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OIL INVENTORY POLICIES

TUESDAY, FEBRUARY 26, 2008

U.S. SENATE,
COMMITTEE ON ENERGY AND NATURAL RESOURCES,
Washington, DC.

The committee met, pursuant to notice, at 10:02 a.m. in room
SD-366, Dirksen Senate Office Building, Hon. Jeff Bingaman,
chairman, presiding.

OPENING STATEMENT OF HON. JEFF BINGAMAN, U.S.
SENATOR FROM NEW MEXICO

The CHAIRMAN. Why don’t we go ahead and get started. Senator
Domenici is on his way. I need to advise all witnesses which, unfor-
tunately, we have, I believe it’s going to be three votes that start
at 10:10. We're not going to have to break right at 10:10, but about
10:20 we will have to break.

So, maybe we can get as many statements in as possible before
then. Let me just make a very short statement here. Thank you for
being here. Thanks to all the witnesses.

The purpose of this hearing is to discuss a critical aspect of our
Nation’s energy security, oil inventories and in particular, the stra-
tegic petroleum reserve. I'm concerned about the current policy to
fill the SPR with royalty in kind oil from the Department of Inte-
rior regardless of market conditions. For that reason I have co-
sponsored Senator Dorgan’s bill to essentially take a time out on
filling SPR as we face the threat that Venezuela might suspend oil
shipments to the U.S. It’s more appropriate, in my view, for us to
consider releasing oil from the SPR rather than filling it.

I'd also like to discuss the broader policy issues related to the
Strategic Petroleum Reserve. The Administration has asked Con-
gress for legal authority to double the size of the reserve to 1.5 bil-
lion barrels. Before we can consider such a request, I believe it
would make sense to think first about our policy related to the SPR
fill and drawdown. Second, think about whether simply increasing
crude storage will truly enhance our ability to respond to oil supply
disruptions.

Our Strategic Petroleum Reserve fill and drawdown policies are
inconsistent across different Administrations. Sometimes they're
inconsistent within Administrations. Perhaps it’s time to consider
adding more clarity to SPR policies so that the market can know
what to expect during oil supply disruptions.

I'm concerned that the current Administration seems to have
changed the long standing policy that originated in the Reagan Ad-
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ministration which stated that in the case of a world oil supply dis-
ruption, the SPR would be drawn down early and in large volumes.
The SPR policy enacted during the 1990 and 1991 Desert Storm
Operation offered an example of this “early and large volumes” pol-
icy and action. The DOE observed that world oil markets remained
remarkably calm throughout most of the war due largely to the
swift release of the Strategic Petroleum Reserve oil.

Then Secretary of Energy Watkins noted, “We have sent an im-
portant message to the American people that their 20 billion dollar
investment in an emergency supply of crude oil has produced a sys-
tem that can respond rapidly and effectively to the threat of an en-
ergy disruption.” In contrast, the current Administration has gone
in a different direction deciding not to release SPR oil despite three
nearly simultaneous oil supply disruptions in Venezuela, Iraq and
Nigeria in 2003. In order to ensure that this large investment, it
was worth 20 billion when Secretary Watkins was in office, but
today it’s worth more like 70 trillion, still responds effectively in
the case of a disruption, we need to clarify the conditions under
which SPR should be used. For a more technical level we need to
discuss whether we should be adding more crude oil inventories or
instead storing refined products; whether we should have the gov-
ernment own all of the oil or whether there are other more market
friendly approaches to increasing our supply cushion.

The IEA has pointed out that the United States demand for re-
fined petroleum products exceeds our refinery capacity. The agency
therefore has recommended that we consider other policy options to
enhance our response capability. Our Nation’s energy security is
too important to set on auto pilot, and the purpose of today’s hear-
ing is to determine what other course we might follow.

I know Senator Domenici is going to have an opening statement
when he arrives. Let me just ask if either of my colleagues felt
they’d want to make a statement right now. Do you want to start?

Senator BARRASSO. Just in the interest of time, Mr. Chair, I
know you

The CHAIRMAN. Yes.

Senator BARRASSO [continuing]. Have the committee voting in
about 10 minutes. Senator Domenici is coming in.

The CHAIRMAN. Oh, good. OKk.

[The prepared statements of Senators Bingaman, Dorgan, and
Murkowski follow:]

PREPARED STATEMENT OF HON. JEFF BINGAMAN, U.S. SENATOR FROM NEW MEXICO

Thank you all for coming today to discuss a critical aspect of our nation’s energy
security: oil inventories and the Strategic Petroleum Reserve in particular. I am
concerned about the current policy to fill the SPR with Royalty-in-Kind oil from the
Department of the Interior, regardless of market conditions, which is why I am co-
sponsoring Senator Dorgan’s bill to take a time out on filling the SPR. As we face
the threat that Venezuela might suspend oil shipments to the United States, it is
more appropriate for us to be considering releasing the SPR rather than filling it.

But I would also like to discuss broader policy issues related to the Reserve. The
Administration has asked Congress for the legal authority to double the size of the
Reserve to 1.5 billion barrels. Before we can even consider such a request, it seems
to me that we need to think first about our policy related to SPR fill and drawdown,
and second, think about whether simply increasing crude storage will truly enhance
our ability to respond to oil supply disruptions.

Our SPR fill and drawdown policies are inconsistent across different Administra-
tions, and sometimes within Administrations. Perhaps it is time for us to consider
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adding more clarity to SPR policies, so that the market can know what to expect
during oil supply disruptions. I am concerned that the current Administration seems
to have changed the long-standing policy that originated in the Reagan Administra-
tion, which stated that in the case of a world oil supply disruption, the SPR would
be drawn down early and in large volumes. The SPR policy enacted during the
1990-1991 Desert Storm operation offered an example of this “early and in large vol-
umes” policy in action. DOE observed that “world oil markets remained remarkably
calm throughout most of the war, due largely to the swift release of the Strategic
Petroleum Reserve oil.” Then-Secretary of Energy Watkins noted, “We have sent an
important message to the American people that their $20 billion investment in an
emergency supply of crude oil has produced a system that can respond rapidly and
effectively to the threat of an energy disruption.”

However, the current Administration gone in a different direction, deciding not to
release SPR oil, despite three nearly simultaneous oil supply disruptions in Ven-
ezuela, Iraq, and Nigeria in 2003. In order to ensure that this large investment—
worth $20 billion in Secretary Watkin’s day, but more like $70 billion today—still
responds effectively in the case of a disruption, we need to clarify the conditions
under which the SPR should be used.

On a more technical level, we need to discuss whether we should be adding more
crude oil inventories, or storing refined products; whether we should have the gov-
ernment own all of the oil, or whether there are other, more market-friendly ap-
proaches to increasing our supply cushion. The International Energy Agency has
pointed out that U.S. demand for refined petroleum products exceeds our refinery
capacity. The Agency therefore has recommended that we consider other policy op-
tions to enhance our emergency response capability.

Our nations’ energy security is too important to set on auto-pilot. I hope that this
hearing will help us to be more thoughtful about our emergency response capability.

PREPARED STATEMENT OF HON. BYRON L. DORGAN, U.S. SENATOR FROM
NORTH DAKOTA

When it comes to the Strategic Petroleum Reserve (SPR), the Administration’s
policy has been to say let’s “top it off” I want to be clear that we have a major dif-
ference of opinion. My view, and that of many of my colleagues, is that we need to
take a timeout from filling the SPR.

With oil trading at record highs and supplies tightening, it makes no sense to me
why this Administration wants to continue removing oil from the market and stick-
ing it underground. The SPR is more than 96 percent full. We are meeting our
international treaty obligations for oil inventories from public and private oil stocks.
DOE’s own figures show that we have about 118 days of import protection, which
is more than our 90-day requirement.

Oil has been trading at over $100 per barrel for a number of days in 2008. OPEC
is expected to cut production again. Excess speculation is distorting market fun-
damentals and driving up the price of a barrel. We heard testimony before the En-
ergy Subcommittee from an oil industry expert at Oppenheimer that excess specula-
tion may be adding as much as $30 to the price of a barrel of oil.

Keeping oil on the market, instead of putting it underground, will put some down-
ward pressure on oil prices and help ease the pain consumers are feeling at the
pump.

However, the Administration continues to maintain that removing oil from the
market and storing it underground does not impact on the oil prices. The Depart-
ment of Energy has supposedly done an internal analysis that says that there is
little to no major market impact because this is such a small portion of global daily
use. I have not seen this analysis. I am not certain whether it has been peer-re-
viewed or even if it is available to the public.

I would like to know whether the Administration has a determined price thresh-
old that would reverse its SPR fill policy. Is it oil trading at $120/barrel per barrel?
Is it $3.50/gallon gasoline? When will they say filling the reserve becomes cost pro-
hibitive?

Along with a price threshold, I would also like the Administration to provide to
the Congress the total costs for filling the SPR today or the potential costs of their
long-term plan to fill the SPR to the 1.5 billion barrel level.

We must further examine the near- and long-term use of precious federal re-
sources to make our nation more energy secure. I am convinced that filling the SPR
at this time is not the best way to direct resources toward our national energy prior-
ities.
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Congress recently passed major energy bills to address our challenges including
the Energy Policy Act of 2005, the Gulf of Mexico Energy Security Act of 2006 and
the Energy Independence and Security Act of 2007. These are important steps, but
much more needs to be done.

This Administration continues to short-change funding for critical energy pro-
grams, but they have no problem filling the SPR with $100/ barrel oil. This makes
no sense to me.

I want to be clear that I do believe the SPR is an important asset for our nation’s
economic and national security interests. But I also believe that we need to look at
other alternatives rather than just “topping it off’ at any price.

For these reasons, I introduced S. 2598, the Strategic Petroleum Reserve Fill Sus-
pension and Consumer Protection Act of 2008. I very much appreciate the support
of Senators Bingaman, Collins, Kerry, Wyden, Levin, and Lieberman who have
joined me as original cosponsors, and I certainly welcome others as cosponsors.

This legislation is very simple: It would suspend filling the Strategic Petroleum
Reserve for one year unless the price of oil drops below %50 per barrel during the
remainder of 2008. This includes both purchasing oil for the reserve and filling the
reserve with oil from royalty-in-kind contracts or any other means of acquisition.

As I said earlier, the reserve is at least 96 percent full. The current capacity is
727 million barrels of oil. The current inventory is about 700 million barrels. The
Administration has gone forward and recently awarded three contracts to Shell
Trading Co., Sunoco Logistics, and BP North America to fill an additional 12.3 mil-
lion barrels of oil over the next six months. My understanding is that they may offer
contracts later this year to fill 125,000 barrels per day for an amount of time.

I am particularly concerned that the DOE is removing highly sought after light
sweet crude from the market. We heard testimony on November 12, 2007 from Dr.
Philip Verleger before a joint hearing between the Energy Subcommittee and Home-
land, Government Affairs Permanent Subcommittee on Investigations that indicated
t}fl‘e fxdministration’s policy could be adding as much as $10 to the price of a barrel
of oil.

Dr. Verleger went onto make the point that this volume of light sweet crude that
they want to put into the SPR may have only been 0.3 percent of the total global
supply available, but it was adding at much as 10 percent to the price of light sweet
mf"‘udle. Yet, DOE still claims that their policy has no economic impact on the price
of oil.

I believe it does and we need to take a timeout from filling the SPR to help sta-
bilize energy prices.

Mr. Chairman, I think that this hearing is very timely, and I hope to work with
you a}rlld other colleagues in the Senate to reverse this wrongheaded, senseless ap-
proach.

PREPARED STATEMENT OF HON. LisA MURKOWSKI, U.S. SENATOR FROM ALASKA

Mr. Chairman, thank you for holding this oversight hearing on the workings of
the nation’s Strategic Petroleum Reserve (SPR). I would like to express my clear
support for expanding the size of the nation’s hydrocarbon reserves, while also ex-
pressing some willingness to see the government show more flexibility on when it
deposits oil into the SPR.

Following the 1973 Arab oil embargo, the United States wisely chose to utilize
salt caverns in Louisiana and Texas and fill them with oil to provide the nation with
strategic energy stockpiles in the event of import supply disruptions, whether
cauied by politically induced boycotts or naturally induced hurricanes or earth-
quakes.

Currently the Strategic Petroleum Reserve contains about 699 million barrels of
oil stored in four salt caverns: the Bryan Mound and Big Hill reserves in Texas and
the West Hackberry and Bayou Choctaw reserves in Louisiana. Congress in 2005
already authorized the expansion of the four existing sites, plus the development of
a new 160 million barrel reserve, likely to be located at Richton in Mississippi, in
order to increase the reserve to hold up to 1 billion barrels from the 727 it currently
can hold. The President last year proposed that the size of the reserve be increased
still further to 1.5 billion barrels by 2026.

Under U.S. commitments to the International Energy Agency that were the out-
growth of G-8 discussions after the 1973-74 embargo, America and all G-8 nations
are required to hold petroleum inventories equal to 90 days of (net) oil imports.
Since the commercial reserves held by private firms continue to decrease relative
to U.S. needs, the size of the nation’s strategic reserves needs to increase. According
to the EIA by 2010 we will have only 61 days of oil import protection from the 727
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million barrels in the four existing caverns. Even proceeding with the expansion to
1 billion barrels will only provide the nation a 62-day supply given the nation’s like-
ly increased consumption of petroleum by 2030. We will continue to have to encour-
age private companies to maintain a 30-to 60-day commercial inventory supply just
to meet our international commitments.

But maintaining and expanding the Strategic Petroleum Reserve is required not
just to maintain our commitment to the International Energy Agency. It is impor-
tant if we are to protect the nation’s military and economic security. Currently this
nation produces about 5.2 million barrels of oil a day. While EIA predicts that to-
day’s high prices may edge production back to a peak of 6.4 million barrels a day
by 2020, our consumption is nearly 21 million barrels a day and is expected to hit
nearly 25 million barrels a day by 2030.

Thus it is clear that we need to improve and expand SPR, not curtail its oper-
ations. Our existing SPR can pump only about 4.4 million barrels of oil a day out
of the salt caverns and into pipelines to head to refineries. That ability needs to con-
tinually expand in order for our stored oil to be readily available to help maintain
our economy in the event of energy import disruptions. We also need to consider
funding expansions of refined product reserves, not just for the Northeast, but for
the West Coast and Southwest. Given the nation’s pipeline network limitations, it
takes only 5 or 6 days to move SPR oil to Midwestern refineries and 6 to 8 days
to move SPR oil by tanker to East Coast refineries, but 16 to 18 days to move oil
to the West Coast via the Panama Canal. It is important that we plan and install
new ways to store reserves of both crude oil and refined products on the West Coast
and add to the Northeast heating oil reserve so that we can store more refined prod-
ucts for East Coast use. The effects of 2005’s Hurricanes Katrina, Rita and Wilma
all show that speading our reserves around geographically would make excellent
sense from a strategic standpoint.

The need for West Coast oil was one of the reasons that last year I and my Alaska
colleague Senator Ted Stevens proposed opening the Arctic coastal plain to oil devel-
opment, but moving the federal share of the oil that would be produced into a new
Strategic Petroleum Reserve. That would allow us to expand our oil stockpiles with-
out hurting current market supplies or prompting price hikes for oil. I still hope to
convince Congress of the economic and supply benefits of classifying part of the
Alaska’s reserves in the Arctic National Wildlife Refuge for deposit in a SPR.

So I support continued funding to expand the physical size of the SPR. But I am
willing to listen to arguments for permitting oil to be deposited into the SPR only
when prices are below last week’s $100 per barrel price. While we don’t actually pay
money for oil—we simply divert the U.S. royalty share of Gulf of Mexico oil produc-
tion into SPR—putting that oil into the reserve takes oil that could go onto world
markets to help drive down prices out of general circulation. Even though the
amount of oil, 70,000 barrels a day is so small that it likely has little effect on
prices, depositing that oil in SPR certainly does little to reduce high prices.

So it does make sense to fill the SPR more slowly when prices are high so that
more of the U.S. royalty share of oil goes to markets to help put some slight pres-
sure to drive down prices. While I do not support passing a statute that prohibits
deposits unless oil prices are less than some set threshold, it does make sense to
suspend oil deposits and to sell government oil on the open market to help psycho-
lolgl'cally reduce prices at times of extremely high prices and significant price vola-
tility.

I expect this hearing to give us better guidance on how to suggest to the Depart-
ment of Energy on when to acquire oil for SPR and when to stop pumping new oil
into the reserve. While oil prices aren’t likely to return to the $10 per barrel prices
of two decades ago, they certainly are likely to fall from the current $90 to $100
per barrel price. And as we all know it is better to buy low, than to buy high.

I look forward to the expert testimony and advice we are to receive today to help
us craft a better oversight policy for SPR acquisitions and storage efforts. Thank you
Mr. Chairman.

STATEMENT OF HON. LARRY CRAIG, U.S. SENATOR
FROM IDAHO

Senator CRAIG. Mr. Chairman, while the Senators are being seat-
ed, can I make just a few comments?

The CHAIRMAN. Sure.

Senator CRAIG. I'm not in disagreement with you as it relates to
a consistent policy. Last week with the explosion of the refinery in
Texas, oil hit $100 a barrel. Who says $70 and $80 and $90 barrel
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oil may not be a bargain today based on what it could be out there
in the future.

What we did in, you know, EPACT with bumping it up to a bil-
lion barrels instead of the 699 million we have now probably is the
right and reasonable cushion. We may never reach that goal if we
set the target at $50 a barrel. But having said that let me suggest
that there’s another way of looking at this.

If we took 10 million out of the SPR money and did the kind of
responsible inventory of offshore reserves today. That we know are
out there, but we don’t have a contemporaneous, modern inventory
and analysis of where they all are. That might be the greatest SPR
for our country that we could possibly have. We know the fights in-
volved in all of that and so the easy way out is to buy expensive
oil and stick it back in the ground. What about the less expensive
oil that’s already out there in the ground that we ought to inven-
tory and modernize to know what our country has available to it.

There are a lot of ways of looking at this. I suggest the greatest
pro is in the Gulf. It’'s in ANWR. It’'s in off our East and West
Coast. But none of us want to go there. We want to fight over a
reasonable cushion of security of a billion barrels and a refinery ca-
pacity that in a short run or at least in the case of the explosion,
in Texas, that takes a refinery off line for a time, causes a spike
in the market.

I guess that’s my concern. I can see the need of consistency. I can
also see the need of security and the greater security is not in SPR,
it’s in tapping our own reserves. Thank you.

The CHAIRMAN. Senator Domenici, did you want to make a state-
ment at this point or do you want me to go right to the witnesses?
What’s your preference?

STATEMENT OF HON. PETE V. DOMENICI, U.S. SENATOR FROM
NEW MEXICO

Senator DOMENICI. I prefer that you go on. I just wanted to com-
ment on your statement that we don’t want to proceed with the off-
shore resources and the like. I want the record to show that that
plural “we” didn’t apply to me, cause I do.

The CHAIRMAN. I'm talking about a collective “we’ll” in this con-
text. That’s right.

b Senator DOMENICI. I've already tried and we've succeeded a little
it.

The CHAIRMAN. That’s right.

Senator DOMENICI. We've got to try some more. Instead of doing
this we ought to have another bill. I'll put my prepared statement
in the record and might use it in the questions.

Senator DOMENICI. But for the purposes of where we are, I don’t
agree with the bill that suggests that we ought to stop putting oil
in SPR because of the current price. Thank you, Mr. Chairman.

[The prepared statement of Senator Domenici follows:]

PREPARED STATEMENT OF HON. PETE V. DoMENICI, U.S. SENATOR FROM
NEwW MEXICO

Welcome. I want to thank our panel of witnesses for taking time out of their busy
schedules to join us today. Your testimony will be invaluable as we look into the
United States’ oil inventory policy, specifically the policy related to the Strategic Pe-
troleum Reserve (SPR).
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In the last year, oil prices have increased nearly 60% because of geopolitical insta-
bility, a lack of additional refining capacity, and the tightness of the global market.
Despite the increase in oil and petroleum costs, the Energy Information Administra-
tion (EIA) in its 2008 Energy Out look expects world oil consumption to rise 0.6%
and the total U.S. petroleum consumption to increase 1.0% in 2008.

Recently, there has been concern surrounding SPR fill activity because of high oil
prices. However, the fill rate of the SPR is 70,000 barrels a day, which is less than
one tenth of one percent of U.S. daily consumption and between one sixteenth and
one ninth of one percent of world oil consumption, which is reaching approximately
90 million barrels per day. Therefore, the fill activity is having a minimal impact
on the market and has done little to increase world oil prices.

Almost everyone agrees that we should have a SPR, but there has been con-
troversy since the 1980’s surrounding the purpose of the SPR and how the reserve
should be used and managed.

The U.S. established the SPR as a result of the Arab Oil Embargo by the Organi-
zation of Petroleum Exporting Countries (OPEC), which reduced crude oil produc-
tion and caused economic disruption to the U.S. The original intent of the SPR was
to discourage the use of oil as a political weapon and to be used during temporary
oil supply disruptions.

Our nation’s future energy security is tenuous because the U.S. continues to in-
crease petroleum consumption while our domestic production is leveling off. The re-
sult is a greater dependence on foreign oil year after year. Additionally, there is an
increase in political instabilities within oil producing countries like Nigeria and Ven-
ezuela, and the presence of terrorist activities in the Middle East increases the po-
tential risk to OPEC production. Not to mention acts of nature such as hurricanes.

The SPR’s current capacity is 727 million barrels, it has an inventory of 698 mil-
lion barrels and a drawdown ability of 4.4 million barrels a day for the first 90 days;
and thereafter the rate would begin to decline. Therefore, filling and expanding the
reserve is necessary to strengthen the long-term energy security of the United
States. The SPR is not intended to affect oil prices. It is a national security asset.

Mr. Chairman, I appreciate your willingness to hold this hearing and examine the
SPR inventory policies. But this is also an opportunity to recognize the fact that we
should focus on expanding access to new domestic sources of oil. As you know I
would like to see development increase on the outer continental shelf. And I am
hopeful that we will not revise the wise policies of advancing research and develop-
ment and commercial production of oil shale.

As Recent studies by the Department of Interior estimate that federal lands have
more than 20 billion barrels of untapped oil and another 20 billion in federally re-
stricted offshore areas. This amount of federally restricted domestic resources is 100
times more than the amount in the SPR. As prices continue to rise and we ship
nearly $400 billion annually overseas to import oil-it is essential that we re-exam
our domestic production policies.

I look forward to hearing from today’s witnesses, and, going forward, to working
with the members of this Committee on this serious matter. Thank you.

The CHAIRMAN. Alright. Why don’t we get started on the state-
ments? As I indicated about 10 minutes into the first vote we’ll just
stop wherever we are and return after what I think will be three
votes.

Our witnesses—let me introduce them all here. Katharine
Fredriksen, who is the Principal Deputy Assistant Secretary in the
Office of Policy and International Affairs in the Department of En-
ergy, thank you for being here. Frank Rusco, who is the Acting Di-
rector for the Natural Resources and Environment area in the
GAO. Frank Verrastro, thank you for being here. He’s the Director
and Senior Fellow with Energy and National Security Program for
the CSIS, the Center for Strategic and International Studies here
in Washington. Melanie Kenderdine, who is the Associate Director
for Strategic Planning at the MIT Energy Initiative in Cambridge,
thank you for being here.

Ms. Fredriksen, why don’t you go right ahead?
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STATEMENT OF KATHARINE FREDRIKSEN, PRINCIPAL DEP-
UTY ASSISTANT SECRETARY, OFFICE OF POLICY AND INTER-
NATIONAL AFFAIRS, DEPARTMENT OF ENERGY

Ms. FREDRIKSEN. Thank you, Mr. Chairman, members of the
committee. It’s my pleasure to appear before you today to discuss
the importance of the Strategic Petroleum Reserve and its role in
providing energy security to our Nation.

Our energy security is directly intertwined with our national se-
curity. In fact we are in a time of great risk when it comes to both
realities. Global energy consumption will continue to increase by
roughly 50 percent by 2030 with oil projected to remain the single
largest source of that energy.

Oil resources are often located in places that are geographically
hard to reach, difficult to develop and politically unstable or un-
friendly to new, foreign investment. Record high oil prices reflect
that growing global demand, the limited spare to production capac-
ity due to insufficient investment, a similar lack of investment in
exploration and rising development costs. In 2006 the United
States imported over 12 million barrels of petroleum a day account-
ing for roughly 60 percent of our daily consumption.

Although you must answer today’s question on reserve capacity,
we must also confront the question of tomorrow. That is how to re-
duce our dependence on fossil fuels. We must as a global leader in
the world and the world’s largest energy consumer, fundamentally
transform the way the world produces and consumes energy.

We must expand and diversify our supplies and our suppliers, in-
crease our efficiency, modernize and expand our infrastructure and
improve our environmental stewardship. We must confront the rea-
sons why we are dependent on foreign oil. How we can mitigate
these circumstances including increasing our own domestic explo-
ration and production.

Despite the concern about reliance on foreign oil this Nation con-
tinues to forgo available self help, the tremendous resources avail-
able in ANWR and the vast majority of the outer continental shelf.
The Department is continually working to develop alternative en-
ergy sources and to improve our existing energy infrastructure.
Only by confronting our energy security, in its entire context, can
we properly make decisions on our national reserves and their crit-
ical importance to our Nation in times of natural or unnatural
emergencies.

In looking at the two emergency drawdowns in the SPR’s history,
it is clear that this tool was vital during both events, whether as
a result of a global conflict like Operation Desert Storm or a nat-
ural disaster such as Hurricanes Katrina and Rita where approxi-
mately 25 percent of our Nation’s refining capacity was impacted.
Our reserves were critical in these periods. They were immediately
put into action.

The conversation should not focus on whether the Strategic Pe-
troleum Reserves serve a significant role in our energy security be-
cause it unquestionably does, as our Nation’s one and only insur-
ance policy against global supply disruption. The conversation
should also not focus on whether the Reserve serves its purpose as
America’s fulfillment to our international treaty commitments as
agreed to under the agreement for International Energy Program
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under the IEA charter because we do. The conversations should in-
stead focus on a shared philosophy to increase the capacity of the
Reserve and answer the President’s call in his 2007 State of the
Union Address to double that Reserve to 1.5 billion barrels.

This conversation is imperative. It needs to be addressed so that
the United States has the appropriate and vital layer of protection
it needs to ensure that adequate energy supplies are available to
the American people in the case of a severe supply disruption. Our
energy and national security concerns must be paramount. One
might argue that the macro economic shock from a severe supply
disruption is greater when oil is at $100 per barrel then when it
is at $50 or even $20 per barrel. Thus the protection provided by
the SPR is even more imperative.

As of today the SPR has an inventory of approximately 699 mil-
lion barrels of its current capacity of 727 million barrels. In the
case of a severe supply disruption that accounts for approximately
58 days of U.S. petroleum imports based on the EIA’s import infor-
mation. By law the SPR may be used if the President has deter-
mined that a severe supply disruption has occurred that threatens
the economic security of the United States or it can use it in fulfill-
ment of international treaty obligations.

By the end of March 2008, we expect the SPR inventory to reach
700.7 million barrels, the highest volume to date. That was the
level reached just before Hurricane Katrina. As a result of the
damage to production and refining from those hurricanes, Presi-
dent Bush issued a finding of severe energy supply emergency.

Short term loans totaling 9.8 million barrels were executed. The
IEA then authorized a 60 million barrel drawdown to counter the
effects on the global market of which the U.S. was obligated to
offer 30 million barrels to the market. This resulted in the competi-
tive sale of 11 million barrels.

The loaned oil has been replaced. It was done in May 2007. The
sold oil has not yet been repurchased.

According to the TEA in September of last year, our total oil
stocks in the U.S. including the SPR roughly equate to 120 days
of net imports or about 80 days of our consumption. There are no
compulsory stock requirements for oil companies in the United
States. The number of days of net import protection the SPR inven-
tory provides has significantly declined since the end of 1985. Im-
port dependency has steadily risen from 30 percent of demand in
1985 to approximately 60 percent in 2004.

The SPR’s net import coverage has fallen from a high of 118 days
at the end of 1985 to a range of approximately 55 days in recent
years. Increases in the SPR volume since 2001 have interrupted
that downward trend as can be shown from the graphic. Oil ini-
tially purchased for the SPR was chosen to represent the crude
that are processed by our refineries.

Seven categories of crude were used to define the crude quality
for acquisition. But in order to achieve the required site drawdown
rates it was necessary to co-mingle similar sweet crudes in storage.
Today the SPR maintains only two segregations of oil types: one
sweet and one crude, or one sour.

Light crudes were selected because they offer several significant
advantages in the event of a crude import disruption. First they
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can be refined or processed by all refineries from the simplest to
the most complex. They are the easiest crudes to refine requiring
only the basic refinery processing units. They don’t require any of
the desulfurization equipment, vacuum distillation, cat cracking or
cooking units to handle the heavy bottoms.

Second, most refiners can use light crudes to increase or maxi-
mize their refinery output of light distillate. This is especially im-
portant when refined product exports have been disrupted. Light
crudes will produce the maximum volume of gasoline and naphtha.
A barrel of light crude will yield more gasoline and naphtha in the
refining than a barrel of medium or heavy crude will.

In 2005 we conducted a comprehensive crude compatibility study
of the current SPR crude oil streams. In general the crudes cur-
rently stored are compatible and desirable for the majority of the
U.S. refineries and are well suited to mitigate supply disruptions.
There are however, 11 of the 150 refineries in the U.S. which are
specifically configured to process heavy crude oil that will be im-
pacted in the event of a disruption of foreign crude supplies. They
would still be able to process a limited supply or quantity of crude
oil from the SPR and still maintain

The CHAIRMAN. Could you go ahead and sort of summarize your
comments? They’re running longer than we had expected.

Ms. FREDRIKSEN. No problem, sir. It’s a very difficult topic. I ap-
preciate your patience.

I will close by saying that the expansion of the SPR is essential
to meeting our future energy security needs. It is our intent to in-
crease the level of import protection stored in the SPR as expedi-
tiously as practicable. It is important to remember that the SPR is
a government asset.

A total of $19.4 billion in Federal funding has been provided for
acquisition of SPR. Based on current market prices that inventory
is valued at $62.8 billion based on a $90 per barrel assumption.
The amount currently being placed in the SPR of 70,000 barrels
per day of royalty in kind oil is less than one-tenth of 1 percent
of the daily global demand of 85 billion barrels per day and is well
within producers existing excess production capacity.

This modest fill rate does not put undue pressure on markets.
The EIA, the IEA and the Cambridge Energy Research Associates
have repeatedly stated that global oil demand grows and reduce
commercial inventories have created the tightness on the markets,
not the modest SPR fill rate. Democrat and Republican Presidents,
Democrat and Republican led Congresses, the 27 member nations
of the IEA, as well as China and India, all recognize the need for
a strong Strategic Petroleum Reserve.

In 2005 Congress passed and the President signed into law the
expansion of the SPR to one billion barrels. We must remain on
course to protect our energy and national security. I will be happy
to answer any questions. I thank you for this completes my oral
testimony.

[The prepared statement of Ms. Fredriksen follows:]
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PREPARED STATEMENT OF KATHARINE FREDRIKSEN, PRINCIPAL DEPUTY ASSISTANT
SECRETARY, OFFICE OF POLICY AND INTERNATIONAL AFFAIRS, DEPARTMENT OF EN-
ERGY

Mr. Chairman, members of the Committee, it is my pleasure to appear before you
today to discuss the Strategic Petroleum Reserve (SPR) and its important role in
providing energy security to the United States.

ENERGY SECURITY

Our Nation’s energy security is directly intertwined with our national security. In
fact, we are in a time of great risk when it comes to both realities. Global energy
consumption will increase by roughly 50 percent by 2030, with 70 percent of that
growth coming from the world’s emerging economies. While oil’s share of total en-
ergy use is projected to decline, it is projected to remain the single largest source
of energy through 2030, with oil increasing in absolute terms. Oil resources are
often located in places geographically hard to reach, difficult to develop and politi-
cally unstable, or unfriendly to new foreign investment, superior technology, and
modern business practices of international energy companies.

Record high oil prices reflect growing global demand, limited spare oil production
capacity due to insufficient investment in producing new supply, lack of investment
in exploration and rising development costs. In 2006, the United States imported
over 12 million barrels of petroleum a day, accounting for roughly 60% of our daily
consumption.

Although we must answer today’s question on reserve capacity, we must also con-
front the question of tomorrow, which is how to reduce America’s dependence on fos-
sil fuels to begin with? We must, as a global leader, fundamentally transform the
way the world produces and consumes energy. We must expand and diversify our
energy supply and our suppliers, increase our energy efficiency, modernize and ex-
pand our infrastructure and improve our environmental stewardship.

We must confront the reasons we are dependent on foreign oil, and how we can
mitigate these circumstances, including increased domestic exploration and produc-
tion. Our domestic exploration has nearly bottomed out. Despite all the concern
about reliance on foreign oil this Nation continues to forego available self help: the
tremendous resource available in ANWR and the vast majority of the Outer Conti-
nental Shelf. The Department is continually working to develop alternative energy
sources and improve our existing energy infrastructure and eliminate the road
blocks to that progress.

Only by confronting our energy security in its entire context, can we properly
make decisions on our national reserves and their critical importance to our Nation
in time of natural or unnatural emergencies. In looking at the two emergency
drawdowns in the SPR’s history, it is clear this vital tool was essential during both
events, whether as the result of a global conflict like Operation Desert Storm, or
a natural disaster, such as Hurricanes Katrina and Rita where approximately 25
percent of our Nation’s refining capacity was impacted. Our reserves were critical
in these time periods and were immediately put into action.

The conversation should not focus on whether the Strategic Petroleum Reserve
serves a significant role in our energy security, because it unquestionably does as
our Nation’s one and only insurance policy against global supply disruption. The
conversation should also not focus on whether the Reserve serves its purpose as
America’s fulfillment of its international treaty commitments, as agreed to in the
Agreement for an International Energy Program, because we do. The conversation
should instead focus on a shared philosophy to increase the capacity of the Reserve,
and answer the President’s call in his 2007 State of the Union address to double
it. This conversation is imperative and needs to be addressed so that the United
States has the appropriate and necessary layer of protection it needs to ensure that
adequate energy supplies are available to the American people in the case of a se-
vere supply disruption. Our energy and national security concerns must be para-
mount.

BACKGROUND

In response to the 1973 Arab oil embargo, Congress enacted the Energy Policy
and Conservation Act (Public Law 94-163) to establish the SPR. It was authorized
in recognition of the long-term dependence of the United States on imported crude
oil and petroleum products and the protection that a national petroleum stockpile
would provide in the event of future severe supply interruptions.

As of today, the SPR has an inventory of 698.6 million barrels of its current ca-
pacity of 727 million barrels. In case of a severe supply disruption, that accounts
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for roughly 58 days of U.S. petroleum imports based on Energy Information Admin-
istration (EIA) historical import information. By law, the SPR may be used if the
President determines that a severe oil supply interruption has occurred that threat-
ens the economic security of the United States or in fulfillment of international trea-
ty obligations.

CURRENT STATUS

By the end of March 2008, we expect the SPR inventory to reach 700.7 million
barrels, the highest volume to date. That was the level reached just before Hurri-
cane Katrina devastated the Gulf Coast area in 2005, triggering a complete shut-
down of production and extensive damage to the refining and distribution facilities
in the region. As a result, President Bush issued a finding of a severe energy supply
emergency. Short-term loans (or time exchanges) totaling 9.8 million barrels were
also executed. The International Energy Agency (IEA), then authorized a 60 million
barrel drawdown to counter the effects on the global market, of which the U.S. of-
fered to obligate approximately 30 million barrels to the market. This resulted in
the competitive sale of 11 million barrels. The loaned oil and accompanying pre-
mium barrels were replaced by May 2007.

According to an IEA Report published in September 2007, total oil stocks in the
U.S. currently, including the SPR, roughly equal to 120 days of net oil imports, or
about 80 days of total consumption. There are no compulsory stock requirements for
oil companies in the United States. The number of days of net import protection
that the SPR inventory provides has significantly declined since the end of 1985.
Import dependency has steadily risen, from 30% of demand in 1985 to approxi-
mately 60% in 2004. The SPR’s net import coverage has fallen from a high of 118
days at the end of 1985 to a range of approximately 55 days in recent years. In-
creases in the SPR volume since 2001 have interrupted the downward trend.

IEA COMPLIANCE

The United States is a founding member of the International Energy Agency
(IEA). The IEA was formed with the understanding that the energy security of the
oil consuming and producing nations is interdependent. Member countries must
maintain the equivalent of 90 days of net oil imports as emergency reserves and
take cooperative action in the event of a severe oil supply interruption. The IEA cur-
rently has 27 member countries and we are working to encourage other countries
such as China and India to establish strategic reserves and manage them in accord-
ance with IEA principles. Expanding IEA membership and promoting the establish-
ment and implementation of IEA best practices support the ongoing mission of the
SPR.

The United States’ obligation as a signatory to the International Energy Program
requires that we: (1) hold emergency stocks equivalent to at least 90 days of net
oil imports (which can be met through reliance on government owned, commercial
or both), and (2) release stocks and share available oil in the event of a major supply
disruption. The Agreement on an International Energy Program (the Charter of the
IEA) carries the commitment and status of a treaty. The U.S. SPR alone represents
roughly 46 percent of total IEA strategic reserves.

While committed to the principles of the free market, we believe that it is the re-
sponsibility of the U.S. Government to ensure energy supply for the Nation and ful-
fill its commitment to the IEA. The most effective deployment of a strategic petro-
leum reserve is guaranteed by maintaining Government-owned and operated stocks.
It is the policy of the Administration that the SPR be used only for severe supply
emergencies and not for price or market manipulation.

Oil initially purchased for the SPR was chosen to represent the crudes being proc-
essed by U.S. refineries. Seven categories of crude were used to define the crude
quality for acquisition. However, in order to achieve the required site drawdown
rates, it was necessary to commingle similar sweet crude types in storage. Today,
the SPR maintains only two oil segregations in storage at its sites. One is sweet
crude, which has a sulfur content of no greater than 0.5 percent. The second is sour
crude with a higher sulfur content of approximately 1.4 percent. Both crude types
are classified as light oil having an American Petroleum Institute (API) gravity that
ranges from 30 to 37 degrees.

Light crudes were selected because they offer several significant advantages in
the event of a crude import disruption. First, light sweet crudes can be refined or
processed by all refineries, from the simplest to the most complex. Light crudes are
the easiest crudes to refine, requiring only the basic refinery processing units. They
do not require all the desulphurization equipment and vacuum distillation, cat
cracking, or coking units to handle the heavy bottoms. Second, most refiners can use
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light sweet crudes to increase or maximize their refinery output of light distillates.
Sweet crudes can be used by many refineries to increase refinery utilizations beyond
normal levels. This is especially important when refined product exports have been
disrupted—Ilight crudes will produce the maximum volumes of gasoline and naph-
tha. A barrel of light crude will yield more gasoline and naphtha in refining than
a barrel of medium or heavy crude would. This is important to the U.S. whose
transportation system and economy is so highly dependent on gasoline.

In 2005, the SPR conducted a comprehensive Crude Compatibility Study of the
current SPR crude oil streams. In general, the crudes currently stored in the SPR
are compatible and desirable for the majority of the U.S. refineries and are well
suited to mitigate most supply disruptions. There are, however, eleven refineries of
the 150 in the U.S. which have been specifically configured for processing heavy
crude largely from Latin America that would be impacted in the event of a disrup-
tion of foreign crude supplies. However, they would still be able to process a limited
quantity of SPR crude and maintain their full production of gasoline.

To address the potential compatibility issues of the eleven heavy crude refiners
and provide full protection for the Nation for all disruption scenarios, DOE has stat-
ed in the SPR Crude Compatibility Study, it will consider the storage of some vol-
umes of lower gravity crude in the planned expansion of the SPR to 1.0 billion bar-
rels.

SPR FILL POLICIES AND GOALS

The SPR achieved its congressionally mandated goal of 90 days of import protec-
tion in 1983. In 1985, the SPR’s import protection level was 118 days. In the early
1990s, Congress discontinued funding for SPR oil acquisition and SPR fill activities
were suspended in 1994. As a result of increasing U.S. petroleum consumption and
increasing import dependence, the SPR’s import protection level currently stands at
roughly 58 days.

In 1999, the Clinton Administration took steps to reverse this erosion in the Na-
tion’s import protection by taking Federal royalty oil in-kind from offshore produc-
tion leases and transferring it to the Department of Energy to fill the SPR. After
the attack on September 11, 2001, the President directed the SPR to be filled to its
then full capacity of 700 million barrels using Federal royalty oil in the interest of
national security. This took four years and was achieved in August 2005.

In the Energy Policy Act of 2005 (EPACT 2005), Congress directed the Secretary
of Energy to acquire petroleum in sufficient quantities to fill the SPR to the
1,000,000,000-barrel capacity “as expeditiously as practicable”, without incurring ex-
cessive costs or appreciably affecting the price of petroleum products to consumers.
It also directs the Secretary of Energy to promulgate procedures for the acquisition
of petroleum for the Reserve. In addition, the law requires that the procedures in-
clude criteria for reviewing requests for the deferral of scheduled deliveries. The Ad-
ministration has endorsed this SPR fill policy, finalized the necessary procedures,
and resumed SPR fill activities in 2007.

In 2007, President Bush called on Congress in his State of the Union address,
“ . . . to further protect America against severe disruptions to our oil supply, I ask
Congress to double the current capacity of the Strategic Petroleum Reserve.” This
increase to 1.5 billion barrels will provide vital petroleum stocks to protect America
against potential disruptions to our oil supplies and disastrous impacts to our econ-

omy.

Under the SPR’s EPACT 2005 oil acquisition procedures, DOE assesses current
market conditions and the impact of acquiring additional oil for the Reserve—a mar-
ket analysis which includes a review of current and future prices in official outlooks
published by the EIA and IEA as well as other industry assessments and expert
studies.

Royalty-in-kind (RIK) exchanges are conducted on a value basis and the quantity
of oil received by the Government is independent of contracted crude oil prices. Sep-
arate market analyses conducted to address the restart of the SPR oil fill program
using RIK exchange in the last half of 2007 and its continuation during the first
half of 2008 concluded that the quantities involved would not exacerbate market
conditions and the potential benefits derived from incrementally increasing the size
of the SPR outweigh any potential risk to the market.

The SPR has approximately $584 million in available balance from the Hurricane
Katrina Oil Sale in 2005 which is to be used for the repurchase of oil for the Re-
serve. Following a market assessment in January 2007, the SPR offered bids twice
in the Spring of 2007 to acquire oil using these funds, but did not exercise the op-
tion to purchase due to unreasonable offers.
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DOE plans to utilize the $584 million balance to purchase replenishment oil on
the market in Fiscal Year 2008. Before buying additional reserves, DOE will con-
clude a market assessment and make a determination whether it is a reasonable
time to issue a solicitation. The Department will continue to monitor market condi-
tions and thoroughly review responses to solicitations to determine if bids reflect
fair market value to the government.

SPR EXPANSION AND ENERGY SECURITY OBJECTIVES

Expansion of the SPR is essential to meeting the Nation’s future energy security
needs.. It is our intent to increase the level of import protection stored in the SPR
as expeditiously as practicable.

The Administration’s objectives for the SPR oil fill and energy security are:

e Achieve 727 million barrels in 2009
e Achieve 1.0 billion barrels in 2019
e Achieve 1.5 billion barrels in 2029

It is important to remember that SPR oil is a Government asset. A total of $19.2
billion in federal funding has been provided for acquisition of SPR (or $27.51/bbl).
Based on current market prices, the SPR inventory is valued at $62.8 billion (as-
suming $90.00/bbl).

The amount currently being placed in the SPR of 70,000 barrels per day (as deliv-
ered by DOI to DOE, not as placed into the SPR) is less than one-tenth of one per-
cent of the daily global demand of 85 billion barrels per day and is well within pro-
ducers’ existing excess production capacity. The modest fill rate does not put undue
pressure on markets. The EIA, Cambridge Energy Research Associates (CERA) and
the IEA have repeatedly stated that global oil demand growth and reduced commer-
cial inventories have created tightness in the markets, not the modest SPR fill rate.
No empirical evidence exists that would support the suggestion that markets are
sensitive to supply changes that the SPR fill rate, 0.05% of world supply, is, or
would drive market prices up at any significant level.

Mr. Chairman, and members of the Committee, this completes my prepared state-
ment. I would be happy to answer any questions you may have at this time.

The CHAIRMAN. Thank you very much. We have this vote that
started about 10 minutes ago. I think probably the best course is
to just go into recess at this point and come back after these votes
and commence again. Thank you.

Senator DOMENICI. How many do we have?

The CHAIRMAN. I believe there are three. Although the email said
five, so I think the email was wrong. We'll find out. Thank you.

[Recessed.]

The CHAIRMAN. We are back from the votes. Our final vote is oc-
curring now. Mr. Rusco, why don’t you go ahead and give us the
perspective of the General Accountability Office, please?

STATEMENT OF FRANK RUSCO, ACTING DIRECTOR, NATURAL
RESOURCES AND ENVIRONMENT, GOVERNMENT ACCOUNT-
ABILITY OFFICE

Mr. Rusco. Thank you. Mr. Chairman and members of the Com-
mittee, I'm pleased to be here today to discuss issues surrounding
the cost and use of the Strategic Petroleum Reserve.

DOE has been directed to add about 300 million barrels of oil to
the current reserve of almost 700 million barrels. With the price of
oil recently hitting $100 per barrel, this expansion could easily run
into the tens of billions of dollars. In my testimony today I will dis-
cuss three things DOE can do to reduce the cost of expanding the
Reserve and to improve its effectiveness.

First, DOE has not, but should put heavier grades of crude oil
in the Reserve because A: many U.S. refineries run most efficiently
using heavier oil than what is currently in the Reserve, and B:
heavier oils are cheaper than light oils.
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Second, DOE should put fewer barrels of oil into the Reserve
when oil prices are high and more when prices are low. Our work
has shown that such an approach would save a great deal of
money.

Third, DOE’s current practice of trading royalty oil for different
oil to put in the Reserve is more complicated and less efficient then
buying oil directly in the market.

I would like to elaborate on these three points. Our work indi-
cates that about 40 percent of all crude oil used by U.S. refineries
is heavier than what is currently in the Reserve. Many U.S. refin-
eries run most efficiently using heavier oils. In practice this means
that during an oil supply disruption, many U.S. refineries would
have to operate below capacity if they used oil from the Reserve.

This loss in capacity would reduce supplies of gasoline and diesel
and exacerbate the economic effects of the supply disruption. DOE
itself has determined that it should have 10 percent heavy oil in
the Reserve, however to date, it currently has none. We believe
more than 10 percent is likely warranted.

Including heavy oils in the Reserve would also save lots of
money. In recent years the difference in price between light and
heavy oil has averaged about $12 per barrel. If these price dif-
ferences continue while DOE increases the size of the Reserve,
DOE could potentially save over $3 billion by simply buying heavy
oil.

DOE should put fewer barrels into the Reserve when prices are
higher and more when prices are lower. One way to do this is to
buy a constant dollar amount of oil each month as opposed to buy-
ing a constant number of barrels. This approach commonly referred
to as dollar-cost averaging is very similar to what many of us do
when we put steady monthly contributions into our 401k plans.

Our work indicates that DOE could have saved over a half a bil-
lion dollars during fiscal years 2001 through 2005 had it used such
an approach. These foregone savings amount to almost 15 percent
of the total cost of the oil added to the Reserve during these years.
Going forward our simulations show that because oil prices are
typically volatile using a constant dollar approach would save
money as DOE adds to the Reserve whether oil prices are generally
rising or falling.

Finally, trading royalty oil for other oil to fill the Reserve is in-
herently more complicated and less efficient than buying oil in the
market. The Department of Interior gives royalty oil to DOE which
turns around and trades it for different oil to put into the Reserve.
This requires coordination between DOE and DOI. This coordina-
tion is not happening to an appropriate degree.

For example, the DOE Inspector General recently issued a report
that among other things found that neither DOE nor DOI can be
sure that DOE is even receiving the agreed upon number of barrels
from DOI because neither agency follows the entire process from
beginning to end. There’s a blind spot in the oversight process.

To conclude, the United States has a Strategic Petroleum Re-
serve to protect our economy from oil supply shocks. It has proven
useful in the past such as in the aftermath of Hurricanes Katrina
and Rita. Currently the Reserve holds about 56 days of net oil im-
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ports. But it will have to grow to maintain the same level of protec-
tion if demand for oil continues to rise.

However, we have a large Reserve now that can protect the econ-
omy from any, but the most extreme supply disruptions. This al-
lows us some flexibility to be smarter about how we add oil to the
Reserve. Our work shows that several billion dollars could be saved
and the Reserve made more efficient by: one, putting heavier oils
into the Reserve, two, buying less when prices are higher and more
when prices are lower and three, using cash instead of a trading
system for purchasing oil. Achieving these dollar savings is impor-
tant in these times of slower economic growth and budget deficits.

Thank you. This completes my oral statement. I would be happy
to answer any questions.

[The prepared statement of Mr. Rusco follows:]

PREPARED STATEMENT OF FRANK RUSCO, ACTING DIRECTOR, NATURAL RESOURCES
AND ENVIRONMENT, GOVERNMENT ACCOUNTABILITY OFFICE

STRATEGIC PETROLEUM RESERVE
OPTIONS FOR IMPROVING THE COST-EFFECTIVENESS OF FILLING THE RESERVE
WHY GAO DID THIS STUDY

The Strategic Petroleum Reserve (SPR) was created in 1975 to help insulate the
U.S. economy from oil supply disruptions and currently holds about 700 million bar-
rels of crude oil. The Energy Policy Act of 2005 directed the Department of Energy
(DOE) to increase the SPR storage capacity from 727 million barrels to 1 billion bar-
rels, which it plans to accomplish by 2018. Since 1999, oil for the SPR has generally
been obtained through the-royaltyin-kind program, whereby the government re-
ceives oil instead of cash for payment of royalties on leases of federal property. The
Department of Interior’s Minerals Management Service (MMS) collects the royalty
oil and transfers it to DOE, which then trades it for oil suitable for the SPR.

As DOE begins to expand the SPR, past experiences can help inform future efforts
to fill the reserve in the most cost-effective manner. In that context, GAO’s testi-
mony today will focus on: (1) factors GAO recommends DOE consider when filling
the SPR, and (2) the cost-effectiveness of using oil received through the royalty-
inkind program to fill the SPR.

To address these issues, GAO relied on its 2006 report on the SPR, as well as
its ongoing review of the royalty-in-kind program, where GAO interviewed officials
at both DOE and MMS, and reviewed DOE’s SPR policies and procedures. DOE pro-
vided comments on a draft of this testimony, which were incorporated where appro-
priate.

WHAT GAO FOUND

To decrease the cost of filling the SPR and improve its efficiency, GAO rec-
ommended in previous work that DOE should include at least 10 percent heavy
crude oils in the SPR. If DOE bought 100 million barrels of heavy crude oil during
its expansion of the SPR it could save over $1 billion in nominal terms, assuming
a price differential of $12 between the price of light crude oil and the lower price
of heavy crude oil, the average differential over the last five years. Having heavy
crude oil in the SPR would also make the SPR more compatible with many U.S.
refineries, helping these refineries run more efficiently in the event that a supply
disruption triggers use of the SPR. DOE indicated that, due to the planned SPR ex-
pansion, determinations of the amount of heavy oil to include in the SPR should
wait until it prepares a new study of U.S. Gulf Coast refining requirements. In addi-
tion, we recommended that DOE consider acquiring a steady dollar value—rather
than a steady volumeof oil over time when filling the SPR. This “dollar-cost-aver-
aging” approach would allow DOE to acquire more oil when prices are low and less
when prices are high. GAO found that if DOE had used this purchasing approach
from October 2001 through August 2005, it would have saved approximately $590
million, or over 10 percent, in fill costs. GAO’s simulations indicate that DOE could
save money using this approach for future SPR fills, regardless of whether oil prices
are trending up or down as long as there is price volatility. GAO also recommended
that DOE consider giving companies participating in the royalty-in-kind program
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additional flexibility to defer oil deliveries in exchange for providing additional bar-
rels of oil. DOE has granted limited deferrals in the past, and expanding their use
could further decrease SPR fill costs. While DOE indicated that its November 2006
rule on SPR acquisition procedures addressed our recommendations, this rule does
not specifically address how to implement a dollar-cost-averaging strategy.

Purchasing oil to fill the SPR—as DOE did until 1994—is likely to be more cost-
effective than exchanging oil from the royalty-in-kind program for other oil to fill
the SPR. The latter method adds administrative complexity to the task of filling the
SPR, increasing the potential for waste and inefficiency. A January 2008 DOE In-
spector General report found that DOE is unable to ensure that it receives all of
the royalty oil that MMS provides. In addition, we found that DOE’s method for
evaluating bids has been more robust for cash purchases than royalty-in-kind ex-
changes, increasing the likelihood that cash purchases are more cost-effective. For
example, in April 2007, DOE solicited two different types of bids—one to purchase
oil for the SPR in cash and one to exchange royalty o1l for other oil to fill the SPR.
DOE rejected offers to purchase oil when the spot price was about $69 per barrel,
yet in the same month, DOE exchanged royalty-in-kind oil for other oil to put in
the SPR at about the same price. Because the government would have otherwise
sold this royalty-in-kind oil, DOE committed the government to pay, through fore-
gone revenues to the U.S. Treasury, roughly the same price per barrel that DOE
concluded was too high to purchase directly.

Mr. Chairman and Members of the Committee: We are pleased to be here today
to participate in the Committee’s hearing on the Strategic Petroleum Reserve (SPR).
Congress authorized the SPR in 1975 to protect the nation from oil supply disrup-
tions following the Arab oil embargo of 1973 and 1974 that led to sharp increases
in oil prices. The federal government owns the SPR, and the Department of Energy
(DOE) operates it. The SPR currently has the capacity to store up to 727 million
barrels of crude oil in salt caverns in Texas and Louisiana. As of February 19, 2008,
current inventory of the SPR stood at 698.6 million barrels of oil, which is roughly
equivalent to 56 days of net oil imports. DOE made direct purchases of crude oil
until 1994, when purchases were suspended due to the federal budget deficit, and
in fiscal years 1996 and 1997 approximately 28 million barrels of oil were sold to
reduce the deficit. Since DOE resumed filling the SPR in 1999, it has obtained oil
from the Department of the Interior’s Minerals Management Service (MMS) “roy-
alty-in-kind” program. Through this program, the MMS receives oil instead of cash
for payments of royalties from companies that lease federal property for oil and gas
development. MMS contracts for some of this royalty oil to be delivered to des-
ignated oil terminal locations or “market centers” where DOE takes possession. Be-
cause the royalty oil often does not meet SPR quality specifications, and because the
market centers can be distant from SPR storage sites, DOE generally awards con-
tracts to exchange royalty oil at the market center for SPR-quality o1l delivered to
SPR facilities. Obtaining oil for the SPR through the royalty-in-kind program avoids
the need for Congress to make outlays to finance oil purchases, but the foregone rev-
enues associated with using royalty-in-kind oil to trade for SPR oil imply an equiva-
lent loss of revenue because MMS would otherwise sell the oil and deposit the reve-
nues with the U.S. Treasury. Interior estimates that the forgone revenue attrib-
utable to using the royalty-in-kind program to fill the SPR was $4.6 billion from fis-
cal year 2000 through fiscal year 2007.

The Energy Policy Act of 2005 directed DOE to increase the SPR storage capacity
to 1 billion barrels and to fill it “as expeditiously as practicable without incurring
excessive cost or appreciably affecting the price of petroleum products to con-
sumers.”! It required DOE to select sites to expand the SPR’s storage capacity with-
in 1 year of enactment, by August 2006. On February 14, 2007, Secretary of Energy
Samuel Bodman designated three sites for the expansion, including a 160 million
barrel facility in Richton, Mississippi, an 80 million barrel expansion of a facility
in Big Hill, Texas, and a 33 million barrel expansion of a facility in Bayou Choctaw,
Louisiana. In its June 2007 SPR plan, DOE anticipated these expansions would
begin in fiscal year 2008 and be complete in 2018.23 DOE also indicated that it
would prefer to continue using the royalty-inkind program to fill the additional stor-
age capacity. DOE estimates the capital cost for the SPR expansion at approxi-

1Pub. L No. 109-58 (2005). The Energy Policy and Conservation Act, Pub. L. No. 94-163
(1975), created the SPR and authorized storage of up to 1 billion barrels of petroleum products.

2DOE, Office of Petroleum Reserves, Strategic Petroleum Reserve Plan: Expansion to One Bil-
lion Barrels (Washington, D.C.: June 2007).

3In his State of the Union speech on January 23, 2007, President Bush proposed expanding
the SPR further to 1.5 billion barrels. Secretary of Energy Samuel Bodman indicated that DOE’s
goal was to have this expansion completed by 2027.
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mately $3.67 billion, and estimates the cost of operating and maintaining the ex-
panded portion of the SPR at $35 to $40 million per year.

As DOE begins to expand the SPR, past experiences may help inform future ef-
forts to fill the SPR in the most cost-effective manner. In that context, our testimony
today will focus on: (1) factors we recommend DOE consider when filling the SPR,
and (2) the cost-effectiveness of using oil received through the royalty-in-kind pro-
gram to fill the SPR.

To address these issues, we are summarizing work from our August 2006 report
on the SPR and our ongoing review of the royalty-in-kind program.4 For our August
2006 report, we contracted with the National Academy of Sciences to convene a
group of 13 industry, academic, governmental, and nongovernmental experts to col-
lect opinions on the impacts of past SPR fill and use and on recommendations for
the future. We also reviewed records and reports from DOE and the International
Energy Agency. In addition, for our ongoing review of the royalty-in-kind program
for this committee and others, we identified and reviewed applicable laws and docu-
mentation on DOE policies and procedures for evaluating SPR purchase and ex-
change bids, and interviewed officials at both Interior and DOE. We have also
drawn upon previous GAO reports on the royalty-in-kind program.5 We conducted
our work on this testimony in January and February 2008 in accordance with gen-
erally accepted government auditing standards. Those standards require that we
plan and perform the audit to obtain sufficient, appropriate evidence to provide a
reasonable basis for our findings and conclusions based on our audit objectives. We
believe that the evidence obtained provides a reasonable basis for our findings and
conclusions based on our audit objectives.

In summary:

e To fill the SPR in a more cost-effective manner, we recommended in previous
work that DOE include in the SPR at least 10 percent heavy crude oils, which
are more compatible with many U.S. refiners and generally cheaper to acquire
than the lighter oils that comprise the SPR’s volume. DOE indicated that, due
to the planned SPR expansion, such determinations should wait until it pre-
pares a new study of U.S. Gulf Coast heavy sour crude refining requirements.
In addition, we recommended that DOE consider acquiring a steady dollar value
of oil over time and allowing oil companies more flexibility to defer delivery of
royalty-in-kind exchanges to the SPR when prices are likely to decline in return
for additional deliveries in the future. In updating us on the status of this rec-
ommendation, DOE indicated that its November 8, 2006, rule on SPR acquisi-
tion procedures addressed our recommendations; however, this rule does not
specifically address both how to implement a dollar-cost-averaging strategy and
how to provide industry with more deferral flexibility. In subsequent comment,
DOE noted that the November 8, 2006, acquisition procedures do not address
dollar-cost-averaging, but they do address flexibility of purchasing and sched-
uling in volatile markets.

e Filling the SPR with oil purchased in cash is likely to be more cost-effective
than filling the SPR through the royalty-in-kind program for several reasons.
For example, the royalty-in-kind program adds a layer of administrative com-
plexity to the task of filling the SPR, increasing the potential for waste or ineffi-
ciency. Moreover, DOE has evaluated the cost of cash purchases more thor-
oughly than exchanges, increasing the likelihood that cash purchases are more
cost-effective. For example, in May 2007, DOE rejected cash purchases for the
SPR, concluding that the current price of about $69 per barrel was unusually
high. However, in the same month, DOE entered into contracts to exchange roy-
alty oil, effectively committing the government to pay—through foregone reve-
nues to the U.S. Treasury—about the same price for oil that it concluded was
too high to purchase directly. In November, DOE entered into ano