with that very strong growth. With inventories al-
ready low going into this year, that growth in both non-OPEC and
OPEC would just keep them at that low level, not building, which
we believe is necessary.

Another important factor in this tight and volatile market is the
very small amount of spare productive capacity. Currently, there’s
only about a million barrels a day of unused productive capacity in
the world, almost all of which is in Saudi Arabia, and that’s a
present world market of 82 million barrels a day, so we are operat-
ing the global crude market at between 98 and 99 percent of capac-
ity. Clearly, that is little room for any surprises.
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Inventories are and will continue to be a key indicator to prices.
U.S. crude inventories have been low most of this year and only re-
cently have moved into the normal range, as published by the EIA.
Gasoline, however, remains quite low and at the lower end of the
normal range and, therefore, volatility and potential for price
spikes remains in the gasoline market because of the strong de-
mand and the tight situation in domestic refining, which accounts
for about 90 percent of our domestic gasoline supplies, so that 10
percent from foreign refiners is critical, especially during the peak
driving season.

And this year, imports from Europe, the Caribbean and else-
where are a bit lower than we anticipated, partly because of tight-
ness around the world on refining capacity and partly because of
the more stringent U.S. specifications that have gone into effect
with regard to sulfur. And, therefore, we are watching the imports
very closely on a week-to-week basis to see where these supplies
will be headed, as well as the impact on inventories. So, to sum up,
EIA remains prudently cautious of where this market is going to
end up. Saudi Arabia and other producers have promised to in-
crease their production, and so far, that seems to be holding up.
And while gasoline prices have declined in recent weeks, consum-
ers should not expect retail prices to fall back to the prices we have
seen even last year. Our current short-term forecast projects that
west Texas Intermediate Crude prices will likely fluctuate around
$37 per barrel, reflecting this tightness, and that gasoline will av-
erage about $1.83 per gallon for the second half of the year.

So, in conclusion, the EIA anticipates a continued tight market
subject to volatility. Thank you very much, Mr. Chairman, for the
opportunity to be here today.

[The prepared statement of Mr. Caruso follows:]
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Mr. OSE. I thank the gentleman.
Our next witness is the Assistant Secretary for Fossil Energy,

the Acting Assistant Secretary for Fossil Energy at the Department
of Energy, Mr. Mark Maddox.

Sir, welcome to our witness table. You’re recognized for 5 min-
utes.

Mr. MADDOX. Thank you. Mr. Chairman, members of the sub-
committee, thank you for giving me the opportunity to discuss the
volatility of U.S. gasoline markets.

Gasoline price volatility should come as no surprise to anyone.
President Bush foresaw the potential for gasoline price volatility
when he unveiled the National Energy Policy 3 years ago. That po-
tential has become a reality.

The NEP noted energy demand was rising, and will continue to
rise, and recommended that we take steps to meet the growing de-
mand most notably by increasing domestic production of energy
and by encouraging energy efficiency and conservation. In the
NEP, we said that energy supplies were being limited by restricted
access to Federal lands and that regulatory uncertainty and over-
lap, in combination with low historical profitability and low rates
of return, were contributing to a lack of investment in refineries.

The NEP also noted that our Nation’s energy infrastructure, our
network of pipelines, refineries, generators and transmission lines,
was antiquated and would need to be updated to deal with an ever-
expanding economy. Winston Churchill once spoke of finding secu-
rity in diversity. Increased domestic production should be the cor-
nerstone of diversity of oil supply for the United States.

The United States continues to be a major oil producer. Accord-
ing to the Energy Information Administration, the U.S. is currently
producing about 5.8 million barrels of crude oil per day, making us
the world’s third ranked producer, behind only Saudi Arabia and
Russia.

And, we still have considerable reserves to draw on. Today, 377
billion barrels of currently uneconomic and unrecoverable oil await
cost-effective technologies in addition to 22 billion barrels of proved
reserves. To help tap that immense resource, we are concentrating
the Office of Fossil Energy’s oil research and development efforts
on highly promising technologies with big potential payoffs. We’re
working toward prolonging the life of mature fields through greater
use of CO2 injection, by finding economic ways to bring CO2 pro-
duced at fossil fuel power plants to oil fields. We are working on
improved imaging and diagnostic tools, such as the recently an-
nounced new cross well electromagnetic imaging tool that can see
through the rock between widely separated oil wells, distinguish
the oil, water and gas reservoirs and measure changes over time.
And, we are developing microhole drilling technology that could re-
duce drilling costs by as much as two-thirds compared to a conven-
tional well, reduce disposal costs for drilling fluids, cutting them by
20 percent, significantly lowering the environmental impacts of
drilling activities, and open access to 218 billion barrels of oil at
mature basins less than 5,000 feet deep. We are also working to
increase access to high priority areas for oil and gas in our western
mountain States, while protecting the environment.
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We are making progress on boosting domestic production, but
more must be done. We need a comprehensive energy bill that will
open the Arctic National Wildlife Refuge, or ANWAR, to domestic
petroleum production. ANWAR offers us the prospect of secure, do-
mestically produced oil. We have lost almost a decade to debating
the merits of developing ANWAR. Debate continues even as techno-
logical advances have made arguments over the environmental im-
pact of development more tenuous. And, with each passing year,
our growing reliance on foreign sources of energy make it more ur-
gent that we take advantage of these domestic oil resources.

Higher gasoline prices have prompted various proposals for ac-
tion, among them that we use the Strategic Petroleum Reserve to
influence oil markets and reduce gasoline prices. We believe that
abandoning our stated goal of filling the Strategic Petroleum Re-
serve is wrong from a national security point of view. President
Bush has been very clear that the reserve is in place in case of
major disruptions of energy supplies to the United States that
could arise from a variety of events, such as natural disasters and
terrorist attacks.

We adopted a plan for filling the Reserve by a predictable
amount and over a certain length of time in order to affect markets
as little as possible. The current rate of fill is about 105,000 barrels
per day, which the EIA estimates has an impact of, at most, 1 or
2 cents per gallon of gasoline.

The world oil supply demand equation is largely responsible for
higher gasoline prices. But all of the factors also play a part. One
very important factor is our insufficient or outdated domestic pipe-
line and refinery capacity. The United States has not seen a new
refinery built since 1976, and the expansion of existing refineries
has slowed in recent years.

Mr. OSE. Mr. Maddox, how much time? I have a long series of
witnesses today and many statements to make. Can you—I’ll give
you 10 seconds to wrap up.

Mr. MADDOX. Our refineries are running at near total capacity
of about 96 percent while the EIA projects U.S. gasoline demand
will increase 47 percent and diesel used for transportation will in-
crease 73 percent by 2025. Thank you. I look forward to taking
questions.

[The prepared statement of Mr. Maddox follows:]
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Mr. OSE. Thank you.
Our third witness, Mr. Jeffrey Holmstead, who is the Assistant

Administrator for Air and Radiation at the Environmental Protec-
tion Agency.

Mr. Holmstead, we have received your written statement for the
record, and it’s been entered therein. You’re recognized for 5 min-
utes for the purpose of summarizing.

Mr. HOLMSTEAD. Thank you, Mr. Chairman and members of the
subcommittee. I appreciate the chance to be here today and talk a
little bit more about the clean fuels programs and their impact on
gasoline prices.

As most of you probably know, EPA began to require improve-
ments in the quality of motor fuels back in the 1970’s when the
agency required that lead be phased out of gasoline, but the focus
of attention in recent years has been on two clean fuel programs
that are a result of the 1990 amendment to the Clean Air Act.

The first one is the Reformulated Gasoline Program [RFG], and
the other is the Tier 2 Low Sulfur Gasoline Program. By statute,
every gallon of RFG is required to obtain a minimum amount of an
oxygenate, such as ethanol or MTBE. EPA and the Department of
Energy have estimated that the cost of producing RFG is approxi-
mately 4 to 8 cents a gallon greater than the cost of producing con-
ventional gasoline. About half of this cost increment is due to the
cost of the oxygenate requirement itself.

Now, I should note that the average retail price of RFG today,
what people pay at the pumps, is actually a little less than 4 cents
a gallon greater than the average retail price of conventional gaso-
line. That’s a pretty good indication of the cost to consumers of this
Federal mandate, about 4 cents a gallon.

The second clean fuel program I mentioned, the so-called Tier 2
Program began on January 1st of this year. By 2006, when this
program is fully phased in, it will reduce the sulfur content of most
gasoline sold in the United States by about 90 percent. This reduc-
tion in the sulfur content immediately reduces emissions from all
gasoline powered vehicles, and it also enables the use of more ad-
vanced pollution controls on these vehicles. Thus, the Tier 2 Pro-
gram not only addresses fuels but also includes a phase which be-
gins this year of more stringent tailpipe standards for all light-duty
vehicles, including cars, trucks, mini vans and SUVs.

We estimate that the cost of the Tier 2 Fuel Program is about
1 cent per gallon today, and will still be less than 2 pennies a gal-
lon when the program is fully phased in in 2006. Now, the impor-
tant thing of course is to compare the cost of the program to its
benefits.

On the benefit side, we estimate that the Tier 2 Program, includ-
ing both the fuel and engine standards will prevent every year ap-
proximately 4,000 premature deaths, more than 10,000 cases of
chronic and acute bronchitis and tens of thousands of respiratory
problems. As far as I know, everyone agrees that the public health
benefits of this program far exceed the cost.

As you all know, the retail price of gasoline is affected by many
factors. We believe that the run-up in gasoline prices earlier this
year was primarily the result of a steep increase in crude oil prices.
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But, what we can say with great certainty is that environmental
regulations have had a minimal effect on gasoline prices.

Let me turn now quickly to the issue of so-called boutique fuels.
The Clean Air Act specifically authorizes States to regulate fuels
as part of their State Air Quality Plans if they need this type of
regulation to achieve national air quality standards. This author-
ization in the Clean Air Act has resulted in a number of different
fuel formulations being required by different States. These formula-
tions are often referred to as boutique fuels; 15 States have adopt-
ed their own Clean Fuel Programs for part or all of their State.

In October 2001, EPA released a comprehensive white paper dis-
cussing a range of issues associated with boutique fuels. The main
conclusions of this white paper were, one, that the current gasoline
refining and distribution systems work well except during times of
unexpected disruptions, a refinery fire, a pipeline outage, some-
thing like that. We also found, two, that fewer fuel types are likely
to improve fungibility and, three, options exist to reduce the num-
ber of fuel types and to improve fungibility while maintaining or
improving air quality. But, the fungibility benefit from taking these
actions are likely to be modest, and there may be significant cost
or supply implications associated with any of these options.

Now, we are committed to working with Congress to explore
ways to maintain or enhance the environmental benefits of these
programs while exploring ways to increase the fungibility of the in-
frastructure and increase flexibility and improve and provide added
gasoline market liquidity. The best way we have identified to ac-
complish these goals is to replace the current oxygen content re-
quirements for RFG with the renewal fuel standard that includes
a flexible national credit trading system. But, we also note that
this can only be done through legislation such as the renewable
fuel provisions in the energy bill which the administration strongly
supports.

Mr. OSE. Mr. Holmstead——
Mr. HOLMSTEAD. Again, I thank you for the chance to be here

today and look forward to answering any questions you may have.
[The prepared statement of Mr. Holmstead follows:]
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Mr. OSE. I thank the gentleman.
Our fourth witness on this panel is Mr. Jim Wells. He is Director

of the Natural Resources Environment Section at the Government
Accountability Office.

Sir, we have received your testimony. It’s been read. It’s part of
the record. You’re recognized for 5 minutes to summarize.

Mr. WELLS. Thank you, Mr. Chairman. We welcome the oppor-
tunity to contribute to the hearing.

Accompanying me today is Mr. Scott Farrow, GAO’s Chief Econo-
mist.

Our presence today relates to the GAO report that we published
in March looking at the effects of mergers in the U.S. petroleum
industry. In 2002, we agreed to study the effect of the wave of
mergers, that is acquisitions, joint ventures that were occurring
across the petroleum industry in the 1990’s.

More than 2,600 mergers have changed the landscape on how the
sale of petroleum products occur. Large oil companies combined
with other large oil companies who previously competed against
each other. For example, in 1998, BP and Amoco merged and later
acquired Arco, while Exxon acquired Mobil and thousands more
continued.

Can the wave of mergers reduce competition and generally lead
to higher gasoline prices? Our study says yes. We began our work
by talking with the FTC. We found no existing FTC study on a ret-
rospective impact of oil mergers, at least none that was publicly
available. And, we met with skepticism from the FTC staff as to
whether this type of study was even impossible or possible to do.
What analysis was in the literature and publications was on a
smaller scale, and clearly, it was not nationwide or dealing with
multiple mergers. Therefore, we had to construct econometric mod-
els to estimate the effects of mergers and market concentration on
prices because we believe bottlenecks in the gasoline markets are
most common at the refining and distribution levels. Also, price
changes at wholesale generally get passed through to prices at the
pump.

What we found was a marketplace that has changed. There are
fewer oil companies and refiners. There is less non-branded gaso-
line that was traditionally offered in the marketplace at lower
prices. Distribution and availability of gasoline to the smaller deal-
ers, the moms and the pops, is on the decrease. Market concentra-
tion, which relates to market shares and merger activities, in-
creased at the refinery levels.

Clearly, mergers potentially enable companies to gain synergy.
No doubt about it. They can grow their assets. Stockholder value
is important. They can reduce cost by achieving efficiencies that
may be passed along to the consumers at the gas pump. We did
find mergers that caused prices to decrease.

However, if you do get bigger and you have fewer competitors,
you may also gain market power, the ability to raise prices above
competitive levels. Taken collectively, our models suggest that
wholesale prices increased anywhere from 1 to 7 cents for six out
of the eight specific mergers, the major mergers that we analyzed.
This specific finding is based on using hundreds of rack or terminal
city prices for each week from 1994 through the year 2000, data
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at least 6 months before the merger and 6 months after the merg-
er. And, we attempted to control for all other factors that varied
over time and the economic conditions.

Our findings would imply that overall, the effects of market
power which tend to increase prices won out over the efficiency
gains of mergers which would tend to decrease prices. We assume
that these price increases will carry forward after the mergers and
in a sense be embedded, if you will, in an unchanging way in to-
day’s 2004 gasoline prices.

Clearly, in a study of this magnitude, you can expect to have dif-
ferences of opinion. FTC, as you will hear this morning, weighs in
with their views. We can agree to disagree, I hope. Although no
econometric model can perfectly depict reality, we believe that our
models are sound, and produce reasonable estimates. We are, in
fact, very strongly supporting and welcoming public scrutiny and
discourse on issues like gasoline prices. We even welcome sorting
through this and these issues with the FTC.

Having Bill sit to my right, we agreed to be friends today, and
we agreed that our goal is to work together in the future to deal
with some of the estimates and issues with the GAO product.

Mr. Chairman, our hearings today will add to this debate as our
Nation struggles with high gasoline prices. Mr. Chairman, in sum-
mary, we believe that the retrospective look that GAO did, looking
back at what happened in the 1990’s, it can do two things. One,
it can help the Congress sort through today and other days some
of the background to what’s happening with 2004 price spikes.
Two, we would hope that our study could influence what the regu-
latory antitrust agencies like the FTC do in the future to protect
the competitive process and consumers.

I also want to thank Mr. Cooper for giving me a warning about
the potential challenging questions that I may face. I thank you.

[The prepared statement of Mr. Wells follows:]
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Mr. OSE. I thank the gentleman.
I am pleased to recognize the General Counsel for the Federal

Trade Commission, Mr. William Kovacic.
Sir, your statement, your written statement’s been entered into

the record. You’re recognized for 5 minutes for the purpose of sum-
marizing. I just want to clarify the record. You’re on his left, not
on his right.

Mr. KOVACIC. Mr. Chairman and members of the subcommittee,
thank for the opportunity to present the FTC’s testimony on the
causes of and possible policy responses to gasoline price increases.

I will first describe FTC measures that insure that consumers
pay competitive prices for gasoline, then discuss the GAO report,
and then offer my views about the causes of gasoline prices. My
written statement gives the views of the commission, and my spo-
ken comments offer my views and not necessarily those of the com-
mission.

Competition policy plays a key role in protecting the consumers
of gasoline. FTC programs embrace this principle in four ways.
First, the FTC does oppose mergers that promise to curb competi-
tion. Since 1981, the commission has challenged 15 petroleum
mergers, causing four deals to be abandoned or blocked and requir-
ing major divestitures in the other 11. Compared to other indus-
tries, FTC petroleum merger remedies have been uniquely strin-
gent.

The FTC also prosecutes non-merger antitrust violations. For ex-
ample, in March 2003, the FTC charged Unocal with violating the
FTC Act by deceiving California State regulators in connection
with proceedings to devise standards for reformulated gasoline.
Earlier today, the commission announced that it unanimously has
reversed the ruling of the administrative law judge who had dis-
missed the complaint at the end of last year.

A third FTC activity is to monitor industry conduct to spot pos-
sible antitrust violations. Since 2002, the FTC has used a statis-
tical model to detect unusual gasoline price movements across the
country. The FTC examines apparent anomalies and works with
other Government agencies to pinpoint possible causes, including
antitrust misconduct.

The fourth FTC activity is to inform the public and policymakers
about petroleum competition issues. Later this year, the agency
will issue a report on the factors that affect fuel price increases and
will update FTC reports on petroleum mergers issued in the 1980’s.

The FTC’s petroleum experience builds heavily on merger review.
In May, the GAO report, as Jim Wells has just described, examined
mergers and concentration arising from transactions in 1990’s.
Among other tasks, the GAO studied eight mergers completed be-
tween 1997 and 2000 and found that six deals caused gasoline
wholesale prices to rise, while two caused prices to fall.

The GAO report contains fundamental methodological errors that
deny its results, in our view, reliability. Three crucial flaws stand
out. First, GAO’s econometric analyses did not properly account for
many factors that affect gasoline prices. Second, GAO’s study of
how concentration affects prices did not use properly defined rel-
evant markets required for sound analysis. Third, the GAO failed
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to consider critical factors about individual transactions that are
vital to assess price effects.

The FTC welcomes the rigorous analysis of past enforcement de-
cisions. In the spirit of Jim Wells’ comments, we invite the GAO
to join the FTC in cohosting a conference to consider the GAO re-
port’s findings. To inform these proceedings, we call upon GAO to
fully disclose its econometric methodology and all data used to run
its models. Participants at the conference would include GAO and
FTC experts, the agencies’ advisors and interested observers.

Let me turn to what the FTC has learned about factors that
cause gasoline prices to rise. The paramount factor, as we have
heard this morning, is the price of crude oil. Changes in crude oil
prices account for about 85 percent of the variability of U.S. gaso-
line prices. When crude oil prices rise, so do gasoline prices.

A second factor is the high level of utilization in the refining and
transportation sector. For example, pipeline capacity is stretched in
some regions, although expansion projects are underway to boost
capacity. The same could be said for inventory levels.

Another major factor, as we have heard this morning, is the de-
sign of environmental quality standards. Pollution control unmis-
takably yields great social benefits but also raises refining costs.
The multiplicity of environmentally mandated brands sometimes
can reduce the flexibility of the supply sector. ther Government
policies also raise gasoline prices at the State and Federal level.

To understand and publicize developments in the petroleum in-
dustry and to attack antitrust misconduct is a priority second to
none for the FTC. I welcome your questions.

[The prepared statement of Mr. Kovacic follows:]
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Mr. OSE. I thank the gentleman.
All right. As I indicated earlier, what we’ll do is, each of the

Members up here has an opportunity to ask questions. We’ll move
in 5-minute increments. We are scheduled for six votes this morn-
ing on the floor some time—it actually might not be this morning.
Sometime between 12 and 12:30. We also have a second panel of
witnesses. We are required to be out of this room by 1:30.

Just for everybody’s edification, to the extent that we have ques-
tions that need to be asked that we don’t get to, we will leave the
record open and submit them to the witnesses in writing, leaving
the record open for 10 days.

Does anybody up here have any questions on that?
All right. I will go ahead and start.
Mr. Maddox, I want to ask you about this Strategic Petroleum

Reserve. I’ve spent a lot of time looking at the suggestion about
drawing down the 105-odd thousand barrels a day that is otherwise
going into the reserve. If that 105,000 barrels a day, as some have
suggested, were not going into the Strategic Petroleum Reserve,
where would it go? What would we be able to do with it? I mean,
how does it get to market?

Mr. MADDOX. Well, the process is pretty straight forward. If we
were not drawing it down, or filling a reserve, I guess is the ques-
tion, the oil would be sold on the market.

What has traditionally happened, looking at some of the other
examples, is, we see most of that oil simply displace imports. Times
like right now, when you have a healthy storage or average storage
level of over 300 million barrels, there is not necessarily a crude
shortage at this point. So, any release would not necessarily im-
pact, you know.

Mr. OSE. Before you leave that point, I think you—did you just
say there is not a shortage of crude?

Mr. MADDOX. Correct me if I’m wrong, but, our stocks are in the
average range right now, and we, in fact have, right now, a very
tight refining capacity at 96 percent, which is pretty close to flat
out. And to go much higher, I think you could argue whether it was
sustainable to go at a higher level.

Mr. OSE. Well, if I read—somebody’s statement here said that
the refining capacity in the United States is something like 8.78
million barrels—that’s the rated capacity for the refineries around
the SPR locations—and that they are running at 96 percent.

Mr. MADDOX. Correct.
Mr. OSE. Which means that 1 percent is 87,000 odd barrels.
Mr. MADDOX. Right.
Mr. OSE. Well, 87,000 and 105,000, that’s not, I mean, it seems

to me like that’s less than what would be necessary to take it to
100 percent. Why can’t we take it from 96 percent operating capac-
ity to 100 percent?

Mr. MADDOX. You could, in theory, but the reality is, there are
breakdowns. There are, you know, these things, I don’t think
there’s any model that says you can run 100 percent forever.

I mean there’s just always the possibility, you know, things hap-
pen for lack of a better description. 96 percent, I think most manu-
facturing people would tell you, is a pretty extraordinary rate of ca-
pacity utilization.
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So, you could nudge it up a little bit. But, the reality is, we have
been building our stocks the last 4 or 5 weeks, and we are filling
our stocks while we maintain a pretty steady level of product.

Mr. OSE. So, the storage above ground, if I’m correct, is about
300 million barrels today.

Mr. MADDOX. Right.
Mr. OSE. The Petroleum Reserve has about 660 million barrels

in place. Are you suggesting that, if the 105,000 barrels that’s cur-
rently going daily in to the SPR was not going into the SPR,
there’d be no place to put it?

Mr. MADDOX. Individual companies have to make economic deci-
sions on how much stock they want to carry. Right now, the high
price environment, I don’t think they’d be too eager to build stocks
and create the carrying costs involved with the larger stocks.

Mr. OSE. Mr. Caruso, does the EIA concur with those conclu-
sions?

Mr. CARUSO. Yes. I think Mark’s point about there not being a
shortage is different than not saying it’s a tight market. Clearly,
there are 305 million barrels of crude in stocks now.

Mr. OSE. Explain your nomenclature. Your vernacular is very
good. I think it’s very precise. Would you please explain the dif-
ference between not a shortage of crude and a tight market?

Mr. CARUSO. That’s crucial, actually, to the decision and the
memo that I wrote in February. And, that is that all refiners who
are seeking crude can buy it today at $39 WTI. So there is crude
available to refiners. If 100,000 barrels a day were made available,
would they add that to inventories? Our view is probably not.

Mr. OSE. Is it your view that the constraint is the refining capac-
ity?

Mr. CARUSO. There’s two aspects of the refining capacity. One is
primary distillation, which is running at 96 percent of the 16.8 mil-
lion barrels per day total capacity in this country. Second, there are
the conversion units that go beyond the primary distillation. We
believe that those are operating at close to 100 percent of capacity.

So there are two aspects. One is the primary distillation, and
then there’s the secondary conversion or treatment units transform
distillation unit outputs into gasoline and other products. And,
right now, they are operating these margins very close to full ca-
pacity.

Mr. OSE. Thank you.
The gentleman from Massachusetts.
Mr. TIERNEY. Thank you. Just to close out on that, the Valero

Energy Corp.’s chief executive officer, William Greehey, opined that
if the President stop purchasing for the oil reserve, it would signal
to the commodity traders that the White House is serious about oil
prices and the prices would fall fast.

Is there any merit to the concept that signal would be sent and
it would have an effect on prices, Mr. Maddox?

Mr. MADDOX. We don’t believe so. I mean, I think we have some
estimates that stopping may have an effect, I think, of a dollar a
barrel or so. But, I would note also that we saw the price swing
$1.26, I think, yesterday. At this stage it’s largely a supply uncer-
tainty situation that is probably driving prices to a greater degree.
I think the Secretary stated yesterday that he thought there was
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probably a risk premium of potentially as high as $10 right now
for the price of oil. And, I think events will probably drive that
issue.

Mr. TIERNEY. Mr. Kovacic, you know, rather than challenging
Mr. Wells’ organization to sort of a fact and figures dual of some
sort do you think it would be well spent time of the FTC to do an
actual report and study about the effects of mergers?

Mr. KOVACIC. We are in the process of completing a report that
does look at the consequences of mergers, that does update two
other studies we have done. And, we do think it’s useful to engage
in a continuing conversation with the GAO.

Mr. TIERNEY. Well, I’m sure it is. We had asked for any studies
that you had done on that, and I don’t recall getting them from
your office. So how long ago were those studies done?

Mr. KOVACIC. One in 1987 and one in 1989, and we are in the
process of doing a further document that updates the results of
those studies, sir.

Mr. TIERNEY. Are you familiar with the March 2001 Federal
Trade Commission report that was authored by Chairman Robert
Pitofsky? And he noted in that study, by withholding supply, the
industry was able to drive prices up and thereby maximize profits.

Mr. KOVACIC. That’s right. Are you referring to the Mid-western
States Study, Congressman?

Mr. TIERNEY. That’s correct.
Mr. KOVACIC. Yes. I believe that the FTC report also pointed out

that the capacity to act in that way was for a comparatively short
period of time as well. And I believe that the net assessment of the
Commission is that, though it takes temporary disruptions quite
seriously, that this was indeed a temporary and quite finite disrup-
tion.

Mr. TIERNEY. Are you familiar with the 2003 RAND study of the
refinery sector that reaffirmed the importance of the decisions to
restrict supply? And, it pointed out, in a change in attitude in the
industry, saying that increasing capacity and output to gain mar-
ket share or to offset the cost of regulatory upgrades is now
frowned upon. In its place, we find a more discriminating approach
to investment and supplying the market that emphasized maximiz-
ing margins and returns on investment rather than on product out-
put or market share. The central tactic is to allow markets to be-
come tight by relying on existing plant and equipment to the great-
est possible extent, even if that ultimately meant curtailing output
of certain refined products.

Mr. KOVACIC. Yes, indeed. I’m also struck, though, in the very
same study, toward the beginning of the study, you see the basic
conclusion by the RAND researchers that the supply system in the
United States operates comparatively well. Their net assessment
was relatively positive.

I guess another methodological point that interests me about the
RAND study is that they report in a very aggregate way the results
of all of their research. Something that would have been interesting
to us is to see precisely whose views factored into the observation
that you provided.

Mr. TIERNEY. Well, I guess that’s true in any study, where you
go back and forth. So, what you are saying is, you are going to
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stick to your story no matter what it says so long as you can find
a methodology to support it?

Mr. KOVACIC. Well, I guess maybe it’s an academic’s obsession
with footnotes. But when you look at the RAND study, you simply
notice that they tell you who they spoke with at the back. But, as
they hit key conclusions along the way, there is no particular rev-
elation of whose observations factored into the results.

Mr. TIERNEY. So, you are not troubled at all by the fact that
there have been a sizable number of mergers over recent years?

Mr. KOVACIC. We are extremely attentive to and extremely con-
cerned about the impact of those mergers. I have to be clear, Con-
gressman, that in addressing the GAO’s work and ours, the GAO’s
instinct here—and your observation as well—about the usefulness
of ex-post evaluations as a way of informing future policymaking
strikes me as being right on target. It’s a key element of respon-
sible decisionmaking, before you take next steps, to go back and
look at what you have actually accomplished. And, the effects, good
or bad, ought to be well-known. So, I emphasize, that’s a crucial
ingredient of good policymaking, and I don’t want to diminish in
any way the value of that kind of assessment.

Mr. TIERNEY. I would hope not. And, I would hope that the FTC
starts looking at your merger guidelines a little more actively and
get on top of this, because I think it just stands to reason that the
GAO’s conclusions are right on the money in terms of the direction
of the things that are going on. I think it belies commonsense to
think that all these mergers haven’t had an effect. And, particu-
larly—and I don’t have time to go into it now because we are going
to close out—but you look back at Senator Wyden’s committee
hearings of a while back, when you have industry people actually
quoted on there saying that keeping the supplies low is a good
strategy for them to keep their prices high. Those things, I hope,
ought to concern the FTC and ought to spark some sort of report
on that and some concern for the mergers and consolidations.
Thank you.

Mr. OSE. The gentleman from Ohio.
Mr. TIBERI. Thank you, Mr. Chairman.
Mr. Holmstead, can you give me the exact number of blends that

are required, fuel blends, in America?
Mr. HOLMSTEAD. I believe I can. And, I can understand your

question on this issue, because there are all kinds of numbers that
are thrown around.

When we talk about boutique fuels, what we talk about are spe-
cific State requirements that are different from those required
under Federal law. There is RFG that I mentioned. And, RFG actu-
ally is different in the North and in the South because of different
characteristics. The Federal requirements are major gasoline pro-
grams. But, if you look at boutique fuels, requirements by individ-
ual States, there are nine.

Now, while I say there are nine, other people are saying 100-
something. Well, the difference is, as we have delved into this, a
State sets a standard, but then different companies choose to sell
different grades of gasoline. So, you have standard, premium, and
ultra or whatever they are. In response to that State requirement,
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an individual refinery may actually produce three different grades
of gasoline or more.

And then, some States have identical standards, but we count
those as just one. Some people may count three different States
with the same requirements; we are going to count those as three
or actually nine. But, we think the best way to look at it is there
are nine different State boutique fuels programs. In addition to
that, there are federally mandated programs that apply in the rest
of the country.

Mr. TIBERI. How many are those numbers?
Mr. HOLMSTEAD. Well, again, different requirements apply dur-

ing the summer and during the winter. But, the biggest number of
gasoline blends is during the summertime season, and there are six
Federal requirements. So, there would be six Federal programs and
nine boutique State fuel programs.

Mr. TIBERI. Mr. Caruso, would you concur with that analysis?
Mr. CARUSO. Yes. That concurs with our information.
Mr. TIBERI. Thank you.
Mr. Holmstead, in layman’s terms, not in technical details, can

you explain why Washington, DC, has a different requirement than
Chicago, which has a different requirement than Atlanta?

Mr. HOLMSTEAD. In large part, that’s because of sort of our Fed-
eral system of Government, where the way Congress chose to enact
the Clean Air Act was to require in the most highly polluted cities
this reformulated gasoline or RFG. And I have to look at a map to
see exactly where that’s required, but that tends to be required in
the most highly polluted areas, New York, Los Angeles, Houston.

Mr. TIBERI. Excuse me, but are the pollution problems different
in Washington than Chicago?

Mr. HOLMSTEAD. Yes, they may be. The extent to which cars con-
tribute to the problem is different in Atlanta compared to Baton
Rouge where it’s much more of a stationary source problem versus
a mobile source problem.

The other thing is different States, under the Clean Air Act, have
flexibility to decide how they want to achieve national standards.
Some States may decide that a fuels program is an effective way
of achieving these standards. Other States may believe that a more
effective way is to regulate factories and plants and things of that
sort.

Mr. TIBERI. Mr. Caruso, have the requirements from States and
the Federal Government caused foreign refineries to stop producing
refined or reduce the number of refined oil coming into the United
States?

Mr. CARUSO. The only instance I’m aware of is the gasoline com-
ponents we get from Brazil. Most of their refineries cannot meet
the new Tier 2 RFG lower sulfur requirement—120 parts per mil-
lion—starting this year. So perhaps—and this is quite a tentative
number—there may have been about 75,000 barrels a day from
Brazil that now has to be made up from other sources. And in fact,
there have been some increases in other refineries, other foreign re-
fineries, such as Canadian and European.

Mr. TIBERI. OK. One final question, Mr. Holmstead. Has the EPA
done any research to see if, technologically, we can produce today
one type or maybe two or three types of fuels that can solve our
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pollution problem in different cities at the same time of reducing
the number of fuels required by a refinery?

Mr. HOLMSTEAD. That is something that we have looked at quite
a bit. You won’t be surprised to hear that there are tradeoffs. For
instance, the cleanest gasoline from an environmental perspective
is California’s. California gasoline is a blend that exceeds the RFG
requirements. If we were to simply mandate that fuel throughout
the United States, we would solve our fungibility problem, so ev-
erybody would be using the same type of fuel. But that would dra-
matically increase costs.

And so, if you are trying to reduce the number of blends and im-
prove fungibility, you may actually have an adverse impact, that is
on fuel supplies and cost to consumers. There is really no reason
for consumers in some States that don’t have a pollution problem
to pay those kind of high prices.

And so, it’s an issue that we are aware of and that we have paid
a lot of attention to. But, you know, common sense would dictate,
that we have fewer versions of gasoline. There may be some middle
ground that would love to explore with Congress. But, there is no
one obvious easy answer because there are tradeoffs.

Mr. TIBERI. Thank you.
Mr. OSE. We will go another round here.
Mr. Holmstead, I want to visit with you about California’s re-

quest for a waiver. If I understand correctly, EPA is concerned
about the impacts of air quality of granting such a waiver. And, I
impute from that you’re concerned about the deterioration in the
air quality that might occur. Am I correct in that?

Mr. HOLMSTEAD. That’s correct. Yes.
Mr. OSE. OK. The particulate matter. Are you worried about sul-

fur? What is it exactly that EPA’s concerns are based on?
Mr. HOLMSTEAD. This sounds self-aggrandizing, but all of these

air pollution problems are very complex, especially in California.
The air pollution problems that are of greatest concern are ozone,
which you are well aware of, and fine particles. But, these pollut-
ants aren’t emitted directly into the air from automobiles. It’s not
as though you measure ozone or you measure fine particles. These
pollutants are made up of many different components.

So, for instance, if you care about ozone levels, you have to con-
sider VOC emissions or hydrocarbon emissions which do come from
automobiles. You have to consider NOx. You also consider CO
emissions.

And so what we need to—what we have done in the case of ozone
is to look at what the air pollution situation would be in California
with a waiver and without a waiver. Actually determining what the
answer to that is somewhat uncertain because of a variety of fac-
tors. We know, for instance, that if you take out the oxygenate, you
will increase VOC emissions from the tailpipe. I think everyone
agrees with that. On the other hand, if you keep the oxygen in the
fuel you may increase what are called evaporative emissions be-
cause the oxygenate tends to have a higher Ried Vapor Pressure,
and so you get greater evaporative emissions. It’s enormously com-
plex to try to understand that, and that’s just for the ozone, which
is something we have been looking at now for a couple of years.
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On the fine particles side, again, there are some fine particles
that are emitted directly from cars, but also fine particles are
formed by the aromatics and NOx emissions in the fuel exhaust.
Trying to actually understand whether the waiver would hurt Cali-
fornia’s air quality or help it is something that we are honestly
struggling with right now.

So, it’s a difficult issue and especially given that the statute says
that we can only grant the waiver if a State makes a showing that
the oxygen requirement is interfering with their ability to maintain
the standard. So, it’s something that we have taken seriously, and
we are really trying to get a handle on these issues.

Mr. OSE. Now, under the Tier 2 program, do you have—it’s being
phased in. Obviously, you have similar concerns, in particular, re-
moving the sulfur from the fuel.

Mr. HOLMSTEAD. Right.
Mr. OSE. The question I have is that, while we haven’t been able

to get an affirmative or definitive response on California’s request
for waiver from EPA, EPA has in fact granted six hardship waivers
to refineries who otherwise can’t meet the Tier 2 phase-in require-
ments for sulfur. It’s on page 3 of your testimony here. You have
four bullet points, the last of which, ‘‘Hardship provision, which al-
lows refineries to apply, on a case by case basis, for additional time
and flexibility to meet the low sulfur standards based on a showing
of unique circumstances. Under this program thus far, EPA has
granted hardship waivers to six refineries.’’

Where are those six refineries located?
Mr. HOLMSTEAD. Well, I’m not sure. I would be happy to provide

that for the record.
Mr. OSE. Are any of them located in California?
Mr. HOLMSTEAD. My expert tells me, probably not.
Mr. OSE. Are any of them located in Chicago or up in the New

York area?
Mr. HOLMSTEAD. I don’t know the answer to that.
Mr. OSE. I would be curious. I will submit that to you in writing.
Mr. HOLMSTEAD. I would be happy to provide that for the record.
[The information is provided in EPA’s answers to Chairman

Ose’s followup questions.]
Mr. OSE. Well, my basic question, and it may be rhetorical at

this point, is, how can you be so concerned about air quality in
California to the extent that we can’t get an answer from you one
way or another, and yet here are six refineries that can’t remove
the sulfur in a manner consistent with the Tier 2 phase in, and you
are granting them waivers? There is a certain inconsistency there.

Mr. HOLMSTEAD. Well, no. It’s a very different situation. The Tier
2 program is something that EPA created through regulation. The
oxygen mandate is a specific statutory mandate from Congress.
And, Congress said that we can only grant a waiver if a State
makes a showing that the oxygenate requirement interferes with
its ability to attain air quality.

So, you are right. Under our Tier 2 program, if there is a hard-
ship at a refinery, we can grant that, even though it would have
a modest negative impact on air quality. We are not able to do that
in the case of the oxygenate waiver because that’s a statutory re-
quirement.



184

Mr. OSE. Both of them have the force of law, do they not?
Mr. HOLMSTEAD. Well, they do. But, our regulations explicitly

allow us to grant this hardship waiver. If the statute had contained
a provision similar to our regulations that would allow us to grant
hardship waivers, then we would consider them both in the same
way. But, it’s just a very different legal regime in the case of oxy-
genate requirement versus the sulfur reduction requirement in the
Tier 2 program. And, I can understand your——

Mr. OSE. It seems to me you need to resolve the chemistry issue
here as to whether or not the evidence that California has put for-
ward in fact is consistent with EPA’s desire for protection of these
different elements that you cited, whether it be ozone or a particu-
late matter or what have you. That’s the key element here.

Mr. HOLMSTEAD. What——
Mr. OSE. What I’m trying to get at, is, when are you going to fin-

ish that?
Mr. HOLMSTEAD. We have a group of people that are working on

that right now. The State provided us with significant additional
information in February. Just within the last month or so, we re-
ceived a very detailed technical report from an outside stakeholder
group that was concerned about these issues. And that’s what we
are looking at right now. And we will resolve it as quickly as we
can.

Mr. OSE. If I am correct, you are under a court order to do so.
Is that not accurate?

Mr. HOLMSTEAD. I don’t believe we are under any specific court
order. What the court did was they remanded—initially, when we
had done this analysis——

Mr. OSE. They vacated the original.
Mr. HOLMSTEAD. They vacated the original, and they sent it back

to us. They said, ‘‘You have to look at this fine particles issue,’’
which we hadn’t looked at before. So, this is an issue that we had
never really looked at, and now we are looking at it.

But, the court didn’t give us a specific date. They just said that
it’s—that when we come back and make the decision, we have to
also look at fine particles as well as at ozone.

Mr. OSE. I’m here to ask you—I understand the time element,
and I appreciate the courtesy of my fellow Members here. I am ask-
ing you——

Mr. HOLMSTEAD. I keep hoping they are going to cut you off.
Mr. OSE. They are not going to cut me off. Trust me, they are

not going to cut me off. So, I am here to ask you again, do you have
a date by which this is going to be completed?

Mr. HOLMSTEAD. We don’t have a specific date. As I said, we re-
ceived a significant new technical comment document just in the
last month or so, and that raises a number of issues that we are
still looking at. What my boss has said is, we are going to do this
as quickly as we can.

Mr. OSE. I can tell you why they are not going to cut me off, is
because the same issues on waivers in California are creeping up
to Massachusetts and over to Ohio.

So, this is not something that’s unique to California. This is
timely. It needs to be done. It sounds to me like you actually do
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have a court order to at least review your decision, and yet we can’t
seem to get the thing done.

So, back to my original question. What kind of time line are we
working under?

Mr. HOLMSTEAD. I can understand your concerns, and we have
obviously heard from the Governor of your State and the members
of the delegation. We made this decision now over a year ago, and
the court overruled it, not because they said we were wrong on the
technical side but because they said we also have to look at fine
particles.

And, honestly, we want to just make sure that we do this right.
It’s an enormously complex undertaking that we are committed to
doing the right way, and that’s what my boss has said, and we will
do it as quickly as we can.

Mr. OSE. What does that mean, as quickly as you can?
Mr. HOLMSTEAD. That means as quickly as we can while ensur-

ing that we actually get it right and do something that will be con-
sistent with the statute that Congress has required and that will
stand up in court as well.

Mr. OSE. I’m just amazed to find that the courts are moving fast-
er than the Federal Government. That just befuddles me. And, I
have to tell you, I’m highly critical of the inability to get to an end
on this.

The gentleman from Massachusetts.
Mr. TIERNEY. I feel your pain.
Mr. Wells, let me ask you a little bit about your study, if I could.

Why was your study focused on wholesale prices and not on retail
prices?

Mr. WELLS. First, let me say to, Mr. Chairman, you are 100 per-
cent. That’s why I wasn’t a boxer; I didn’t know the difference be-
tween my right and left. And I will work on that.

Clearly, as I said earlier, we focused on the wholesale price be-
cause of two major factors: Wholesale prices tend to be passed on
through to the pump at the retail level. And, second, in terms of
our ability to look and assess what data is available in the Federal
Government to assess, there is less data that’s available in the re-
tail sector. The retail sector is much more complex in terms of the
factors that can influence gasoline prices. So, we thought a good
proxy is to look at the wholesale level, which deals with the actual
prices paid as the gasoline is moved from the refinery into the re-
tail market.

Mr. TIERNEY. Did your study differ from any previous studies?
Mr. WELLS. Absolutely. Clearly, we went to the FTC and asked:

Had you done a retrospect analysis? They said, no. We asked for
what public studies they had done. Essentially, we got nothing. The
only study we are aware of was released in March just before our
report came out. It was done in Louisville, KY. It was one city
analysis.

It’s interesting to note, their analysis showed that wholesale
prices also went up, and I believe the retail prices either stayed the
same or might have decreased a little bit. But, again, it was only
one study.

The GAO study, we believe, is much more comprehensive. We
looked at the cumulative effects of the many thousands of mergers.
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We isolated the different types of gasoline, which, in many studies,
had not been done. We focused and isolated on cost margins. We
basically looked at and subtracted out, if you will, or accounted for
everything that could have affected a gallon of gasoline so that
what remained was some sense of what we attribute to market
power related to the actual cost of the factor of the merger itself.

So, we believe our study was—nationwide, we have not found
any study that had done what we had done.

Mr. TIERNEY. Now, I take it, Mr. Kovacic, just a little bit here
in indicating that you didn’t—the FTC didn’t do any studies or
whatever, but you are quick to criticize the GAO’s.

So, Mr. Wells, they say that your study is flawed. What have you
done to address the concerns, which I understand were extensive?

Mr. WELLS. They clearly gave us 30 pages of comments of why
they didn’t like our study. I think it is fair to say, they feel strong-
ly.

We feel as strongly as well that we in fact did use sound eco-
nomic principles; we did use factors. They, lately—I mean, just
today, we heard there is still an additional three criticisms of fac-
tors that we did not consider. In consulting with our Chief econo-
mist, we find that we did in fact use those variables. So, maybe it’s
a dialog issue that GAO would welcome.

I think, more disturbing to me is sort of the impression the FTC
has given us. It sounds as if they are spending a lot of time and
energy criticizing everyone else that has looked at this market-
place. We would hope, in the spirit that we would want to move
into, that maybe the FTC wants to move beyond our methodology
is wrong and their methodology is right —ours is different, it’s dif-
ferent than what they used. Hopefully, in there somewhere must
be lessons learned in terms of what the FTC may be able to do bet-
ter.

And, again, I think the focus we have is, market power is ex-
tremely important and is something we as consumers want to en-
sure that someone is protecting us from market power. We clearly
don’t want another Enron situation. So, we are in favor of hoping
that the FTC will, in fact, look at a retrospect study, look at how
well their performance has been, could they do things better?

Mr. TIERNEY. Well, I would agree that seems to be their job, and
that it doesn’t seem to have been done yet on this. But did you
have a peer review done of your study? And who did you talk to
about your study within the industry?

Mr. WELLS. Absolutely. We had at least a dozen peer reviewers.
University of California, Yale, Texas, industry consultants. We
talked to law firms. Four major integrated oil companies. In fair-
ness, some oil companies refused to talk with us. We did speak
with exploratory and production companies. We talked to four re-
finers, 24 independent distributors, three Federal agencies, two
State agencies. The list goes on and on, 16 associations. We talked
to the hypermarket people, the unbranded retailers.

We actually went out and bought data. There’s no data—we
didn’t find data at the FTC. They gave us no data. The data that
we bought is—some of it is data that’s collected by private sources.
We spent a lot of money buying this data. There is an issue about
whether we should share data. There are a couple issues. One,



187

there are some restrictions about these rack prices, wholesale
prices, their information that belongs to the people that we bought
it from. Some of the data we used, we only gain access to their data
so that we can actually turn a switch on, look at the data, and the
switch gets turned off. So that type of data is not releasable to us.

In terms of Bill’s suggestion that GAO and the FTC would be
willing to work together, I clearly would like to run this by for in-
stitutional approval. I think it’s a great idea. We would love to
have a conference. We would love to put the brains in the room and
have a conference and talk about methodology and talk about what
data may be available. We would welcome that.

Mr. TIERNEY. Look, if Mr. Kovacic wants to insist on you giving
information and you want to give it, I recommend you hire Dick
Cheney’s attorney, and then you can keep it from him, you won’t
have to worry about giving it to him.

Let me just wrap up here by asking Mr. Caruso a question. I am
going to put on the record here, the EIA did an analysis of the ad-
ministration’s energy legislation. And am I correct in asserting that
the finding of that analysis was that the impact of the bill on gas
prices would be negligible?

Mr. CARUSO. The EIA analysis of the Conference Energy Bill
only looked at those components which we could quantify and ana-
lyze use in our National Energy Modeling System. The results that
you are referring to concerning negligible effects on prices—are
limited to those components. With that clarification, you are cor-
rect.

Mr. TIERNEY. Thank you.
Mr. Chairman, I yield back. Thank you.
Mr. OSE. The gentleman from Ohio.
Mr. TIBERI. Thank you, Mr. Chairman.
Mr. Holmstead, just a few more questions on the boutique

blends. I represent a district in Columbus, OH. And, my under-
standing is that there are different requirements, blend require-
ments in Detroit, Pittsburgh, Chicago, in our region. In your opin-
ion, if Columbus is experiencing a shortage of gasoline supply over
the 4th of July weekend, what is the cost of providing—or is there
additional cost in providing gasoline to Columbus because of the
fact that Columbus has a different blend than Chicago, Detroit, or
Pittsburgh if they had an extra supply, additional supply? I guess
the question would be, is the price fungible or the gasoline fungible
with respect to those different markets?

Mr. HOLMSTEAD. I don’t know enough about the requirements. I
know specific markets. But, I can say that is an issue we are con-
cerned about. Because of the different State requirements, if there
is a supply disruption, if a refinery goes down, if there is a problem
with a pipeline, then if all gasoline were the same, it would be rel-
atively easier to shift from one market to the other.

The way it works now is, if the requirements in Columbus are
equal to or less stringent than the requirements in Chicago or De-
troit, they can use that gasoline because that gasoline may well
meet the requirements in Columbus. There is a degree of
fungibility there, but it’s not completely fungible. And, I think that
is an issue that people are concerned about.
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Our studies have shown that, again, as long as everything works
well, that the pipelines run the way they are supposed to and the
refinery is up and running—which is the case the vast majority of
the time—then we don’t see significant problems with these dif-
ferent fuel blends. And, in fact, when there is a disruption, we do
have the ability under our regulations to grant temporary waivers.
And, again, this is quite different from the California situation.

We have done that; where there has been a refinery fire, where
there has been a problem, we have granted temporary waivers.

Mr. TIBERI. You have granted waivers?
Mr. HOLMSTEAD. Yes, we have granted those waivers where

there are specific supply disruptions. So, I guess I agree that there
are legitimate concerns about the balkanization of the gasoline
market.

We believe that we have done what we can now to maximize the
flexibility we have under current law, but it is something that we
would continue to look at.

Mr. TIBERI. Don’t those requirements—you made a statement in
your written testimony that the—in fact, you even reiterated it in
your oral testimony, that environmental regulations have had mini-
mal effect on gasoline prices. Wouldn’t it be true that prices have
had an impact or there have been impacts on prices in markets
where there is a different brand or different blend required that’s
not as open on the marketplace? Meaning, if a specific blend is re-
quired in Chicago, isn’t that going to increase the gas since the
supply is narrower for Chicago than the rest of the region?

Mr. HOLMSTEAD. Typically, what our studies have shown is that
when a State is going to adopt a requirement like that, we encour-
age them to have a collaborative process where they work with the
refiners and the environmental community, and to try to under-
stand the kind of gasoline that refiner, given its equipment, given
its feedstock, can readily supply to that market. Is there a cost?
The answer is, yes, but it’s typically, you know, a pennies per gal-
lon kind of cost.

The real problem comes when the refineries that typically supply
that market have a disruption, and whether, you can bring in fuel
from another refinery that doesn’t typically supply that market.
And that’s where the real concerns about price volatility have come
up. Again, we try to address those where we are aware of them.

I mean, I can tell you we go in sort of full red alert mode. We
have a group of people who, when there is an issue, which happens
a couple times a year, immediately assesses the situation. We talk
with our colleagues at DOE and EIA to determine whether, given
the circumstances, we ought to do some sort of a temporary waiver.
And, we have done that to try to address those concerns.

Mr. TIBERI. OK. Switch gears. Mr. Maddox, Secretary Maddox,
just trying to get some clarification on this issue. When President
Bush announced in November 2001 his goal of filling the SPR to
capacity, the Energy Department said that ‘‘the SPR is intended in
the short run to smooth out price hikes.’’

That was the quote from the Energy Department. When and why
did the policy change?

Mr. MADDOX. I think the fill policy was developed to have mini-
mal impact in the markets, and that was how the schedule was de-
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veloped. We’ve tried to maintain a level, with a few exceptions, be-
tween 100,000 and 150,000 barrels a day. And, so I think probably
the reference was to that. I don’t know the full quote and context.
But, that’s always been our goal, to fill it in such a manner that
it did not disrupt the market or did not create stress on markets.

As you said, I think it’s less than 0.2 percent of 1 percent, which
is real world, kind of rounding error on an 80 million barrel-a-day
global market. I think that’s generally been the strategy. I think
that’s probably what they are referring to, lacking other context.

Mr. TIBERI. Under statutory language, under current law, just to
followup, a drawdown of the SPR may occur—may not be made un-
less the President finds that a drawdown and a sale are required
to respond, prevent, or reduce a severe energy supply interruption.
And, I’m sure you are familiar with that.

Mr. MADDOX. Yes.
Mr. TIBERI. Given the criteria and the current situation, does the

President have the authority in your opinion to drawdown the SPR
at the current time?

Mr. MADDOX. No. Right now, as we talked earlier, there is oil on
the market out there at a price, and people are getting it. Our
stocks are close to the average level. There is no disruption.

There is a great deal of potential for disruption right now as
there are a number of hot spots in this world right now—that
produce oil that the United States uses and the world market uses.
But right now, there is no disruption, per se.

Mr. TIBERI. Do you think that when President Clinton released
oil from the reserve in September 2000 when prices were about $37
per barrel, that there were circumstances that allowed him to do
that?

Mr. MADDOX. To my knowledge—and, Guy, you can correct me—
I’m not aware of any disruptions at that time.

Mr. TIBERI. You would agree that, by Christmas of that year, oil
prices had dropped to about $22 per gallon?

Mr. MADDOX. I will take your word on that.
Mr. TIBERI. Mr. Caruso, are you familiar with that situation?
Mr. CARUSO. Yes. At the time, I wasn’t in Government, and I was

asked that same question. And my answer was, ‘‘no.’’ I didn’t think
there were the appropriate circumstances.

Mr. TIBERI. Why do you think—what circumstances led, in the
world or in America, prices of oil to go down to $22 per barrel by
Christmas of that same year?

Mr. CARUSO. I think it was largely the result of demand being
weaker and the additional supply put on the market by OPEC
countries. My recollection of the actual data is a little bit sketchy.
But, that’s my recollection of that.

Mr. TIBERI. Back to Mr. Maddox.
Assume we all agree that the strategic petroleum reserves should

not be tapped, was it prudent to say so publicly, in your opinion?
Mr. MADDOX. I believe so. I think one of the things we are trying

to do is to create certainty in the market’s decisionmaking, and I
think adding more variables to market decisionmaking with people
trying to make long-term plans on prices is kind of counter-
productive to an efficient market.
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There are enough variables right now in trying to decide at what
price and how much oil to buy. I don’t think trying to outguess the
Government or trying to predict what the Government is going to
do makes that job any simpler. And, in fact, it will create more risk
for people who are trying to build stocks and make prudent deci-
sions.

Mr. TIBERI. Mr. Maddox, would you concur that the No. 1 issue
affecting gas prices today is the cost of crude oil?

Mr. MADDOX. Yes.
Mr. TIBERI. Mr. Caruso.
Mr. CARUSO. I would say that’s the No. 1 issue, yes.
Mr. TIBERI. Mr. Holmstead.
Mr. HOLMSTEAD. Yes. That’s our view as well..
Mr. TIBERI. Mr. Wells?
Mr. Wells. I agree.
Mr. TIBERI. Last but not least?
Mr. KOVACIC. Yes, it is.
Mr. TIBERI. Thank you. Mr. Chairman, I yield back.
Mr. TIERNEY. Would the gentleman yield for just a second.
Mr. TIBERI. I yield, Mr. Chairman.
Mr. TIERNEY. I want to clarify just one part of that. I understand

the gentleman’s point with regard to the statutory language, that
the President may not have the authority to take oil out of the
Strategic Petroleum Reserves.

Mr. Maddox, do you think there is any statutory prohibition
against the President not continuing to fill it at any time, not add-
ing oil to it?

Mr. MADDOX. To my knowledge, there is not.
However, I think there are policy implications and negative im-

pacts to not being consistent in your approach to filling the reserve.
Mr. TIERNEY. That’s consistent with what your comments were

about that earlier.
But there is no statutory prohibition about somebody making the

decision to not keep filling oil at a particular level?
Mr. MADDOX. I don’t believe so.
Mr. TIERNEY. Thank you.
Mr. OSE. I have here a copy of the GAO’s study.
Mr. Wells, I know that in these studies, at least in previous re-

ports on different subjects, I have always found the assumptions
under which the study was done, and I have looked through the
table of contents, and I can’t find them. Do you offhand remember
where they are?

Mr. WELLS. I’m sorry, I didn’t hear the question, Mr. Chairman.
Mr. OSE. I’m looking through your study. And, I know, in pre-

vious GAO studies, there have always been sections that highlight
the assumptions under which GAO does their work. I can’t find
those here.

Mr. WELLS. We have a scope and methodology section that would
describe the process that we use to build the study, and the entire
number of appendix, I believe it is No. 4 that goes into quite a lot
of detail, the econometric assumptions that were used in how we
built the model, page 110.

Mr. OSE. Actually, 122, I believe.
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While we are doing that, Mr. Kovacic, what mergers has FTC
looked at since 2000? I think Mr. Tierney asked a fair question ear-
lier, that your studies or the analyses that are in front of us today
stop at the year 2000. Have we had mergers that have occurred
since then?

You can take us through the complexity of the HHI analysis, if
you wish. But my concern here is that, I know you guys are pretty
vigilant, I just want to get on the record that you have in fact
looked at such mergers as may have occurred. So if you would
share that with us, I would appreciate it.

Mr. KOVACIC. Yes. Since 2001, there have been several signifi-
cant transactions that we have examined. And if you could bear
with me for a moment so that I have the count. A couple of those
we have mentioned this morning already. The commission did ex-
amine Chevron’s acquisition of Texaco in 2001 and demanded a sig-
nificant number of divestitures associated with that transaction.
We did look at Valero/UDS which also was permitted to proceed on
the condition that a number of substantial divestitures be made.

Phillips/Conoco in 2002 also was the subject of close FTC review,
and that transaction was permitted to proceed with significant
divestitures, including refinery and terminal assets.

And, Shell/Pennzoil Quaker State in 2002 is the last of the trans-
actions in which the Commission took action.

There have been other mergers in which the FTC did examine
the transaction in detail and did not act. If my random access
memory can summon them on the spot, I believe one was Phillips/
Tosco. If I could turn to my colleagues for a second. Sunoco/Coastal
is another transaction that we examined and did not intervene.

If I have missed any, Mr. Chairman, I will be sure to complete
the list for you in writing.

In each of these transactions—and this does relate to the point
of the Commission’s work in doing studies—we do exhaustive, case-
by-case examinations of each of these transactions, and we look at
them in a considerable level of detail. Over the course of doing
those reviews, our basic aim in most instances is to avoid net in-
creases in concentration. So we look very carefully for overlaps.

And, I would say that, even though we have not attempted the
sweeping kind of empirical assessment that Mr. Wells referred to,
it’s the process of doing the exacting assessment of competitive ef-
fects in each of those markets and looking at the institutional ar-
rangements that govern the way in which refining and distribution
takes place that gives us the great concerns that I have expressed
about the GAO study.

Mr. OSE. I want to dwell on that particular aspect of this, Mr.
Wells. And I need to have you be willing to chime in here. If I un-
derstand, the study that GAO did, you focused the analysis on the
pads, the seven pads across the country.

Mr. WELLS. That is correct.
Mr. OSE. If I understand what FTC does, it’s not based on the

pads but perhaps the unique markets within the seven pads.
Mr. KOVACIC. Precisely. One of our fundamental concerns with

the GAO study is that, in many ways, they are using this measure
of concentration, refining concentration at the PADD level. Based
on our examination, transaction-by-transaction, over the past 20
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years where we have been principally responsible for reviewing
mergers, that’s not an acceptable proxy.

Mr. OSE. It would be of immense help to those of us charged with
responsibility of making decisions on these issues to have you all
resolve the difference. I mean, it would be helpful to us for you
guys to get that methodology agreed upon.

Now, the other question I have is that Mr. Holmstead indicated
that the gasoline is fungible in certain directions but not in other
directions. In other words, if your gasoline, say, in Chicago, the
standards of that gasoline may well be higher than the gasoline
available—I think Mr. Tiberi’s example was Columbus, OH. So it’s
fungible from Chicago to Columbus, but it may not be fungible
from Columbus to Chicago.

And it strikes me that most of the boutique fuels we have in this
country were designed to fit highly urbanized areas, which happens
to be where most people live, which happens to be where the mar-
kets are the largest, which happens to be where the most fuel is
sold. So it seemed to me that we need to resolve this issue of the
impact of the fungibility of the fuel. I think you’d probably contend
that it affects things. I’m not sure that would be the same position
that you have at GAO.

Mr. WELLS. The position we found in our modeling clearly when
you—because we tried to delineate and separate conventional gaso-
line and reformulation gasolines and boutique gasolines. And, I be-
lieve, in almost all cases, the reformulation in boutique had greater
cost implication impacts. So, there is differences between the gaso-
line in terms of the impacts to the mergers, as the econometric
model pointed out.

Mr. OSE. I think there are differences. And, I’m trying to resolve
whether or not one of the assumptions in your study, if I read one
of the comments here correctly, may have been that the gasoline
is largely fungible. I’m not sure that’s the case. I will send you a
question in writing so you can clarify that.

I have no further questions for this panel.
Mr. Tierney.
Mr. TIERNEY. Thank you, Mr. Chairman.
Mr. Kovacic, I want to revisit an area. Are you familiar with Sen-

ator Ron Wyden’s report that was filed June 15, 2004?
Mr. KOVACIC. I am, sir.
Mr. TIERNEY. It’s entitled, ‘‘Campaign of Inaction: The Federal

Trade Commission’s Refusal to Protect Consumers From Consolida-
tion, Cutbacks, and Manipulation in America’s Oil and Gasoline
Markets.’’

Mr. KOVACIC. I am familiar with it.
Mr. TIERNEY. One of the points made is that, of course, the FTC

is not taking action to stop Shell from shutting down its refinery
in Bakersfield even though the agency had previously required
Texaco to divest this refinery in order to remedy what it found to
be a likely anticompetitive impact of the Chevron Texaco merger.
The shutdown would eliminate the competitive benefit from the di-
vestiture that the agency requires.

If I read this right, Texaco wanted to merge with Chevron. The
FTC then required that Texaco divest itself of the Bakersfield re-
finery, because if they didn’t do that, it would be a likely anti-
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competitive impact. Yet, no sooner had Shell had that refinery in
place, it now looks as if Shell is intending to close a 70,000 barrel-
per-day refinery in Bakersfield even though the company records
show the refinery is currently profitable. The Shell documents
showing the refinery profits are attached to the report of Senator
Wyden.

Shell’s announcement of its decision to close the Bakersfield refinery claimed that
‘‘there is simply not enough crude supply to ensure continued operation would be
economically viable.’’ But recent news articles have reported that both Chevron and
Texaco and State of California officials estimated that the San Joaquin Valley,
where the Bakersfield refinery is located, has a 20 to 25-year supply of crude oil
remaining. In fact, the Bakersfield California reported that, on January 8, 2004,
that Chevron Texaco plans on drilling more than 800 new wells in that valley this
year, which is 300 more new wells than last year. The fact that Texaco, Shell’s
former partner in the Bakersfield refinery, is increasing its drilling in the area calls
into question Shell’s claim that a lack of available oil supply is the real reason for
closing the Bakersfield refinery.

Another reason to question Shell’s claim about the availability of crude oil is the
fact that Shell is currently the subject of an investigation for misstating its crude
oil reserves. Despite Shell’s claims that its decision to shut the refinery was not
made to drive up profits, the company has admitted that ‘‘there will be an impact
on the market.’’ That impact will be to drive prices even higher. Oil companies pre-
dicted that the shutdown of the Powerine refinery would boost gasoline prices by
2 to 3 cents. That refinery’s capacity was only 20,000 barrels per day. Because of
the much larger capacity of the 70,000 barrel-per-day Bakersfield refinery, Shell’s
shutdown of this refinery would have an even larger impact on prices at the pump.

Why did the FTC say that it had first required that Texaco di-
vest itself of Bakersfield and then, according to Senator Wyden’s
study, do nothing as Shell announced plans to close down the
70,000 barrels-per-day facility?

Mr. KOVACIC. I can confirm to you, and the Commission has au-
thorized me to inform the committee, that the FTC is conducting
a formal investigation of Shell’s announcement that it is going to
close the facility. I believe the scheduled closing date is tentatively
say for the fall of this year.

I can confirm to you that the Commission has opened and is con-
ducting a formal investigation to examine possible antitrust viola-
tions associated with the closure of that facility. It recognizes the
urgency and time sensitivity of the matter. It is using its investiga-
tive resources at this moment to examine possible antitrust con-
sequences of that event.

Mr. TIERNEY. I’m certainly glad to hear that.
But, are there other incidents like this that have occurred since

2000, where certain requirements of the FTC, in order to allow a
merger or consolidation go forward, have been put in place and
then the monitoring has not gone on from the FTC?

Mr. KOVACIC. For every transaction in which we have parties
under order, which is the typical approach for a consent order, we
monitor compliance with those requirements with the utmost ur-
gency because it’s fundamental to the legitimacy and effectiveness
of any of our orders. We examine them carefully. I’m aware of no
instance in which we have permitted a deviation from the require-
ments of the order to pass without challenge.

Mr. TIERNEY. Given the plans of Shell to close this Bakersfield
refinery in the fall of this year, when do you think that your review
will be done?
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Mr. KOVACIC. I can’t provide a specific date. But, I can only em-
phasize, as the Commission has instructed me to do today, that the
inquiry is proceeding with the greatest possible urgency in light of
the announced timetable for the closure of the facility. And we are
fully aware that completing that inquiry sooner is absolutely indis-
pensable.

Mr. TIERNEY. How transparent will your review be?
Mr. KOVACIC. Typically, where the Commission uses a formal in-

vestigation, it requires a vote of the Commission, a formal vote, to
close the investigation. It has been the increasing custom of the
Commission and the Department of Justice over the past 3 years,
in closing an investigation that we regard as having significant pol-
icy import, to reveal the bases on which a decision to close the in-
vestigation was taken.

Mr. TIERNEY. And, will that be done before the vote is taken ap-
preciably or only at the time of the vote?

Mr. KOVACIC. It is typically at the time that the investigation is
closed that the Commission chooses to issue a statement that ex-
plains the reasons for closing the investigation. It is at the Com-
mission’s discretion to make announcements prior to the point at
which it takes action either to prosecute or not to prosecute.

But, typically, the disclosure of the bases for not taking action
takes place at the time the decision not to prosecute is made.

Mr. TIERNEY. Well, I would only suggest for whatever it’s worth
that given the questions that have been raised by RAND, by the
GAO, by others, Consumer Reports, whatever, about the FTC’s in-
action or purported inaction, of some of these instances and the
conduct of the industry, that, hopefully, your commission might de-
cide to be a little more transparent in advance of its decision so
that the public gets to see that it has done a thorough scrutiny of
this in a very open manner and thorough manner, and that we all
have a little heads-up to offer whatever input might be necessary
to make sure there is a full and complete record. We appreciate
that——

Mr. KOVACIC. I will certainly convey that to the commissioners
themselves. I will make sure that your observations on that point
are known to them as promptly as possible.

With the greatest respect, Congressman, I think that as our
statement tries to lay out, to speak of the Commission’s program
as inaction is mystifying. I think that is a contentless description
of the Commission’s program here. It is a fair point to debate the
level of activity, but is it really a fair approach to say that it’s been
one of inaction?

Mr. TIERNEY. Well, we will find out as we delve further into this.
It’s certainly not been as active as some of us would like to see,
and I think, as many of the reports indicate, there hasn’t been all
the action that would be necessary to protect the consumers. So
that would leave us with at least some inaction which I base my
statement upon and some great distress for consumers who are
paying the price at the pump. And, hopefully, we can put some pol-
icy around that to make sure that, as we move forward, we will all
be on the same page. Thank you.

Mr. OSE. I thank the gentleman. I want to echo his comments
regarding the Bakersfield refinery which, if I understand correctly,
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is scheduled to close November 1. I know that the Attorney Gen-
eral in California is looking at this issue, and I know, pursuant to
Shell’s announcement, I have received anecdotal evidence that a
number of buyers or potential buyers have gone to look at the re-
finery. There is a confidentiality agreement required for them to
see the actual operating results of the refinery, so I can’t give you
anything more. But, I do appreciate the gentleman from
Massachusetts’s interest, because I share it, and I hope FTC does
follow through.

Mr. KOVACIC. I can assure you, Mr. Chairman, that we regard
this as a matter of particular urgency and importance. And we in-
tend to cooperate, and we have been cooperating as fully as pos-
sible, with our colleagues in the State of California. And I can as-
sure you that this is a matter of the greatest attention and urgency
for the Commission, sir.

Mr. OSE. Every time I fill my tank, I will be thinking of you.
The gentleman from Ohio.
Mr. TIBERI. Speaking of refineries, Mr. Chairman.
Mr. Caruso, we heard today that crude oil is not in short supply.

But, we also heard that refining capacity is nearly at capacity in
America. In your opinion, how much would we have to increase our
refining capacity in the United States to have a meaningful impact
on lowering pump costs, fuel costs at the pump?

Mr. CARUSO. Well, that’s, of course, a very complex issue, and we
haven’t studied it that directly. But, clearly, the lack of refining ca-
pacity, particularly in the conversion capacity, is an exacerbating
factor to the higher prices of gasoline. It’s not the No. 1 issue, as
we have all agreed here, but it’s a contributing factor.

An increase in refining capacity certainly would help with future
gasoline prices, but I couldn’t put a specific number on it at this
time.

Mr. TIBERI. Mr. Maddox, do you want a shot at that?
Mr. MADDOX. I wouldn’t venture a guess. I think we referred to

earlier comments about crude being the major driver right now.
Mr. TIBERI. But you would concur—and you don’t know what the

number is, but added refining capacity at some point would lower
fuel costs?

Mr. MADDOX. Well, I would say that, with the expected continued
growth in refined products with economic growth over the next 10,
15 years, as I mentioned in my opening statement, we are going
to need more refineries if we are going to have sufficient gasoline
available. And, you know, a scarce commodity demands a higher
price. I think that’s basic economics.

Mr. TIBERI. Thank you.
Thank you, Mr. Chairman. You want a shot at that? I don’t think

anyone’s willing to give me a number. Does the FTC have a num-
ber in terms of capacity, refining capacity that would have an im-
pact?

Mr. KOVACIC. We don’t sir. No.
Mr. TIBERI. Would you concur with both Mr. Caruso’s statement

and Mr. Maddox’s statement?
Mr. KOVACIC. I would.
Mr. TIBERI. Thank you.
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Mr. OSE. All right. I want to thank this panel for their participa-
tion.

As I said earlier, there are a number of questions that we have
not gotten to. Given time constraints, we will be forwarding those
to you in writing. We would appreciate timely responses. This
record will remain open for 10 days as it relates to this panel and
the next.

Gentlemen, I appreciate your appearance. I look forward to your
contributions for solutions on this. I thank you for your participa-
tion. We will take a 5-minute recess.

All right. I want to welcome the second panel to our witness
table. For today’s hearing we’re joined in this second panel by Mr.
Bob Slaughter, who is the president of the National Petrochemical
and Refiners Association and is also appearing on behalf of the
American Petroleum Institute.

He is joined by Mr. Michael Ports, who is the president of the
Ports Petroleum Co., Inc., and is here on behalf of the Society of
Independent Gasoline Marketers of America and the National As-
sociation of Convenience Stores; and, if I am correct, he is from Mr.
Tiberi’s district—State. Don’t you represent the whole State?

Mr. TIBERI. Not yet.
Mr. OSE. Well, you should.
We are also joined by Mr. Ben Lieberman, who is the director of

air quality policy at the Competitive Enterprise Institute; and Mr.
Blakeman Early, who is the environmental consultant for the
American Lung Association.

Gentlemen, welcome. As you saw in the first panel, we routinely
swear everybody in. So, if you’d all please rise.

[Witnesses sworn.]
Mr. OSE. Let the record show the witnesses all answered in the

affirmative.
Now, we have received each of your written statements. They

have been entered into the record. We have, in fact, read them, and
we are going to give you each 5 minutes to summarize.

As you saw in the first panel, my gavel is heavy at 5 minutes.
Please stay within that time requirement, given our time con-
straints.

Mr. Slaughter you’re recognized for 5 minutes.

STATEMENTS OF ROBERT SLAUGHTER, PRESIDENT, NA-
TIONAL PETROCHEMICAL AND REFINERS ASSOCIATION; MI-
CHAEL PORTS, PRESIDENT, PORTS PETROLEUM CO., INC.;
BEN LIEBERMAN, SENIOR POLICY ANALYST, COMPETITIVE
ENTERPRISE INSTITUTE; AND A. BLAKEMAN EARLY, ENVI-
RONMENTAL CONSULTANT, AMERICAN LUNG ASSOCIATION

Mr. SLAUGHTER. Thank you, Mr. Chairman. I’ll try to skip
through the things even in my oral statement that have already
been established.

One, we did establish earlier that roughly 60 percent of the cur-
rent costs of gasoline basically are due to taxes, and particularly
to the cost of crude oil. So we have established the fact that the
recent run-up in demand for crude oil has had a significant impact.

The International Energy Agency has said that economic expan-
sion is fueling the biggest increase in world oil demand in 16 years.
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Chart No. 2 shows the strong correlation between crude costs, our
major feedstock and gasoline prices, again establishing that fact.

We also have established the fact that fortunately refineries have
been able to run at 95 to 96 percent of capacity for most of this
year, which is far in excess of what we see in other heavy manufac-
turing industries.

We also have established the fact that we no longer have suffi-
cient domestic refining to match our U.S. demand, particularly for
gasoline. We are dependent on imports for 10 percent. There has
been no increase in U.S. refining capacity for the past 3 years and
no new refineries since 1976, although existing refineries have
been modernized since that time. U.S. refining capacity in 1981
was 18.6 million barrels a day with 325 refineries. Today, we have
149 refineries with a total capacity of 16.8 million barrels per day.
While U.S. demand for petroleum products has increased by over
21 percent since that time, domestic refining capacity has actually
decreased by 10 percent.

If I could see the next chart, one of the major factors, cost fac-
tors, for the industry is the cost of environmental requirements.
And this is the regulatory blizzard which shows all the different
regulatory programs the industry is subject to this decade. We’ll
spend roughly $20 billion across the industry to comply with these
programs, and most of them required by the Clean Air Act. Over
the last decade, 1990 to 2000, we spent another $20 billion to com-
ply.

We cannot say that we agree with EPA’s characterization that
these expenditures result in minimal costs to refiners. There are
significant costs from these programs, which are nevertheless very
important programs, and we support programs like this very
strongly, both associations. But, we do believe that we have to take
into account their impact on supply and do a better job of that in
future than we have in the past.

In the meantime, it’s unclear whether new refineries will be
built. One company has been trying to build a new refinery in the
American Southwest, one of the fastest growing areas in the
United States. After 10 years, it has little to show for its efforts.
It’s hoping to get an air permit this year, but may or may not.

Certainly, New Source Review reform will be of help in this re-
gard and also permit streamlining. ChevronTexaco, for instance,
had to wait over a year this year to get permits for an ethanol
tank, which the company had to have in California in order to com-
ply with the ethanol mandate that’s in effect now for gasoline due
to the MTBE ban. Fourteen months is just too long to comply with
a mandatory requirement like that, but that’s the time they had to
wait.

Obviously, such a significant investment for these refining pro-
grams over the last 20 years has taken a lot of the available invest-
ment capital away from the industry to meet these environmental
requirements. Particularly with the reinterpretation of the new-
source review program it became difficult even to add capacity to
existing sites. And, we do believe that we can do a better job in the
future of estimating the impact on supply of these regulatory re-
quirements than we have been doing.
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We need to be more careful also because, being dependent on im-
ports for 10 percent of our supply, we have to make sure that our
traditional suppliers of imports are given enough time to comply
with the new regulatory requirements, as well, so they can con-
tinue to supply the increment that we’ve become dependent upon.

We believe that we need to coordinate State initiatives. The ban
on MTBE in California, New York and Connecticut were not well
coordinated, and we don’t think that enough attention was paid to
the impact on supply.

We do support elimination of the 2 percent requirement in refor-
mulated gasoline for oxygenation. We believe that EPA should
grant the waivers that have been requested by both California and
New York until that repeal can be achieved.

We think you have heard enough in the background on the his-
tory of industry investigations. You will hear about refinery profit-
ability and industry profitability. The numbers do appear large.
They are large numbers in isolation, but it takes a great deal of
money to remain in this business and to put back into this busi-
ness to produce the products that consumers depend on.

So, we believe this has been a tough year. We think the industry
has done its very best to keep supplying adequate products to the
American people. We intend to continue doing that. And we look
forward to your questions.

Mr. OSE. I thank the gentleman.
[The prepared statement of Mr. Slaughter follows:]
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Mr. OSE. Our next witness is Mr. Jeffrey Ports. Sir, you’re recog-
nized for 5 minutes.

Mr. PORTS. Good morning, Mr. Chairman and members of the
subcommittee. My name is Mike Ports. I’m president of Ports Pe-
troleum Co., an independent motor fuels marketer headquartered
in Wooster, OH. I appear before the subcommittee today represent-
ing the Society of Independent Gasoline Marketers of America
[SIGMA], and the National Association of Convenience Stores
[NACS]. Thank you for inviting me to testify today.

Collectively, the members of SIGMA and NACS sell approxi-
mately 80 percent of the gasoline consumed in the United States
every year. However, the vast majority of NACS members and all
SIGMA members do not make gasoline and diesel fuel. SIGMA and
NACS members are just as exposed as consumers to fluctuations
in the overall supply, to volatility in the price of crude oil, and to
the impact that volatility has on wholesale and retail motor fuel
prices.

In fact, independent motor fuel marketers represent the closest
proxy for gasoline and diesel fuel consumers that exists in the Na-
tion’s motor fuel refining and distribution industry today. Short-
ages in gasoline and diesel fuel supplies impact independent mar-
keters first, before your offices begin to hear complaints from con-
sumers and businesses about the retail price of gasoline and diesel
fuel.

SIGMA’s and NACS’s message today to this subcommittee and to
your colleagues in the House and Senate is really very simple.
There are two main factors contributing to the high gasoline prices
that motorists are paying this spring and early summer: one, high
worldwide crude oil prices, and two, a very tight balance between
gasoline supplies and consumer demand. There is very little that
this subcommittee or this Congress can do legislatively in the short
term to address either of these factors. However, SIGMA and
NACS urge you and your colleagues to examine longer-term solu-
tions to these problems so that the gasoline and diesel fuel price
spikes we witnessed this year do not become the norm.

World crude oil prices rose precipitously over the first 6 months
in the year. There are myriad reasons for these increases which
have been addressed by others and which I will not cover here. The
point I will make is that even if crude prices do fall significantly
in the coming months, the second factor leading to the 2004 price
spikes, tight gasoline supplies, will continue to exert significant up-
ward pressure on gasoline prices in the future.

If Congress wants to prevent future gasoline price spikes,
SIGMA and NACS suggest that it focus its legislative attention on
three issues: the expansion of overall gasoline supplies, the restora-
tion of gasoline fungibility, and the increase in domestic motor fuel
refining capacity.

Simply stated, the ability of our Nation’s motor fuel refining and
distribution industries to increase gasoline production or transfer
product from market to market in times of tight supplies and in-
creasing wholesale and retail prices no longer exists. The environ-
mental compliance burdens placed on the Nation’s refining indus-
try over the past 20 years has effectively destroyed the world’s
most efficient commodity manufacturing and distribution system.



223

To enhance the quality of our air, an objective of which SIGMA and
NACS are completely supportive, the government has imposed on
domestic refiners tens of billions of dollars in costs, and has frag-
mented the motor fuels distribution system into islands of boutique
fuel. But, as for all other good things, there is a price for this clean-
er air that ultimately must be paid by consumers of gasoline and
diesel fuel.

If we collectively want to prevent future national and regional
gasoline and diesel fuel price spikes, the current situation must be
addressed and changed. There are no short-term fixes to the inter-
related issues of increasing overall gasoline and diesel fuel supplies
and preventing future price spikes. Therefore, SIGMA and NACS
urge Congress to examine a broad slate of legislative initiatives to
address these issues in the medium and long term.

No. 1, address boutique fuels by repealing the formulated gaso-
line oxygenate mandate, adopting a moratorium on new boutique
gasoline and diesel fuels and conducting a detailed study to deter-
mine if the number of boutique fuels across the country can be re-
duced without sacrificing environmental protections or significantly
reducing gasoline supplies.

Two, encourage expansion of existing domestic refining capacity
by adopting regulatory reforms that clarify new-source review ap-
plicability to refinery expansions and streamlining the Federal and
State permitting process for expanding existing refineries and
building new refineries.

And three, incentivize investment in new refining capacity by
adopting Federal tax incentives that encourage rather than dis-
courage domestic refiners to expand capacity at existing facilities
and build new facilities.

SIGMA and NACS believe that we as a nation are at a cross-
roads with respect to motor fuels. If we continue along our present
path, balkanization will proliferate. Domestic refining capacity will
continue to stagnate or decrease and increased motor fuel prices
and periodic price spikes could become the norm rather than the
exception.

We can either chart a different course or continue with the sta-
tus quo. For independent motor fuel marketers and for your con-
stituents, SIGMA and NACS hope that Congress leads the way to
the new course.

Thank you again for inviting me to testify today. I would be
pleased to answer any questions my testimony may have raised.

Mr. OSE. I thank the gentleman for appearing. I apologize for
getting the name wrong. It’s Mike Ports, not Jeff Ports.

[The prepared statement of Mr. Ports follows:]
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Mr. OSE. Our next witness, joining us in the second panel, is Mr.
Ben Lieberman, who’s the director of air quality policy at the Com-
petitive Enterprise Institute.

Sir, you’re certainly—we’re pleased to have you with us and
you’re recognized for 5 minutes to summarize.

Mr. LIEBERMAN. Good morning, Mr. Chairman and members of
the subcommittee, and thank you for inviting me to testify. My
name is Ben Lieberman, and I’m the director of air quality policy
with the Competitive Enterprise Institute, a public policy organiza-
tion committed to advancing the principles of free markets and lim-
ited government.

My comments today will focus on those measures I believe Con-
gress should consider to reduce the likelihood and severity of future
gasoline price increases, such as the one we have experienced in re-
cent months.

Of course, there are several factors that influence the price of
gasoline. Clearly, the rising price of oil is the single biggest reason
for the 50-cent-per-gallon jump during the first 5 months of the
year, but I am not going to say much about the price of oil because
that’s something largely outside of congressional control.

On the other hand, the complex Federal regulatory burden on
gasoline also adds to the price of gas, and it is something that is
very much within congressional control. So my comments will focus
on just a few ideas for streamlining these gasoline regulations.

The current confusing patchwork of motor fuels is a relatively
new phenomenon which got its start as the provisions in the 1990
Clean Air Act amendments took effect. Thanks to these new rules,
we have something called ‘‘reformulated gasoline,’’ which is sup-
posed to help smog be reduced in nearly one-third of the Nation.
We also have something called oxygenated gasoline to reduce car-
bon monoxide. Even conventional gasoline is subject to several re-
quirements.

In addition, some States have come up with their own blends, as
well, often in order to secure the needed EPA approval for their
smog fighting plans. Overall, there are more than a dozen blends
in use.

Not only do some of these blends cost more to make, but the
logistical burden of having to separately refine, store and ship all
of them adds at least a little to cost and also increases the inci-
dence of localized shortages and price spikes.

RFG has cost 10 to 20 cents per gallon more than conventional
gas in recent months, although only part of that is due to the high-
er cost of actually producing RFG. And these higher prices existing
in some parts of the country, particularly California and the upper
Midwest, can be traced to the more stringent regulations there, as
well as some of the seasonal fluctuations. The tricky transition
from winter grade to summer grade gasoline has been a problem
in several springtimes in recent years.

Now, at the same time that we have these new rules, the envi-
ronmental record is decidedly mixed. In fact, though air pollution
has been declining for decades, the trends were really just as
strong in the years before the experiment in boutique fuels was ini-
tiated in the 1990’s as they have been since that time.
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While the whole system is far from perfect, there are certain reg-
ulatory provisions that stand out as being particularly problematic.
Most notably, the requirement that RFG contain 2 percent oxygen
content has added to the cost of this fuel, but has done little to
clean the air and has actually led to some water contamination
concerns. The National Research Council has concluded that this
requirement does little or no good, and an EPA expert panel has
called for its elimination.

We are long overdue to streamline the unnecessarily complicated
and costly maze of regulations that has been accumulating since
1990. The easiest place to start is with those provisions like the 2
percent oxygen content requirement that do far more economic
harm than environmental good. Other provisions could be retained
but modified to achieve the same effect in a more cost-effective
manner.

And, just as important as streamlining the existing requirements
is holding the line against expensive new regulatory or statutory
provisions. This includes a new bill soon to be voted on in the Sen-
ate that’s designed to fight global warming. According to analysis
from the Energy Information Administration, the Climate Steward-
ship Act is estimated to add 9 percent to the price of gasoline by
2010 and 19 percent by 2025. Given the experience in the past few
months, this is the last thing the driving public wants or needs.

Now, most of the opposition to gasoline regulatory reform comes
from those arguing that even modest changes will have an adverse
affect on air quality. These concerns are unfounded. Not only have
we seen decades of improvements in air quality for reasons mostly
unrelated to the use of boutique fuels, but we will continue to see
this kind of progress for decades to come. The new Tier 2 motor
vehicles, which will be phased in over the next few years, will be
70 to 90 percent cleaner burning than existing cars and trucks re-
gardless of the fuel used to run them. In fact, studies have shown
that fleet turn over from older and dirtier vehicles to cleaner new
ones makes more of a difference than fuel changes.

So, as we move into the Tier 2 era in the years ahead, the jus-
tification for these alternatives to conventional gasoline will further
decline. In sum, I would say there’s plenty of room to make gaso-
line regulations more consumer friendly, and to do so within the
context of continuing improvements in air quality.

Thank you.
Mr. OSE. I thank the gentleman for his testimony.
[The prepared statement of Mr. Lieberman follows:]
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Mr. OSE. Our fourth witness on the second panel is Mr. Blake
Early, who has been with us before.

Sir, it’s good to see you. I see your family has joined you today.
You’re recognized for 5 minutes to summarize.

Mr. EARLY. Thank you, Mr. Chairman. You can call me Blake.
Mr. OSE. Blake, you need to turn on your mic. There you go.
Mr. EARLY. Thank you, Mr. Chairman. It’s fine to call me Blake.
I’m pleased to be here today on behalf of the American Lung As-

sociation, celebrating its 100th anniversary this year. The Amer-
ican Lung Association has been working to promote lung health
through the reduction of air pollution for over 30 years, and I’m
happy to be here to discuss the elements of the Clean Air Act that
impact the oil refinery industry and gasoline prices.

I’m going to focus on the reformulated gasoline and low sulfur re-
quirements for gasoline, on road diesel, and nonroad diesel fuel
which we believe to be—have the biggest impact on the oil refining
industry.

RFG has been shown by EPA in California to be a cost-effective
program to reduce vehicle emissions that contribute to ozone and
reduce toxic air pollution from vehicles by 30 percent. Low sulfur
gasoline, low sulfur on road diesel and nonroad diesel require-
ments, issued by both the Clinton and Bush administrations, are
key to enabling a new generation of emissions controls on every-
thing from SUVs to diesel trucks, to earth movers. These require-
ments will reduce smog, reduce fine particulate and toxic air pollu-
tion and save tens of thousands of lives, heart attacks, respiratory-
related hospitalizations and reduce thousands of asthma attacks
among children each and every year.

The monetized benefits from these sulfur fuel programs are enor-
mous, calculated to approximate $24, $51 and $53 billion each year
for each of these three low sulfur programs when they are fully im-
plemented. The sulfur limits for these gasoline and diesel fuel re-
quirements do serve to make fuel more fungible because they will
apply to all gasoline and all diesel.

Any attempt to modify these rules at this juncture without thor-
ough evaluation risks disrupting these programs in ways that could
reduce or delay the large public health benefits we need them to
deliver.

Those who propose to change these rules bear a heavy burden of
showing the need and demonstrating the benefit. This is because
air pollution still threatens millions of Americans. A recent Amer-
ican Lung Association study found 441 counties, home to 136 mil-
lion people, have monitored unhealthy levels of ozone and fine par-
ticles.

We believe that should Congress choose to change the law or gas-
oline policy, it should do so in ways that make it easier for areas
with dirty air to adopt clean fuels programs and not lock into the
use of dirtier or conventional fuels.

There is no evidence that current clean fuel programs signifi-
cantly influence current gasoline price increases. Prices for both
clean fuels and conventional gasoline have risen at the same rate
broadly across the Nation, and prices for clean fuels generally have
not risen faster for clean fuels than they have for conventional
fuels. In some cases, conventional gasoline is more expensive or the
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same as RFG; and my testimony includes a chart which dem-
onstrates this fact. It’s an informal chart and not intended to be
very precise. We think that perhaps the EIA should pursue this
more thoroughly.

The one clean fuel requirement that contributes to price volatility
is the Federal oxygen requirement. The one thing the Bush admin-
istration should do is grant California’s request for an oxygenate
waiver. Granting the waiver would improve the air quality and re-
duce gasoline prices in California and probably other parts of the
country. EPA has been avoiding a decision on this urgent matter
and treating it as a routine matter.

I introduce for the record, Mr. Chairman, a letter sent to Admin-
istrator Leavitt just yesterday, endorsing and asking him to grant
the California waiver request. It’s signed by nine health and envi-
ronmental organizations.

[The information referred to follows:]
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Mr. EARLY. This is a very urgent matter. We believe that the
agency is dragging its feet. It has had information available to it
on the California waiver since the year 2000, so when Mr.
Holmstead says, gee, this is really complicated and we have to look
at the information, he’s had about 4 years. And we fully support
it. And, of course, I would observe that every member of this panel
supports it.

We hope that maybe we can get this done and have a favorable
impact both on the environment and on gasoline prices in Califor-
nia.

Thank you, Mr. Chairman.
Mr. OSE. I thank the gentleman. The letter he referenced with-

out objection will be made a part of the record.
[The prepared statement of Mr. Early follows:]
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Mr. OSE. As you saw in the first panel, we will now go to ques-
tions of our witnesses.

Mr. Slaughter, you had a chart up—if you could put up the chart
that had the gasoline pump tanks. Now, in that chart you have
taxes at the top, distribution and marketing, refining and crude oil.
And I believe it’s your testimony that the crude oil is market dic-
tated, the taxes are fixed by fiat, and the primary variables are the
two middle portions, refining in one case, and distribution and
marketing in the other. Is that correct?

Mr. SLAUGHTER. It is. There’s variation, of course, in crude oil
price.

Mr. OSE. But it’s beyond our control.
Mr. SLAUGHTER. Yes; 40 percent is traditionally a low point for

crude oil. It has been more, and the refining number at 31 is tradi-
tionally less than that. That 31 percent is a high point that’s been
reached only twice in the last 4 years.

Mr. OSE. OK. Within the refining portion and the distribution
and marketing portion, there is a cost element and then there is
a profit element. Can you break those out accordingly?

For instance, a refiner, of that 31 percent, how much would be
cost that’s inescapable, and how much would be profit to the bot-
tom line of the refiner?

Mr. SLAUGHTER. It’s difficult to break it out exactly. There are
indications that the refining profit can be in the neighborhood of
2 cents per dollar of capital employed. Traditionally, the return on
investment in the refining industry is about 5 percent, so the piece
of that that is actual profitability is relatively small.

I’d be glad to get back to you with more definite information, but
it would be difficult to be definite beyond that.

Mr. OSE. Would the same factors dominate the distribution and
marketing side, too?

Mr. Ports, I mean, you’re more on that than Mr. Slaughter.
Mr. PORTS. Yeah, absolutely. I mean, that’s probably a pretty

historically—those are pretty historic levels. While the refining in-
dustry has certainly done well lately, the marketing side has basi-
cally been in its typical rut, so to speak. It’s a very difficult busi-
ness.

Mr. OSE. Well, Mr. Slaughter just indicated that 2 cents of every
dollar represents profit to the refiner. Does 2 cents of every dollar
represent—I should say ‘‘margin to the refiner.’’ Does 2 cents of
every dollar represent the margin to the wholesalers and the like?

Mr. PORTS. No. It’s very hard to—again it’s hard to quantify that,
and I’m not evading the answer because there are different areas
of the country, different real estate costs in different areas of the
country, so some folks do require, you know, a higher margin than
other areas of the country. So, it is a big, big variable across the
United States.

Mr. OSE. Is it possible to break it out by geographic area or by
pad or by market?

Mr. PORTS. If we could get back to the committee with that infor-
mation, that would be great.

Mr. OSE. All right. We’ll send you a question in writing. My ob-
jective is to break down within that framework how much profit,
how much cost is embedded in those percentages.
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Now, Mr. Slaughter, you talked a little bit about the variability
in the price of the crude. It seems to me that almost every day we
get a new influence on that. We’ve dealt with Venezuela strife in
terms of productivity or politically. We’re dealing with the Iraq
question and the availability in production that gets to the ports.
This thing in Russia where YUKOS is now under severe strain for
whatever reason; apparently there’s an issue of liquidity in terms
of their ability to meet their contracts. Is there going to be a sub-
stantial impact on our availability of crude?

Mr. SLAUGHTER. Well, when it comes to YUKOS, I mean, there
has been a lot of discussion on that point since it was first raised
yesterday in some of the media. There is some feeling among ana-
lysts that even should YUKOS experience liquidity problems or go
into bankruptcy that their facilities would still operate. This is
typically what happens in the United States. So YUKOS could con-
tinue.

But, there is definitely an uncertainty premium in crude these
days because of the events in the Middle East, not just in the Mid-
dle East, but also concern about Venezuela, about Nigeria and
other areas. And, that, you know, it is one of the costs that are in-
herent in being 60 percent dependent on crude oil imports.

Mr. OSE. Mr. Maddox testified, if I recall, that premium, that
risk premium, may be as high as $10 a barrel.

Mr. SLAUGHTER. I’ve seen analysts’ opinions that put it that
high. Others put it in the neighborhood of $4 to $5.

Mr. OSE. Is that sort of like the minimum and maximum? Do
those numbers constitute the minimum and maximum risk pre-
miums?

Mr. SLAUGHTER. Well, only in the sense that they are the mini-
mum and maximum figures that I’ve seen from analysts. But I
have seen $10. There is no scientific determination.

Mr. OSE. There’s no scientific consensus as to what the risk pre-
mium is?

Mr. SLAUGHTER. There is not, but a number of analysts have said
it’s on the order of as much as $10. Others are about half that.

Mr. SHAYS. I noticed in Nigeria that, I think, Mobil declared
force majeure on their production facilities, and that the white col-
lar workers for, I think, Shell, have notified Shell of a pending
strike in 3 weeks’ time.

Mr. SLAUGHTER. Well, I believe that’s true. But there have been
problems in Nigeria for some time. It was in the news about 3
weeks ago that things were cleared up there. They obviously have
broken out again. So, as you pointed out earlier in your question-
ing—I mean, these things tend to come and go, and you know, a
lot of areas that we are dependent on for crude supply have prob-
lems.

Mr. OSE. You also testified, if I recall correctly, that at some
point recently, in the recent past, we had about 300-plus refineries
producing or refining capacity of 18.5 million barrels a day.

Mr. SLAUGHTER. 1981.
Mr. OSE. OK. And then currently we have about 150 with refin-

ing capacity of 16.8 million barrels. So that’s a decline of 1.7 mil-
lion barrels a day of refining capacity from 18.5 to 16.8.

Mr. SLAUGHTER. Yes. Right.
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Mr. OSE. And, that’s since 1981.
Can you give us any indication of what demand has done since

1981 in terms of what was overall demand for refined product in
1918 versus overall demand for refined product in 2004?

Mr. SLAUGHTER. It has grown by 25 percent.
Mr. OSE. So, what was it in 1981?
Mr. SLAUGHTER. Well, it was on the order—it’s 16 million barrels

per day and change, and now it’s 19 to 20 million barrels per day.
Mr. OSE. Just a second. Let me write that down.
So, that leaves us short somewhere between 2—no, 3 and 4 mil-

lion barrels, 2 to 4 million barrels a day in refining capacity.
Now, I understand we had been importing refined products some-

where on the order of 1,020,000 barrels a day, I think is the num-
ber. But, now it’s fallen to about 980,000.

Mr. SLAUGHTER. There’s been a decline of about 7 percent this
year, and there are various opinions as to why that has occurred.

Mr. OSE. Such as?
Mr. SLAUGHTER. Well, it could be that importers have been un-

willing or unable to invest in some of the requirements necessary
to meet the new gasoline sulfur specs. In some instances, it could
be that foreign suppliers have been unable to deal with the situa-
tion on the East Coast, in New York and Connecticut, with the eth-
anol mandate that is now in place in RFG in those States because
of the decision to ban MTBE.

Mr. OSE. It’s the oxygenate mandate. You’re not required to use
ethanol. It’s a de facto mandate?

Mr. SLAUGHTER. It’s a de facto mandate. The only two really
available are MTBE and ethanol. If you ban MTBE and you have
to use RFG, you’ve got to go to ethanol; and that creates uncer-
tainty for importers.

These are essentially opportunistic suppliers to the United
States. And, you know, they may decide they may be unable or just
unwilling to supply, they may have other markets where they won’t
have to make these investments, and that may be why the num-
bers are slightly down on imports this year.

Mr. OSE. All right.
The gentleman from Massachusetts.
Mr. TIERNEY. Thank you, Mr. Chairman. I want to read the

panel some quotes from industry individuals and documents, and
then I want to talk a little bit about some of the first quarter re-
ports from some of the companies here.

Back in November 1995 there was an internal Chevron document
that revealed concerns of a senior energy analyst at the American
Petroleum Institute convention, it says, ‘‘If the U.S. petroleum in-
dustry does not reduce its refining capacity, it will never see any
substantial increase in refining margins. A few months later an in-
ternal Texaco document warned that ‘As observed over the last few
years and as projected into the future, the most critical factor fac-
ing the refining industry on the West Coast is the surplus refining
capacity and the surplus gasoline production capacity. The same
situation exists for the entire U.S. refining industry.’ ’’ That was a
document of March 7, 1996.

And, last, we have a Powerine Refinery document, the internal
Mobil Corp. e-mail of February 6, 1996, that ‘‘We would all like to
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see Powerine stay down. Full court press is warranted in this
case.’’

I say that because it seems fairly obvious from the GAO’s report
and others that the business has made a decision to decrease the
amount of refining capacity, and as a result, their margins have
appreciably gone up. Refinery closure and tight supplies have in-
creased refinery margins and padded the oil companies’ bottom
lines according to one investigative report done by Senator Wyden
that you heard me refer to earlier.

A prime example is ExxonMobil, which announced all-time
record earnings for 2003 of $21.5 billion. Those are not just the
highest earnings ever by an oil company; they are almost the high-
est ever by any company. ChevronTexaco, ExxonMobil, BP, Shell,
ConocoPhillips and Occidental Petroleum have now all reported
record first quarter results for 2004. ChevronTexaco shows a per-
centage increase in their first quarter 2004 results as compared to
last year’s first quarter of 33 percent. ExxonMobil is up 14 percent,
BP is up 17 percent, Shell is up 9 percent, ConocoPhillips up 27
percent, and Occidental is up 50 percent. Those are the overall cor-
porate results. But, five of the six companies referred to increased
margins from their refinery operations as the significant factor in
their profit improvements.

ChevronTexaco in its quarterly report says U.S. refining market-
ing and transportation earnings of $276 million improved
$2,006,000 from last year, a 300 percent increase. The primary rea-
sons for the improvement were an increase in average refined prod-
uct margins, higher sales volumes and lower operating expenses. In
our downstream and chemical segments, increased demand for re-
fined products strengthened industry margins and helped boost our
earnings.

From ExxonMobil, ‘‘U.S. gasoline prices helped give the world’s
largest publicly traded oil producer its biggest first quarter return
refining profit in 13 years.’’ ‘‘ExxonMobil’s refining profit rose 39
percent to $1 billion.’’ From Shell, ‘‘industry refining margins were
driven primarily by strength in gasoline, and European margins
found support from arbitrage opportunities to the U.S. In the first
quarter, refining margins averaged 19.5 percent for the U.S. Gulf
Coast region and 40 percent on the West Coast region.’’

‘‘Margins in the United States of America also may be impacted
by supply versus demand balances and low storage levels.’’ From
ConocoPhillips, ‘‘higher refining margins and running at 95 percent
of capacity were the primary reasons for the improvement in per-
formance. The realized U.S. refining margin increased almost 31
percent from $5.58 a barrel to $7.30 a barrel. But if you look at
the first quarter performance in refining and marketing, all of our
earnings came essentially from the refining side of the business.
And when you look at the refining side of the business worldwide,
87 percent of that came from domestic refining and 13 percent from
international refining.’’

And, finally from BP, ‘‘the refining and marketing result in-
creased 13 percent compared with a year ago, reflecting improved
refining margins particularly in the U.S.’’
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Is this not pretty compelling evidence that the industry has been
making business decisions to reduce its refining capacity in order
to increase its margins?

Mr. Slaughter.
Mr. SLAUGHTER. No, Mr. Tierney, I don’t believe it is. As we

pointed out in our testimony, it requires a great deal of capital to
operate in our industry, and I would say that in the 20 years I’ve
been involved with the industry, we’ve seen many more bad refin-
ing quarters than good.

What you’re talking about in the first quarter of this year is the
rarest of instances in which refining profits were high. It’s a very
cyclical industry.

Mr. TIERNEY. Could I just interrupt you 1 second? And let’s go
back to last year when ExxonMobil announced all-time record earn-
ings of $21.5 billion. So that’s at least a couple of years in a row
they’ve been doing pretty well, right?

Mr. SLAUGHTER. Well, again, I don’t know what refining is with-
in that $21 billion, sir, but refining oscillates between the top and
the bottom of the scale and more times in the bottom than the top.

Mr. TIERNEY. Well, I think if we watch a trend—and you correct
me if I’m wrong, if you guys don’t have evidence of this—but since
the mid-90’s, probably since the 1990’s when these refineries were
being shut down, the margin has improved substantially; and that
lack of supply has had a lot to do with it.

Mr. SLAUGHTER. The supply/demand balance has been tighter
since about 2000. But there have been bad quarters since 2000 as
well. And, again, you are overlooking the cost of being in the busi-
ness, and the amount of dollars that have to be put in the business
take up most of that income from the refining sector that you’re
talking about, even though the numbers——

Mr. TIERNEY. These are profits we’re talking about. These are
profits, not gross numbers or anything like that, but profits that
you’re talking about in their quarterly reports. You know, a 300
percent increase in one aspect of it.

Mr. SLAUGHTER. A lot depends, sir, on what it’s being compared
to. If it’s a low baseline it’s being compared to, you’ll come up with
a large percentage.

Mr. TIERNEY. I’m not going to go back and forth. I think the
numbers speak for themselves.

Let me just read into the record, if I can, the first quarter profit
figures, as reported by the Wall Street Journal, or by the compa-
nies themselves, for the first quarter 2004: ExxonMobil, $5.4 bil-
lion; BP, $4.8 billion; Shell, $4.4 billion; ChevronTexaco, $2.6 bil-
lion; ConocoPhillips, $1.6 billion; Amerada Hess, $281 million;
Unocal, $269 million; Marathon, $258 million; Valero, $48 million;
Murphy, $98 million; Sunoco, $89 million; Premcor, $50 million;
Citgo, $35 million. Overall, $20 billion in profits for the first quar-
ter alone for the industry.

I think it’s a pretty compelling case, Mr. Slaughter and others,
and I also think it’s pretty damning that this industry fails to rein-
vest in its own operations in terms of maintaining its pipelines,
maintaining enough refineries to service consumers.

But, I note my time is up, and I’ll yield to the chairman.
Mr. OSE. The gentleman from Ohio.
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Mr. TIBERI. Thank you. Staying on the same line of questioning,
Mr. Slaughter, you’ve heard it all. Some have argued that capacity
has been shut down to improve your bottom line or refineries’ bot-
tom line. Others have argued that environmental regulations and
industry economics have contributed to the number of refineries or
the lack of reinvestment. Either way, I think everybody would
agree that we need to do something in America to improve refining
capacity.

In your opinion, what can we do, what can Congress do, to help
improve refining capacity in America?

Mr. SLAUGHTER. Well, we believe, first of all, that the United
States does need additional refining capacity; and we are very
strong proponents of the need for additional supply. We believe
that the New Source Review reforms are extremely important.
They need to be sustained. They are currently before the courts.
They will help the industry add additional capacity and install
modern technology when it—as soon as it becomes available.

We also believe that there can be improvements made in permit-
ting requirements. We can have some streamlined permitting—
where you don’t have this situation where you’re required to make
a fuel, but you’ve got to wait a year or more for permits—so you
can go ahead and actually get the investment in the ground and
the product out.

You should be able to build refineries in this country, and frank-
ly, it’s because of the NIMBY situation that you can’t. There is al-
most unlimited opportunity for public comment in any proceeding
or a series of proceedings that leads to a significant new refining
venture, and it shouldn’t be that way. People who are trying to
build a refinery in an area that’s growing very fast shouldn’t have
to wait 10 years and still have nothing to show for their efforts.

The other thing is, you can insist that people recognize the true
cost of environmental regulation and try to balance environmental
regulation and supply concerns so we come out with the right an-
swer in both policy areas.

Mr. TIBERI. How much would we have to increase refining capac-
ity to impact in a meaningful way—I asked the question earlier—
the cost of fuel at the pump?

Mr. SLAUGHTER. That’s a question I really can’t answer. It would
be inappropriate, frankly, for me to answer it. But let me tell that
any increase in refining capacity would be helpful in that direction.

We certainly need to maintain the refining capacity that we have
right now. And one of the ways we can do that is the suggestions
that I just made to you for policy changes. Certainly, passage of the
energy bill would be a good first step.

Mr. TIBERI. You made note in your comment, and I asked a ques-
tion earlier about the cost of environmental regulations to the cost
of the pump; and it was answered two different ways: one in writ-
ten testimony, environmental regulations have had a minimal ef-
fect on gasoline prices; and the other answer was a cent or two.

What would be your thought on that?
Mr. SLAUGHTER. EPA traditionally underestimates those costs.

They do them ex ante. They do them before the rulemaking takes
place. They have every reason to try to minimize the cost esti-
mates.



273

I’ve often said I don’t understand—we believe these are very im-
portant programs. They have significant health benefits. Isn’t it
reasonable to believe that being so significant, they do also entail
significant costs? It has been pointed out earlier that although, the
cost of reformulated gasoline is only a few pennies, if you look at
the marketplace according to EIA, the market differential now is
20 cents between reformulated gasoline and conventional gasoline.
Part of that is the mandates now that we are seeing in some of
these States. There are significant costs.

We are not asking to do away with the programs. We’re not ask-
ing to change the programs. They are already on the books. But we
are asking for future programs to be done with a greater ear to-
ward supply.

Mr. TIBERI. Mr. Ports, you’re on the front lines, you and your
members at the gas pump. And you mentioned in your testimony
about this proliferation of fuels and the impact it has. Can you give
us some examples of what you see?

Mr. PORTS. Well, I think you’re obviously very familiar with it.
You talked about the Chicago situation, Milwaukee, you know,
some of these—Atlanta.

You know, our real point is I think you need to move very, very
carefully on this situation. There are certainly compelling argu-
ments on both sides that we could hurt refining capacity when we
are dealing with boutique fuels. But our point is, I think we can
help the distribution system by dealing with boutique fuels. And in
terms of how we refine it and what we make, I think that has to
be done very, very carefully.

Mr. TIBERI. How does that impact you as a marketer?
Mr. PORTS. It impacts us as a marketer very dramatically. We

market, as an example, in St. Louis, just outside of St. Louis also;
and the last few years, that’s been, you know, a hotbed of prob-
lems.

Now, it’s been very smooth this year, but we have had numerous
situations where product simply wasn’t available, spec product to
use in the St. Louis market. I mean, we had some times where
product might have had to have been trucked 500 or 600 miles to
bring it into that market.

Mr. TIBERI. What happens then?
Mr. PORTS. Obviously, the price goes up, I mean, dramatically.
Mr. TIBERI. Thank you.
Mr. OSE. I thank the gentleman.
All right. We have votes we estimate that are going to occur

around 12:45. I recommend we go over another round if you would
like, OK?

Mr. Lieberman—actually, I want to ask Mr. Early a question. It
seems to me, there is this underlying theme that is as yet
unstated—I’m going to take a stab at it—that there are significant
barriers to entry for new refining capacity in this country. I mean,
there is the capital necessary to produce the kind of income
streams that Mr. Tierney read into the record here that must be
significant; and we have had testimony today that the capital is
driven in part by putting in place the processes by which the oil
is refined from its crude state to its finished state.
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To a certain degree, it would seem to me that we are making a
choice between significant increases in refinery capacity and strict
adherence to an environmental safeguard. And there are some who
advocate more so one way or the other. And, I am curious whether
or not you might recognize that same thing, that the—that there’s
a benefit to the industry in having high thresholds to entry, and
that it keeps competitors out.

And, then there’s a benefit to the environment in having high
thresholds to entry because it enforces the environmental safe-
guards.

Do you share that view?
Mr. EARLY. Mr. Chairman, we’re—we mostly focus on environ-

mental requirements that protect people, and we’re not—you know,
we’re not knowledgeable enough as to whether those requirements
operate as an effective barrier to entry in the marketplace.

Personally, my instinct is, if you’ve got $40 million to invest, why
would you want to go into an industry where—that’s dominated by,
like, five major refiners? I mean, this wouldn’t seem to me to be
the best place you could put your money. So, I mean, that would
strike me as being a much more important factor as to whether you
want to get into the oil refining business.

When people start talking about streamlining requirements for
refiners, our concerns focus on, well, do those requirements, those
streamlined requirements, still continue to protect people from the
emissions from that refinery? That’s when we get nervous. The
Lung Association is strongly on record opposing the new-source re-
view changes that this administration is seeking to do, because we
think the result will be more air pollution, and we think that will
harm the public health.

Mr. OSE. Mr. Lieberman, at the Institute, do you look at this bar-
rier to entry question? And we had earlier testimony that there
were Brazilian refiners or Venezuelan refiners or Curacao refiners
or whoever, who had frankly had a product that was in the market
that they are no longer shipping to the market because they could
not comply with the sulfur issue. I think that was the testimony.

Is this an issue? Is there, in effect, an unstated benefit to the ex-
tent refiners, from an ever-rising environmental requirement?

Mr. LIEBERMAN. That could well be. Regulations do tend to cre-
ate winners and losers among the affected industry groups. Some
refiners supported some of these State-level boutique fuels, maybe
in part because they thought it would stave off more difficult RFG
requirements, but maybe in part because they thought they would
have that market all to themselves; and so there were some incen-
tives in creating some of these State-level boutique requirements.

So, yes, there’s refiners that don’t mind or maybe actually like
these requirements because they feel that it eliminates at least
some competition.

Now, with regard to foreign sources of oil, everybody knows that
we get more than half, 60 percent of our oil—it’s less known that
we get about 10 percent of our gasoline or refined gasoline compo-
nents from overseas, as well. And there are some problems with
that, and we saw a little bit of that this year with the new low-
sulfur rules. As we in the United States go further and further
down the road of these specialized blends that are only used in spe-
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cific markets in the United States in some cases, although the sul-
fur rule is used everywhere—but as we go further and further
down the road of these specialized blends or tough requirements
that apply to all fuels, it’s unclear how many foreign refiners will
make the investment to provide that fuel. So there’s some question
where we are going to be getting our refined products in the years
ahead.

I believe EIA has estimated that we will be seeing 1.6 percent
or so increases in gasoline demand in the United States, and given
the constraints on domestic refiners and the constraints that I just
mentioned on foreign refiners, there are some serious questions,
looking ahead, whether we will have enough refinery capacity look-
ing forward.

Mr. OSE. The gentleman from Massachusetts.
Mr. TIERNEY. Thank you, Mr. Chairman.
Mr. Blake, the letter that you referred to in your testimony that

was sent out yesterday, some people would find it interesting that
both the environmental and the health community were concerned
about gasoline prices.

Would you just expand a little bit upon your comments made in
the letter and your rationale behind it?

Mr. EARLY. The principal focus of the letter is the fact that all
the organizations that signed it, I think, believe that the State of
California is right in asserting that the oxygen requirements actu-
ally results in an increase in the amount of air pollution that is
generated by vehicles using the fuel, as distinct from using the fuel
without the oxygen requirement. And, that’s really what drove the
participation in signing the letter.

The fact that this is one of the few things that the Bush adminis-
tration can do right now that would affect gasoline prices is some-
thing that obviously we wanted to point out as a way of trying to
leverage a decision on which, quite frankly, we think the Bush ad-
ministration is dragging their feet.

And, I’ll go further and say, we believe they are doing so in order
to avoid offending the ethanol industry. I mean, this is all about
ethanol, and the reason——

Mr. TIERNEY. So, we can expect a decision sometime after No-
vember 2004?

Mr. EARLY. Exactly.
Mr. TIERNEY. OK.
According to the Environmental Protection Agency, oil refineries

are a significant source of air pollution, and in the year 2000, al-
most half of the refineries were within 3 miles of a population cen-
ter of at least 25,000 people.

From your perspective, from a public health perspective, will you
tell us why it’s so important to implement and enforce the Clean
Air Act and other environmental protections on oil refineries?

Mr. EARLY. Well, the air pollution conditions around refineries
typically are among the worst in the country. As I discussed in my
response to the chairman’s question, we’re very concerned because
there is, all too often, this convergence between high populations
and oil refinery operations. So, it is very critical, particularly with
respect to toxic air pollutants that contribute to cancer and brain
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damage and other very debilitating diseases—we think it is very
critical that the requirements be maintained or even strengthened.

Mr. TIERNEY. Now, if I’m not mistaken, the consumer protections
or the environmental regulations were in place before 1990. About
1990, with the Clean Air Act, the refineries started to shut down
before that act went into effect; and they continued to be shut
down after the act went into effect, so that there would be some
question about what the impact of the Clean Air Act itself was
upon the need to close down actually was.

Mr. EARLY. Absolutely. There has been a long history of con-
centration in the industry, and it’s very unclear as to the impact
of the environmental requirements with respect to that trend.

Mr. TIERNEY. OK. Thank you.
Mr. Slaughter, Mr. Ports, whose responsibility is it to improve re-

fining capacity in this country? I notice that both of you indicated
that you think there’s a problem with the refining capacity. But in
that this is a private industry, don’t you think that the burden falls
on the industry itself to resolve that issue?

Mr. SLAUGHTER. Well, the burden, if I may—the burden, some of
the burden does fall on the industry itself. Also, it’s on policy-
makers to make sure that there are policies that encourage that in-
vestment capital be able to invest in this business to build new re-
fineries and that there not be barriers to entry. It just seems
strange that people aren’t willing to admit that environmental re-
quirements do cost money and can constitute a barrier to entry.

Mr. TIERNEY. Well, let’s assume that, as mentioned before, these
environmental regulations have been with us for some time now,
all right?

Mr. SLAUGHTER. But, they’ve been made increasingly stringent
all through the last decade, sir.

Mr. TIERNEY. All right. And, we have regulations that affect al-
most every industry. And, this is a public policy; people want to
breathe clean air, and they want to live healthily.

Mr. SLAUGHTER. But, most people believe the refining industry
to be one of the most heavily regulated industries in the United
States.

Mr. TIERNEY. Well, we may be disagreed on that. But let’s as-
sume that it might, for a sense of that. It’s still the industry that
you’re in.

Mr. SLAUGHTER. Yes, sir.
Mr. TIERNEY. There are many people in this Congress that just

believe in this free market stuff, even though many of us who think
we’re in a mixed economy, that—there’s many that swear to this
free market stuff. So assuming that you’re in your free market, you
have a regulation that’s in place, you have to deal with it.

You know, what other policy—I mean, you certainly don’t advo-
cate reducing the environmental protections. I think from our pre-
vious testimony from you that you did not advocate reducing envi-
ronmental protections; am I right?

Mr. SLAUGHTER. That is correct. And then the industry, I would
point out, invests, as I’ve shown, billions of dollars over the last 2
decades, as many as $50 billion put back into this business just to
comply with environmental requirements, sir.
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Mr. TIERNEY. So when will the industry start putting money
back in to increase its refining capacity and improve its pipeline
conditions and things of that nature?

Mr. SLAUGHTER. The industry makes huge investments every
year in those matters. Even when refining capacity has not been
increased, the facilities have been modernized. Many times invest-
ments, like the investments in lower-sulfur gasoline and diesel, re-
sult in modernization of facilities, but they may not result in more
capacity. One of the reasons is that because a lot of the processes
necessary to make these cleaner fuels actually reduce the yield. So
you, in essence, have reduced the capacity of the plants because
you’re increasing the severity of the refining process to make clean-
er fuels.

Mr. TIERNEY. But you talked earlier of the huge gap between the
demand and the supply right now, the fact that you just don’t have
enough refining capacity to meet the demand for refined product,
right?

Mr. SLAUGHTER. When the demand, particularly for gasoline, is
high, as it has been this year and is particularly in the summer
driving season, there is a very tight supply/demand balance, yes.

Mr. TIERNEY. OK. So I guess my question comes back to, what
does the industry propose to do? Nothing? Until when?

Mr. SLAUGHTER. The industry—you know, given the regulatory
climate and the investment requirements in this industry, we are
very lucky we have many different kinds of companies that con-
tinue to be committed to and invest in the domestic refinery indus-
try.

Mr. TIERNEY. That’s your interpretation. You’ve already accepted
the fact that you don’t want to make the air any dirtier, and that
you accept the Clean Air Act requirements and you’re content to
live within that.

So given your situation, what is the industry going to do about
increasing the refining capacity?

Mr. SLAUGHTER. Well, as individual players in the industry de-
cide that is a good allocation of their capital and basically decide
that’s what they want to do, and if they’re able to do it with the
permitting authorities and through the long NIMBY process that
we have to go through to make changes in our facility, that will
happen. But those will be individual decisions.

We have some of our members who are increasing capacity at
their plants as we speak.

Mr. TIERNEY. The existing ones?
Mr. SLAUGHTER. At existing plants.
Mr. TIERNEY. Now, when’s the last time that anybody filed for

a permit to build a new refinery?
Mr. SLAUGHTER. Well, a group in Arizona has a permit, a live

permit, that has been pending for 10 years now, and there are peo-
ple in our industry who are interested in that facility. But the big
question is whether or not they actually will be able to get through
the process and build it, even though the area needs more product.

Mr. TIERNEY. That’s one. How many others are out there?
Mr. SLAUGHTER. Well, there have been others over the years, but

actually most capacity has been added at existing sites and so——
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Mr. TIERNEY. So I can count on one hand probably the number
of requests for permits for new refining facilities, right?

Mr. SLAUGHTER. Well, it doesn’t—well, yes, you can because it
doesn’t take long to learn what’s not doable under current statutes.

Mr. TIERNEY. Well, it doesn’t take long to make a decision—to
make a decision that you want to invest and move on either. You’ve
accepted your environmental constraints. Then it seems to me
you’re just going to make a decision: You either want to invest and
have more capacity or you don’t, or you’re going to find some ex-
cuse not to do it.

Mr. SLAUGHTER. Well, one of the things that’s not appreciated
about mergers and acquisitions, sir, is that many of the companies
that have bought these facilities from others in mergers or acquisi-
tions have invested hundreds of millions of dollars in the plants
that perhaps the former owners would not have done. So there’s an
economic rationalization process through the industry that has let
people spend capital efficiently, even within the confines of not
being able to build new refineries.

A lot of people who are the new owners of some of these facilities
have invested significant sums of money in it because they saw a
different possibility there for business than the previous owner did.
It’s just part of the system.

Mr. TIERNEY. What do you say about the Shell Bakersfield situa-
tion? Do you think that fits your category?

Mr. SLAUGHTER. Well, you know, Shell probably is in the best po-
sition to know what the relative profitability of that facility has
been. Now we’ve heard today that the FTC is going to look into
that matter. It’s a relatively small refinery, as you know, 70,000
barrels a day.

Mr. TIERNEY. But a smaller one of 20,000 was found to be profit-
able. So doesn’t it make you just a little bit skeptical that all of a
sudden this is being shut down?

Mr. SLAUGHTER. Well, as I said, the owner is in the best position
to know. We have not evidently heard the last of what’s going to
happen with regard to that refinery.

I think this situation points out the intense scrutiny that every-
thing this industry does is subject to. This hearing is part of it as
well. And I think you see today that, you know, things receive a
great deal of attention in our industry, and there are regulatory
authorities who even debate what the most effective way is to as-
sess some of the finer points of our industrial operations.

Mr. TIERNEY. I’ll yield back. And we have some regulatory agen-
cies that actually regulate, and we have some that stand by and
watch. Thank you.

Mr. OSE. Gentleman from Ohio.
Mr. TIBERI. Thank you, Mr. Chairman.
Mr. Slaughter, kind of continuing on the line of questioning on

the refinery business, if Mr. Tierney and I decide to become part-
ners and start a refinery tomorrow or begin that process—and that
would be a joy——

Mr. TIERNEY. For you maybe.
Mr. TIBERI [continuing]. How much time and money would be re-

quired to construct, let’s say, an average-size refinery in America
today?
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Mr. SLAUGHTER. Well, you know, if we go back to the Arizona
project, they’re talking about building 150,000-barrel-a-day refin-
ery. That’s a little bigger than the average one in the United States
today, which is about 110,000 barrels per day. The estimated cost
of actually building that refinery, going through all the process and
building it for 150,000 barrels a day, is $3 billion.

Mr. TIBERI. $3 billion?
Mr. SLAUGHTER. $3 billion, so—you know, there are large ex-

penditures; and again——
Mr. TIBERI. I guess we won’t be doing that.
Mr. SLAUGHTER. Again, looking at the relative economic——
Mr. TIERNEY. But you and I wouldn’t have shut down the 100 or

so that they’ve already shut down either, probably because we
would have thought about that.

Mr. SLAUGHTER. The economics of actually building one, of the
things you need to look at, is that it is so difficult to build refiner-
ies. Existing refineries—and the business is a tough business, a cy-
clical business. Refineries that have been sold have been sold
roughly for 25 to 33 percent of book value.

One of our members has gone from 1 refinery to 15 refineries by
acquisitions over the last several years. As stated, they never paid
more than $0.38 on the dollar for the facility.

Mr. TIBERI. If we decided instead to build a refinery abroad,
what would the cost be versus the cost here?

Mr. SLAUGHTER. It would depend on where you build it, Con-
gressman.

Mr. TIBERI. The cheapest place to build one.
Mr. SLAUGHTER. Well, you could build one, you know, I guess, in

parts of Latin America or the Caribbean for a fraction of that price.
Of course, they have different air quality characteristics.

But, again, when you become dependent on foreign sources of
supply, even for the manufactured product, you’re exacerbating the
problems we’re seeing already in getting hold of crude supplies for
the country.

Mr. TIBERI. But if you are a refiner and you’re looking to expand,
are the incentives today there to expand abroad and to build
abroad, rather than here, because of the cost here?

Mr. SLAUGHTER. I think most refiners would prefer to build in
the United States if there is demand here, because you’re closer to
your markets. But, you know, there are significant costs that they
face if they try to build or even expand capacity in the United
States that they don’t face elsewhere. And as I pointed out before
in the case of ChevronTexaco and the ethanol tank, I mean, even
when you’re trying to do things that you’re mandated to do, it’s dif-
ficult to get them done here.

So, you know, again I say, looking at all these situations with the
difficulties in the investment requirements, we are fortunate that
we have the large number of refiners we have.

If you look at the top 12 refiners in the United States of America
today—also I would point out, 5 of them are independent refiners;
they are not integrated refiners. There’s a lot of diversity left in
this industry. There are regional refiners that are smaller. We’re
fortunate to have them, and we need to keep their capacity here.



280

Mr. TIBERI. Moving forward, if something is not done to increase
refining capacity in the United States, do you see an increase in
this foreign refining capacity, in that market increasing? I think
someone mentioned in the testimony, it’s 10 percent today. Do you
see that increasing?

Mr. SLAUGHTER. Well, practically, there’s almost no way around
it because, for instance, if you look at the EIA numbers, they be-
lieve that the lion’s share of the increase in demand for U.S. prod-
ucts will be met by imports. They believe we can see small in-
creases in domestic refining capacity, but not significant enough
ones to actually meet most of the increasing requirements here.
They see about a 1.5 to 2 percent growth per year in U.S. demand
for petroleum products. But they see very small incremental in-
creases in U.S. refining capacity. And they have said that they be-
lieve most new refinery construction will occur in the Middle East,
in Latin America and in the Caribbean.

Mr. TIBERI. So if your business is so attractive, why is that 10
percent there in the first place and why is it going to increase?

Mr. SLAUGHTER. Well, the business is a cyclical industry and, you
know, it is up and down. There are different kinds of players in the
industry. The relative profitability of the refining sector is not that
large.

We have a few times when the refining industry does relatively
well. The return reverts to about 5 percent on investment capital.
Business Week a month ago ran a chart of the profitability of var-
ious industries. Our industry was below the middle, so again, the
fact that existing plants are being sold for only a fraction of their
book value suggests that it’s a tougher business.

Now, some people have successful business plans and do better
than others in this business, but generally, it is a business with
very high fixed costs and, you know, the profitability is episodic.

Mr. TIBERI. Thank you, Mr. Chairman.
Mr. OSE. Mr. Slaughter, I don’t understand something. You com-

ment about existing facilities being sold for 25 to 33 percent of book
value. There’s a certain disconnection in my mind, given the num-
bers that Mr. Tierney referred to relative to the profits. Why would
you sell something at 25 to 33 percent of book value if it’s profit-
making capability, at least in terms of the number of dollars—
maybe not in terms of percent of return on assets, but if its profit-
making ability is as indicated from those numbers?

Mr. SLAUGHTER. Well, first of all, I’m not sure that all those
numbers directly apply to refining profitability. And the fact of the
matter is that, you know, there are more down periods than up pe-
riods when it comes to refining profitability.

Analysts who know the industry well realize that there is a lot
more profit potential in the upstream portion of the industry, ex-
ploration and production, than there is in the heavy manufacturing
part, which is refining.

Mr. OSE. Well, at $40 a barrel, I would agree.
Mr. SLAUGHTER. And again, that represents an input cost to re-

fining. And refining is also a heavily regulated business. So dif-
ferent people, you know, in a free market, view the value of facili-
ties in different ways. Obviously, sellers, you know, felt that they
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may not have been able to meet the investment requirements, for
instance.

Mr. OSE. Are you telling me and my colleagues up here that the
industry is making a—for lack of a better word, an economically
driven decision over time to keep refining capacity either static in
the United States or allow it to decline in favor of moving overseas?

Mr. SLAUGHTER. No.
Mr. OSE. Well, earlier you only were able to cite one location

where refining capacity—there’s an application to build new refin-
ing capacity. And you also indicated that such expansions as occur
are the little tweaking of refining capacity around the country at
existing facilities.

Mr. SLAUGHTER. The imported product is normally not supplied
by the same people that are the domestic refining companies. There
may—as Mr. Caruso indicated earlier, there may be suppliers from
Brazil, some of them can be European suppliers. In a situation like
we have now, some may be from the Caribbean. But they’re essen-
tially different people.

I mean, we essentially have continued strong representation in
the United States by the same companies that have been the major
refiners in the United States for the last couple of decades. The
largest refiners in the United States, the top five, are still—you
know, they are ConocoPhillips, ExxonMobil, the Shell companies,
BP and Valero. Valero is a newcomer to that group. But there has
been a lot of stability with the exception of the fact of the mergers
and acquisitions, which have combined some companies. But these
companies have maintained very committed to U.S. refining capac-
ity. ExxonMobil is the largest refiner in the world. But it is still
the second largest refiner in the United States.

Mr. OSE. But I also note in your earlier testimony that the refin-
ing capacity of domestic industry has dropped from 18.5 million
barrels a day to 16.8 million barrels a day. That’s over 25 years.
That’s a clear indication to me that there—for whatever reason,
whether it be regulatory or otherwise, that there is a consensus
among the industry that whatever investments we’re going to make
in refining capacity—and this is just a matter of—I mean, this is
just the way life is. Whatever this investment we are going to
make in refining capacity—and the EIA concurs in this, because
their projections are that the level of imported refined product is
going to continue to increase—whatever this investment we are
going to make in refining capacity, we are going to make offshore.
I mean, I look at this information, this testimony, and it seems to
me obvious that that’s the case, for whatever reason, that capital
is being moved offshore.

Mr. SLAUGHTER. Well, the companies that I have mentioned—I
mean, basically all 149 companies have made significant capital
commitments to the United States. And you know there may be
companies that were formerly in the refining business, smaller
ones that have gotten out of the refining business. There are a
number of them that have merged or been acquired. But the finan-
cial commitment of the companies that are in business in the refin-
ing business in the United States is substantial.
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Some of them have foreign refining as well; some don’t. But as
you know, most of the product, 90 percent of the product that we
use in the United States is still produced here.

Mr. OSE. I’m not attacking. I’m just trying to look at the facts
as they are lying in front of me, and figure out what’s going on.

Mr. SLAUGHTER. Right. But I think you’ll find, sir, that the real
problem is what you mentioned earlier, which is the barriers that
people face to adding——

Mr. OSE. The barriers are lower elsewhere?
Mr. SLAUGHTER. Well, it’s true. I mean, that’s one of the reasons

why EIA says—for instance, says that you’ll see a very significant
increase in the percentage of imported products.

Mr. OSE. Because the barriers are lower elsewhere?
Mr. SLAUGHTER. Yes, but you know, again it was also said earlier

that one of the reasons we bring this to your attention is that it
is one of the—to the extent they are policy induced, it is something
that we can do something about here.

Mr. OSE. I agree. That’s my point, that we’re making some con-
scious decisions the net results of which are that this new, added,
incremental refining capacity is moving offshore.

Mr. SLAUGHTER. Yes, sir, that is true.
Mr. OSE. Now, I just have one other question I’d like to followup

on, and that is, in the Clean Air Act amendment in 1990, there
were a number of requirements that were laid into the statute that
you had to comply with. And if I understand correctly, you have
complied with them, that you support those and the like.

Mr. SLAUGHTER. Yes, a number of things like the sulfur reduc-
tion in gasoline and diesel. That’s where these billions of dollars of
investment have come from.

Mr. OSE. The oxygenate requirement?
Mr. SLAUGHTER. The oxygenation requirement.
Mr. OSE. OK.
Now, Mr. Ports, do you have any position or are you agnostic on

these?
Mr. PORTS. I wouldn’t say that we are agnostic on it. Rephrase

for me what your question is.
Mr. OSE. Do you or do you not support the improvements that

were embedded statutorily in the Clean Air Act of 1990?
Mr. PORTS. Yeah. I think all our organizations from any stand-

point, both organizations, have long ago come to the conclusion
that, you know, you’ve got to move forward. Clean air’s going to
happen, and, you know, you move forward with those regs.

Mr. OSE. OK.
Mr. Lieberman.
Mr. LIEBERMAN. I think 14 years out we have learned what has

worked and what hasn’t worked and there is some room for some
streamlining. There is some room for jettisoning a few of the prob-
lematic provisions.

I think there’s some consensus here on the 2 percent oxygen con-
tent requirement, and there may be a few other things that have
out lived their usefulness. One thing might be the wintertime
oxygenated fuels, which isn’t that big a deal; but it is a fuel that
was designed to fight carbon monoxide, which has really essentially
disappeared as a problem.
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So there are a few things that we could do to update those 1990
amendments. I’m not talking about a serious overhaul here, but
there is some room for some streamlining here within the context
of continuing cleaner air.

Mr. OSE. Mr. Early.
Mr. EARLY. Obviously, we support the amendments. If you’d per-

mit me, Mr. Chairman, I wanted to address two points that Mr.
Lieberman has raised.

One is the wintertime oxy fuel program. The Clean Air Act actu-
ally has a mechanism for eliminating this program, and in fact,
many areas have abandoned the oxy fuel program so the Clean Air
Act isn’t really broken with respect to this program. In fact, I am
informed by California officials that they will meet the carbon mon-
oxide standard, which is the reason they are using oxy fuels and
they will probably not be using oxy fuels next year after they get
clearance from EPA. So that piece isn’t really broken in the Clean
Air Act.

Mr. Lieberman also said that we don’t really need to adhere to
the sulfur and gasoline requirements because air pollution will still
go down as a result of the new emissions equipment in the Tier 2
program. I thought that’s what you were implying. I just wanted
to point out that if you talk to the automobile industry, they say
that the sulfur and gasoline requirements that are being phased in
beginning this year are absolutely critical for them meeting emis-
sion standards because the emissions control equipment on the new
vehicles that will start being sold have to operate at 99 percent of
efficiency; and if the sulfur levels are above an average of 30 parts
per million, that won’t happen, and if that doesn’t happen, you’ll
lose the investment in that equipment and you’ll also have dirtier
air.

Mr. OSE. I think Mr. Lieberman’s comment on page 10 and 11
was that whether or not the change from older fleets to newer
fleets has a far greater impact on the quality of the air, as opposed
to the reformulated gasoline formulas.

If you’d like to clarify, Mr. Lieberman.
Mr. LIEBERMAN. Yes, I would like to clarify. The low sulfur rules,

that wasn’t on my short list of things to change.
Mr. EARLY. Good.
Mr. LIEBERMAN. I never said it.
Mr. EARLY. I’m sorry.
Mr. LIEBERMAN. That’s one where changing it would do probably

more harm and good.
Even getting rid of rules involves transitional costs. And, here

the motor vehicle manufacturers, both cars and trucks, both gaso-
line and diesel fuel, are counting on sulfur reductions in order to
introduce new generations of emission controls technology. So,
that’s not one that ought to be on the chopping block.

Mr. OSE. I do want to followup though on one that I want to
make sure I get you all on record on, if I may interrupt; and that
is, do you support the rollback in California of the oxygenate man-
date?

Mr. SLAUGHTER. Yes.
Mr. OSE. Do you, Mr. Ports?
Mr. PORTS. Yes, we have.
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Mr. OSE. Mr. Lieberman, do you support the rollback of the oxy-
genate mandate in California?

Mr. LIEBERMAN. Yes. But I think, rather than a waiver, I’d like
to see a national law that makes it——

Mr. OSE. Mr. Early, if I understand correctly from your letter,
you and a number of organizations support the rollback of the oxy-
genate mandate in California.

Mr. EARLY. Yes, sir.
Mr. PORTS. Actually, Mr. Chairman, we would advocate the 2

percent oxygenate mandate nationwide on reformulated gasoline,
and I think everybody’s in agreement on that as certainly some-
thing that we could do away with.

Mr. LIEBERMAN. Better a law than just a mandate for a few
States.

Mr. SLAUGHTER. And we support the New York waiver as well.
Mr. OSE. OK.
Mr. Tierney.
Mr. TIERNEY. Thank you. And, I suspect that you’re in favor of

it, too.
Mr. OSE. Since 1999.
Mr. TIERNEY. We’re getting back on a little bit of the ground that

we covered out in Nevada on these related hearings. We talked
about the fact that in the early 1980’s there was a public policy
that provided support for small refineries, and those were termi-
nated.

I would like each of you to give me as concise an answer as you
can about whether or not you’d like to see those public policies re-
visited. And which specifically do you think would be helpful?

Mr. Slaughter.
Mr. SLAUGHTER. We have been in favor of incentives and pro-

grams that affect everyone the same in the industry, because we
think it’s important to benefit—to give economic benefits that are
in the national interest to all refiners. So, you know, we believe the
thing that makes the most sense is to get the New Source Review
reform and take another look at and a better look at the energy
impact of regulatory actions across the board for all refiners.

Mr. TIERNEY. So, those are the two things that you think were
existing in the 1980’s that you’d like to see revisited?

Mr. SLAUGHTER. No. I thought that your question, sir, was
whether or not we would want a small refiner bias, and, you know,
we think it’s more effective to go with programs that the entire in-
dustry could use and improve.

Mr. TIERNEY. Given your clientele, I guess that would be a fair
assumption that’s where you would be. But, I was wondering if
there were any particular policies that existed in the 1980’s that
you’d like to see revisited and resurrected again now.

Mr. SLAUGHTER. No. I think that, you know, the stringency on
fuels and facilities really came in the 1990’s, 2000’s. And that’s
what’s really affecting the industry, sir.

Mr. TIERNEY. All right. Well, do you think that there were public
policies in the 1980’s that were later terminated that had an effect
on this? Or do you think the termination of those policies didn’t af-
fect it at all?
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Mr. SLAUGHTER. The termination of some policies that were of
particular benefit to smaller refiners did eliminate some of the re-
fining population in the United States, yes.

Mr. TIERNEY. OK. But, that’s not something you’d like to address
because you want to give everybody a break somewhere?

Mr. SLAUGHTER. Well, if you’re talking about something that’s 20
years later and you can’t undo what was done in the 1980’s, at this
point, it makes sense to do things that would increase output
across the industry rather than just part of it. We obviously have
small refiner members who might feel differently about that, but
as an association——

Mr. PORTS. Yeah. I would say, generally speaking, our associa-
tions take the position that we would love to see incentives for
small refineries. You know, more supply is good for us. It really is.
It helps our business. It costs more in simple terms on a per-barrel
basis to upgrade a small refinery, there’s no question. I mean, I
don’t think anybody would dispute that.

Mr. TIERNEY. Mr. Lieberman.
Mr. LIEBERMAN. Well, one problem with the small refiners, par-

ticularly the older, smaller refineries, it’s just not economical to
make all the upgrades to meet the requirements. That’s probably
one of the reasons why you’ve seen some of the smaller refineries
close down over the years. So, that really ties in to the high regu-
latory costs in upgrading plants to meet all the refinery regulations
as well as the fuel regulations.

Mr. TIERNEY. Mr. Early, do you have an opinion? Do you want
to weigh in?

Mr. EARLY. I don’t think the Lung Association has a policy with
respect to—if you’re talking about economic incentives, obviously
there isn’t any question that some refiners chose not to make the
investment to meet environmental requirements and shut down.
And, we don’t regret that decision. You know, if they can’t meet the
requirements, then they shouldn’t operate.

Mr. TIERNEY. OK. Well, I guess, you know, just revisiting some
of the information regarding the last hearing is that in the 1990’s
alone approximately 50 refineries were closed. Twenty refineries
have been shut down since 1995. The number of operating refiner-
ies has been reduced by 13 percent since 1995. They’re getting larg-
er, but smaller in number and owned by fewer and fewer entities.
Over the last 2 decades of the 20th century, the number of firms
engaged in refining in the United States has declined by two-
thirds.

The question we raised, and I think we might as well put on this
record as well, last time is, the industry prepared for some sort of
a tradeoff. If, in fact, you’re asking for a public policy that has the
taxpayers give some sort of incentive to increase capacity—and I’m
saying ‘‘taxpayers’’ because we, I think, all agreed that we want the
environmental regulations to stay in effect and to protect our
health. So, is the industry prepared for some sort of a tradeoff if
some incentive is given to increase the capacity?

What’s the give-back to the taxpayer? Are you going to share
profits or have an excess profit tax as a fall-back, or, you know,
what is the taxpayer going to get if there’s some sort of incentive
given to the industry to increase refinery capacity?
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Mr. SLAUGHTER. You know, our association is not asking for any
incentives of those kinds. We are asking only for prudent policy-
making in terms of being more sensitive to the impact on fuel sup-
ply of the environmental requirements.

Mr. TIERNEY. I’m sorry. You’re losing me here. A minute ago you
said that you were in favor of the environmental regulations, that
you didn’t want to have it adversely impact health. So, are you
looking for adjustments in it, changes?

Mr. SLAUGHTER. The fact of the matter is that there is a bal-
ancing process that is a part of all this. I mean, you look at things
like the New Source Review program; the actual truth is, there had
been some slight increases in domestic refining capacity that
stopped when the New Source Review program was reinterpreted
in the late 1990’s.

Mr. TIERNEY. But, it was interpreted.
Mr. SLAUGHTER. It was reinterpreted and it was used as an ex-

cuse to force additional investments on the industry.
Mr. TIERNEY. Sir, you are asking for a relaxation in environ-

mental regulation?
Mr. SLAUGHTER. Not in the least. As a matter of fact, we are

making significant investments, and as has been pointed out here,
having made investments, it’s in our interest for those programs to
go forward. But, we can do a better job in the future.

Mr. TIERNEY. So, now we’re back to where I thought we were be-
fore. You have no change in the environmental landscape, and
you’re still not doing anything. So, what is it you want?

Mr. SLAUGHTER. But, Congressman Tierney, I just don’t realize
why you can’t understand that we want the policy to be imple-
mented better with some more attention paid to the impact on the
supply. That’s all we’re asking.

Mr. TIERNEY. Which is semantics for saying that you want to re-
duce the environmental protections.

Let’s be serious with each other. That’s what I don’t understand.
I don’t understand why you won’t be succinct in saying what it is
you want. If you don’t want the environmental regulations enforced
to their fullest capacity to protect the health of people in this coun-
try and you want some sort of relaxation of that, then just say so,
and we’ll know where we are and we can move forward.

Mr. SLAUGHTER. There are few, if any, industries in the country,
Congressman, that have spent, invested more money in cleaner air
and other environmental improvements in the United States than
the refining industry and the automobile industries. They’re re-
sponsible for most of the improvements in air that have occurred
since 1970.

Mr. TIERNEY. Well, they’re also responsible for most of the dam-
age in the air and most of the environmental pollution. So that’s
a good thing going.

We had a need to put environmental regulations on them. It was
a decision that the people of this country made. You, a minute ago,
told me that you were understanding of that and agreed with it.
But, what you are now telling me, although you won’t say it di-
rectly, is that what you want in order to build more refining capac-
ity is a relaxation of those environmental regulations and nothing
else.
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Mr. SLAUGHTER. No, that is not what we want. We are simply
asking for recognition that investment of those sums of money has
an impact on business and that there may be a way, going forward,
to balance our environmental requirements with a little more at-
tention to the supply impact, often with no impact at all to the en-
vironment, Congressman. Some of these things improve the envi-
ronment.

Mr. TIERNEY. Well, that would be certainly a matter of interpre-
tation now, wouldn’t it?

Mr. SLAUGHTER. Well, the New Source Review program reforms
will improve the environment because they will allow the industry
to make quicker use of new technologies.

Mr. TIERNEY. Well, now we know exactly what you’re saying and
that is with as little foundation and scientific backup as any state-
ment that’s been made today. But, that’s for another day.

But, now I know exactly what you’re after. You’re not after tax
breaks. You’re not after anything else. You’re after a relaxation of
the environmental regulations, although you say in another breath
that you’re not.

Mr. SLAUGHTER. I can’t agree with you, sir. I’m sorry.
Mr. TIERNEY. Well, it is what it is.
Mr. OSE. I want to thank this panel for their participation and

for both Mr. Tierney and Mr. Tiberi’s participation. I do appreciate
your coming down here.

I have to say, I am struck by two things. First, that the interests
of those who are in the business today, from an economic stand-
point, are well served by higher barriers to entry, notwithstanding
anything else; but the ability to keep competitors out benefits those
who are able to deliver product today—that’s just an economic re-
ality. And, the current regulatory regime, while Mr. Slaughter may
testify that his people are interested in increasing supply, which I
accept, the current regulatory regime and capital returns serve to
restrict the number of producers who give us product. That’s the
first thing.

And, the second is that everybody on this panel has now agreed
with me, which position I took in 1999, that the environmental reg-
ulation on oxygenate additives needs to be rolled back as it relates
to California.

And, I want to thank this panel for its testimony and participa-
tion. I certainly appreciate the company and input and the edu-
cation I get from my friend from Massachusetts, and I look forward
to our next hearing.

We are adjourned.
[Whereupon, at 1 p.m., the subcommittee was adjourned.]
[Additional information submitted for the hearing record follows:]
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