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GASOLINE SUPPLY—ANOTHER ENERGY
CRISIS?

THURSDAY, JUNE 14, 2001

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 10 a.m., in room
2154, Rayburn House Office Building, Hon. Doug Ose (chairman of
the subcommittee) presiding.

Members present: Representatives Ose, Waxman, Otter,
LaTourette, Cannon, Tierney, Mink, and Kucinich.

Staff present: Dan Skopec, staff director; Barbara Kahlow, dep-
uty staff director; Jonathan Tolman, professional staff member; Re-
gina McAllister, clerk; Michelle Ash, Greg Dotson, Elizabeth
Mundinger, and Alexandra Teitz, minority counsels; Andrei
Greenawalt, minority special assistant; and Kate Harrington, mi-
nority staff assistant.

Mr. OSE. Good morning. We welcome everybody to the committee
hearing. Today we are going to take a look at gasoline prices. Join-
ing us is Mr. Cannon of Utah. I presume Mr. Tierney will be here
soon.

We will start with opening statements, then proceed to the wit-
nesses for theirs.

But, first of all, let me welcome everyone. We appreciate your
taking the time to come and visit, particularly our witnesses. I'm
sure the information you provide will be very helpful.

The best known price in America is of gasoline, there isn’t any
doubt. Americans see it posted along the road dozens of times every
day, they pull in to fill up at least once a week, if not two or three
times. Filling up with gas today is an expensive proposition.

Last Monday, the average price for regular gasoline nationwide
was $1.65 a gallon. In California, it was even higher, $1.95, with
some cities seeing prices over $2. For working Americans filling up
their gas tank is not a luxury, it is a necessity. They have to go
to work, they have to take the kids to school, they have to go to
the grocery store, they have to go to the doctor or they have to go
to the emergency room. Like it or not, gasoline is the energy that
literally fuels our everyday life.

When prices skyrocket, as they have in the past few weeks, it
has a dramatic effect not only on the economy but also on the pock-
etbooks of everyday families, particularly those on low or fixed in-
comes. Unfortunately, this is not the first year that gasoline prices
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have suddenly escalated in the spring. Two years ago, the price of
gas jumped dramatically on the West Coast. Last spring, the price
of gasoline skyrocketed in the Midwest, and this year, prices have
done the same.

This sequence of events, the repetitive pattern, begs the question,
if nothing changes, what is going to happen next year? It seems
that the events of the last 2 years have been a series of warnings
that there is something wrong with the gasoline market. But it is
not just the recent price increases that suggest there is a problem.
Even though demand for gasoline has risen nearly every year since
1982, refining capacity has actually declined more than 10 percent
since that time. Today, refineries nationwide are operating at over
97 percent of capacity, essentially full tilt.

Even when operating at such a high rate, refineries are barely
keeping up with demand. At such a high utilization rate, there is
virtually no room for error. Any accident or error can cause a sup-
ply disruption, with dramatic consequences for the price of gaso-
line. This is a problem of particular concern for California. The
prospect of rolling blackouts across the State creates the specter of
another energy crisis, this time in gasoline.

If the lack of power to refineries significantly disrupts supply,
some analysts have predicted the price of gasoline could go to $3
a gallon. That benefits no one.

With eminent blackouts and high natural gas prices, the Califor-
nia economy can ill afford a third crisis in gasoline prices. The ef-
fect would be devastating, not only in generic economic terms of a
recession, but also in personal terms, affecting Mr. Waxman’s dis-
trict, my district, every single district of every single member from
California, with job loss and financial hardship.

A gasoline crisis due to refinery blackouts is avoidable. On May
3rd of this year, Chairman Dan Burton, Mr. Steve Horn and I sent
a letter to California Governor Gray Davis, urging him to place re-
fineries on the list of facilities exempt from having their power cut-
off. Blackouts at refineries can and should be avoided. There is no
reason to substitute a shortage of gasoline for a shortage of elec-
tricity.

One reason that California is so sensitive to supply disruptions
is a function of its special requirements for clean burning gasoline.
California’s own special blend of gasoline, although good for the en-
vironment, means that California must produce virtually all of its
gasoline inside the State. When there’s a supply shortage, refiners
}n the rest of the country can’t simply ship more gasoline to Cali-
ornia.

And although California may be the largest example of this prob-
lem, it is by no means alone. Twenty years ago, the Nation was es-
sentially one single market for gasoline. It was a commodity, if you
will. Today, the Nation has been balkanized into dozens of tiny
boutique markets with their own specialized blends of gasoline. In
Chicago, there’s a unique blend of gasoline. In Mr. Cannon’s home
State of Utah, there are two special blends in addition to the con-
ventional blend of gasoline.

The principal question that concerns me about these boutique is-
lands is not whether these special blends are more or less expen-
sive to produce than conventional gasoline, but do they make the
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entire market less stable. Does this overlay of regulatory barriers
on top of the current supply problems make the market susceptible
to recurrent spikes?

Beyond this balkanization of the gasoline market is the over-
arching regulation of gasoline under the Clean Air Act, particularly
the oxygenate mandate added by Congress in 1990. On Tuesday,
the EPA declined to grant California a waiver from the oxygenate
requirement. This waiver is critical to California’s continued com-
mitment to protect water quality and reduce skyrocketing gasoline
prices. This ruling is a setback to our continued efforts to help Cali-
fornians acquire clean, affordable gasoline. I will continue to work
with the administration and our State government to seek alter-
native ways to implement this waiver.

I think the fact that California cannot get a waiver from the EPA
administrator to protect its water shows a fundamental problem
with the way our Nation’s environmental laws are structured. Fun-
damentally, I'm disturbed that the Federal Government seems to
be in the business of micromanaging what goes into California’s
gasoline and everyone else’s, for that matter, too.

Hopefully the witnesses today can enlighten us on these issues
facing the gasoline market and possibly point toward some produc-
tive solutions. I do look forward to your testimony.

Now I want to recognize Mr. Tierney for 5 minutes for an open-
ing statement.

[The prepared statement of Hon. Doug Ose follows:]
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Chairman Doug Ose
Opening Statement
Gasoline Supply: Another Energy Crisis?
June 14,2001

The best known price in America is that of gasoline. Americans see it posted along the road a
dozen times a day. They pull in to fill up every week, if not more often. And, filling up the gas
tank at today’s prices is an expensive proposition.

Last Monday, the average price of regular gasoline nationwide was $1.65. In my home State of
California, it was even higher -- $1.95, with some cities seeing prices over $2.00.

For working Americans filling up their gas tank is not a luxury — it is a necessity. They have to
fill up to get to work, take the kids to school, and go to the grocery store, the doctor or the
emergency room. Like it or not, gasoline is the energy that literally fuels every day life. And,
when prices skyrocket it has a dramatic affect not only on the economy but also on the
pocketbooks of everyday families, particularly those on low or fixed incomes.

This, however, is not the first year that gasoline prices have suddenly escalated in the spring.
Two years ago, the price of gasoline jumped dramatically on the West Coast. Last spring, the
price of gasoline skyrocketed in the Midwest. And, this year, prices have jumped nationwide.
The sequence of events begs the question, if nothing changes, what is going to happen next year?

It seems that the events of the last two years have been a series of warnings that there is
something wrong with the gasoline market.

But, it is not just recent price increases that suggest that there is a problem.

Even though demand for gasoline has risen nearly every year since 1982, refining capacity since
then has actually declined more than 10 percent.

Today, refineries nationwide are operating at 97.1 percent capacity — full tilt. But, even
operating at such a high rate, refineries are barely keeping pace with demand.

At such a high utilization rate, there is virtually no room for error: Any accident or error can
cause a supply disruption with dramatic consequences for the price of gasoline. Thisisa
problem of particular concern for California. The prospect of rolling blackouts across the State
creates the specter of another energy crisis. If the lack of power to a refinery significantly
disrupts supply, some analysts have predicted the price of gasoline could skyrocket to $3.00 a
gallon. A price of $3.00 per gallon for gas benefits no one.

With eminent blackouts and high natural gas prices, the California economy can ill afford a third
crisis in astronomical gasoline prices. The effect would be devastating, not only in the generic
economic terms of a recession but also in personal terms of the job loss and financial hardship
that it would inflict on working families.
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A gasoline crisis due to refinery blackouts is completely avoidable. On May 3rd, Chairman
Burton, Mr. Horn and I sent a letter to California Governor Gray Davis, urging him to place
refineries on the list of facilities exempt from having their power cutoff. Such blackouts at
refineries could and should be avoided.

One reason that California is so sensitive to such supply disruptions is a function of its special
requirements for clean burning gasoline. California’s own special blend of gasoline, although
good for the environment, means that California must produce virtually all of its gasoline in the
State. When there is a supply shortage, refiners in the rest of the country can’t simply ship more
gasoline to California.

Although California may be the largest example of this problem, it is by no means alone.
Twenty years ago, the nation was essentially one single market for gasoline. Today, the nation
has been balkanized into dozens of tiny boutique markets with their own specialized blends of
gasoline. For example, the city of Chicago has its own unique blend of gasoline and Mr.
Cannon’s home state of Utah has two special blends in addition to conventional gasoline.

The principal question that concerns me about these boutique islands is not whether these special
blends are more or less expensive to produce than conventional gasoline, but do they make the
entire market less stable? Does this overlay of regulatory barriers on top of the current supply
problems make the market susceptible to recurrent spikes?

Beyond this balkanization of the gasoline market is the overarching regulation of gasoline under
the Clean Air Act, particularly the oxygenate mandate added by Congress in 1990. On Tuesday
the Environmental Protection Agency (EPA) declined to grant California a waiver from the
oxygenate requirement. The waiver is critical to California’s continued commitment to protect
water quality and reduce skyrocketing gasoline prices. This EPA ruling is a setback to our
continued efforts to help Californians acquire clean, affordable gasoline. However, I will
continue to work with the Administration and our State government to seek alternative ways to
implement this waiver.

1 think the fact that California cannot get a waiver from the EPA Administrator to protect its
water shows a fundamental problem with the way our nation’s environmental laws are
structured. Fundamentally, I am disturbed that the Federal government seems to be in the
business of micromanaging what goes into California's gasoline, and everyone else's for that
matter.

Hopefully, the witnesses today can enlighten us on these issues facing the gasoline market and
possibly point toward some productive solutions. I look forward to their testimony.

Panel one includes John Cook, Director Petroleum Division, Energy Information Administration,
Department of Energy and Robert D. Brenner, Acting Assistant Administrator, Office of Air and
Radiation, U.S. Environmental Protection Agency.

Panel Two includes, Don L. Coursey, Ameritech Professor of Public Policy Studies, University
of Chicago; Robert Slaughter, General Counsel, National Petrochemical and Refiners
Association; Ben Lieberman; Senior Policy Analyst, Competitive Enterprise Institute; and A.
Blakeman Early, Environmental Consultant, American Lung Association.
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Mr. TiERNEY. Thank you, Mr. Chairman.

I'm going to yield to Mr. Waxman, who has another committee
meeting to go to, if that’s all right.

Mr. WAXMAN. Thank you very much, Mr. Chairman, for holding
this hearing, Mr. Tierney for yielding to me. I'll try to be at this
hearing as much as possible, because I think it’s a very important
one.

Just since March, gasoline prices rose an average 31 cents per

allon nationwide. The national average for self-service regular is

1.65, which is 30 cents lower than the price of regular in Califor-
nia. Gasoline prices often rise for reasons outside of the control of
U.S. policymakers. In the 1970’s, the cost of gasoline soared when
OPEC cut oil production and there was little we could do about
this. Similarly, a series of OPEC production cuts that began in De-
cember 1998 caused gasoline prices to rise again.

In these circumstances, U.S. policymakers have limited options.
When President Clinton faced this challenge in 2000, he success-
fully urged OPEC and non-OPEC countries to increase oil produc-
tion, and I hope that President Bush will make similar efforts.

What is unforgivable, however, is for U.S. policymakers to create
a gas crisis through their own blunders. But unfortunately, this is
exactly what the Bush administration is doing. Mr. Chairman, you
and I join the entire California delegation, both Republicans and
Democrats, in supporting California’s request for a waiver of the
Federal oxygenate requirements in gasoline. The science justified
this waiver, and EPA wanted to grant it.

But just 2 days ago, President Bush denied it. This decision,
which makes absolutely no sense, has the potential to cause a gaso-
line crisis in California. The decision benefits political supporters
of President Bush like Archer Daniels Midland, the largest manu-
facturer of ethanol. But for California, it means more air pollution
and higher fuel costs.

Starting in 2003, California has banned the use of methyl ter-
tiary butyl ether [MTBE], in gasoline, because MTBE contaminates
drinking water wells. Because California’s waiver request was de-
nied, California will be forced to use the only practical alternative,
ethanol. In California, ethanol will not reduce air pollution, yet it
is more expensive than MTBE, and it’s in short supply. In fact, in-
dustry officials estimate that it will take about one third of current
U.S. production of ethanol for California to meet the Federal oxy-
genate requirements.

Shortage of ethanol could cause gas prices to rise by 50 cents a
gallon, according to California Governor Gray Davis. What’s more,
President Bush’s decision will cause balkanization of the fuel sup-
ply in California. This is completely contradictory to “reducing the
number of boutique fuels,” a goal of his National energy policy.

Because California will not receive a wavier, oil refiners will
have to supply California with at least two different fuels in areas
that are classified as severe or extreme, non-attainment areas
under the Clean Air Act, like Los Angeles, oil refineries will have
to add ethanol to meet the oxygenate requirements of the Clean Air
Act. But in other parts of the State, oil refineries only have to meet
California’s clean fuel standards, which do not require the addition
of ethanol.
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Moreover, gasoline with ethanol must be segregated from non-
oxygenated throughout the distribution process and large quan-
tities of ethanol will have to be imported from halfway across the
country. President Bush’s decision is so mind-boggling that I
awarded him a golden jackpot for failing to grant the California
waiver. The golden jackpot is an award that recognizes indefensible
government decisions that benefit special interests at the expense
of the public interest.

Besides avoiding blunders like the California decision, there are
essential affirmative steps that we should implement to reduce gas-
oline prices. President Bush should put pressure on OPEC to in-
crease supply. We should also increase the fuel economy standards
required in motor vehicles, which would significantly reduce our
demand for gasoline.

Mr. Chairman, we worked together on a bipartisan basis to urge
President Bush to grant California’s waiver. We were unsuccessful
in that effort, but I hope we can work together on other policies to
alleviate gasoline price hikes and any other potential fuel short-
ages.

I thank you very much for allowing me to make this opening
statement.

Mr. Osk. Thank you, Mr. Waxman.

Mr. Cannon.

Mr. CANNON. Thank you, Mr. Chairman.

I have an opening statement that I'd just like to submit for the
record.

Mr. Oste. Without objection.

Mr. Tierney.

Mr. TIERNEY. Thank you, Mr. Chairman.

I want to thank you for holding this hearing. As Mr. Waxman
already stated, the price of gasoline has increased significantly be-
tween May and March of this year, and the American public does
deserve to know what’s happening and what we’re going to do
about it.

Clearly, one factor that is contributing to the rise in high prices
is the high cost of crude oil. In December 1998, the cost of crude
oil was 23.4 cents a gallon. Today that cost is two to three times
more expensive at around 66 cents a gallon, and it reflects the fact
that OPEC countries have significantly limited supplies.

Other foreign oil producers, including Mexico, are joining in and
significantly reducing their production. If we’re going to see relief
at the pump any time soon, we’re going to have to address that
problem. Mr. Waxman alluded to the fact that in the previous ad-
ministration, President Clinton lobbied foreign producers, and as a
result they increased their production quotas by more than 3% mil-
lion barrels per day. It’s interesting to note that during that period
of time, as a candidate, the current President was pretty harsh in
his criticism of President Clinton, pretty insistent, in fact, that
President Clinton do that lobbying, which he then in turn did and
met with some success.

I urge the Bush administration now to heed its own words and
do the same. We’ve had a decrease in the months that this admin-
istration has been in office. Mexico alone, with which this particu-
lar administration is supposed to have a special relationship, could
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increase its production capacity by 500,000 barrels per day over the
next 2 years, even more than that, going further out. They have
in fact reduced their production by some 40,000 per day.

So, we also have to look at the issue of market manipulation. We
should be looking at it seriously as it pertains to the oil industry.
I notice that in some of the written testimony, and I suspect that
we’ll hear in some of the testimony today, claims that the Federal
Trade Commission found no illegality with respect to what went on
in the Midwest last year. But that begs the question, in fact, that
what they found was that gasoline price spikes last spring in the
Midwest were caused in part by refineries curtailing production
and withholding supply. That may not be illegal, but it certainly
was a cause, part of the cause of the rise in prices.

Three companies produced 23 percent less reformulated gasoline
in 2000 than they did in 1999, thus substantially limiting supply.
One company that was later identified by the Wall Street Journal
as Marathon Ashland substantially increased its production of re-
formulated gasoline, and then, despite its increased production that
increased excess supplies, it withheld supplies in order to sustain
high retail prices. So, maybe there was nothing illegal about it, and
maybe the industry wants to keep going around banging on that
drum. But, the fact of the matter is, they took actions, and by those
actions, we had a price hike.

The Wall Street Journal reported that “the steep prices substan-
tially boosted prices for Marathon Ashland,” and refining and mar-
keting profits were more than double from the year before. Mara-
thon Ashland represents more than 5 percent of the total refining
capacity in the United States. Clearly, if this type of behavior is
continuing at Marathon Ashland or other refineries, and this
should be explained, it could explain part of the steep rise in prices.

The refining industry is making huge profits and consumers are
paying for it at the pump. Oil Daily, which is an industry news-
letter, reported, “U.S. independent refiners say that they are on
pace to exceed last year’s record profits, due to robust refining mar-
gins—Valero and Sunoco both announced that second-quarter prof-
its would exceed Wall Street forecasts by a hefty margin, owing
largely to the strength of the U.S. gasoline market, where profit
margins soared in April and May—a combination of low product in-
ventories, tightening environmental specifications on fuels, and
strong demand has led to higher-than-normal refining margins in
the United States over the past year, lining the pockets of refin-
ers.”

Between 1999 and 2000, profits for the top 10 petroleum refining
companies on average have doubled. The profits of Valero Energy
Services increased by 437 percent in this same time period: profits
for Phillips Petroleum increased by 127 percent; and profits for
Chevron increased by a mere 110 percent. In addition, profits in
the first quarter of 2001 are on average 81 percent higher than
they were in the first quarter of 2000. This is the same industry
that received tens of billions of tax credits, and is expected to bene-
fit from another $15 billion in tax breaks and incentives over the
next 5 years.
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I hope, Mr. Chairman, that this hearing will help us determine
whether a portion of these enormous profits came from price
gouging or from market manipulation.

At this hearing, we can also anticipate hearing a great deal of
discussion regarding environmental protections. I would like to
take a moment to urge the President to improve the corporate av-
erage fuel economy standards. We have the technology to imple-
ment increases, we can conserve 3 million barrels per day and we
can pay less at the pump. Regardless of the Vice President’s claim
that real men don’t conserve, in fact, conservation can have a seri-
ous, positive impact, and we would reduce our contribution to glob-
al warming at the same time.

I expect that some may claim that other environmental protec-
tions contribute to higher gasoline prices, so I want to take a mo-
ment and review some of these claims. Last spring, when there
were gasoline price hikes in the Midwest, especially in the price for
reformulated gasoline [RFG], many claimed that the price increase
was due to the RFG program. However, we investigated this issue
extensively and learned that environmental regulations were not to
blame. In fact, the average retail price for RFG everywhere except
in Chicago and Milwaukee was 1 percent lower than the average
retail cost of conventional gasoline, indicating that RFG can be pro-
duced inexpensively.

Furthermore, the Federal Trade Commission, as I mentioned ear-
lier, found that the refineries in the Chicago and Milwaukee area
were curtailing production and withholding supplies of RFG to the
region, and these activities contributed to the price hikes.

Others may charge that environmental protection has discour-
aged expansion of our domestic refining capacity. President Bush,
in fact, recommends one, that the EPA provide more regulatory
certainty to refinery owners and streamline the permitting process,
two, that the EPA review new source review, including administra-
tive interpretation and implementation and its impact on invest-
ment in new utility and refinery generation capacity, and three,
the Attorney General review existing enforcement actions regard-
ing new source review to assure that the enforcement actions are
consistent with the Clean Air Act and its regulations.

Now, anybody reading the testimony of some of our witnesses
today would wonder whether the administration was looking over
the shoulder of the people writing that testimony or vice versa, but
it’s remarkably close.

New source review requires new refineries, and existing refiner-
ies that undergo a significant expansion that substatially increases
emissions of pollution to install up-to-date pollution controls. There
is little, if any, evidence that they have discouraged the building
of new refineries or the expansion of existing refineries. Industry
has not applied for a permit to build a new refinery for over 25
years. In fact, industry closed down 50 refineries over the last 10
years, presumably 50 of the dirtiest refineries, thus giving us
cleaner air. During the same period, refinery capacity at existing
facilities has expanded and the EPA has not denied a single permit
to expand.

The evidence indicates that the choice not to build new refineries
was primarily the result of business decisions, market forces, not
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environmental regulations. For example, the New York Times re-
ported on May 13, 2001, “such regulations are viewed by many ex-
ecutives as nuisances rather than as barriers to meeting demand—
but, the bigger headache for industry is the fierce competition that
keeps profit margins thin. Our margins are not wide enough to jus-
tify building new refineries. Where we need to expand, we do it at
the existing sites”—from Gene Edwards, senior vice president of
Valero Energy of San Antonio, one of the Nation’s largest inde-
pendent refiners.

Moreover, given the industry’s record profits, it appears that re-
fineries can afford the cost of installing modern pollution controls.

And last, let me indicate that with respect to boutique fuels, the
President also recommended review of the use of boutique fuels.
It’s important to note that boutique fuels have arisen primarily as
a function of States’ rights, with the encouragement and support of
oil companies. In the words of the National Petrochemicals and Re-
finers Association, “because local air quality conditions vary, NPRA
does not support the establishment of a single performance stand-
ard for gasoline or diesel throughout the U.S.”

However, there is a concern that the number of fuels may be in-
creasing gasoline prices, and if that’s the case, why not require
cleaner burning fuel nationwide? I understand that there are con-
cerns about the oxygenate requirement in RFG. However, we could
require a fuel that is at least as clean as RFG. We learned that
RFG could be produced inexpensively, and in fact, during the price
spikes of the spring of 2000 the cost of RFG was generally 1 cent
lower than conventional gasoline.

Mr. Chairman, I know my time has run and you’ve been kind to
listen to that. I just want to say that I will ask for unanimous con-
sent to include copies of articles and testimony that I referred to,
as well as miscellaneous materials in the record.

Mr. OsE. Without objection.

[The prepared statement of Hon. John F. Tierney follows:]
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Statement of Rep. John Tierney
June 14, 2001
Subcommittee Hearing on Gasoline Supply

Mr. Chairman, thank you for holding this hearing. Between March and Mid-May, the
price of gasoline has increased, on average, 31 cents per gallon. The American public deserves
some answers as to why this is happening and what we are going to do to about it.

Crude Oil

Mr. Chairman, clearly, one factor that is contributing to the rise in prices is the high cost
of erude oil. Tn December 1998, the cost of crude was only 23.4 cents a gallon. Today, crude oil
prices are two to three times more expensive -- 66 cents a gallon. These prices reflect the fact
that OPEC countries have significantly limited supplies. Other foreign oil producers, including
Mexico, are joining in and substantially reducing production. If we are going to see relief at the
pump any time soon, we are going to have to address this problem.

Last year, President Clinton lobbied foreign producers, and they increased production
quotas by more than 3.5 million barrels per day. Iurge the Bush Administration to do the same.
Mexico, alone, could increase production capacity by 500,000 barrels per day over the next two
years. I hope this avenue is explored.

Market Manipulation
We also should be looking at market manipulation by the oil industry. The Federal Trade

Commission found that the gasoline price spikes last Spring in the Midwest were caused, in part,
by refineries curtailing production and withholding supply. Three companies produced 23% less
reformulated gasoline in 2000 than they did in 1999, substantially limiting supply. One
company, later identified as Marathon Ashland by the Wall Street Journal, substantially
increased its production of reformulated gasoline and then, despite its excess supplies, withheld
supplies in order to sustain high retail prices. The Wall Street Journal reported that, “the steep
prices substantially boosted profits for Marathon Ashland” and refining and marketing profits
were more than double from the year before. Marathon Ashland represents more than 5% of the
total refining capacity in the United States. Clearly, if this type of behavior is continuing at
Marathon Ashland or other refineries, this could explain the steep price spikes.

The refining industry is making huge profits while consumers pay high prices at the
pump. Qil Daily, an industry newsletter, reported that, “US independent refiners say they are on
pace to exceed last year’s record profits, due to robust refining margins . . . Valero and Sunoco
both announced that second-quarter profits would exceed Wall Street forecasts by a hefty margin,
owing largely to strength in the US gasoline market, where profit margins soared in April and
May. . . . A combination of low product inventories, tightening environmental specifications on
fuels, and strong demand has led to higher-than normal refining margins in the US over the past
vear, lining the pockets of refiners.”

Between 1999 and 2000, profits for the top ten petroleum refining companies, on average,
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doubled. Profits for Valero Energy Services increased by 437% in this time period, profits for
Phillips Petroleum increased by 127%, and profits for Chevron increased by 110%. In addition,
profits in the first quarter of 2001 are, on average, 81% higher than they were in the first quarter
of 2000.

This is the same industry that received tens of billions of tax credits and is expected to
benefit from another $15 billion in tax breaks and incentives over the-next five years.

T hope that this hearing will help us determine whether a portion of these enormous
profits came from price gouging or market manipulation.

Environmental Regnlations
At this hearing, we can anticipate a great deal of discussion regarding environmental

protections. I would like to take a moment to urge the President to improve Corporate Average
Fuel Economy (CAF. E) Standards. We have the technology to implement increases, we can
conserve 3 million barrels per day, and we can pay less at the pump. And we would reduce our
contribution to global warming.

1 expect that some may claim that other environmental protections contribute to higher
gasoline prices, so I would like to take a moment to review some of these claims:

1) Reformulated Gasoline Program

Last Spring, when there were gasoline price spikes in the Midwest, especially in the price
for reformulated gasoline -- or RFG, many claimed that the price increase was due to the RFG
program. However, we investigated this issue extensively and learned that environmental
regulations were not to blame. In fact, the average retail price for RFG everywhere except in
Chicago and Milwaukee was one cent lower than the average retail cost of conventional gasoline,
indicating that RFG can be produced inexpensively. Furthermore, the FTC found that refineries
in the Chicago and Milwaukee area were curtailing production and withholding supplies of RFG
to the region and these activities contributed to the price spikes.

2) New Source Review

Others charge that environmental protections discourage expansion of our domestic
refining capacity. President Bush recommends that (1) the EPA provide more regulatory
certainty to refinery owners and streamline the permitting process, (2) the EPA review New
Source Review, including administrative interpretation and implementation, and its impact on
investment in new utility and refinery generation capacity, and (3) the Attorney General review
existing enforcement actions regarding New Source Review to ensure that the enforcement
actions are consistent with the Clean Air Act and its regulations.

New Source Review requires new refineries and existing refineries that undergo a
significant expansion and emit substantially more pollution to install up-to-date poliution
controls. There is little, if any, evidence that they have discouraged the building of new
refineries or the expansion of existing refineries.

Industry has not applied for a permit to build a new refinery for over 25 years. In fact, industry
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closed down 50 refineries over the last ten years. During the same period, refining capacity at
existing facilities has expanded and EPA has not denied any permit to expand.

The evidence indicates that the choice not to build new refineries was primarily the result
of business decisions, not environmental regulations. For example, the New York Times reported
on May 13, 2001, that, “such regulations are viewed by many executives as nuisances rather than
as barriers to meeting demand. . . . But the bigger headache for industry is the fierce competition
that keeps profit margins thin. ‘Our margins are not wide enough to justify building new
refineries. When we need to expand, we do it at existing sites,” said Gene Edwards, senior vice
president of Valero Energy of San Antonio, one of the nation’s largest independent refiners.”

Moreover, given the industry’s record profits, it appears that refineries can afford the cost
of installing modern pollution controls.

3) Boutique Fuels

The President also recommended review of boutique fuels. It is important to note that
boutique fuels have arisen primarily as a function of state’s rights with the encouragement and
support of the oil companies. In the words of the National Petrochemicals and Refiners
Association (NPRA): “[blecause local air quality conditions vary, NPRA does not support the
establishment of a single performance standard for gasoline or diesel throughout the U.S.”

However, if there is a concern that the number of fuels may be increasing gasoline prices,
why not require cleaner-burning fuel nationwide. I understand that there are concerns about the
oxygenate requirement in RFG; however, we could require a fuel that is at least as clean as RFG.
We learned that fuel that is as clean as RFG can be produced inexpensively. In fact, during the
price spikes in the Spring of 2000, the cost of RFG was one cent lower than conventional
gasoline. Moreover, if one type of fuel were required nationwide -- the efficiencies in production
and transportation would likely lead to even lower prices.

In conclusion, there are a number of factors -- such as the tight world crude oil supply and
market manipulation -- which we already know contributed to high prices. On the other hand,
evidence that environmental regulations are significantly contributing to the problem is weak.
Therefore, it would be inappropriate to try to use the gasoline crisis as an excuse for weakening
important environmental protections.

Mr. Chairman, I ask unanimous consent to include in the record copies of the articles and
testimony I have just referred to and other miscellaneous materials.

1 look forward to hearing from the witnesses.
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Mr. TIERNEY. The balance of my remarks I'll put on the record,
and I look forward to hearing from these witnesses and getting
more evidence. Thank you.

Mr. Osk. Thank you, Mr. Tierney.

Mr. Otter for 5 minutes. Will the counsel please start the clock?

Mr. OTTER. I have no opening statement, thank you, Mr. Chair-
man.

Mr. OsSe. Do you have anything you wish to submit for the
record?

Mr. OTTER. No, I do not.

Mr. OsE. All right. Mr. Kucinich for 5 minutes.

Mr. KuciNicH. I thank the gentleman.

Oil companies posting record profits are blaming everyone but
themselves for the excessive gas price increases. The consumer is
being gouged and the oil companies continue to avoid their respon-
sibilities. Their record profits are massive. Consider the 251 per-
cent increase in profits Occidental reaped last year, or the $17.7
billion profit posted by Exxon-Mobil last year.

If environmental regulations are to blame for excessive gasoline
prices, oil companies should be supporting them, because they're
making a killing. But they don’t. Because they know that environ-
mental regulations have little to no impact on gasoline prices. If
you want to know why gasoline prices are high, all you have to do
is follow the money. Oil companies have it, and I don’t think it got
there accidentally.

I've introduced H.R. 1967, the Gas Price Spike Act of 2001, which
will authorize a windfall profits tax on gasoline and other related
fuels, create tax credits for ultra-efficient vehicles, lower fares for
mass transit and grant the Attorney General the authority to order
the licensing of reformulated gasoline patents at a fair and com-
petitive price. This legislation will institute a windfall profit tax on
gasoline, diesel and crude oil. Such as tax is to be imposed on all
industry profits that are above a reasonable profit level, which
should be based on the history of oil company profits.

This proposal would not increase the cost of gasoline or any other
fuel, because this proposal does not tax the price of any of these
fuels. It only taxes excessive profits at each transaction in the pro-
duction of these fuels. Some of the revenue from the windfall prof-
its tax will be used to offer tax credits of up to $6,000 to Americans
who buy ultra-efficient cars that are union made in America. These
will be directly available to the purchaser of a car that traveled at
least 45 miles on a single gallon of gas or driven with an electric
motor. In an effort to provide relief, the bill makes funding avail-
able to regional transit authorities to offset significantly reduced
mass transit fares during times of gas price spikes.

The gas industry has also blamed high prices of reformulated
gasoline on a patent dispute with Unocal that is deterring the in-
dustry from making cleaner burning reformulated gasoline [RFG],
and making RFG more expensive for consumers. By amending the
Clean Air Act, the monopoly control of RFG is eliminated. This will
lead to lower gasoline prices because it will make the process for
manufacturing RFG available to all oil companies. The owners of
the patents will be fairly compensated, more RFG will be produced,
lowering the price of RFG.
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I think it’s particularly vexing to have a condition where consum-
ers are being socked with these high prices, being gouged at the
pump and simultaneously told that they should expect to have the
quality of their air diminished. There’s one transfer of wealth going
on, from the consumer to the oil companies, because of the way the
market is rigged. And there’s another transfer of wealth going on,
the wealth of the natural treasure of our resource of clean air
transferred to these companies that do not want to abide by envi-
ronmental regulations that are ensuring the quality of life for all
Americans.

So I think this is a particularly interesting hearing to have, and
I appreciate a chance to be present at it. Thank you, Mr. Chair-
man.

Mr. OSE. The gentleman’s time has expired. The Chair recognizes
the gentlelady from Hawaii, Mrs. Mink, for 5 minutes.

Mrs. MINK. Thank you, Mr. Chairman. I reserve my right to in-
clude my remarks at the end of the hearing. Thank you.

Mr. OSE. Just a moment.

Mrs. Mink, would you clarify? You're going to make your re-
marks during the course of the hearing?

Mrs. MINK. I reserve my time for the end, where I could make
my remarks at that time.

Mr. Ose. We'll be happy to give you time at the end, regardless.

Mrs. MINK. Thank you.

Mr. OseE. OK. At this committee, we swear in our witnesses, so
if you would please rise.

[Witnesses sworn.]

Mr. OsE. Let the record show that the witnesses answered in the
affirmative.

Joining us on the first panel today is Mr. John Cook, who is the
Director of the Petroleum Division for the Energy Information Ad-
ministration at the Department of Energy, and also Mr. Robert D.
Brenner, who is the Acting Assistant Administrator for the Office
of Air and Radiation at the U.S. Environmental Protection Agency.

Gentlemen, thank you for coming. Mr. Cook, you're recognized
for 5 minutes.

STATEMENTS OF JOHN COOK, DIRECTOR, PETROLEUM DIVI-
SION, ENERGY INFORMATION ADMINISTRATION, U.S. DE-
PARTMENT OF ENERGY; AND ROB BRENNER, ACTING AS-
SISTANT ADMINISTRATOR, OFFICE OF AIR AND RADIATION,
U.S. ENVIRONMENTAL PROTECTION AGENCY

Mr. Cook. Thank you, Mr. Chairman and members of the com-
mittee, for the opportunity to testify today.

Gasoline prices have begun declining, as we expected, from this
spring’s apparent peak of %1.71 on May 14, with the national aver-
age now standing at $1.65. Between late March and mid-May, re-
tail prices rose 31 cents a gallon, some regions experiencing even
greater increases. Like last year, Midwest consumers saw some of
the largest increases and along with California, some of the highest
prices.

Prices in the Midwest increased 43 cents a gallon over this 7
week period, peaking at $1.81 on May 14. However, since then,
Midwest gasoline prices have fallen faster than the national aver-
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age, now down 16 cents from the peak, according to EIA’s latest
survey.

Most of the factors that affected prices last year were again at
work this year. The relatively tight crude oil market, resulting in
low petroleum inventories, relatively tight spring gasoline supply
demand balance, compounded by extensive refinery maintenance,
unique regional and seasonal products, high refinery capacity utili-
zation and dependence on distant supplies. When these factors
come together, just as they did last year, rapid price run-ups can
occur.

The principal difference from last year’s pattern has been timing.
This year’s increases occurred a month earlier. Barring any major
infrastructure problems over the remainder of the summer, we ex-
pect the current decline to continue just as we saw last summer.

I'd like to turn next to a brief summary of these factors, begin-
ning with inventories. Low stocks set the stage for gasoline price
increases this spring, just as they did last year for heating oil and
gasoline. Low inventories originate in the tight global crude oil sup-
ply demand balance that evolved in early 1999. This ongoing tight-
ness has been a key factor in maintaining both low crude and prod-
uct inventory since then.

Actions taken by OPEC are largely responsible for the sharp in-
crease in oil prices from the $10 levels seen in December 1998.
OPEC dramatically reduced crude oil production in 1998 and again
in 1999, so much so that even after four increases last year, inven-
tories remained at relatively low levels this spring, especially for
the developed countries of the OECD.

Furthermore, scarce crude supplies encourage high near term
prices relative to those for future delivery. This situation, referred
to as backwardation, discourages discretionary inventory growth
and maximum refinery production. Thus with crude oil and product
inventories relatively low, again entering this spring, little cushion
existed to absorb unexpected imbalances in supply and demand,
thereby setting the stage for volatility.

Although world demand is again projected to grow this year,
OPEC’s current plans imply even less production than last year.
This is expected to limit global inventory growth and maintain
crude prices close to $30 for the balance of the year.

The recent OPEC meeting and Iraqi exports cutoff could result
in oil production levels low enough to again cause us to enter the
fourth quarter with both low crude and product inventories, espe-
cially heating oil. Last year, in a similar situation, OPEC did not
increase its quotas significantly until fall. Thus, there was insuffi-
cient time to buildup heating oil inventories by the time winter
started. Even if Iraqi imports are suspended for just a brief time,
petroleum markets are likely to be tight. But if Iraqi imports are
cutoff for a month or more and not fully offset by other producers,
market conditions will definitely be tighter.

Returning to U.S. markets, and gasoline in particular, stocks
were even lower this spring than last year. In recent weeks, there’s
been significant improvement, though, and as of Friday June 8th,
stocks were about 2 percent above their seasonal 5 year average.
Nevertheless, both conventional and RFG gasoline markets exhib-
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ited low stocks and tight conditions over this mid-March to mid-
May period.

Low inventories were partially a consequence of refineries focus-
ing strongly on distillate production last winter, given that the
United States entered the season with low stocks. They're also a
consequence of high natural gas prices which encouraged fuel
switching to distillate, heightening the focus on distillate produc-
tion at the expense of gasoline.

Furthermore, high natural gas prices undercut the production of
clean gasoline components, including MTBE. In addition, relatively
strong late winter gasoline demand combined with extensive refin-
ery maintenance to sustain downward pressure on inventories.
Gasoline prices were in steep backwardation until recently, thereby
discouraging inventory growth at the margin.

Several other factors are also at work that add to the potential
for volatility when stocks are low. Today’s market is comprised of
many different types of gasoline serving different regional markets
to meet varying environmental requirements. While producing
these specialized products can be an efficient approach for individ-
ual refineries to meet regional air quality needs, it’s not necessarily
efficient for the overall marketplace.

Mr. OsE. Mr. Cook, you need to wrap up here.

Mr. Cook. OK, sorry. This large number of product types adds
a level of complexity to the distribution system. This targeted ap-
proach has been, in particular, one to create gasoline islands. The
primary examples are well known, California and the Chicago area,
which require unique blends. Only a limited number of refineries
make these products, thus when stocks are drawn down, prices
surge, given that these specialized fuels cannot be quickly resup-
plied.

Another factor is limitations on refinery capacity. The summer of
1997 was the first time the system was pushed to its limits and
unable to respond adequately when gasoline demand surged. As a
result, seasonally low stocks were drawn further, and prices
surged.

This summer, we again saw what can happen when low inven-
tories combine with regional capacity limitations and unique gaso-
line requirements. For example, in the Midwest, the closure of the
Blue Island refinery created a concern about the level of RFG sup-
plies in the Chicago area. The closure also created the need for
greater volumes to move from the Gulf Coast. Economic incentives
to build inventories were further eroded as Gulf Coast prices
surged in response to the strong demand not only from the Mid-
west, but also from the West Coast, the East Coast where refiner-
ies were undergoing extensive maintenance.

Thus, in April, with little inventory cushion in place, and a tran-
sition from winter to summer grade gasolines requiring the run-
ning down of tanks, further undercutting stocks and Tosco’s Wood
River refinery having a fire, reducing its ability to produce conven-
tional and reformulated gasoline, we saw this surge.

In closing, I would like to note that almost exactly 1 month ago,
EIA in testimony before another House committee stated that we
thought gasoline prices were nearing the peak for the summer. At
that time, we noted the United States was nearing the end of what
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is usually one of its tightest times in the market, when gasoline de-
mand begins to rise seasonally and refineries are winding up main-
tenance.

Since the end of March, production has jumped significantly. Re-
fineries have ramped to full capacity, Wood River is now fully oper-
ational, boosting Midwest supplies, and imports are streaming into
the East Coast. As a result, stocks have returned to the normal
range. Barring further refinery or other major problems, we do ex-
pect prices to drop significantly over the balance of the summer.

Finally, I should caution, that gasoline markets remain exposed
to volatility, particularly toward the end of the summer when de-
mand peaks. Some factors suggesting the potential return of late
summer volatility include likely low global inventories, as I noted
earlier, even with the early return of Iraqi exports and gasoline
markets here and in Europe already signaling a potential reduction
in crude runs and gasoline production.

That concludes my testimony.

[The prepared statement of Mr. Cook follows:]
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SUMMARY

Gasoline prices have begun declining, as expected, from this spring/summer's apparent
peak price of $1.71 on May 14, with the national average for regular gasoline at $1.68 per
gallon as of June 4. Between late March and mid-May gasoline retail prices rose 31 cents
per gallon, with some regions experiencing even greater increases. Just like last year,
Midwest consumers saw some of the largest increases, and along with California, some
of the highest prices. Most of the factors that affected prices last year were again at work
this year: relatively tight crude oil markets resulting in low petroleum inventories;
relatively tight spring gasoline supply/demand balance, compounded by extensive
refinery maintenance and unplanned outages; unique regional and seasonal products; high
refinery capacity utilization; and dependence on distant supplies. When these factors
come together as they did last year and this spring, rapid price runups can occur. The
principal difference from last year's pattern has been the timing of this year's rise, with
increases occurring a montk: earlier. Barring any major infrastructure problems during
the remainder of the summer, we expect the current gasoline price decline to continue,
just as we saw prices fall last summer.

‘We have passed what usually is one of the tightest times of the year for gasoline
markets — the period when gasoline demand begins rising seasonally yet refineries are
still winding up maintenance. Since the end of March, production has increased
significantly, as refineries have ramped up to full capacity. Barring further major
refinery problems, we expect prices to continue declining. Our latest forecast, released
just 1 week ago, has monthly average prices peaking at $1.69 per gallon in May.
However, we must caution that with global oil inventories likely to remain low, and given
the other factors mentioned, markets will remain exposed to volatility, particularly
towards the end of summer when demand peaks.

The recent OPEC meeting and Iraqi cutoff of their oil-for-food exports could result in
oil production levels low enough to cause us to enter the 4™ quarter with low crude oil
and heating oil inventories. Last year, in a similar situation, OPEC did not increase its
production quotas significantly until Fall. Thus, there was insufficient time to build up
heating oil inventories to normal tevels by the time winter started. If Iragi exports are
suspended for only a relatively brief period of time, petroleum markets will be tight. But
if Iraqi oil exports are cut off for a month or more, and are not fully offset by increased
production from other oil producers, market conditions entering the winter could be even
tighter.
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Statement of John Cook
Director, Petroleum Division
U.S. Department of Energy
Energy Information Administration
Before the Committee on Government Reform
Subcommittee on Energy Policy, Natural Resources and Regulatory Affairs
U.S. House of Representatives
June 14, 2001

Thank you Mr. Chairman and members of the Committee for the opportunity
to testify today on behalf of the Energy Information Administration.

Gasoline prices have begun declining, as expected, from this spring/summer's
apparent peak price of $1.71 on May 14, with the national average for regular gasoline
at $1.68 per gallon as of June 4 (Figure 1). However, between late March and
mid-May, gasoline retail prices rose 31 cents per gallon, with some regions
experiencing even greater increases. Like last year, Midwest consumers saw some of
the largest increases, and along with California, some of the highest prices. Prices in
the Midwest increased 43 cents per gallon over a 7-week period, peaking at $1.81 on
May 14 of this year. But since then, Midwest gasoline prices have fallen on average
by 7 cents per gallon. Most of the factors that affected prices last year were again at
work this year: relatively tight crude oil markets resulting in low petroleum
inventories; relatively tight spring gasoline supply/demand balance, compounded by
extensive refinery maintenance and unplanned outages; unique regional and seasonal
products; high refinery capacity utilization; and dependence on distant supplies.
When these factors come together as they did last year and this spring, rapid price

runups can occur. The principal difference from last year's pattern has been the timing

of this year's rise, with increases occurring a month earlier. Barring any major
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infrastructure problems during the remainder of the summer, we expect the current

gasoline price decline to continue, just as we saw prices fall last summer. The factors

that led to the price increases seen earlier this year are summarized below.
Inventories

Low stocks set the stage for gasoline price increases this spring, just as they
did last year both for heating oil and gasoline. Low inventories originate in the tight
global crude oil supply/demand balance that evolved in early 1999. This ongoing
tightness has been a key factor in maintaining low crude and product inventories since
then.

Actions taken by OPEC and several other crude oil exporting countries are
largely responsible for the sharp increase in oil prices from the $10 levels seen in
December 1998. OPEC dramatically reduced crude oil production in 1998 and early
1999, so much so, that, even after four production increases last year, inventories
remained at relatively low levels this spring, especially in the developed countries of
the Organization for Economic Cooperation and Development (OECD). Furthermore,
up until the last several months, scarce crude supplies encouraged high near-term
prices relative to those for future delivery. This situation, referred to as
backwardation, discouraged discretionary inventory growth, and maximum refinery
production. Thus, with crude oil and product inventories relatively low again entering
Spring, little cushion existed to absorb unexpected imbalances in supply and demand,
setting the stage for volatility. Although world demand is projected to continue

growing this year, OPEC’s current plans imply even less production than last year.
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This is expected to limit global inventory growth, and maintain crude oil prices close
to $30 per barrel for the remainder of the year.

The recent OPEC meeting and Iraqi cutoff of their oil-for-food exports could
result in oil production levels low enough to cause us to enter the 4™ quarter with low
crude oil and heating oil inventories, Last year, in a similar situation, OPEC did not
increase its production quotas significantly until Fall. Thus, there was insufficient
time to build up heating oil inventories to normal levels by the time winter started. If
Iraqi exports are suspended for only a relatiyeiy brief period of time, petroleum
markets will be tight. But if Iragi oil exports are cut off for a month or more, and are
not fully offset by increased production from other oil producers, market conditions
entering the winter could be even tighter.

Returning to U.S. markets and gasoline in particular, U.S. gasoline inventories
~ were even lower this spring than last year (Fuigure 2). Inrecent weeks, there has been
some improvement, and as of June 1, stocks were about 19 below their seasonal 5-
year average. Midwest inventories were slightly lower, 2% lower than their 5- year
average (Figure 3). However, both conventional and RFG gasoline markets exhibited
low stocks and tight market conditions over the mid-March to mid-May period. Low
inventory levels were partially a consequence of refineries focusing strongly on
distillate production last winter, given that the United States entered the heating season
with very low stocks. They were also a consequence of high natural gas prices, which
encouraged fuel switching to distillate, heightening the focus on distillate production
at thé expense of gasoline. Furthermore, high natural gas prices undercut production

of key clean gasoline components, including MTBE. In addition, relatively strong late
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winter gasoline demand combined with extensive refinery maintenance to sustain

downward pressure on inventories. Finally, gasoline prices were in steep

backwardation until recently, discouraging inventory growth at the margin.
Large Number of Gasoline Types

Several other factors are also at work, adding to the potential for volatility
when inventories are low. Today’s gasoline market is comprised of many types of
gasoline that serve different regional markets to meet varying environmental
requirements. While producing specialized products can be an efficient approach for
individual refineries to meet regional air quality needs, it is not necessarily efficient
for the overall marketplace. The large number of product types adds a level of
complexity to production, distribution and storage of gasoline.

The result of this targeted approach has been to create gasoline islands. The
primary examples are California and the Chicago/Milwaukee areas, in which the
required gasolines are unique, and only a limited number of refineries make these
products. When gasoline inventories in these regions are drawn down rapidly in_
response to either unusually high demand or supply problems at any of the few
refineries producing these specialized products, gasoline prices surge. Even if other
gasoline markets are not tight, these price surges may be extended since these
specialized fuels can not be quickly re-supplied.

Refinery Capacity Constraints

Refinery capacity limitations have also become a factor affecting the U.S.

gasoline market, especially during periods of low inventories. The summer of 1997

was the first time the U.S. refinery system was pushed to its practical operating limits
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and was unable to respond adequately to unusually high gasoline demand (Figure 4).
As a result, seasonally low inventories were rapidly depleted and prices surged. Since
then, capacity has grown slightly more than demand, but capacity is still tight during
the summer.

With little inventory to cover supply/demand imbalances, and many refineries
running at their practical limits, any supply problems such as refinery outages may not
be resolved quickly. This increases the time required for re-supply and thus increases
both the height and duration of any price spike. Furthermore, even if oil market
conditions ease, lack of excess refining capacity may impede the system’s ability to
recover from these low inventories quickly.

Dependence on Distant Supplies

Thus, if local inventories and local refineries cannot respond adequately to a
temporary shortfall in supply, extra product may have to come from distant sources.
The cost, capacity and reliability of logistical systems, as well as travel time for
movement of new supply, can all impact the total time needed for adequate supply
levels to reach markets, and prices respond accordingly. For example, travel time
alone can be 2 or 3 weeks for product to move from the Gulf Coast to the upper
Midwest. Distance and lack of pipeline connections have always been a factor
affecting California markets. Last year problems with the Explorer pipeline, which
brings products from the Gulf Coast to the Midwest, helped to propel prices upward.

This Summer
This year we again saw what can happen when low inventories combine with

regional capacity limitations and unique gasoline requirements. First, in the Midwest,
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the shutdown of the Blue Island refinery in Illinois created a level of concern about
RFG supplies in Chicago and Milwaukee. The closure also created the need for
greater volumes to move from the Gulf Coast to the Midwest. Economic incentives to
build inventories were further eroded as Gulf Coast prices surged in response to strong
demand not only from the Midwest and West Coast, but aléo from the East Coast,
where refineries underwent extended maintenance. During April, with little inventory
cushion in place, the transition from winter to summer grade reformulated gasoline in
the Midwest required running tanks down to very low levels, further undercutting
stock levels. Just as tanks were beginning to refill, Tosco’s Wood River, Illinois
refinery had a fire that reduced its ability to produce both conventional and
reformulated gasolines for a period of 2-3 weeks.

While East Coast prices did not surge as much as the Midwest, the East Coast
endured extended refinery maintenance in early spring. In addition, several foreign
refineries that are key suppliers of reformulated gasoline to the East Coast had
extended outages.

California frequently sees price surges due to its tight supply/demand balance,
the unique nature of its gasoline, and its long distance from other supply sources. This
spring has been no exception.

Almost exactly one month ago, EIA testified before another Committee that
we thought we were nearing the peak gasoline price this summer. At that time, we
noted that the United States was nearing the end of what usually is one of the tightest
times of the year for gasoline markets — the period when gasoline demand begins

rising seasonally yet refineries are still winding up maintenance. Since the end of
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March, production has increased significantly, as refineries have ramped up to full
capacity. The Wood River refinery is now fully operational, boosting Midwest
supplies, while imports have continued to stream into East Coast markets at an
unprecedented pace. As a result, stocks have returned to the low end of the normal
range nationally; however, some regions remain tighter than others, primarily those
using RFG.

Barring further major refinery or other infrastructure problems, we expect
prices to continue declining this summer, much like last year’s drop. Our latest
forecast, released one week ago, has monthly average prices peaking at $1.69 per
gallon in May, before dropping to $1.55 by September. Weekly price decreases may
be even greater. Nevertheless, we must caution that gasoline markets remain exposed
to volatility, particularly towards to the end of summer when demand peaks. Factors
that would tend to increase volatility include global oil inventories that are likely to
remain low, even with an early return of Iraqi exports, and gasoline markets here and
in Europe already signaling a potential reduction in crude runs and gasoline
production.

That concludes my testimony and I would be happy to answer any questions

the Committee might have on the current gasoline situation.
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Figure 2
Low U.S. Gasoline Stocks Indicate Tight
U.S. Gasoline Market
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Figure 3

Regional Stocks

Total Gasoline Ending Stocks (Thousand Barrels)
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Figure 4

U.S. Capacity Utilization is High

U.S. Operable Capacity and Gross inputs
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Mr. OsE. Thank you, Mr. Cook.

Mr. Brenner, we're going to go ahead and take your testimony.
I want to remind you, we have received your written testimony. I
know I've read it, I know staff’s read it, 'm sure my colleagues on
both sides of me have read it. If you could be brief, I would appre-
ciate it.

Mr. Otter went to vote, he’s going to come back so we can keep
the hearing going, then I'm going to go vote, as well as my col-
leagues. We're going to try to keep this thing rolling. Mr. Brenner,
for 5 minutes.

Mr. BRENNER. Thank you, Mr. Chairman and members of the
subcommittee.

Thanks for inviting me here today to outline EPA’s gasoline ini-
tiatives related to President Bush’s National Energy Policy, and to
discuss the vital role that cleaner burning gasoline plays in improv-
ing America’s air quality. I will offer a brief opening statement and
submit my longer statement for the record, as you requested.

Mr. Chairman, let me assure you first and foremost that this ad-
ministration is determined to see that consumers continue to re-
ceive the benefits of cleaner burning gasoline at a reasonable price.
When Congress passed the Clean Air Act amendments of 1990, it
established a number of programs to achieve cleaner motor vehicles
and cleaner fuels. These programs have been highly successful in
protecting public health by reducing harmful vehicle exhausts.

One of these programs, the Reformulated Gasoline Program, was
designed to serve multiple national goals, one of which was improv-
ing air quality. Today, roughly 35 percent of the gasoline used in
this country is reformulated gasoline. RFG is used in 10 metropoli-
tan areas required by Congress, and in areas that have chosen to
opt-in to this cost effective pollution reduction program. Those in-
clude areas in Kentucky, Texas, Missouri, and the Northeast.

The program is working. RFG has significantly reduced vehicle
tailpipe emissions, including emissions of smog forming pollution
and air toxics, such as benzene, which is known to cause cancer in
humans. Benzene emissions have dropped a dramatic 38 percent in
RFG areas, and smog forming emissions have dropped by more
than 27 percent. Results like these mean cleaner air for early 75
million Americans at a cost of just 4 to 8 cents per gallon. The cost
is small compared to what we saw this spring. Across the country,
gas prices climbed in areas that use cleaner burning gasoline and
in those that do not.

Similarly, the price drops we have seen since mid-May have oc-
curred across the board. Those spring price increases were influ-
enced by a number of major factors, including the continued high
cost of crude oil, a decrease in the amount of oil available on world
markets, record low gasoline inventories, following a longer than
normal winter heating season, continued increases in vehicle miles
traveled and in fuel demand, and decreases in vehicle fuel effi-
ciency.

Finally, American refiners are producing gasoline at nearly full
capacity. Any disruption, no matter what the cause, affects the en-
tire U.S. gasoline market. To help reduce disruptions like these in
the future, this administration is committed to exploring whether
there are ways to increase flexibility for refiners. Already, the ad-
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ministration has provided a VOC adjustment for ethanol blended
RFG in the upper Midwest. We are looking for ways to minimize
disruption when the gasoline distribution system switches from
winter to summer fuel.

And as part of our efforts to carry out the President’s National
Energy Policy, we have begun meeting with the oil industry, States
and other stakeholders to examine opportunities to reduce the
number of State and local boutique fuels while maintaining or even
improving the environmental benefits these fuels produce. We see
this study as an opportunity to provide greater flexibility for the
fuel production and distribution system.

This concludes my statement, and I'd be happy to answer any
questions.

[The prepared statement of Mr. Brenner follows:]
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June 14, 2001

Thank you, Mr. Chairman and Members of the Subcommittee, for the invitation to appear
here today. Today’s hearing is timely. I appreciate the opportunity to discuss the vital role
cleaner burning gasoline plays in improving America’s air quality and to cormment on initiatives
related to gasoline contained in the recently announced National Energy Policy. I also will
cormment on the Environmental Protection Agency’s clean gasoline program and the steps taken
by Administrator Whitman to make the program more efficient and effecfive.

Mr. Chairman, first and foremost, the Environmental Protection Agency is concerned that
consumers receive the air quality benefits of cleaner burning gasoline (also called reformulated
gasoline, or RFG) at a reasonable price. Before discussing recent gasoline price trends, I will
review the history and development of the RFG program, and document the air quality bepefits
derived from the program. Iwill also explain our on-going actions related to our pending
Volatile Organic Compounds (VOC) adjustment rule and concerns regarding “boutique” fuels.

Let me begin with a history of the RFG program.

History of RFG
When Congress passed the Clean Air Act Amendments of 1990, it-established a number

of programs to achieve cleaner motor vehicles and cleaner fuels. These programs have been
highly successful in protecting public health by reducing harmful exhaust from the tailpipes of
motor vehicles. In the 1990 Amendments, Congress struck a balance between vehicle and fuel
emission control programs after extensive deliberation. The RFG program was designed to serve
several goals. These include improving air quality and extending the gasoline supply through the
use of oxygenates.

Congress established the overall requirements of the RFG program by identifying the
specific cities in which the fuel would be required, the specific performance standards, and an
oxygenate requirement. The oil industry, states, oxygenate producers and other stakeholders
were involved in a successful regulatory negotiation that resulted in the development of the RFG
regulations in 1991. EPA published the final regulations establishing the detailed requirements
of the two-phase program in early 1994. Thus, the oil companies and other fuel providers had
six years to prepare for the performance requirements of the second phase of the program that
began last year. In addition, the oil industry has been involved in an EPA RFG implementation
advisory workgroup since 1997.

The first phase of the federal reformulated gasoline program introduced cleaner gasoline
in January 1995 primarily to help reduce vehicle emissions that cause ozone (smog) and toxic
pollution in our cities. Unhealthy smog levels are a significant concern in this country, with over

-1-
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53 million people living in counties with air quality above the 1-hour ozone standard.

The federal RFG program is required by Congress in ten metropolitan areas which have
the most serious air pollution levels. Although not required to participate, some areas in the
Northeast, in Kentucky, Texas and Missouri have elected to join, or “opt-in,” to the RFG
program as a relatively cost-effective measure to help combat their air pollution problems.
Today, roughly 35 percent of this country’s gasoline consumption is cleaner-burning
reformulated gasoline.The Clean Air Act Amendments of 1990 also required that RFG contain
2.0 percent minimum oxygen content by weight. Neither the Clean Air Act nor EPA requires
the use of any specific oxygenate. Both ethanol and MTBE are used in the RFG program, with
fuel providers choosing to use MTBE in about 87 percent of the RFG. Ethanol is used in 100
percent of RFG in Chicago and Milwaukee, which are closer to major ethanol production centers.

Ambient monitoring data from the first year of the RFG program (1995) indicated that
RFG had a positive impact on reducing toxic emissions. RFG areas showed significant decreases
in vehicle-related tailpipe emissions. One of the air toxics controlled by RFG is benzene, a
known human carcinogen. The benzene level at air monitors in 1995, in REG areas, showed the
most dramatic declines, with a median reduction of 38 percent from the previous year. The
emission reductions which can be attributed to the RFG program are equivalent to taking 16
million cars off the road. About 75 million people are breathing cleaner air because of RFG.
Since the RFG program began six and one-half years ago, we estimate that it has resulted in
annual reductions of VOC and NOx combined of at least 105,000 tons, and at least 24,000 tons
of toxic air pollutants. .

As required by the Clean Air Act, the first phase of the RFG program began in 1995 and
the second phase began in January of last year. As an example of the benefits, in Chicago, EPA
estimates that the Phase IT RFG program results in annual reductions of 8,000 tons of VOC and
NOx combined and 2,000 tons of toxic vehicle emissions, benefitting almost 8 million citizens.

Administration Actions Regarding Clean Fuels Programs .

In early March, EPA sent a team to Chicago to meet with refiners and marketers in
advance of the transition from winter to summer gasoline. Representatives from EPA and the
Energy Information Administration have been in weekly contact with refiners and marketers
throughout this spring.

VOC Adjustment

Late in March, Administrator Whitman announced that EPA would finalize its VOC
adjustment rule for ethanol-blended reformulated gasoline used in Chicago and Milwaukee.
EPA believes that this rulemaking will help provide maximum flexibility for refiners and reduce
costs for blending ethanol into gasoline by adjusting the volatile organic compounds (VOC)
standards for ethanol reformulated gasoline. This regulatory change responds to one finding of a
1999 report by the National Research Council which suggested that EPA recognize the
contribution of CO to ozone formation in assessing of the effects of RFG. The proposal
recognizes the CO benefits from oxygenates in the RFG program by offsetting those CO
reductions with an adjustment to the VOC performance standard. We expect to complete this
action soon. In the interim, EPA has provided enforcement discretion to allow refiners to take
advantage of the adjustment.
Tank Turnover
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Tank turnover refers to the need to replace gasoline in terminal storage tanks due to
seasonal changes in gasoline specifications, Fuel providers have been doing this for over ten
years to comply with summertime gasoline volatility requirements. Before that, fuel providers
followed American Society of Testing & Materials (ASTM) specifications for seasonal changes.
Under the cleaner burning RFG program, the tanks at terminals must meet sumimertime RFG
requirements by May 1. Retail stations must meet summer fuel requirements by June 1. This
year, EPA asked refiners and marketers to contact us if they experienced tank turnover problems.
Although no problems with turnover were reported by anyone in the fuels industry this year, the
Agency will discuss with refiners and marketers the subject of tank turnover to determine if
additional flexibility can be provided while maintaining the air quality benefits of the RFG
program. Any changes in the program would be made prior to the 2002 ozone season.

Reducing the Use of MTBE

There is significant concern about contamination of drinking water in many areas of the
country. Current data on MTBE in ground and surface waters indiciate widgspread and
numerous detections of MTBE at low levels. Data frem the U.S. Geological Survey indicates a
strong relationship between MTBE use as a fuel additive in an area and finding detections of low
fevels of MTBE. A number of states have taken action to ban MTBE. Accordingly, EPA
published last year an Advance Notice of Proposed Rulemaking requesting comments on a phase
down or phase out of MTBE from gasoline under Section 6-of the Toxic Substances Control Act
(TSCA). EPA believes that TSCA is the best regulatory process available for limiting or
eliminating the use of MTBE. TSCA gives EPA authority fo ban, phase out, limit or control the
manufacture of any chemical substance deemed to pose an unreasonable risk to public health or
the environment. We expect to have a proposal prepared for inter-agency review later this
summer. Actions taken by a growing number of states to ban theuse of MTBE as a gasoline
additive is the single biggest factor that threatens to proliferate boutique fuel requirements
around the country. Eleven states have banned MTBE, one as early as theend of 2002. At least
a dozen more states are considering similar bans.

Boutique Fuels

The Clean Air Act authorizes states to regulate fuels through state implementation plans
if EPA finds such regulations necessary to achieve a national air quality standard. This has
resulted in a number of different formulations being required by states which are often referred to
as boutique fuels. EPA understands the challenge that state and local “boutique fuel”
requirements place on the production and distribution of gasoline in the U.S. These state fuel
programs could limit flexibility in the fuel distribution system, particularly if a disruption
occurs. If the number of special fuels could be limited, while maintaining needed air quality
benefits, greater fungibility within the distribution system could possibly result.

The National Energy Policy report issued on May 17, 2001 includes a recommendation
that directs EPA to study opportunities, in consultation with DOE, USDA and other agencices, to
maintain or improve the environmental benefits of state and local "boutique” fuel programs while
exploring ways to increase the flexibility and fungibility of the fuels distribution infrastructure,
and provide added gasoline market liquidity. We have begun our boutique fuel assessment; we
are consulting various stakeholders, including the states, and expect to make recommendations
shortly.

.3-
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Production Costs for RFG Do Not Explain Price Increases

There are many factors that contribute to the price of gasoline. These include: the cost of
crude oil; refining costs and profits; refining capacity utilization; distribution and marketing
costs; the size of inventories; the size of demand for gasoline and other petroleum products; the
balance between this demand and readily available supplies; and the availability of alternative
supplies in tight markets.

As my colleague from EIA said in his testimony, most of the factors that affected prices
last year have been again at work this year: relatively tight crude oil markets; relatively tight
spring gasoline supply/demand balance, compounded by extensive refinery maintenance and
unplanned outages; high refinery capacity utilization; unique regional and seasonal products,
many of which are referred to as “boutique fuels”; and dependence on distant supplies. I would
also like to highlight a few specific points to amplify on this list:

. Gasoline inventories were lower than normal this past spring. Following a longer than
normal winter heating season, gasoline supplies going into the 2001 summer driving
season were at their lowest levels since 1994. -

. Fuel demand continues to increase. March 2001 gasoline usage was up 3% compared to
March 2000. Americans continue to travel more. Although recently there have been
signs of slowing, Vehicle Miles Traveled (VMT) have been increasing. Over the past
twenty years, as the economy has grown, onroad VMT has increased by 114% while
population has only grown by 27%. In addition, the fuel economy of the vehicle fleet is
the lowest in 20 years and is declining, as Americaris have purchased many more pick up
trucks, minivans and sport utility vehicles. By 2000, nearly half of the new vehicles
purchased in the U.S. fit into these categories. .

. Refineries are producing gasoline at nearly full capacity. Any disruption or temporary
shut down, whether from natural disaster, accident or routine maintenance, has a rippling
effect through regional, and sometimes national, gasoline and petroleum product markets.

. Finally, it is worth noting that prices this spring rose in areas that do not use clean fuels as
well as those that do.

For the past 20 years, the United States has benefitted from declining energy prices. As
recently as 1998, gasoline was less expensive compared with overall consumer prices than ever
before in U.S. history - 60 percent cheaper than the price of gasoline in 1981- when inflation is
factored in. Even today, when adjusted for inflation, the price of gas is much lower than it was
during the energy shocks of the 1970's. Today, however, we confront a situation in which
supplies of refined products are tighter and prices can be more volatile.

Against this backdrop, the manufacturing cost of RFG IL has contributed relatively little
to the overall price of gasoline. EPA has estimated that the incremental manufacturing costs of
RFG 11 are four to eight cents per gallon.

As 1 stated earlier, EPA is concerned that consumers receive the benefits of the RFG
program at a reasonable price. Across the country, hundreds of communities are benefitting from
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RFG II for pennies per gallon. Since prices peaked in mid-May, wholesale prices have fallen by
about 24 cents per gallon. Retail prices at the pump are also easing. Most analysts are predicting
no further rise this summer, barring unforeseen problems.

Mr. Chairman, I would like to make one final comment about a recent EPA action.
Earlier this week, Administrator Christie Whitman announced that EPA could not approve the
State of California’s request to waive the federal oxygen content requirement for RFG. After an
extensive analysis, the Agency concluded that there is significant uncertainty over the change in
emissions that would result from a waiver. California has not clearly demonstrated what the
impact on smog would be from a waiver of the oxygen mandate. As the Administrator said, “We
cannot grant a waiver for California since there is no clear evidence that a waiver will help
California to reduce harmful levels of air pollutants.”

The Administration is concerned about the risks of MTBE in drinking water in California
and other states. Clean air and clean water are equally important. We do not want fo pursue one
at the expense of the other. As it currently stands, the Clean Air Act provisions limit the
Agency’s ability to address these concerns. We are exploring all options and currently assessing
the health risks of MTBE. EPA is committed to working with Congress to addresses concerns
about MTBE, while maintaining the air quality and other benefits of the RFG program.

Conclusion

In closing, the President’s National Energy Policy identifies one of our principal energy
challenges as “increasing our energy supplies in ways that protect and improve the environment.”
Clean burning gasoline is one way to ensure that our energy needs are met while our
environment is protected. Clean burning RFG II is providing significant public health benefits to
75 million citizens nationally.

EPA does not believe that the RFG program is the major-factor influencing gas prices.
EPA estimates the average cost for the production of Phase II RFG ranges from 4 fo 8 cents per
gallon over conventional gasoline. This Administration is committed to explore whether there
are ways to maintain the air quality benefits of RFG while'enhancing flexibility for refiners. The
Administration is actively working to maximize flexibility and has already provided, through
enforcement discretion, a VOC adjustment for ethanol-blended RFG in the upper Midwest. We
are also looking for ways to minimize disruptions when the distribution system switches from
winter to summer fuel (tank turnover period).

As directed by NEP, EPA is working in consultation with DOE, USDA, and other
agencies with the fuels industry and states, to study opportunities to maintain or improve
environmental benefits of state and local “boutique fuel” programs while reducing the number of
boutique fuels. We see the study as an opportunity to provide maximum flexibility to the fiel
production and distribution system.

This concludes my prepared statement. I would be pleased to answer any questions that
you may have. :
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Mr. Osk. Thank you, Mr. Brenner.

I think we have somewhere around 8 minutes before the vote
comes. Mr. Otter should be back within 5. We will proceed to ques-
tions.

Mr. Cook, does the Energy Information Agency anticipate that
refinery capacity in the United States will increase in the next few
years? I think the question we are all interested in knowing is
whether we’re going to be back here next year, hearing different
testimony.

Mr. Cook. Well, the latter part is difficult to say. If Iraq stays
out of the market for a significant period of time, we’ll probably be
back before then.

As far as capacity is concerned, actually over most of the 1990’s
it’s been growing at something like an average rate of about 1.4
percent per year, roughly keeping pace with gasoline, total product
demand. We expect that to continue. But we don’t expect to see any
growth in excess capacity. We expect it to stay tight.

Mr. OSE. So, the 97 odd percent utilization, you don’t expect that
to change very much?

Mr. Cook. Not very much. Now, that’s a summertime peak num-
ber. There are lots of times during the year, during the winter in
particular, the fall, the spring periods, where that utilization rate
is much lower.

Mr. OsE. Does the EIA foresee the construction of new refineries
or an increase in the capacity of existing refineries, beyond the 1.4
percent?

Mr. CooK. No, we’re anticipating no new refineries, but continu-
ing creep at existing refineries, roughly at that pace.

Mr. OsSE. So, we're destined to have a very tight alignment be-
tween supply and demand?

Mr. CookK. It would appear, yes.

Mr. OsE. If refinery capacity does not keep pace with demand or
it aligns very closely with the growth, to the extent that we have
excess demand, where does that product have to come from?

Mr. Cook. Well, the seasonal surge typically comes from Europe.
Europe has excess capacity for gasoline for a variety of reasons. We
tap into that, and have been at near record levels ever since Janu-
ary of this year.

Mr. OSE. So, we end up importing refined or finished product
from Europe on a seasonal basis?

Mr. Cook. Well, we do it year-round. Our average imports for
last year and recent years has been about 500,000 barrels a day.
Canada, the Caribbean, Venezuela, Europe, are baseline exporters.
Then the seasonal surge typically comes from Europe.

Mr. Osk. I want to digress for a minute. One of the things I was
curious about, reading everybody’s testimony last night was, who
is a chemist and who is a petroleum engineer and who is not. Are
you a chemist?

Mr. Cook. No, I'm an economist.

Mr. OSE. You're an economist. Mr. Brenner, are you a chemist?

Mr. BRENNER. I am also an economist.

Mr. Osk. OK. I like economists. [Laughter.]

Mr. Cook, do you have any thoughts as to why our refinery ca-
pacity has essentially, I mean, you've got a report here from 1999
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showing capacity has declined from the early 1980’s. In other
words, in 1981, there were 324 refineries operating, in 1999, there
were 159. In 1981, capacity was 18.62 million barrels per day, 1999
capacity is 16.26 barrels per day. Interestingly, the utilization in
1981 was a little bit over 68 percent versus in 1999, 92.7 percent.

Do you have any thoughts as to why the capacity has declined
in the last couple of decades?

Mr. Cook. There are a couple of factors. The big drop in the
early 1980’s was a shakeout of the movement to deregulation. A
number of smaller, less efficient plants dropped by the wayside
rapidly. Over the rest of the 1980’s, I would argue that competition
and relatively low margins or spreads seen in the industry over
that decade, and since then as well, have discouraged all but the
most efficient refineries from remaining in operation.

So you basically have the shakeout of the deregulation period
and then a period of low margin increasingly forcing consolidation
in the industry.

Mr. OTTER [assuming Chair]. Thank you, Mr. Cook. The chair-
man’s time is up, so I'm going to take over now.

Mr. Cook, your organization has stated in the past that Califor-
nia is different than the rest of the country, and that the prices
need to spike fairly high before refineries are actually induced to
bring in more supply. Would you explain that?

Mr. Cook. Well, that’s not exactly the way we put it. But first
of all, California’s gasoline is unique, as you know.

Mr. OTTER. Well, I don’t want to put words in your mouth, nor
in the record. How did you put it?

Mr. Cook. Where did you get that statement?

Mr. OTTER. Gasoline primer.

Mr. Cook. I don’t recall the need to spike before product will
come in or refiners will crank up. But in many cases that is in fact
what happens.

Mr. OTTER. Why does that happen?

Mr. CooK. First of all, you have a unique fuel that’s produced
only by a handful of refiners on the West Coast. You have a typi-
cally tight balance out there, very little difference between capacity
at the dozen or so large plants that are out there on the West
Coast and summer demand. So again, if anything goes wrong
there, given the geographic isolation that California has, and given
the unique nature of that fuel, it takes a significant amount of time
to provide the market signals and incentives to Gulf Coast produc-
ers who don’t normally produce that type of gasoline to make a
batch, ship it around to the West Coast.

And in the meantime, the price spikes, as folks bid up what is
available on the West Coast to meet the near term needs they ab-
solutely have to meet.

Mr. OTTER. It was a gasoline primer update, June 13, 2001, I've
got it right here. That was yesterday.

Your statement in that then said, the farther away the necessary
relief supplies are, the higher and longer the price spike will be.
I think you’ve answered that.

Can we conclude, then, that the same thing is going to happen
for offshore refineries? How high is the spike going to have to go
before we induce foreigners to then start making these same blends
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for California, for Minnesota, other areas that have a unique blend
of gasoline?

Can we conclude, then, I guess my question goes back to Mr.
Cook, can we conclude then that foreign refineries are going to
have to see a higher spike before they will be induced to make
these specialized kinds of fuels?

Mr. Cook. Well, it’s relative. Certainly we’ve seen the same kind
of a spike in the Chicago, Milwaukee area, where the singular con-
ditions, extreme conditions, if you will, exist when stocks get low.
Now, of course in California and in the Chicago market, stocks are
not always low, in which case, when you have a refinery problem
you don’t get the big spike and you don’t have these pressures at
work.

Outside of those two areas, the East Coast, for example, has
more sources of supply and those relief valves, if you will, Europe,
the Caribbean, Venezuela, are closer. Therefore, you won’t have to
see the same kind of a price signal to get extra supply.

Mr. OTTER. Mr. Cook, you were heard during some of the open-
ing statements by several of the folks that said that perhaps the
confusion on the boutique fuels and the whole reason for the bou-
tique fuels was that there was too much freedom for the States to
kind of do their own thing. I think the word used was States rights.
I suspect that was a referral to the 10th amendment.

Do you agree with that? Does your agency agree with that? Is
there too much freedom for the States to pick and choose them-
selves? Should we have a national gasoline policy?

Mr. COoOK. As you may be aware, we're a statistical organization,
and I am not authorized to make policy statements. So, I respect-
fully decline on that one.

Mr. OTTER. Do you analyze your statistics?

Mr. COOK. Sure.

Mr. OTTER. Would an analysis of your statistics, if we have uni-
form fuel across the United States, in your analysis of your own
statistics, would then the price be moderately low, medium, mod-
erately high? And if we then superseded the States’ choices and
made a national gasoline, would then that stabilize not only supply
but also price?

Mr. Cook. Well, let me put it this way, and you might not like
the answer, but the way I see it personally is that this market
fragmentation, even the capacity issue, become important in the re-
covery period of gasoline. If you have a capacity limitation and you
have a spike, that clearly limits the ability to quickly produce a lot
more gasoline and get it into the area. So you could argue that the
duration of the spike is affected by the fragmentation and by the
capacity.

But the primal causal factors may still be there, and that’s low
stocks and tight balances at certain points in the year, especially
in the spring when you have refinery maintenance. So you're still
going to be subject to volatility if, for whatever reason, stocks are
low and you go into this period, whether it’s one fuel or a bunch
of fuels.

Mr. OTTER. I don’t necessarily dislike that answer, but, I was
hoping for something better.
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Mr. Brenner, a new refinery hasn’t been built in the United
States since 1976, I think that’s right, and in fact, since 1981, the
number of refineries has been substantially reduced in number, not
necessarily in ability to produce. Last January, the Blue Island re-
finery in Illinois shut down, citing insufficient returns to justify the
cost of upgrading to meet new EPA standards. Do you think that
the constant cycle of product upgrades has had an effect on the
ability of the refining industry and its ability to increase capacity
by attracting capitalization funds?

Mr. BRENNER. What we've seen, Representative Otter, is that
they have in fact been increasing capacity in the industry, as you
heard from the earlier testimony. It’s gone up by 1 to 2 percent a
year. In addition, they’ve further increased their ability to produce
fuel by adding oxygenates to the fuel, which has also enabled them
to produce additional gasoline without having to add a lot of addi-
tional capacity at the refinery. Those two factors have enabled
them to keep up, although barely keep up, with the increasing de-
mand for gasoline.

So our experience has been that refineries are expanding and in
terms of profitability, of course what we’ve seen over the last few
years is that profitability has increased markedly. At this point,
the situation that existed in the, say, mid-1990’s, where there were
concerns about profitability, has changed very dramatically and
profit margins are considerably better than they were.

Mr. OTTER. We heard comments during the opening statements,
Mr. Brenner, about the unfortunate resolve of the Bush adminis-
tration to refuse to waive the standard for California. In your esti-
mation, over the last 8 years, is that a unique situation where the
administration vis-a-vis the EPA, Army Corps of Engineers, let’s
name all of the regulators, refuses to grant a waiver to a State or
municipality or to a locale?

Mr. BRENNER. No, that’s not a unique situation. When we get a
request for a waiver such as that, we need to apply the statutory
requirement to that request and make a determination. In this
case, the Clean Air Act has a fairly narrow framework that we are
supposed to use for examining the request, it’s to look at whether,
by granting the waiver, if we did not grant the waiver, would it
interfere with or prevent attainment of the ambient air quality
standards.

So we had to look at the proposal from California, look at wheth-
er by, whether the oxygenate requirement that they asked a waiver
from was interfering with their ability to meet the air quality
standard. When we looked at their analysis, what we found was
that we could not make that showing that the Clean Air Act re-
quires us to make. Because we could not make that showing, we
ended up having to deny the waiver request.

Mr. OTTER. Could you take a guess or be willing to take a guess
on how many waivers were denied in the last 8 years?

Mr. BRENNER. We've had very few waiver requests from the oxy-
genate requirement.

Mr. OTTER. What happened to the one from Boise, ID?

Mr. BRENNER. The Boise, ID one?

Mr. OTTER. I'm being facetious. There was a request, it was de-
nied and then we were threatened with the loss of about $30 mil-
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h((lmhif we continued the course that we were going to go on in
Idaho.

I just wanted to make the point that it has not been a unique
thing, even in emergency situations, for the administration to ad-
here itself strongly, root itself in the law of the land, and then use
tha}‘lc :;ls guidelines, rather than personalities and whims, isn’t that
right?

Mr. BRENNER. That’s true, Congressman Otter.

Mr. OTTER. OK, thank you very much. Lacking anybody else
being here, I guess I will then excuse this panel and thank you
very much for being here.

Perhaps the vice chair, in his position, was a little hasty. I have
been called by those who have been here longer than 155 days and
we would like to retain this panel. So without objection, there being
nobody here to object, I'm in charge here. [Laughter.]

Somebody else said that once.

Mr. Cook, on behalf of Chairman Ose, I would like to ask you
this question, as a matter for the record. Your organization has re-
leased a report today on the possible impacts of blackouts on Cali-
fornia refineries. Does the EIA have an estimate of the kind of
price hike that could occur in California if there is a major refinery
outage?

Mr. COOK. Strictly speaking, we do not have a precise or reliable

estimate of that. Not for lack of modeling tools, but for lack of a
data base. We don’t specifically have a time series relating elec-
trical outages to volume losses and price responses. That said, we
do have a lot of data for California and elsewhere on production,
stocks, prices, and what have you. We've identified maybe 20
spikes or fluctuations in the last umpty-up years where the trade
press reported them due at least in part to outages of whatever
type.
When we look at that, we see a spread of from 7 to 52 cents a
gallon as the historical response, depending on the condition of the
market at the time. By that I mean whether stocks are low, wheth-
er it’s early in the gasoline season, whether it’s an isolated outage
or a series of outages with some catalytic event at the end, when
stocks have been eroded.

That’s basically all we can really say and said in the report at
this point. We’ve done some preliminary regression analysis to try
to support that’s not in the report. The early results are very con-
sistent with that. We have basically shown that if stocks are low
and you have, let’s say, a 10 percent gasoline volume loss as a re-
sult of maybe a couple hours of outages that brings refineries down
and the accumulated gasoline volume loss to that level would be
within that range. The results show anywhere from 30 to 60 cents
a gallon, depending on whether it’s a 10 or 20 percent volume loss.

Mr. OTTER. What would the volume loss be if you had a major
blackout, let’s say, every 24 hours?

Mr. Cook. That we can’t estimate. We really haven’t been able
to do that.

Mr. OTTER. The committee will go at ease subject to the call of
the Chair.

[Recess.]

Mr. OSE [resuming Chair]. Excuse me for a minute.
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Mr. Cook, in your written testimony you stated that today’s gaso-
line market comprises many types of gasoline, and that the result
has been the creation of gasoline islands. Given not only the pro-
duction and distribution constraints, but regulatory barriers that
you've mentioned, how many of these islands are there?

Mr. Cook. That might have been poor wording. What we in-
tended to imply in term of islands is the California, Chicago and
Milwaukee area, that those are the true islands where these mar-
kets are tight in the summer time and sit at the end of the pipe-
line, so to speak, and use a unique product. Which means that if
they get tight, they see a price response, then it’s going to take a
significant period of time and a significant increase to induce addi-
tional resupply into that area.

There are something like 14 different types of summer gasolines
and what-not. I wouldn’t call them all islands. It’s a matter of de-
gree. But you don’t see the barrier to the flow of products in these
other market areas that you see for Chicago and California.

Mr. OsE. When did these unique, since we’re not going to call
them boutique or islands, when did these unique fuel require-
ments—how do I phrase this? I'm going to use my language. When
did these boutique islands emerge?

Mr. Cook. Well, we would loosely trace that to the Clean Air Act,
even more loosely to first, the oxygenated program that began in
1992, and then the reformulated gasoline program in 1995. These
were the major drivers of the 14.

Mr. OsE. You say 14, and that’s just in those two markets?

Mr. Cook. No, that’s nationwide.

Mr. Osk. OK, because we've had different numbers put forth in
the different testimony, some as high as 38. But you're referencing
14?

Mr. CooK. Yes, I don’t know how they get those. We're not count-
ing grades and this, that and the other.

Mr. OSE. Mr. Brenner, in your testimony you state that actions
taken by a growing number of States to ban the use of MTBE as
a gasoline additive is the single biggest factor that threatens to
proliferate boutique fuel requirements around the country. Why is
that?

Mr. BRENNER. Mr. Chairman, the reason is that as the individual
States, because of their concerns over water pollution from MTBE,
make that decision to move away from continuing to use MTBE in
their gasoline, that means they need to work with their fuel suppli-
ers to provide gasoline that does not have MTBE in it. So that gas-
oline is somewhat different from what may be provided to neigh-
boring States where MTBE may still be a component.

So that’s really the classic definition of boutique fuels, where it’s
for a limited area and it’s not a fuel that’s necessarily widely used
around the country.

Mr. OSE. In the Clean Air Act, or the amendments, more accu-
rately, of 1990, or 1992, I think you just referenced, is MTBE called
out specifically, or is a 2 percent oxygenate requirement called out
specifically?

Mr. BRENNER. The Clean Air Act amendments of 1990, they do
not call out for a specific oxygenate. What they call for is a 2 per-
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cent oxygenate requirement, and the suppliers of gasoline have sev-
eral options in terms of what oxygenate they would choose to use.

Mr. OSE. So, there is some flexibility in the law in terms of
unique markets, how they meet their air quality requirements. As
long as they meet that 2 percent oxygenate requirement.

Mr. BRENNER. That’s right, the 2 percent requirement is in es-
sence a performance standard for the amount of oxygenate to be in-
cluded. Then, they have a choice of those two how to meet it.

Mr. Osk. Given that, is it more accurate to say that the oxygen-
ate mandate is the biggest factor in creating or proliferating bou-
tique fuels, as opposed to saying it’'s MTBE?

Mr. BRENNER. No, I would not say that, because the oxygenate
requirement, for example, has resulted in reformulated gasoline
being used around the country in many different areas, as I men-
tioned. Thirty-five percent of the fuel supply now is reformulated
gasoline. I would not think of something that’s 35 percent of the
gasoline supply as being a boutique fuel.

But what I was referring to in my testimony is the fact that in
a number of areas, States are removing one of the oxygenate
choices and removing MTBE as one of the oxygenate’s choices. That
is what is beginning to create a proliferation of gasoline. But it’s
for understandable reasons, they’re concerned about their water
supplies.

Mr. Osk. I'd like to followup, but my time has expired. Mr. Wax-
man for 5 minutes.

Mr. WAxXMAN. Thank you very much, Mr. Chairman.

Mr. Brenner, yesterday the administration rejected California’s
request to waive the Federal oxygenate requirement for gasoline.
This decision was so incomprehensible on the merits that I award-
ed President Bush a golden jackpot for that decision, as I men-
tioned in my opening statement.

In effect, the President had a simple choice. He could grant Cali-
fornia’s request, which was what every member of the delegation
urged. This would result in cleaner gasoline and lower prices for
California consumers, or he could deny the waiver, which would
mean more pollution and higher cost for California consumers but
would provide an enormous windfall for ethanol companies like Ar-
cher Daniels Midland that gave hundreds of thousands of dollars
in campaign contributions.

The President chose more pollution at higher cost for California.
Earlier this year, EPA was prepared to grant the California waiver.
EPA even prepared a proposal to do so. And I've obtained a copy
of this proposal, and I'm sending Administrator Whitman a letter
today asking her to explain this last minute reversal in their deci-
sion. I'm releasing both the letter and the proposal to the press. I'd
also like to submit them, Mr. Chairman, for the record.

Mr. OsE. Without objection.

[The information referred to follows:]
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June 14, 2001

The Honorable Christine Todd Whitman
Administrator

U.S. Environmental Protection Agency
1200 Pennsylvania Avenue, NW
Washington, D.C. 20460

Dear Administrator Whitman:

This week, the Bush Admiinistration denied California’s request for a watver from the oxygenate
requirement under the federal reformulated gasoline (RFG) program. You explained that the waiver
was inappropriate becanse “there is no clear evidence that a waiver will help California to reduce
harmful levels of air pollutants.™

Iwas surprised by your statement. It not only appears to be directly contradicted by
conclusions EPA experts reached earlier this year, but by your own recommendation to President Bush
in support of the waiver. Inoted your views in a May 3, 2001, Jetter I sent to President Bush, and 'm
enclosing a copy of that letter for your convenience.

1 am also attaching to this letter a recommendation to grant California 2 waiver from the 2%
oxygenate requirement that your agency sent to the White House in January 2001 at the end of the
Clinton Administration. This recommendation was the result of a lengthy review by EPA’s technical
and professional staff.

In the recommendation, EPA’s experts reached exactly the opposite conclusion that you
amnounced earlier this week, EPA’s experts found in January that denying the waiver wounld interfere
with California’s efforts to meet the National Ambient Air Quality Standards (NAAQS) for ozone and
particulate matter (PM). Specifically, the recommendation states:

We conclude that compliance with the 2.0 weight percent oxygen content requirement
for RFG would interfere with attainment of the NAAQS for ozone and PM in the RFG
areas in the State.

"EPA Press Release (June 12, 2001).
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The EPA recommendation would have granted California “a waiver by allowing a year-round
average oxygen level of 1.0 weight percent, through the end of 2004.” The 1% oxygenate standard
recommended by EPA is the level of oxygenate that EPA estimated would remain i the California fuel
supply in the absence of any federal oxygenate requirement. EPA stated that this waiver “will enable
California to achieve even greater reductions in NOx emissions.” Additionally, according to EPA’s
recommendation, the waiver “will have an effect on emissions other than NOx, and these overall effects
support the conclusion that a partial waiver would aid California In attaining the ozone and particulate
matter NAAQS.”

EPA further concluded that the waiver would allow “the flexibility for the state to achieve the
greatest additional NOx reductions possible.”

Starting in 2003, Califomia has banned the use of methy! tertiary butyl ether (MTBE) in
gasoline b MTBE c i drinking water wells. Because California’s waiver request was
denied, California will be forced to use the only practical alternative, ethanol. As EPA found in the
recommendation, ethanol use will not reduce air pollution. But it is more expensive than MTBE and is
in short supply. In fact, industry officials estimate that it will take about one-third of current U.S.
production of ethanol for California to meet the federal oxygenate requirements. Shortages of ethanol
could cause gas prices to rise by 50 cents a gallon, according to California Governor Gray Davis.

‘What's more, the decision to deny the waiver will cause “balkanization” of the fuel supply in
California, which is completely contradictory to the goals of the Administration’s National Energy
Policy. Because California will not receive a waiver, oil refiners will have to supply California with at
least two different fuels. In areas that are classified as severe or exireme nonattainment areas under the
Clean Air Act, like Los Angeles, oil refineries will have to add ethanol to meet the 2% oxygenate
requirements of the Clean Air Act. But in other parts of the state, oil refineries only have to meet
California’s clean fuel standards, which do not require the addition of ethanol. Moreover, gasoline with
ethanol must be segregated from nonoxygenated gasoline throughout the distribution process, and large
quantities of ethanol will have to be imported from halfway across the country.

In light of this information, I am completely baffled by the Administration’s decision to deny
California’s request. am requesting that yon immediately provide me with the new information
developed since January 2001 that forms the basis for the Administration’s reversal on this important
issue. Please provide this information no later than June 21, 2001.

Sincerely,

eg Al Wazman

Ranking Minority Member
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HENRY A, WAXMAN
20H DISTRICT, CALIFORNIA

May 3, 2001

President George W. Bush
The White House

1600 Pennsylvania Ave, NW
‘Washington, DC 20500

Dear Mr. President:

I have just learned that the White House has directed the U.S. Environmental Protection
Agency (FPA) to deny the state of California’s request for a waiver of the Clean Air Act’s
oxygenate requircment within federal reformulated gas areas in California. Apparently, EPA has
been-directed 10 make this announcement imminently.

This action is simply inexplicable, so I wanted to bring it to your immediate attention.

MTBE has been used to meet the oxygenate requirement in reformulated gasoline in
California. Unfortunately, MTBE has polluted California’s groundwater and surface water
resources, including important drinking water resources and Lake Tahoe. Use of MTBE has also
inhibited the maximization of air quality improvement within the State.

Recognizing these environmental problems, Governor Davis has acted to phase out
MTBE by January 1, 2003, At the same time, the Governor asked EPA to waive the oxygenate
requirement for reformulated gasoline. The Governor requested this waiver because without it
the cost of gasoline to consumers could rise dramaticaily.

The EPA has been presented with exhaustive scientific, technical, and analytical
documentation supporting the environmental and economic benefits to California that relief from
the oxygenate mandate would provide. A waiver is critical to California’s commitment to
protect public health and the environment and avoid compounding its energy problems.

On April 6, 2001, every member of the California House delegation -- Republicans and
Democrats alike -~ requested that Administrator Whitman grant California’s waiver request. Itis
my understanding that although the science watrants granting of the waiver and Administrator
‘Whitman explicitly wishes to grant the waiver, the White House has directed EPA to deny the

request,

California is currently experiencing an unprecedented energy crisis. Denial of the
oxygonate waiver will create a second energy crisis. The California Energy Commission has
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The Honorable George W, Bush
May 3, 2001
Page 2

estimated that phasing out MTBE without a waiver from the federal government could cost
consumers almost $1 billion each year.

Many in California believe that your Administration is trying to take advantage of
California’s energy crisis. Rather than providing needed relief to Califomia from skyrocketing
energy prices, they fear that 'your Administration is using the crisis 10 provide a basis for drilling
in the Arctic National Wildlife Refuge and other environmentally sensitive areas, as well as
repealing important parts of the Clean Air Act, such as the requirements that new and modified
facilities install modern pollution controls. They point to comments such as those of Myron
Ebell of the Competitive Enterprise Institute, who said on March 27, 2001:

The great thing about politics is how scared legislators get by tums of events. . ..

The litile bit we've seen in California is just a foretaste of what is likely o happen
this summer. You can scare these guys into doing almost anything if you pick the
right moment. The key will be if the [GOP] leadership picks the right moment.

Perhaps some may believe subjecting California to a second energy crisis may help gain
acceptance of objectionable energy policy provisions. But such an approach would be so
transparent that it would be difficult to believe that it could be seriously considered.

M. President, California is part of the United States. It deserves protection under the law
just as any other state does. Iurge you to personally review this matter and to approve Govemor

‘Whitman’s recommendation.

Sincerely,

ﬁ@v/ q e

Henry A, Waxman
Member of Congress-
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IINVIRONMENTAL PROTECTION AGENCY M
R P pur s

40 CFR Part 80 e

[FRL - - )

Regulation of Fuel and Fuel Additives: Waiver of the Reformulated Gasoline Oxygen Content
Requirement for California Covered Areas

AGLENCY: Environmental Proteclion Agency (EPA).

— ————— T

ACTION: Noticc of Proposed Rulemaking \
it Mg e

SUMMARY: Today’s action proposes 10 grant, in part, a reguest from the State of California for

a waiver of the federal reformulated gasoline (RFG) program’s 2.0 percent oxygen content
requirement. We are proposing a year-round average oxygen conient requirement of 1.0 wei ght
pereent for gasoline sold in California’s federal RFG arcas. These areas arce the Sacramento
Metropolitan Air Quality Management District, the South Coast Air Quality Management
D'istricl, and San Diego Cour;!y. Based on a lack of adcquate information regarding the
appropriatencss of a waiver as the aut;mobi]e flect tumns over to newer technologies, the waiver
would tcrminate at the end of 2004. Any petition to extend the waiver would be fully and
carcfully considered by EPA.

DATES: Comments. Submit commients on today’s proposal on or before [50 days afier date of
publication in the FEDERAL REGISTER]. Comments and data may be submitted by electronic
meil (e-mail) to; a-and-r-docket@cpa.gov. Electronic comments must be submitted as an ASCII
file to avoid the use of special characters and encryption problems and will also be accepted on
disks in WordPerfect® version 5.1, 6.1, or Corel 8 file format. All comments and data submitted

in cleetronic form must note the docket number: A-2000-10. No confidential business
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information (CBI) should be submitted by ¢-mail. Electronic comments may be filed onlinc at
many Federal Depaository Libraries.

Commenters Wishing to submil proprictary infarmation for consideration must clearly
distinguish such information from other comments and Jabel it as CBI. Send submissions
coniaining such proprietary information directly to the following address, and not to the public
docket, 10 ensure thal proprietary infarmation is not inadvenently placed in the docket: Attention:
Mr. Barry Garelick (6406]); U.S. Environmental Protection Agency, Office of Transportation
and Air Quality, 501 - 3* Street, NW; Washington, DC 20001. The EPA will disclose
information identified as CBI only 1o the extent allowed by the procedures set forth in 40 CFR
part 2. If no claim of confidentiality accompanies a submission when it is received by the LPA,
the information may be made available to the public without further notice to the commenter.

Public Hearing. A pulSlic hearing will be held on {20 days after date of publication in the

FEDERAL REGISTER], Persons wishing to testify at a public hearing must contact Barry
Garelick at (202) 564-9028, 2nd submit copics of their testimony to the docket and to Banty
Garelick at the addresses below, 1o later than 10 days prior to the hearing. Afler the hearing, the
docket for this rulemaking will remain open for an additional 30 v‘:lays fo receive comments.

ADDRESSES: Docket. Docket No. A-2000-10 contains the information relevant to this

proposal, The Docket is Jocated at the U8, Environmental Protection Agency, Air Docket
Sectian, Room M-1500, 401 M Sueet, SW, Washington, D.C. 20460, T'he docket is open for
public inspection from §:00 am. until 5:30 pm., Menday through Friday, except on Federal

holidays. A rcasonable fec may be charged for photocopying services.

h3
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Comments. Any porson wishing 1o submil comments (and/or testimony if a hearing is held)
should scnd them (in duplicse, if possihie) 1o docket number A-2000-10, by U.S. Postal Service
{o: Alr and Radiation Docket and Information Center (6102), U.S. EPA, 1200 Pennsylvapia
Avenue, NW, Washington, DC 20460; or in person or by courier to: U, Envitonmental
Protection Agency, Air Docket Scetion, Room M-1500, 401 M Street, SW, Washington, D.C.
20460, A separute copy of all comments {and/or testimony) should also be sent t6 Barry
Garelick (5406]), Invironmenlial Protection Specialist, U.S. Environmental Protection Apency,
Office of Transporlation and Air Quality, Transpornation and Regional Programs, 501 - 3rd
Street, NW, Washington, D.C, 20001, wclephone number (202) 564-9028, electronic mail
address: parclick.barry@epa.pov.

Pyblie Jjearing. A public hearing will be held at U.S. Environmental Protection Agency, Regian
9, 75 Hawthome Street, San Francisco, CA 94105 beginning at 10:00 AM. Persons interested in
presenting oral tesiimony or inquiring as to whether a hearing is to be held should contact Barry
Garelick, Transportation and Regional Programs Division, Office of Transportation and Air
Quality, U.8. Environmental Protection Ag;:ncy, 501 - 3™ St, NW, Washingten, DC 20001,
telephone number (202) 564-9028, at Jeast 2 days in advance of the public hearing. Persons
interested in attending the public bearing must also call Barry Garelick to verify the time, date,
and location of the hearing. The public hearing will provide interested parties the opportunity to

present data, vicws, or arguiments concerning these proposed emission standards

FOR FURTHER INFORMATION : For fusther information about this proposed rule, to
request o public hearing or inguire nbout whether a public hearing will be held, or to verify the

3



53

time, date and location of a public hearing, contact Barry Garelick, Environmental Proiection
Specialist, Office of Transportation and Air Quality, Transportation and Regional Proprams
Division, at (202) 564-9028. To request a public hearing, contact Barry Garclick, (202) 564-
9028 no Juter than [10 days after FR publication date].

SUPI’LEMENT‘ARY INFORMATION:

World Wide Web (WWW), In addition 1o being available inthe docket, an elecuronic copy of

today’s proposed rule is also available on the WWW, Following signature, a copy of the rule
will be placed on the Office of Transportation and Air Quality's web site for newly proposed or

promulgated rules at hup://www.epa. sov/otag/rfp htm.

Regulated Fntities. Regulated catepories and entities potentially affected by this action include:

Category SIC NAICS Examples of regulated entities
Refining 2811 32411 Reliners, importers, oxygenate producers, and
oxygenate blenders of reformulated pasoline

This table is not intended to be exhaustive, but rather provides a guide for readers
regarding cntities likely to be regulated by this action. This table lists the types of entities that
EPA is now aware could be potentially regulated by this action. Other types of entities not listed
in the teble could also be regulated. To determine whether an entity is regulated by this action,
onc should care{ully examine the RFG provisions at 40 CFR Part 80, particularly §80.41 dealing
specifically with the RFG standards, If you have questions regarding the applicability of this
action to a particular enlity, consult ‘\};c person listed in the preceding "FOR FURTHER

INFORMATION CONTACT" section.
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The remainder of this proposed rule is orpganized as follows:
1. SUMMARY OF DECISION AND BA(‘.KGROUND
A. General findings and conclusions
].‘ Summary of the basis for today’s proposed action
2. Summary of teday's proposed action
3. Description of partial waiver proposal
1. California's request for a waiver from the oxygen requirement

C. Uniqueness of waiver to California

. EPA'S EVALUATION OF CALIFORNIA'S PETITION
A. Need for additional NOx emission reductions

B. Effect of waiver on total emission changes

111, CONCLUSIONS AND DECISIONS

A. Imponance of additional NOx cmissions reductiens with respect to EPA’s decision
R. Rationale for granting # partial waiver

C. Regulatory approach

IV. ADMINISTRATIVE REQUIREMENTS
A. Excentive Order 12866

B. Executive Order 13132 (Federalism)

L
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C. Lxeculive Order 13084; Consultatien and Coordination With Indian Tribal
Governments

D. Regulatory Flexibility Act (RFA), as amended by the Small Business Regulatory
Enforcement Fairness Act of 1996 (SBREFA), 5 USC 601 g, scq,

B Paperwork Reduction Act

F. Unfunded Mandates Reform Act

G.  Exceutive Order 13045: Children's Health Protection

1% National Technology Tronsfer and Advancement Act of 1995 (NTTAA)

L Statutory Authority

1. SUMMARY OF DECISION AND BACKGROUND
A. General findings and conclusions
1. Summary of the basis for today’s proposed action
Section Z11(R)2)B)of the Act, 42 U.S.C. § 7545(K){2)(B), ellows EPA to waive
compliance with the oxygen content requirements ender certain ¢ircwnstances, Section
211(k)2)(B) reads:
The oxygen conlent of the gasoline shall equal or exceed 2.0 pereent by weight
(subjeet to a testing tolerance established by the Administrator) except as
otherwise required by this Act. The Administrator may waive, in wholc or in part, »
the application of this subpamgraph for any ozone nonattainment area upon a

determination by the Administrator that complisnce with such requirement would
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prevent or interfere with attainment by the area of a national primary ambient air

quality slandurd.

EPA has authority under this section 1o wajve the oxygen content requirement, to the
exlent reasonably necessary, where the EP'A determines, that compliance with the oxypen
content requirement would interfere with attainment of the primary National Ambiem Asr
Quolity Standard (NAAQS) in an ozone nonattuinment arca, In evaluating California's request
for waiver of the oxypen requirement, EPA has analyzed the need for additional NOx reductions
in California, the impact of oxygen content on emissions, and the Yikely composition of gasoline
in the relevant nonattainment area(s) with and without a waiver of the oxygen content
requircment. This analysis has allowed EPA to sssess how flexibility resulting from a waiver

will assist California in attaining the ozone and particulate matter NAAQS,

2. Summary of today’s proposed action

We are proposing today to grant a partial waiver of the reformulated gasoline (RFG)
oxygen content requirernent for California gasoline subject to the feders! RFG requirement. EPA
is proposing to waive, in part, the cxygen content requirement for the federal RFG covered areas
in Califomis, under section 211()QR)B) of the CAA, This partial waiver would reduce the
required year-round oxygen level in federal R¥G for California gasoline to 1.0 percent by weight,
through the-end of 2004. Our evaluation has revealed the following key points:

. There is a shorifall of NOx reductions in the Scuth Coast Air Quality

Management Distriet (SCAQMD) and Sacramento Metropolitan Air Quality
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Management District (SMAQMD), and, thus, additional NOx reductions are
needed in these regions;

California pasoline currently subject to California and federal RFG requirements
including the federal oxypen coment requirement is required to, and does, achicve
significant NOx reductions in these aréas and would confinue 1o do so regardless
of the type of oxygenate;

Achieving greater NOx reductions is slso possible, and effording refiners
additional flexibility in the fuel forrmulation process by a partial waiver will

enable California to achieve even greater reductions in NOx emissions;

Thesc additional NOx reductions resulting {rom the granting of a partial waiver
will work lo alleviate the NOx shortfall and therefore provide impoertant additional
emissions rednctions necded to help California attain and maintain the ozone and
partienlate matter NAAQS, and

A partial waiver will have an cffect on emissions ather than NOx, and these
overall effects support the conclusion that a partial waiver would aid California in
atiaining the ozone and panticulate matter NAAQS.

LPA is proposing 10 condition this waiver on s demonstration by the California
Air Resourees Board (CARBY that jt will take enforceable action to make sure that
these eddisonal NOx reductions are in {act realized. EPA is proposing that
CARD submit 2 demonsiration {0 EPA, within six months of issuance of a ﬁﬁai

rule granting a waiver, of the actions it plans to take to ensure that the additional
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NQOx reductions expected to result from the issuance of the waiver are in fuct
achieved.

. As the flact turns over {o vehicles with newer technologies, such as improved
operation and catalysts, the ability to achicve additional NOx reductions from this
formulation flexibility may disappear or become less significant. At this time,
EPA daes not have adequate information to fully evaluate whether a waiver would
continue to be appropriate as the fleet turns over to vehicles with newer
tochnologies, Therefore, this waiver would only 2pply through the end of 2004,
Prior 1o that date, CARB may seck an cxteasion of the waiver by demmonstrating
that compliance with the oxygen content requirement after that date would

continue to prevent or interfere with attainment of the NAAQS.

We note that althouph the partial waiver would result in greater NOx reduction in
California, ethano! has played and will continue te play a major rele in the production of RFG
sinee the program began in 1995, Ethanol helps in the production of octanc quality, often
allowing for deereased use of aromatic compounds, for cxample, that tend to increase unhealthy
v&]]i.clc emissions. Lthanol also dilutes the other components of gasoline, such as sulfur, olefins,
and benzone, that can contribute 1o vehicle emissions. As we discuss in Section 1.C. below, the

uniqueness of California fuel and the refinery configurations and capacity in California provides

an opportunity for California to achieve preater NOx benefits with a imited use of oxypen. We
o rmen e R e

believe that it is extremcly unlikely that other states could obtain greater NOx benefits with less

oxygen.
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Finally, as discusyed in detail in Appendix B of the Technical Support Document for this
proposed Rulemaking (see Docket A-2000-10, Document Number 11-B-2), the modeling
underlying EPA’s evaluation of California’s petition relies in part on the reasonable expectation
that California’s ban on the use of MTBE in pasoline will take effect according 1o the schedule
currently embodied in Califomia luw. Becausc EPA can identify no convincing evidence that
Califomia’s ban will not take effeet, and because the basis for California’s ban is gencrally
consisicnt with EPA’s findings regarding the risks associpted with MTDE contamination, we
believe that this is appropriate. EPA is currently working on 2 proposed rulemaking under

Scction 6 of the Toxic Substances Control Act (TSCA) to eliminate or significantly reduce

MTRE in gaseline.

3. Nescription of partial waiver propesal
We are proposing today to grant the State of California a partial waiver of the oxygen

conient requitement. We are proposing to grant a waiver by allowing a year-round averape

e
oxygen level of 1.0 weight percent, through the cnd of 2004, A partial waiver approach is
e T '

DI

approprizte bocause we expect that a significant amount of California sumnmertime gasoline will
continue to be oxygenated even if a waiver is granted. This is based on the refinery modeling
performed to cvaluate how gasoline would be reformulated if oxygen content is not required.
Among the varions seenarios we considered in the relinery modeling, the extended year-round
oxygen averages range from 0.9 purcent to 2.0 percent by weight oxygen with most scenarios
yielding oxygen Jevels around 1,0 percent. This reflocts a variety of faclors, indicating that most

——

of the federal RFG in California will continue 1o be oxygenated under the California wintertime
e

i

e
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oxygenated fue] program, a wintertime propram designed to reduce wintertime carbon monoxide
emissions.  The level of the proposed waiver is intended to maximize the potential for additional

NOx reductions that the State of California can gain by providing this flexibility to refiners.
AR

The analysis supporting this proposal shows that refincrs are currently achieving NOx
reductions for gasoline subject 10 both CARB and EPA RPG requirements but that {f refiners are

given additional flexibility to refonmulate gasoline subject to CARB’s RFG requitements, by

-

LSTTEThR The TeqUeTienT [0 pad ORygen To e pasont
_gasoline that achieves more reductions in NOx than is otherwise required under CARB’s
L e e S T e e T TR IEREIE e LAl s

regulations. In effect, this additional flexibility is expected to lead to voluntary over compliance

with CARB’s current NOx reduction requirements. This is based in large part on refinery

modeling that is unique to Califoraia, taking inte account the choices refiners can reasonably be
cxpected to make to most cconomically produce gasoline subject to CARB's current RFG
requirements. This analysis is not ilself a guarantee, however, that these additional NOx
reductions will in fact be achieved if a waiver is granted.

Since the achievement of the additional NOx reductions is the underlying premise for the
waiver, EPA is proposing to grant this waiver under condition that California must demonstrate
that it will take enforceable action to make sure that these additional NOX reductions are in fact
achieved. EPA is proposing that CARB submit a demonstration to BPA, within six months of
jssuance of a final rule granting a waijver, of a schedule for specifying actions it plans to take to

ensure that the additional NOx reductions expected to result from the issuance of the waiver are

in fact achioved.
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Tinally, 25 the {leet tums over to vehicles with newer technologies, such as improved
operation and catalysts, the ability 1o achicve additional NOx reductions from this formulation
flexibility may disappear or become Jess significant. At this time, EFA docs not have adequate
information to fully cvaluatc whether a waiver would continve to be appropriate as the fleet twms
aver to vehicles with newer technologics. Therefore, this waiver only applies through the end of
2004, Prior to that date, CARB may seck an extension of the waiver by demonstrating that
compliance with the oxygen content requircment aﬁér that date would continue to prevent or
interfeve with attalnment of the NAAQS. EPA will fully and carefully evaluate any such request
for an extension, and will make & decision regarding such an extension based on al} of the

cvidence availabie at that time.

B. Californin’s request for a waiver from the oxypen requirement

In 2 letter dated April 12, 1999 from California Governor Gray Davis 1o Administrator
Browner, California officially requested a waiver from the federal oxygen requirement for
reformulated pasoline, under Section 21 1(k)(2)(B). Under the Clean Alr Acl, EPA may waive
the exygen mandate, in whole or in part, “..upon a determination by the Administrator that
compliance with such requirement would prevent or interfere with the atisinment by the area of a
national primary ambient air quality standard [NAAQSL” (Filed iu docket A-2000-10, document

number 11.D.-1; also available at bitp//www.arb.ca.pov/ehp/Oxvivwav/041298.pd[ ) The April

12, 1999 submittal stated that “the ARB will be revising its CaRFG program this year, and
continuing the oxygen mandate will make it more difficult to maintain the emission reductions

benefits nccﬁe§ for Califernia’s SIP.” The submittal did not, however, contain the technical

12
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analysis 10 support the statemnent that the oxygen requirement might actually prevent or interfere
withthe attainment of the NAAQS in California. As such, the Agency believed that the request
submitted by Califomia on April 12, 1999 did not provide enough detail about the underlying
analyses upon which the requesl was premised to allow I7PA to make a careful and fully
infonmed decision on the request.

Subsequent submittals from CARB provided additional information necessary to cvaluate
Calfiornia’s request for & waiver from the oxygen requirement. Upon receipt of information that
CARB submitied on February 7, 2000, EPA belicved it had sufficient information upen which to
fully evaluate California’s waiver request. In order to make the determination of preveniion or
interference with a NAAQS as required by Section 21 1(k}2)(B) of the Clean Air Act, the
Ageacy then began an independent evaluation of the data, modeling, and other information
submitted by California in support of its request for a waiver from the federal RFG oxygen

requirement.

C, Unigqueness of waiver to Californla

Our conclusions regarding what kind of mixed pool of oxygenated RI'G and non-
oxygenated RFG would he produced if refiners had the additional flexibility provided by a
waiver, and how such 2 mixed pool of oxygenated RFG and non-oxygenated RFG waouid afTect
Califoruia cinission inventories, rely on several very specific considerations associated with the
vnique feature of California’s gasoline market. (A detailed discussion of the mixed pool is
provided (n Scetion IV.B. of the Technical Support Document in Docket A-2000-1¢, Document

Number II-B-2). These unique features in the California gasoline market include 1) differcuce

$n
tar
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between California's gasoline standards and federal gasoline standards; 2) difference between
California compliance options versus federal compliance options; and 3) the very specific way in
which California refineries are configured to meke motor fuels for California compared to
refiners that produce RFG for the rest of the country, These diflerences arc discussed below.

California has its own sot of state reformulated gasotine (CaRFG) emissions standards
which have been adopied by the state and which are differcnt than the federal stardards. EPA
has, however, recognized that California’s standards are expected to achieve at least as good
reductions in emissions than the federal RFG standards. California’s standards for NOx and
toxics are more siringent than the corresponding federal standards and at least as stringent for
VOC emissions. In cxempting California gasoline from several aspects of EPA’s RFG
enforcement provisions, we have previously rccognized that the California standards result in the
production of gasoline that meets or exceeds most of the emissions and content requirements of
federal RTG.!

In addition to having different standards, California has built its own Predictive Model
which is used by regulated parties to comply with California’s own unique standards, (A more
detailed discussion of California’s model can be found in Section IV.B. of the Technical Suppornt
Docurent.) The Califomia predictive model allows for the usc of several different compliance
options including a flat limit approach, an averaging approach, and any alternative recipe that can
he shown to produee essentially equivalent or better emissions performance compared to a

certain st of Califomin’s fuel specifications. As we discuss in Section I1LB. of this document

64 FR 49992, Scpicmber 15, 1899: Uxiension of California Enforcement Exemptions for
Reformulated Gasoline Bryond December 31, 1999, ‘This FR notice comains an explanation of
why California’s standards are more stringent,

4
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(and in greater detail in Section 1V.B. of the Technical Support Document), California has buiil a
new model for Phase 3 gasoline compliance. The Phase 3 model is substantially different from
the Phase 2 model and consists of eighieen exhaust sub-models representing six pollutants and
three technology classes. The model also allows for an evaporative emissions compliance option
which allows refinees to determine hydrocarbon cmissions equivalency based on & combination
of exhiaust and evaporative emissions. The model alse introduces 2 CO credit which recognizes
the ozone-forming potential of CO.

Finally, unlike gasoline sold in most other RFG areas, California RFG is almost entircly
produced by refiners within the state. The California refining industry is not configured the same
way as the rest of the country’s refining industry. Thus, given the task of mecting California
Phase 3 standards with and without oxygen, the California refining industry will reformulate the
foels made in Californix in a very California-specific fashion, Thus, it would not be possibic to
coneludc that the reformulation decisions made by California refiners 1o nicet CARB’s unique
requirements and the emissions effects of these reformulation decisions are applicable to any
other RFG arca sutside of California.

For these 1easons, California presents a unique situation with standards different than
cther RFG areas, compliance approaches not applicable to other RFG areas, and refineries that
{ormulate fuel dillerentiy than the rest of the country. Therefore the additional reductions in
NOx emissions or other inventory changes expected in California from increased flexibility in
oxygenate use are based on factors nnique 1o California. It would not be corrcct to project that

they would also oceur in any other RFG areas owside of Califomia.

box
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. EPA’S EVALUATION OF CALIFORNIA'S PETITION

We conclude that compliance with the 2.0 weight percent oxygen content requitement for
RIG would interfere with atteinment of the NAAQS for ozone and PM in the RFG arcas in the
State. EPA has considered the date and other analyses submitied by CARB in support of its
request Tor a waivet, We have also considered information submitted by other interested partics
{see Appendix C of the Technical Support Document for this rulemaking in Docket A-2000-10,
Document ‘N umber 11-B-2). ‘We conducted further analyses based on CARB's submittals, the
resuits of which have led to our decision to grant the waiver, and are described below. (A
detailed discussion of the technieal analysis is provided in the above referenced Technical

Support Document).

A. Need for additions] NOx emission rednctions

The basis for California’s waiver request rests on CARB’s assertion that additional NOx
reductions are needed in California. CARB claims that the South Coast Air Quality
Management Distriet (SCAQMD) and Sacramento Metropolitan Air Quality Manzgement
District (SMAQMD) need additional NOx reducetions beyond the commi{ments made in their
recently approved State Implementation Plans (SIPs) for these areas {o attain the National
Ambicnt Adr Quality Standards NAAQS) for orone and particulate matter, Tu fact, there isa

shorifall of NOx reductions needed by 4 tons/day in the SCAQMD and 4 tons/day in the

1€
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Sacramento RFG arca, which both districts have commitied to EPA to make up through
additional contro] measures.?

In addition, we believe that even tiaough San Diego County docs not show emission
reduction shortfalls of NOx, the waiver should be granted for this arca as we)} because 1)

additional NOx reductions would help to ensurc thal the San Diego County area would continue

10 meel the NAAQS, 2) waiver of the oxypen requirement in San Diego County would provide
additional NOx reductions in SCAQMD from gasoline purchased by commuters within San
Dicgo County and consumed within SCAQMD, and 3) excluding San Diego County from =
waiver could potentially cause severe disruptions in the production and distribution of gasoline in
California.

. Finally, we are proposing that the waiver would also be applicable in the San Joaguin
Vallcy once it becomes an RFG area (it was re-designated as a “serious” non-attainment arez for
ozone). We believe that the waiver should extend 1o the San Joaquin Valley RFG arca since we
would expect similar NOx reductions there and because of the potential need for NOx reductions
in that arca to altain the ozone and particulate matier NAAQS, as well as the potential for
disruption to the distribution systern in California if the arca is excluded from the waiver. We

solicit comment on our proposal to extend the waiver to the San Joaquin Valley when it becomes

a federal RFG area.

? As discussed in the Technical Support Document (see Docket A-2000-10, Document Number 1
B-2) the NOx short(all is caleulsted based on the “carrying capacity™ for cach region (ie., the
maximum amount of NOx emissions that can be sustained that will allow attainment of the ozone
and PM NAAQS) which is derived through Urban Airshed Modeling (UAM) simulations. The
NOx shortfall for a specific region is the difference betwren the amount of NOx projected to be
;::,y::}::ilfcx;‘%;:mhmmmuon of the varieus control measures in a $IP, and the carrying capacity

17
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B, Effect of waiver on total emission changes

EPA’s evaluation of the effect of & waiver on changes in NOx, YOC, and CO inventories
are based upon refinery modeling predictions of the most cconomic levels of oxygen usc for both
a waiver and non-waiver scenario. We considered vanious possible scenarios that were derjved
from modeling, as discussed in detai] in Section IV.C. 2. of the Technical Support Document.
Weestimate that the cffect on NOx, VOC and CO inventories (taking inte account nonread
cffects) in the South Coast Air Quality Management District for the various scenarios range from
5 1e 10 tons/day additional reduction in NOx, 4 to 16 tons/day additional reduction in VOC, and
130to 300 rons/day increase in Co, Itis important to hote that the additfonal decreases in NOx
and VOC that w&vld occur are in addition 1o those under the California RFG Phase 3 regulations
if a watver were not granted.

Using oxygen usage patierns resulting from our refinery analysis, we would cxpeet that
the additional NOx cmissions benefits would occur as refiners use the additional flexibility
provided by a waiver of the oxygen content requirement. Our analysis indicates that year-round
average oxygen levels of approximately 1,0 weight percent, as defined by the markct shares
estimated for the secnarios studied, would lead to the greatest potential NOx reductions.
Additionally, EPA fcels generally conlident that based on the photochemical relationship

between CO and species of VOC that are emitted from automobiles, that the CO increases

18
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associuted with 2 waiver are offsct by the decreases in VOC, based on the prevalence ond

mugritude of VOC reductions in the fuel scenarios that we examined.*

111. CONCLUSIONS AND DECISIONS
A. Importance of additinnal NOx cmissions reductions with respect to EPA’s decision

Both the SCAQMD and SMAQMD need additional NOx reductions in order to achicve
both the ozone and particulate matter National Ambient Air Quality Standards (INAAQS). Both
arcas currently have an emission reduction shortfall of 4 tons/day of NOx.

Additional reductions in NOx will bring these regions closcr to mecting the respective
NOx targets, and reductions in VOC, as discussed in Section 1I.B will serve 10 offset the ozonc
impact of any CQ inercase associated with the waiver, Granling the waiver, however, will not by
itself ensure that RI'G in California achieves morc NOx reductions than it etherwise would under
California and federal regulations. ‘Califomnia will be required 1o demonstrate how it will ensure

that the sdditional NOx reductions made possible by the waiver will in fact be achicved.

B. Rationale for granting a partial waiver
We arc proposing to grant a partial waiver becausc all refining scenarios we have
modcled to evaluale how gasoline wonld be reformulated in a waiver situation predict that a

significant amount of California gasoline will continuc to be oxygenated cven i a waiver is

S ——

3 See EPA’s propasal to adjus? the VOC performance standard {or RFG Ihat contains 10 voluine
pereent ethanol, (65 FR 42940; July 12, 2000). The Technical Support Document for the
referenced July 12, 2000 rulemaking provides further discussion of the relationship and is
uvailable {n Docket A-99-32, Document Number 13-B-2,

15
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pramed. Additionally, most of the foderal RFG in California will continue to be oxygenated
under the California wintertime oxygenated fucl program which is designed to reduce wintertime
carbon monoxide cmissions,! Among the various scenarios we considered, the expected year-
round oxygen averages sanpe from 0.9 percent to 2.0 pereent by weight oxygen wi‘ii fnjast

seenarios yiclding average oxygen levels around 1.0 percent. Thesc ranges are based upon
e U

refinery modcling predictions of the most economic levels of oxygen use for & waiver scenario
considering varions possible scenarios {see Section IV.C.2, of the previously cited Technical
Support Document for this proposed rulemsking).

Under section 211(k)(2)(B) of the Clean Air Act, Congress directed BPA 10 inclnde a 2.0
weight peroent oxygen requirement as part of RFG program. Congress also allowed EPA 1o
waive this requirement in whole or in part, but enly if EPA determines that compliance with the
oxygen requirement would interfere with the state’s ability to meet a NAAQS. (See Appendix A
of the previcusly cited Techuical Support Document for & full discussion of EPA's suthority to
waive the oxygen requirement). All of our modeling suggests that a significant amount of
gasoline will continuc to be oxygenated should a waiver of the requirement be granted. That
portion of the gasoline pool that continues (o be oxygenated under a waiver scenario could not
possibly inmterfore with atfainment of a NAAQS since it would be oxygenated with or without a
waiver. Furthermore, based on our analyses of refinery modeling, we conclude that no cases with

year-round oxypen levels much lower than 1 percent would actually occur with a waiver.

Tao help reduce wintertime carbon monoxide emissions, for four inonths of the year, California
requires that gasoline marketed in the Los Angeles ares during the wintertime contain 2.0 percent
oxygen by weight This yequiroment cominues gven if a waiver from the RFG oXygpen requircrent
is granted.
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‘Therefore, we are proposing to grant a partial waiver that would encompass a ycar-round oxygen
level refiecting the approximate level of oxypen use that maximizes the potential for additional
reductions in NOx.

The highest level of potential additional NOx reductions in the refining scenarios we have
modeled is associated with a year-round oxygen average around 1.0 percent by weight (See Tuable
33 in Scetion IV.E of the Technical Support Document). We believe this to be the most

approprinic oxygen level for a partial waiver becausc it aflows the flexibility for the state to

achicve the greatest additional NOx reductions possible. The level of the proposed waiver is
JR .
thercfore designed to maximize the additional NOx reductions that can be achieved by RFG in

California. The waiver 1o & year-round average oxygen conient of 1.0 percent by weight will
cssentially require that ethanol be used at a level equivalent 10 1.0 percent oxygen by weight on
an annual average (2bout 3 percent by volumc on average).

Finally, we pote here that the NOx/VOC/CO benefits and disbenefits derived in this
anslysis are completely dependent upon Californiz-specific state fuel standards and upon the
Cnlifomis-specific way California refiners are expected 1o reformulate their fuels in light of these
standards, The refinery modeling does not provide a basis to determine whether similar

mventory changes would occur in other states served by other refiners and subject to different

gasoline standards.

C. Regulatory spproeach
We are proposing today to grant the State of California a partial walver of the oxygen

requirement for California gasoline subject to ihis federal RFG requirement. The waiver would
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be pranted 10 reguire a year-round exygen jevel of 1.0 weight percent in [ederal RFG, rather than
the currently requirgd 2.0 weight percent. The waiver would also eliminate the per-galion
oxygen minimum in federal RYG areas in Califomnia.

The analysis supporling this proposal shows that if refiners are currenily achicving NOx
reductions for gasoline subject to both CARB and EPA's RFG requircments, but that if refiners
arc also given additional flexibility to reformulate this gaso}iné by reducing the requirement o
add oxygen to the gasaling, then refiners can be expected to produce gasoline that achicves more
reductions in NOx than i.s would otherwise be achieved under CARB’s reguiations, In effect,
this additional Texibility is expecied o lead 1o voluntary over compliance with CARB’s current
NOx reduction requirements. This is based in large part on refinery modeling that is unique to
California, taking inte account the choices refiners can reasonsbly be expected to make to most
cconomially prodoce gasoline subject to CARRs current RFG requirements. Howover, this
analysis is not itself a guarantee that these additional NOx reductions will in fact be achieved if a
waiver is granted.

Since the achievement of the additional NOx reductions is the underlying premise for the
waiver, EI'A is proposing to condition this waiver on a demonstration by CARB that it will take
satisfactory action te make sure that these additional NOx reductions are in fact realized. TPA is
proposing that CARD submit a demonstration to EPA, within six months of issuance of a fina)
rule granting a waiver, of the actions it plans to take to ensure that the additional NOx reductions
expected 1o result from the issuance of the walver arc in fact achieved. Wixilc the amount of such
NOx reductions may he somewhat difficult to quantily abead of time, EPA expects that the

demonstration will address achieving, at a minimum, 4 tons/day of NOx during the summer
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s:ason for the SCAQMD and SMAQMD. The demonstration must include identification of the
specific actions CARB intends 10 take 1o achieve the expected NOX reductions and a schedulc for
implementing such actions. We anticipate that these actions will include enforceable
requirements sufficient to achieve tie expected results. If CARB’s demonstration does not
adcquately ensure that the additional NOx reductions reasonably expected from a waiver will be
achieved, or il the specified actions are not fully implementad as submitted, then EPA reserves
all rights to withdraw the waiver.

Finally, as the fleet turns over to vehicles with newer technologies, such as improved
eperation and catalysts, the sbility to achieve additional NOx reductions from this formulation
fiexibility may disappear or become less significant. At1this time, EPA does not have adequate
information to fully evaluate whether a walver would continue to be appropriate as the fleet turns
over to vehicles with nower technologies. Therefore, this waiver only applies through the end of
2004. Prior to that date, CARB may seek an cxtension of the waiver by demonstrating that
compliance with the oxygen content requirement after that date would centinue 1o prevent or
interfere with attainment of the NAAQS. EPA will fully and carefully evaluate any such request
for 2n extension, and will make a decision regarding such an extension based on all of the
cvidence available at that time.,

We are proposing W@w. Under California
Ixecutive Order D-5-99, MTBE is to be phased out of California gasoline as soon as possible but
ro later than December 31, 2002, Since each of BPA’s refinery modeling scenarios assume that
MIBE may not be used in California pasoline, our confidence in the modeled NOx benefits from

awajver depend in part on California’s MTRE ban. Nonethejess, we expect that refiners will
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hegin to produce pasaline without MTBE well in advance of the effective date of the California
MTRBTE ban, as they transition into the use of cthanol as an oxygenate. We beliéve thatit is
appropriste for refiners to have the additional flexibility thatteday’s proposed waiver will afford
during at least past of this wransition pzried. We expeet that such flexibility during this transition

will result in some degree of NOx benefits in California’s R¥G arcas.

1V. ADMINISTRATIVE REQUIREMENTS
A, Exccutive Order 13132 (Federnlism);

Excoutive Order 13132, entitled “Federalism™ (64 FR 43255, August 10, 1999}, requires
EPA 1o develop ap accountable process 1o ensure “meaningful and timely input by State and
Iocel officials in the dcvcio‘pmmt of regulatory policies that have federalism implications.”
“Policics that have federalism implications™ is defined in the Executive Order to include
regulations that have “substantial direct effects on the States, on the relationship between the
national government and the Statcs, or on the distribution of power and responsibilities among
the various levels of govpmmcm.“ Under Executive Crder 13132, EPA may nol issue a
regulation that has federalism implications, that imposcs substantial direct compliance costs, and
that is not required by siatute, unless the Federal government provides the funds necessary 1o pay
the direct compliance costs incurred by State and local governments, or EPA consults with Slate
and local officials early in the process of developing the proposed regulation. EPA alse may not
issuc a regulstion that has federslism implications end thst precmpts Stmé Jaw unless the Ageney

consults with State and local officials early in the process of developing the proposed regulation,
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1 EPA complies by consulting, Executive Order 13132 reguires EPA to provide 1o the
Office of Management and Budget (OMB), in a scparately identified section ¢f the preamble 1o
the rale, a federalism summary impact statement (FSIS), The FSIS must include a description of
the extent of EPA's prior consultztion with Stste and Jogal officials, a summary of the nature of
theis concerns and the ageney’s posttion supporting the need to issue the regulation, and a
staternent of the exient 1o which the cancerns of State and local officials have been met. Also,
when EPA transmits a draft final rule with federalism implications 1o OMDB for review pursuant
to Executive Order 12866, EPA must include g certification from the ageney’s Federalism
Official siating that EPA has met the requirements of Exccutive Order 13132 in a meaningful
and timely manner.

This proposed rule will not have substantial direct effects on the States, on the’
relationship between the national government and the States, or on the distribution of power and
responsibilitics among the varicus levels of government, as specified in Execulive Order 13132.
The proposed change 16 RFG requirements in California would provide regulatory relief for
refiners who would now be allowed te make RFG with no oxygen. The change being proposed
atlows bul does not mandate this flexibility so that refiners may choosc to continue making RFG
with 2.0 (o1 greater) weight percent oxygen. Thus, the roquirements of section 6 of the Executive
Order do not apply to this rule, k
B. Executive Order 13084: Consultation and Coordination With Indian Tribal

Gaovernments

OnNovember 6, 2000, the President issued Executive Order 13175 (65 FR 67249)

cnlitied, “Consultation and Coordination with Indian Tribal Governments.” Exceutive Order
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13175 100k effect on January 6, 2001, and revokes Executive Order ] 3084 (Tribel Consultation)
as of that date. EPA developed this proposed rule, however, during the period when EO13084
was in offect; thus, EPA addressed tribal considerations under EO13084. EPA will analyze and
fuily comply with the requirements of BEO 13175 before promulgating the final rule.

Under Executive Order 13084, EPA may not {ssue a regulation that is not required by
statute, that significantly or uriquely affects the communitics of Indian iribal governments, and
that imposes substamial direct compliance costs on those communities, unless the Federal
government provides the funds necessary to pay the direct compliance costs incurted by the tribal
governments, or EPA consults with thase governments, J{ EPA complies by consulting,
Executive Order 13084 requires EPA to provide to the Office of Management and Budpet, in 2
separately identified section of the preamble to the rule, 2 description of the cxtent of EPA's prior
consultation with mpxcsen.laﬁves of affected tribal governments, a summary of the nature of their
cancerns, and 2 statement supporting the need to issue the regulation. Jn addition, Executive
Order 13084 requites EPA to develop an effective process permitting elected and other
rzpresentatives of Indian tribal governments "o provide meaning(ul and timely input in the
development of regulaiory policies on matters that significantly or uniquely affect their
communitics.”

Todny's proposed 1ule does pot significantly or uniquely affect the communities of Indian
triba} govemments. Today's proposed rule does not create a mandate for any tribal povernments.
This proposed rule applies to gasoline refiners, blenders and importers that supply gaseline to
RFG areas. Today™s action proposcs seme changes that would generally refax the Federal RFG

requizements, and docs not impose any enforceable duties on communities of Indian tribal
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governments. Accordingly, the requirements of section 3(b) of Lxecutive Order 13084 du not
apply to this proposed rule,
C. Regulatory Flexibility Act {RFA), as amended by the Small Business Regulatory

Enforccment Fairness Act of 1996 (SBREFA), 5 USC 601 et. seq.

The RFA generally requires an agency (o prepare a regulatory flexibility analysis of any
rule subjoet 1o nolice and comment rulemaking requirements under the Administrative rocedure
Act or any other statute unless the agency certifies that the rule will not have a significant
cconomic impact on a substantial number of small entities. Small entities include small
businesscs, small organizations, and small governmental jurisdictions.

For purposcs of asscssing the fmpacts of today's rule on small entities, small entity is
defined as: {1} a small business that has not more than 1,500 employces (13 CFR 121201}, (2) 2
small povernmental jurisdiction that is a govermment of a city, county, town, school distriet or
special district with a po;;ulation of less than 50,000; and (3) a small organization that is any not-
for-profit enterprisc which is independently owned and operated and is not dominant in its field.

After considering the economic impacts of today’s proposed rule on small enlities, 1
certify that this action will not have a significant economic impact on a substantial number of
small cotiies. In determining whether a rule has a significant cconomie impact on 2 substantial
number of small entities, the impact of concern is any significan! adverse economic impact on
small entities, since the primary purpose of the reguiatory flexibility analyses is to identify and
address regulatory alternatives “which minimize any significant econemié impact of the proposed
rule on small entities.” 5 U.8.C. Sections 603 and 604. Thus, an 2gency may certify that a rule

will not have a significant economic impact on 2 subsiantial number of small entities if the rule
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relieves regulatory bunden, or otherwiso has a positive economic effect on all of the small entitics
subject 1o the rule, Today’s proposed ruje would provide regulatory relief by making the VOC
standard for RFG that conlains 10 volume percent ethanol slightly less stringent, and by
climinating the oxygen minimum requirement in RFG, These actions will provide more
flexibility for refiners 10 reduce MTBE use by decreasing the coss of ethanol-blended RFG. We
have therefore concluded that today's proposed rule will relieve regulatory burden for all small
entities. We continue 1o be inlerested in the potential impacts of the proposed rule on smail
entities and welcome cormments on issues related to such impacts.

n. Paparwork Reduction Act

This action does not add uny new requirements involving the collection of information as
defined by the Paperwork Reduction Act, 44 U 5.C. 3501 ot seq, The action will resultin
revisien of the survey form that refiners must complete, but such revision docs not represent
significant new reporting requirements, nor a substantial increase in the amount of time spent
fAlling out the form. The Office of Management and Budget {OMB) has approved the
information collection requirements contained in the final RFG/anti-dumping rulemaking (See 59
'R 7716, February 16, 1994) and has assigned OMB control number 2060-0277 (EPA ICR No.
1951.08).

Burden mears the tolal time, cffort, or financial resources cxpended by persons to
generate, maintain, retain, or disclose or provide information 1o or for a Federal agency. This
includes the time needed to review instructions; dc'\;elop, acquire, install,band utilize wechnology
and systems {or the purposes of collecting, validating, and verifying information, provcessing and

maintsining information, and disclosing and providing information; adjvst the existing ways to
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comply with any previously applicable instructians and requirements; train personne} to be able
ta respond Lo a collection of information; scarch data sources; complete and review the collection
of information; and transmit or otherwise disclose the information. An Agency may not conduct
ot sponsor, and a person is not required to respond to a collection of information unless it
displays a currently valid OMB controf number. The OMB control numbers for EPA's

regulations are listed in 40 CFR Part 9 and 48 CFR Chapter 1 5.

E. Unfunded Mandates Reform Act

Tide IT of the Unfunded Mandates Reform Act of 1995 (UMRA), P.L. 104-4, cstablishes
requirements for Federal agencies to assess the effects of their regulatory actions on State, local,
and tribal governments and the private sector, Under section 202 of the UMRA, EPA generally
must prepare a wrillen statement, including a cost-benefit analysis, for proposed and final rules
with "Federal mandates” that may result in expenditures to State, local, and tribal govermnments,
inthe aggregate, or 1o the private sector, of $100 million or more in any one year. Before
promulgaling an EPA rule for which a written statement is nceded, section 205 of the UMRA
generally 1equires EPA to identify and consider a reasonable nu;nber of regulatory alternatives
and adopt the lesst ceostly, most cost-effective or least burdensome alternative that achieves the
objectives of the rule. The provisions of section 205 do not apply when they are inconsistent
with applicable ]aw. Moreover, scetion 205 allows BPA to adopt an altemative other than the
least costly, most cost-effective or least burdensome aitemative if the Administrator publishes

with the finul rale an explanation why that allemnative wes not adopted. Before IiPA cstablishes

any regulatory requivements that may significamly or uniquely affect small govornments,
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including wibal povemments, it must have developed under scetion 203 of the UMRA a small
government ageney plan. The pian must provide for notifying potentially affected small
governments, enabling officials of affected small governments to have meaningful and timely
suput in the development of EPA regulatory proposals with significant Federal intergovernmental
mandates, and informing, cducating, and advising small governments on complisnce with the
regulatory requirements,

Today's proposed rule contains no Federal mandates (under the regulatory provisions of
Title II of the UMRA) for State, Jocal or tribal governments or the private sector. The propesed
rale would impose no enforceable duty on any State, local or tribal governments or the private
seetor. This proposed mile applies to gasoline refiners, blenders and imponers that supply
gasoline to RFG areas, Today’s action proposes changes that would provide regulated parties
with more fiexibility with respect to compliance with the RFG requirements.
F. Executive Order 13045: Children’s Health Protection

Excewtive Order 1304S: Protection of Children from Environmenta! health Risks and
Safcty Risks (62VR19885S, April‘ 23, 1997) applies 10 any rule that: (1) is delenmined to be
economitally significant a5 defined under E.O. 12866, and (2) concemns ant environemental health
or safety risk that EPA has reason 1o believe may have a disproportionate effcet on children. I
the regalatory action meets both criteria, the Agency must evalaate the environmental health or
safety clfects of the planned role on children, and explain why the planned regulation is
preferable to other potentially effective and reasonably feasible :\Mmaﬁveé considered by the

Agency.
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EPA interprets B.O. 12045 as applying only (o those rcgulatory actions that are based on
health or safety risks, such that the analysis required under section 5-501 of the Order has the
potential to influence the regulation. This final rule is not subject 1o E.O, 13043, entitled
"Protection of Children from Environmental Health Risks and Safety Risks" (62FR19885, April
23, 1997), because it does not involve decisions on environmenta) health risks or safety risks that
may disproporiionately affect children. We believe that the proposcd changes will‘no( have an
adverse effect on air quality.

G. National Technology Transfer and Advaucemeﬂt Act of 1995 (NTTAA)

Section 12(d) of the National ’fcchnology Transfer and Advancement Act of 1995 (NTTAA),
Pub L. No. 104-113, 12(d) (15 U.S.C. 272 note) dirccts EPA (o use voluntary consensus
standards in its regulatory activities unless to do so would be inconsistent with applicable law or
otherwise impractical. Voluntary consensus standards arc technical standards (e.g., materials
specifications, test methods, sampling procedures, and busincss praclices) that are developed or
adopted by voluntary consensus standards bodies. The NTTAA directs EPA 10 provide
Congress, through OMB, explanations when the Agency decides not 10 use available and
applicable voluntary conscnsus'standmds.

This proposed rule docs not involve technical standards, and does not specify the usc of
technical methods. Therefore, EPA did not consider the use of any voluntary consensus
standards.

HE Statutory Authority
Scetions 114, 211, and 301(a) the Clcan Air Act as amended (42 U.S.C. 7414, 7545, and

7601(2)). For a comprehensive discussion of EPA’s authority under Scetion 21 1Kk)(2)(B), scc
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Appendix A of the Technical Support Document for this nuiemaking in Docket A-2000-10,

Document Number [1-B-2.

List of Suljects in 40 CFR Part 8¢

Lnvironmental proiection, Air pollution control, Reformulated Gasoline

Dated:

Carol M. Browner

Administrator

For the Teasons set forth in the preamble, we proposc to amend part 80 of title 40, of the Code of
Federal Regulations to read as follows:

PART 86 - REGUILLATION OF FUELS AND FUEL ADDITIVES

1. The authority citation (or part 80 continues to read as follows:

Authonty: Sces. 114, 211, and 301() of the Clean Air Act as amended (42 U.S.C. 7414, 7545,

and 7601(a)).
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2. Section 8$0.81 is zmended by revising the title of the scction and adding a new paragraph (i) 1o

read as follows:

§ 80.81 Cnforcement and other exemptions for California gasoline.

* * * * *

(1) (1) Beginning on January 1, 2002, and cxtending through December 31, 2004, instead of the
oxygen content standards in § 80.41(c) and (f), for California pasoline the Phase II Complex
Medel Per-Gallon Standard for oxygen content (percent, by weight) shall be >1.0, and the Phase
I Complex Model Averaged Standard for oxygen content (percent, by weight) shall be 2 1.0.

‘There shall be no per-gallon minimum for the Phase 11 Complex Modcl Averaged Standard.

(2) O or before [inscrt date six months from issuance of final rule], California shall submit to
EPA = demonstration that California will ensure that the additional NOx reductions reasonably
expected to be achicved by the provisions of paragraph (1)(1) of the this section will be achieved.
Such demnounstration shall include the specific actions that California will take and s schedule for
such actions. The demonstration shall include enforceable requirements sufficient to ensure that
additional NOx reductions are achiceved in Californja, including at a minitum: 4 tons per day
during the summer season for both the South Coast and the Sacramento Mctropolitan Air Quality

Maragement Districts,
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Mr. WAXMAN. In denying the request, Administrator Whitman
said, “We cannot grant a waiver for California, since there’s no
clear evidence that a waiver will help California reduce harmful
levels of air pollutants.” This is a remarkable statement, given that
EPA’s technical staff found just the opposite. Let me read from
EPA’s proposal to grant a waiver. EPA concludes, I'm reading from
the EPA technical document, “that compliance with the oxygen con-
tent requirement for reformulated gasoline would interfere with at-
tainment of the national ambient air quality standards for ozone
and particulate matter in the reformulated gasoline areas in Cali-
fornia.”

The oxygenate decision seems directly contrary to the goals of
the administration’s National Energy Policy. One of the goals of the
National Energy Policy is to reduce the number of boutique fuels.
Yet I understand that as a result of the administration’s decision,
oil refiners will have to supply California with at least two dif-
ferent fuels in areas that are classified as severe or extreme non-
attainment areas under the Clean Air Act like Los Angeles. Oil re-
finers will have to add ethanol to meet the oxygenate requirement
of the Clean Air Act. But in other parts of the State, oil refiners
only have to meet California’s clean fuel requirements, which do
not require the addition of ethanol.

Mr. Brenner, do you agree that the decision to deny California’s
waiver will increase the balkanization of the fuel supply?

Mr. BRENNER. Congressman Waxman, based on the evidence we
have right now, it’s difficult to say whether it would or would not
increase the balkanization of the fuel supply. It will depend, of
course, on how the fuel suppliers respond to the requirement. But
I would like to take a minute to explain why Governor Whitman
made the decision that she made, and why there seem to be dif-
ferences of views as to whether it would be adverse or not to air
quality in California.

The requirement in the 1990 amendments is that we examine
whether the oxygenate requirement would have, would prevent or
interfere with the ability of the State to meet the air quality stand-
ards, in this case, ozone. That is a fairly narrow task that was put
into the Clean Air Act amendments. It does not enable us to con-
sider the factors, many of the factors that you raised.

California sent us a proposal indicating that they felt they met
that test, because with a wavier they could reduce the nitrogen
oxide emissions from gasoline. When we examined the proposal, we
found that although that was the case, we agreed. We found that
carbon monoxide emissions would go up and they contribute some-
what to ozone formation. And hydrocarbons could go in either di-
rection, depending on the

Mr. WAXMAN. And that means if California didn’t have an oxy-
genate requirement that they couldn’t develop reformulated gaso-
line that would meet the Clean Air standards both in all the cri-
teria? Is that your testimony?

Mr. BRENNER. The test is not in whether it would meet Clean Air
Act standards or not. We need to do a comparison of what the fuel
would achieve with or without the oxygenate requirement. So we
need to compare it to the fuel they would be producing with the
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oxygenate requirement continuing, compared to the fuel they would
be producing without the oxygenate requirement.

Mr. WAXMAN. I ask unanimous consent for an additional minute.

Mr. Ose. We'll have another round.

Mr. WAXMAN. Well, Mr. Chairman, on this point, you took a little
bit more than 5 minutes, I wonder if I could ask some further ques-
tions.

Mr. OsE. I thought I was right on 5 minutes. I tell you what,
we’ll give you a minute, Henry. Go ahead.

Mr. WaxXMAN. Thank you very much. Now, wouldn’t that depend
on the reformulated gasoline requirements? Do you agree that if
they didn’t have an oxygenate requirement to do reformulated gas-
oline in a specified formula, a certain recipe, that they could de-
velop a reformulated gasoline that would meet all the requirements
of the Clean Air Act?

Mr. BRENNER. The reformulated gasoline could meet the basic re-
quirements of the Clean Air Act. But the test in the statute is not
whether it meets the basic performance standards of the Clean Air
Act that we do a comparison of, it’s the gasoline that they would
be likely to produce with oxygenates compared to the gasoline they
would produce if they received a waiver. We found that differential
in terms of carbon monoxide

Mr. WAXMAN. EPA wrote in its document, “We conclude that
compliance with the 2.0 weight percent oxygen content requirement
for RFG would interfere with the attainment of the NAAQS for
ozone and PM in the RFG areas in the State. EPA has considered
the data and other analyses submitted by CARB in support of its
request for a waiver. We have also considered information submit-
ted by other interested parties.” And so EPA said that it thought
that if California had the oxygenate requirements, California could
achieve what it is required to do under the law.

Mr. OSE. Mr. Brenner, we're going to come back

Mr. WAXMAN. Yes or no, do you agree with that statement?

Mr. BRENNER. I need to explain that that was in a draft.

Mr. OseE. We'll come back to Mr. Waxman on a second round.

Mr. WAXMAN. Thank you, Mr. Chairman, for that additional
minute.

Mr. OsiE. Mr. LaTourette, for 5 minutes.

Mr. LATOURETTE. Thank you, Mr. Chairman.

Mr. Cook, last week I had all of the mayors, city managers, town-
ship trustees from my district in town. We met with the American
Petroleum Institute, which has some opinions about this as well.
One of the mayors raised his hand and raised the question, at least
in northeastern Ohio, I don’t know if it’s this way in California or
other parts of the country, but when you drive by a gasoline station
on Thursday morning, gas is like $1.50, when you come back home
and if you'd made the mistake of not filling up on your way to
work, it’s $1.70 or $1.75. The mayor’s question and I guess my
question to you is from the hearings that this committee had last
summer, I understand what happened with pipelines and I under-
stand what happens with boutique fuels, and I understand RFG II
dilemmas in Chicago or Wisconsin.

But folks in my part of the country don’t understand why the
same gas in the same ground in the same station goes up 20, 30
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cents on a Thursday afternoon. Do you have any insight on that,
based on your research?

Mr. Cook. We've looked into that claim some, given the limited
amount of retail data that we have. And we’ve generally found it
to be not a true statement as far as statewide averages are con-
cerned, as far as Ohio or Michigan or what have you are concerned.

There does appear to be some isolated stations that did raise
prices significantly, although we didn’t find any at 25 cents. But
I'm not saying, since we don’t survey every single, etc. On the other
hand, those that did raise prices significantly seemed to be those
who had suppressed prior wholesale cost increases to them sub-
stantially up to that point, and facing the likely prospect of a sharp
jump in their resupply costs, they chose to pass those prior cost in-
creases through plus stay up with the market.

So you do get a pretty good jump when someone’s been below
market and all of a sudden they correct to market.

Mr. LATOURETTE. The biggest one we had last summer was 42
cents. That’s what the fellow from API said, that basically state-
wide averages don’t jump. But I can tell you, it’s not only that may-
or's observation, everybody in the room started shaking their
heads. In the summer time, maybe it’s not always 25 cents, but it’s
10 cents and people don’t understand that.

Mr. Cook. Right.

Mr. LATOURETTE. Because if it is truly a supply and demand dif-
ficulty, people don’t understand what’s happened, other than we
know that people are going to hop into their car and take their kids
to the beach on Saturday, and so let’'s get 10 cents a gallon extra
from them. I think that leads to some of the conspiracy theories
that we hear around here.

Mr. Brenner, let me ask you, following up on where Mr. Waxman
was, the President’s National Energy Policy does call for a reduc-
tion of boutique fuels, and I think when I started driving, there
were maybe three blends of gasoline. Now if I read the literature
correctly, there are 27 or 28. You have these islands that the chair-
man talked about in his questioning.

Don’t you think that we have the ability to put our heads to-
gether and come up with two, three or four that will satisfy the re-
quirements of the Clean Air Act and their amendments and also
be specific to certain areas of the country? Isn’t it time to do that?
In helping, I mean, we’re going to have to build more pipelines and
more refineries and so on. But it seems to me that some of these
spikes, like the ones you got in Chicago and Wisconsin last sum-
mer, are caused by inventory shortfalls, together with other prob-
lems. But, it’s a fact that we have all these blends of gasoline all
over the country.

Can’t we do that? Don’t we have the science to do that?

Mr. BRENNER. We believe there probably are opportunities to re-
duce the number of fuels out there. Whether there are 27 or how
many there are depends on how you count them. But as I noted
in my testimony, there is a potential for more. We have already
begun a process of sitting down with the oil companies and with
the States and with other stockholders to talk about the reasons
for the proliferation of number of fuels, and opportunities to reduce
that number and perhaps do something. As you suggested, creating
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a smaller number of different formulations that States might
choose from. That’s one of the options that one of the stakeholders
has put on the table.

So, the energy policy report asks that we do that in working with
the Department of Agriculture and Department of Energy. We've
already begun that process and hope to find some opportunities to
do exactly what you're suggesting.

Mr. LATOURETTE. Is there a bad guy in the scenario? For in-
stance, a big deal in last year’s hearing was the patent that Unocal
had, and basically some refiners are saying that Unocal has pat-
ented the Clean Air Act. Are the refiners objecting? Are they say-
ing, no, we want to make our stuff and because we have a patent
on tl?le blending or the formula, and so are they being the bad
guys?

Mr. BRENNER. What we find is differing views within the indus-
try. Some of the companies have found it advantageous to produce
fuels for smaller markets. Some of them have found that they
would prefer to have the flexibility of being able to provide fuel to
many different areas, to have broader markets for their fuels. So
as you would expect to see in a big country with lots of different
companies, there are different views. But, we think that we can sit
down with the companies and with the States and develop options
which would reduce the number of fuels, while maintaining the en-
vironmental benefits. The States are of course very anxious, and
we're anxious to see them preserve the environmental benefits of
cleaner fuels. So that would be an important part of that discus-
sion.

Mr. LATOURETTE. Thank you. Thank you, Mr. Chairman.

Mr. OsE. The gentleman yields back.

The gentlelady from Hawaii for 5 minutes.

Mrs. MINK. Thank you very much, Mr. Chairman.

Mr. Brenner, in your testimony, with reference to the reformu-
lated gasoline, you indicated that the Federal program requires 10
metropolitan areas to participate in this program, but that others
have joined voluntarily. Is there any impetus for the Congress at
this point to increase the numbers of areas that are required to
participate?

Mr. BRENNER. The reason some additional areas have chosen to
participate is because it provides them with, of course, additional
air quality benefits. It reduces pollution in their area. Then some
other areas have chosen to, instead of participating in the full re-
formulated gasoline, to select somewhat cleaner gasoline than con-
ventional fuels, but not go all the way to the reformulated gasoline.

Mrs. MINK. Well, my question is, we limited it to 10 metropolitan
ares in the legislation. Isn’t there some justification for now consid-
ering extending that requirement to other areas?

Mr. BRENNER. I'd say what the Congress would want to consider
is, what would the additional cost be. As I said, it is 4 to 8 cents
a gallon. But also how many additional areas could take advantage
of the additional environmental benefits, how many of them have
continuing air quality problems, and this could contribute to reduc-
ing those problems.

Mrs. MINK. Your testimony said that ethanol is used in 100 per-
cent of the reformulated gasoline in Chicago and Milwaukee. What
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has been the experience of these two cities with the use of ethanol
and the price for gasoline in these areas, and the premier con-
sequences?

Mr. BRENNER. What they found is, of course, the reformulated
gasoline does meet Clean Air Act requirements, which means it
provides them with significant environmental benefits. In the case
of Chicago, their emissions of pollution are down something like
8,000 tons a year as a result of using reformulated gasoline with
ethanol in it.

Mrs. MINK. Has the price of gasoline increased as a consequence
of the use of ethanol?

Mr. BRENNER. The price of gasoline has increased, as it does with
all reformulated gasoline. As I said, it is about 4 to 8 cents per gal-
lon.

Mrs. MINK. But how about Chicago?

Mr. BRENNER. I don’t have numbers that show the price differen-
tial in Chicago compared to conventional gasoline that is nearby,
the exact numbers. However, if you do the comparison of gasoline
in nearby areas to reformulated gasoline in Chicago with ethanol
in it, it’s a relatively small differential. We're still talking on the
order of 10 cents or less, I believe.

Mrs. MINK. Given a situation where regular gasoline prices are
skyrocketing in so many areas, it would seem to me that the price
increase for reformulated gasoline would be minimal by compari-
son.

Mr. BRENNER. That’s right. As I said, the price increase for refor-
mulated gasoline has only been 4 to 8 cents a gallon, and you can
do those comparisons of conventional gasoline nearby to these
areas.

Mrs. MINK. So wouldn’t you be prepared to recommend that the
Congress consider moving in the direction of extending the require-
ment to other areas for reformulation, because it does increase the
supply, does it not? If the rationale for the crisis is the lack of sup-
ply, doesn’t the extension into ethanol increase the supply as well,
as well as take care of the pollution problem?

Mr. BRENNER. The supply problem is for gasoline overall, not re-
formulated gasoline alone. So you’d be shifting from conventional
to reformulated

Mrs. MINK. Doesn’t the use of ethanol increase the supply?

Mr. BRENNER. The use of ethanol or other oxygenates does in-
crease the supply by about, I believe it’s about 5 or, well, actually,
the way it’s blended, it can increase the supply as much as 9 or
10 percent of gasoline. That’s part of why this requirement for re-
formulated gasoline is in the Clean Air Act, and it’s one of the ben-
efits of reformulated gasoline, it helps increase supply.

Mrs. MINK. What incentives are there now for the production of
ethanol and its use as a gasoline additive?

Mr. BRENNER. There are a set of tax incentives to encourage the
use of ethanol.

Mrs. MINK. What are the incentives?
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Mr. BRENNER. I'd have to provide you the specific incentives. I
could followup and provide you with a list of those incentives.

Mrs. MINK. Mr. Chairman, I would ask that be inserted in the
record.

Mr. OsE. Without objection.

[The information referred to follows:]
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Summary

Alcohol fuel blends of 10% ethanol and 90% gasoline qualify fora 5.3¢ exemption
fromthe 18.4¢ per gallon excise tax on gasoline, which reduces receipts to the highway
trust fund by about $900 million annually. In addition, revenues to the trust fund are
reduced by about $500 million annually by a tax code provision that allocates some of
the tax on gasohol blends to the general fund. This exemption, which can also be claimed
as a little used 53¢ per gallon alcohol blender’s credit, is the most important federal tax
subsidy for alcohol transportation fuels. In addition, there are three other federal tax
subsidies that are available for the production and use of alcohol transportation fuels, but
they are little used. Comprehensive energy policy legislation recently introduced would
alter some ofthese tax incentives. This report will be updated as legislative actions occur.

Tax Subsidies for Alcohol Fuels

There are four federal tax subsidies that are available for the production and use of
alcohol transportation fuels. However, except for the partial exemption from the motor
fuels excise taxes — the tax on gasoline, diesel, and other transportation motor fuels —
these subsidies are little used. Thus, this section discusses the tax exemption first, which
has been most responsible for the development and growth of the alcohol fuels market.
For interested readers, the second section discusses the remaining three tax subsidies,
which, although little used, are nevertheless part of the current federal tax laws, and might
be used in the foture.

Excise Tax Exemption. Virtually all transportation fuels are taxed under a
complicated structure of tax rates and exemptions that vary by mode and type of fuel.
Gasoline used in highway transportation — the fuel used more than any other — is taxed
at a rate of 18.4¢ per gallon, composed of: an 18.3¢ Highway Trust Fund rate, which
generates most of the revenue for the federal highway trust fund (HTF); and a 0.1¢ rate
that is earmarked for the Leaking Underground Storage Tank Trust Fund (LUST).! Diesel

" The LUST fund finances the cost of cleaning up spills from underground fuel storage tanks. All
(continued...)
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fuel for highway use — the fuel used mostly by trucks — is taxed at 24.4¢ per gallon, also
consisting of two components: a 24.3¢ rate that is allocated into the HTF, and 0.1¢ that
goes into the LUST fund. In addition, special motor fuels (gasoline substitutes), jet fuel,
railway diesel fuel, motorboat fuel, and virtually every other transportation motor fuel that
is not specifically exempt, are also subject to tax.> Compressed natural gas (CNG) has,
since 1993, been subject to an excise tax of 48.54¢ per MCF (thousand cubic feet) —
marking the onset of the taxation of gaseous transportation fuels.

The most important tax incentive for alcohol fuels — the one most responsible for
the development of the alcohol fuels market — is the partial exemption, currently at 5.3¢
per gallon, from these otherwise standard excise tax rates on gasoline, diesel, and other
trarsportation fuels. Mixtures of 90% gasoline and 10% alcohol (typically called gasohol)
are taxed at 13.1¢ per gallon — they are exempt from 5.3¢ of the tax. Since January 1,
1993, mixtures that are 7.7% or 5.7% alcohol (either ethanol or methanol) have received
a prorated exemption. Thus, 7.7% ethanol blends qualify for a 4.058¢ exemption (they
are taxed at 14.342¢ per gallon); and 5.7% ethanol blends qualify for a 2.978¢ per gallon
exemption (they are taxed at 15.422¢ per gallon). The 5.7% and 7.7% blends correspond,
respectively, to the 2.0% and 2.7% oxygen content standard for gasoline sold in ozone
nonattainment areas and carbon monoxide nonattainment areas under the Clean Air Act.*
Most gasohol sales are exempt at the rate of 5.3¢ per gallon because they are 90/10
blends. In all these cases, the exemption equates to 53¢ per gallon of ethanol.® Finally,
straight (or neat) alcohol fuels — mixtures that contain a minimum of 85% alcohol —
also qualify for the excise tax exemption at varying rates. For example, straight biomass-
ethanol is taxed at a rate of 13.1¢ (a 5.3¢-exemption); straight biomass-methanol is
taxed at a rate of 12.4¢ per gallon (a 6.0¢-exemption). The market for these straight, or
neat fuels, is very small.

! (...continued)
taxable transportation fuels are assessed the 0.1¢ LUST fund tax except for liquefied petroleum
gas or propane.

? A variety of off-highway fuel uses (e.g., farming), business uses (e.g., construction equipment),
and government uses (e.g., police departments and school districts) are tax exempt.

* Before 1993, only liquid fuels were subject to the various transportation fuels taxes — fuels that
were liquid at the time they entered into the tank of the vehicle. The Omnibus Budget
Reconciliation Act of 1993 (P.L. 103-66) introduced a tax on CNG.

* Clean Air Act (CAA), as amended in 1990 requires that all gasoline sold in the winter months in
the 40 carbon monoxide (CO) non-attainment areas contain at least 2.7% oxygenate. Oxygenates
add oxygen to gasoline and make the fuel burn more completely and more cleanly. This part of the
program began on November 1, 1992. The CAA also requires that all gasoline sold in 9 ozone
non-attainment areas be reformulated gasoline, containing at least 2% oxygenates. Reformulated
gasoline involves a more complex and extensive change to the chemical properties of fuel to 1)
reduce emissions of volatile organic compounds (which form ozone), 2) reduce emissions of toxic
compounds (such as formaldehyde), and 3) keep emissions of nitrogen oxide from increasing.

¥ Alcohol blended with diesel fuel or any one of the other special motor fuels is also partiaily
exempt from tax. The exemption for “gasohol” blends also applies to blends of diesel and
biomass—derived alcohol and blends of a special motor fuel and biomass—derived alcohol, whether
ethanol or methanol.
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To qualify for any of the above exemptions, the alcohol must be at least 190 proof
(95% pure alcohol, determined without regard to any added denaturants or impurities).
Technically, both ethanol and methanol qualify for the exemption as long as they are not
derived from petroleum, natural gas, coal, or peat. In practice, however, virtually all fuel
alcoholis ethanol produced from corn; very little, if any, methanol is produced from wood,
and other biomass (or renewable) sources because it is generally uneconomic.®

The federal tax exemptions for alcohol fuels also apply to certain fuel additives called
oxygenates, provided they are produced from renewables such as corn and not from fossil
fuels such as natural gas. In 1995, the IRS ruled that blends of ETBE (ethyl tertiary butyl
ether) and gasoline would also qualify for the reduced partial excise tax exemption. ETBE
is a compound derived from a chemical reaction between ethanol and isobutylene (a
byproduct of both the petroleum refining process and natural gas liquids).” In this
reaction, the ethanol is chemically transformed and is not present as a separate chemical
in the final product. In effect these rulings ensured that the oxygenate required under the
CAA would also qualify for the tax subsidies. Allowing ETBE to qualify for this tax
exemption was intended to further stimulate the production of ethanol. Allowing ETBE
to qualify for the federal tax subsidies reduces the growth of MTBE (methyl tertiary butyl
ether), its main competitor. ETBE costs more to produce and therefore, without the tax
subsidies, could not compete with the less costly MTBE.

The excise tax exemptions for alcohol fuels are currently scheduled to expire on
October 1, 2008; the equivalent blender’s tax credits are scheduled to expire on January
1, 2008. The Transportation Equity Act for the 21%* Century (P.L. 105-178) extended the
exemption by nearly seven years. Prior to these amendments, the exemption, which was
5.4¢, was scheduled to expire on December 31, 2000. The Transportation Equity Act
provided for a phased-in reduction in the exemption (and the equivalent blender’s tax
credit) to: 5.3¢ (53¢ credit) for the years 2001&2002, 5.2¢ (52¢ credit) for the years
2003 & 2004, and 5.1¢ (51¢ credit) for the years 2005-2007. The expiration date of the
HTF part of the gasoline tax (the 14.0¢) was also extended by the Transportation Equity
Act by six years from October 1, 1999, to October 1, 2005.® The remaining component
— the 4.3¢ rate — has no expiration date; and the 0.1¢ LUST component expires on April
1,2005.°

¢ Although blends of gasoline with biomass—derived methanol would also qualify under the tax
code, such blends are disqualified under the Clean Air Act because of the associated increase of
emissions of ozone—forming pollutants.

" Natural gas liquids are those components of wellhead gas — ethane, propane, butanes, pentanes,
natural gasoline, and condensate, etc. — that are liquefied at the surface in lease separators, field
facilities, or gas processing plants.

8 Note that the alcohol fuels exemption expires three years after the gasoline taxes expire. This is
odd since the exemption is defined with respect to the gasoline tax — without a gasoline tax, there
could be no exemption, (although there could still be a blender’s tax credit). On the other hand,
the gasoline tax has never been allowed to expire.

? Prior to October 1, 1997, the gasoline tax had three components: 14.0¢ for the HTF, 4.3¢ for the
general fund, and 0.1¢ for the LUST trust fund. Each of these had different expiration dates.
Taxpayer Relief Act of 1997 (P.L. 105-34) reallocated the 4.3¢ to the HTF but retained the
different expiration dates. The Transportation Equity Act extended the expiration date for all

(continued...)
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Revenue and Highway Trust Fund Implications. From 1978 (when the
excise tax exemption for alcohol fuels was first enacted) to F'Y2000, it is estimated that
the exemption cost the federal treasury over $10 billion in foregone federal revenues in
gross terms. Net revenue losses are about 25% less due to the deductibility of excise taxes
against income taxes — lower excise tax deductions due to the tax exemption imply
increased income taxes. Currently, the annual gross revenue losses fromthe exemptionare
estimated as follows: $880 million for FY2001 rising to $960 million for FY2006."
Revenue losses from the blender’s tax credit and the small ethanol producer credit are
estimated at under $50 million per year; there is no indication that the remaining two tax
benefits to alcohol fuels generate revenue losses, as they are little used.

The effect of the alcohol fuels tax exemption on the HTF consists of the direct
revenue loss due to the tax exemption, which comes at the expense of the trust fund, and
to a lesser known provision in the Internal Revenue Code (IRC§ 9503), which allocates
a portion of the taxable portion of the tax on gasohol blends into the general fund.

As was noted above, all but 0.1¢ of 18.4¢ excise tax on gasoline goes into the
highway trust fund; this tax generates about 2/3 (over $22 billion annually) of the trust
fund’s revenues, projected at over $36 billionin FY2002. In FY 1999, based on the latest
actual published data, revenue losses resulting from the exemption are estimated at about
$700 million as a result of the 5.4¢ alcohol fuels tax exemption. According to Office of
Management and Budget projections, the HTF is estimated to lose about $930 million in
FY 2002 as a result of the 5.3¢ alcohol fuels tax exemption.’! In addition, however, IRC
§9503 provides that part of the taxable portion of the tax on gasohol blends (the 13.1¢ for
90/10 blends, the 14.342¢ for 92.3/7.7 blends, and the 15.422¢ for 94.3/5.7 blends) is not
allocated to the HTF, but instead is allocated into the general fund. More specifically, for
the 90/10 blends, the law provides that 3.1¢ of the 13.1¢ tax remains in the general fund;
for blends containing less than 10% ethanol, 2.5¢ remains in the general fund and is not
allocated into the HTF. Based on actual FY 1999 data, the most recent available, estimated
losses to the HTF from these allocations are about $400 million. Thus the combined
revenue losses to the HTF are estimated at about $1.1 billion for FY1999. For FY2002,
the combined revenue loss to the HTF is estimated at about $1.4 billion.

Other Possible Tax Subsidies for Alcohol Fuels

The Blender’s Tax Credit. Inplace of the excise tax exemption, gasohol blenders
may claim an income tax credit for alcohol used to produce a qualified mixture (a mixture
of alcohol and gasoline, or a mixture of alcohol and any other special motor fuel) under
§40 of the Internal Revenue Code. The mixture must either be sold for use as a fuel (not
merely as an octane enhancer) or used as a fuel in the producer’s trade or business. An
income tax credit is also available for straight alcohol used as fuel. This credit is available

? (...continued)
motor fuels excise taxes, but the 4.3¢ component is permanent — it does not have an expiration
date.

19 Executive Office of the President. Office of Management and Budget. Budget of the US.
Government, FY 2002: Analytical Perspectives. Table 5-2, P. 66. Washington.

! Note the 1¢ decline in the exemption amount, which became effective on January 1, 2001,
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only to the user directly (who must use it in a trade or business), or to the seller who must
sell it at retail to the ultimate user (as long as it is placed in the fuel tank of the buyer’s
vehicle). Thus, whether the alcohol is a blend or straight fuel determines who qualifies for
the tax credit. In all these cases, the alcohol may be either ethanol or methanol but must
not be produced from fossil fuels, effectively limiting the tax credit to ethanol from corn.

The amount of the income tax credit depends on whether the alcohol is ethanol or
methanol, and the strength of the alcohol. If the alcohol is ethanol, the credit is 54¢ per
gallon of ethanol if the alcohol is at least 190 proof, and 40¢ if the alcohol is between 150
and 190 proof. This credit is equivalent to 5.4¢ per gallon of ethanol mixture. This mixture
credit is available only to the blender, who must not only produce the mixture but must
either use the mixture as a motor fuel in a trade or business or sell it for use as a fuel. The
blender may be the producer, the terminal operator, or the wholesaler. The credit is 60¢
per gallon of alcohol if the alcohol is methanol and if the alcohol is at least 190 proof, and
45¢ if the methanol is between 150 and 190 proof. This credit is equivalent to 6.0¢ per
gallon of methanol mixture. No credit is available for either ethanol or methanol that is less
than 150 proof. The two blender’s tax credits have been available continuously since
1980, and they are scheduled to expire on the earlier of January 1, 2001, or in the event
that the HTF excise taxes are not in effect.

There are several reasons why the tax credit is little used. First, there is the timing
differences between the availability of the two tax subsidies. The exemption is available
up front — as the fuel is actually being blended— whereas the benefits of the tax credit
must await either the filing of the income tax return or the payment of estimated taxes
(quarterly). Second, there are a number of restrictions to the blender’s tax credit that
significantly limit its value: Under IRC §87, the alcohol fuels tax credit is itself taxable as
gross income for the tax year in which the credit is earned. Thus, a taxpayer that claims
the credit has to add it back as income subject to tax thereby reducing the value of the
credit; the alcohol fuels tax credit is a component of the general business tax credit under
IRC §38 (which includes the targeted jobs tax credit, research and development tax credit,
low-income housing tax credit, and other credits) and is subject to the carryforward and
carryback rules of §39; the credits are not refundable; they may be used only against a
positive tax liability; they are of no value if the producer has no tax liability.

Small Ethanol Producer Tax Credit. Current law provides for an income tax
credit of 10¢ per gallon ($4.20 per barrel) for up to 15 million gallons of annual ethanol
production by a small ethanol producer, defined as one with ethanol production capacity
of less than 30 million gallons per year (about 2,000 barrels per day). This credit, which
was enacted as part of the Omnibus Budget Reconciliation Act of 1990 (P.L. 101-508),
is strictly a production tax credit available only to the manufacturer who sells the alcohol
to another person for blending into a qualified mixture in the buyer’s trade or business, for
use as a fuel in the buyer’s trade or business, or for sale at retail where such fuel is placed
in the fuel tank of the retail customer. Casual off-farm production of ethanol does not
qualify for this credit. The small ethanol producer credit is limited in the same way as the
blender’s tax credit. The amount of the credit is reduced to take into account any excise
tax exemption claimed on ethanol output and sales.

Farmer cooperatives do not benefit from this production tax credit because, as tax-
exempt entities, they pay no income tax. Rather, any income flows through to the
individual members who are taxed under the personal income tax. S. 596, the tax part of
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the comprehensive energy bill introduced by Senator Bingaman (which is also the
Democratic alternative energy bill) would allow farmers cooperatives to qualify for the
10¢/gallon small ethanol producer tax credit. In particular, S. 596 would allow the 10¢ tax
credit to flow-through to the individual members. S. 389, the National Energy Security
Act of 2001 introduced by Senator Murkowski on February 26, 2001, has no such
provision. Both bills would also create a new tax incentive which would benefit alcohol
fuels. For more details, see CRS Report RL30953. Energy Tax Incentives: A Comparison
of the National Energy Security Act of 2001 (S. 389) and the Democratic Alternative (8.
596).

Income Tax Deduction for Alcohol-Fueled Vehicles. Individuals or
businesses that purchase alternative fuel vehicles (AFVs) can claim a tax deduction from
adjusted gross income up for these costs of new vehicles and upgrades to existing
conventionally fueled vehicles. The maximum tax deduction for cars is $2,000, but for
trucks it can go as high as $50,000. A tax deduction is also available, up to $100,000, for
investments in any equipment needed in dispensing the alternative fuels — for storing and
dispensing the clean fuel and otherwise refueling clean fuel burning vehicles. For both of
these tax incentives, alternative fuels are defined as compressed natural gas, liquefied
petroleum gas, liquefied natural gas, hydrogen, and electricity, and they include 85% (neat)
alcohol fuels, ether, or any combination of these produced from biomass. This deduction,
in general, is little used so, currently, that it is of little benefit to alcohol fuels.

The Section 29 Production Tax Credit. Anincome tax credit is also available
for the production of a broad variety of fuels derived from various alternative energy
resources (such as oil from tar sands or shale, gas from coalbeds, brine or tight formations,
synthetic fuels, etc.). This is the alternative fuels production tax credit, also known as the
§29 tax credit (because it is part of Internal Revenue Code section 29), which currently
is over $6.00 per barrel of fuel. Certain types of alcohol fuels — either ethanol or
methanol produced synthetically from coal or lignite — could qualify for this non-
refundable tax credit. Alcohol fuels produced from biomass do not qualify for this credit,
although gas produced from biomass does qualify for the credit. There is little if any
production of synthetic fuels from coal in the United States so that, based on current
information, this credit is not claimed on alcohol fuels used in transportation.

'2 For a more detailed description and an analysis see: U.S. Congress. Congressional Research
Service. Economic Analysis of the §29 Tax Credit for Unconventional Fuels. CRS Report # 97-
679 E by Salvatore Lazzari. July 7, 1997.
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Mr. OsE. I'd also remind the gentlelady that—she yields back.

Mr. Otter from Idaho for 5 minutes.

Mr. OTTER. Mr. Brenner, so that I don’t misunderstand, and I
don’t want to rush to an idea here where we end up dividing up
the scarcity, which it sounds like where we're going. We have a law
in Idaho, it’s called Finagle’s law. It says, once something is suffi-
ciently screwed up, almost anything the Government does to im-
prove it will make it worse.

Having said that, in these new bunch of fuels, these exotic efforts
that we've got that we now want to apply uniformly, it appears,
across the United States, tell me, in the refining process, with the
new standards, how many gallons of gasoline do you get out of a
barrel of 0il?

Mr. BRENNER. How many gallons?

Mr. OTTER. How many gallons. It used to be, if we had a viscos-
ity of 19 from, say, Saudi light crude, we’d get 19 gallons of gaso-
line. How much do you get today?

Mr. BRENNER. It really varies depending on what mix of products
the refinery is choosing to produce from each barrel. But the point
is correct that with reformulated gasoline, it extends the amount
of gasoline supplied, because the oxygenates that you add to it dis-
place the need for additional petroleum from that barrel of oil.

Mr. OTTER. But isn’t it true that there’s a reduction in the raw
base material, the crude oil, in the amount of gasoline that you get
out of a barrel of crude? Is there a reduction or not? Do you still
get the same amount of gasoline as you did 20 years ago?

Mr. BRENNER. Actually, with reformulated gasoline, you end up
getting somewhat more, because of the addition of the oxygen.

Mr. OTTER. No, forget the oxygen. Forget adding ethanol. Before
you blend, how much gasoline did you get out of a barrel of 0il?

Mr. BRENNER. I can’t tell you what the numbers were from pre-
viously to now, but we could certainly provide you that.

Mr. OTTER. What does a gallon of ethanol cost?

Mr. BRENNER. About—I understand that it’s pretty close to the
price of gasoline, it’s about $1.40, $1.50 a gallon, is our understand-
ing.

Mr. OTTER. My company made 6 million gallons on an average,
ethanol out of potato waste in Idaho. Qur average price was $2.30
a gallon. That’s what we had to get out of it, after we poisoned it
with gasoline to make sure that we didn’t drink it. So I don’t know
where youre getting this extra ethanol much cheaper than the
price of gasoline. But it seems to me, we’re going to go out of busi-
ness out there if you can buy it cheaper, made out of corn, I guess,
so long as the price of corn is reduced.

Mrs. MINK. If the gentleman would yield——

Mr. OTTER. My point is this, Mr. Brenner. Isn’t it a fact that not
only just in the production of the product itself, but in the handling
of the product, the storage of the product, the transportation of the
product, the delivery of the product, the execution of delivery from
the pump itself into the gas tank, all have changed substantially?
You cannot put the same gas in the pipeline if you've got one fuel
going into another. So you've got to purge the pipeline, you can’t
put the same one in the pipeline. So you’ve got to purge the trans-
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port. You can’t put the same in the tank, so if you're going to have
two or three of these fuels, you’ve got to have two or three tanks.

All of this adds to the overall capitalization cost of the whole idea
of 27 different kinds of fuels, isn’t this right?

Mr. BRENNER. It’s true that when you use ethanol as part of the
fuel supply then you have a set of additional requirements, as you
mentioned, with respect to storage and distribution to minimize the
amount of what we call commingling of the ethanol based fuel with
other fuels. In part, those additional costs have been offset by a tax
benefit that ethanol receives and that helps. I think that’s part of
why you’re seeing a difference in price that you've described com-
pared to what I described. There is a tax benefit that is somewhat
over 50 cents a gallon for the use of ethanol.

Mr. OTTER. Thank you.

Mr. OsE. The gentleman yields back?

Mr. OTTER. I yield back.

Mr. OsE. The gentleman from Massachusetts.

Mr. TIERNEY. Mr. Brenner, just following up on that a bit, in
your testimony I believe you said that some in the industry
thought it was advantageous to produce fuels for smaller markets.
So, I'm assuming that the EPA is going to explore the fact that in-
dustry has been very complicit in fostering this boutique sort of sit-
uation that we have. And you’re going to deal with them and talk
to them about that?

Mr. BRENNER. Well, Congressman Tierney, our focus is going to
be on trying to look for solutions to

Mr. TIERNEY. Well, one solution I would hope would be to get
them to cooperate as opposed to trying to drive the market into
boutique so they can make more money.

Mr. BRENNER. Sure, we would certainly want to work with
companies——

Mr. TIERNEY. Let me ask you, do some refineries encourage
States to adopt boutique fuel requirements instead of opting into
the RFG program?

Mr. BRENNER. My understanding is that in some instances, com-
panies did suggest that.

Mr. TiERNEY. And when the Federal Government permitted a
State to require the use of a boutique fuel, EPA publishes that no-
tice in the Federal Register, right?

Mr. BRENNER. That’s correct.

Mr. TIERNEY. Has the refining industry ever submitted com-
ments opposing any State boutique fuel requirement, to your
knowledge?

Mr. BRENNER. I don’t know if I can say that’s true for any
instance

Mr. TIERNEY. To your knowledge.

Mr. BRENNER [continuing]. But typically, we have, I know there
are very few instances, if any, where we have received comments
from refiners.

Mr. TIERNEY. You're not aware of any, are you?

Mr. BRENNER. I'm not personally aware of any, that’s right.

Mr. TiERNEY. Thank you.




97

Mr. Cook, let me just ask you a question. You mentioned the con-
cept of backwardation in your testimony. Would you explain to us
again what that is?

Mr. CooK. For crude oil, it would simply mean that future deliv-
eries, say deliveries in August, of crude oil, would be somewhat
lower priced than deliveries in July.

Mr. TIERNEY. And as a result of that, people in the refinery in-
dustry are less inclined——

Mr. Cook. Right.

Mr. TIERNEY [continuing]. To put on production capacity now at
a higher price than they would at an anticipated lower price?

Mr. Cook. Sure.

Mr. TiErRNEY. Now, were all enthralled with the free market,
which I used to assume meant that this industry and others would
not want the Government to get involved in their business, but I
notice that we already have an estimated $15.6 billion over the
next 5 years of incentives for oil and gas production that are in ex-
isting law. So, assuming for a second that we don’t do any more
of that, and we grant them their wish to be a free market, what
policies are out there for us that encourage something against that
trend, that encourage people to actually produce more now than be
afra‘i)d that the price 1s going to drop later and quit that produc-
tion?

Mr. Cook. Well, again, I don’t think that EIA as a statistical or-
ganization can comment on policy, other than to make the com-
ment consistent with my testimony that more crude supply cer-
tainly improves refining economics and tends to encourage, rather
than discourage, extra production and extra storage.

Mr. TIERNEY. So, if we convince OPEC to produce more and if we
convince some of the non-OPEC countries to produce more, that
would be an assistance on that?

Mr. Cook. Certainly more supply is going to reduce crude costs
and encourage refiners to buy and store and refine more products.

Mr. TIERNEY. Mr. Brenner, what are the air pollution concerns
that are associated with refineries?

Mr. BRENNER. Well, refineries, as major industrial sources, do
produce significant amounts of pollution. They have reduced their
emissions over the years, but nonetheless, they in recent years
have produced over 30,000 tons per year of toxic emissions and
over 800,000 tons per year of what we call criteria pollutant emis-
sions—nitrogen oxides, hydrocarbons, carbon monoxide and sulfur
dioxide. So they are significant sources of air pollution.

Mr. TiERNEY. Under the new source review requirements, what
are the refineries required to do when they increase production?

Mr. BRENNER. A refinery can increase its utilization, in other
words, its production, without any additional controls if it does not
require making a change to the refinery. But if they need to make
a change to the refinery in order to increase production, then they
can still do that without any new requirements, as long as the pol-
lution does not go up by more than 10 tons a year in California or
40 tons a year in many other parts of the country.

So the first 10 to 40 tons of emission increases do not carry with
them additional control requirements. But if they do make a
change and the pollution goes up by more than that 10 to 40 tons,
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then they need to either find offsetting reductions within their fa-
cility or they need to put on modern pollution control equipment.
The goal, of course, is to minimize the increase in pollution that oc-
curs as a result of the increased production. And it’s important to
the communities near the refinery that those pollution increases, of
course, be minimized.

Mr. TIERNEY. Thank you.

Mr. OsE. Thank you, Mr. Tierney. Mr. LaTourette, for 5 minutes.

Mr. LATOURETTE. Thank you, Mr. Chairman.

Mr. Brenner, I apologize for not being here at the beginning of
the hearing. Do you have the job Mr. Perciasepe used to have in
the old administration?

Mr. BRENNER. I'm the Acting Assistant Administrator until the
political appointee can be confirmed, that’s correct.

Mr. LATOURETTE. I wanted to followup on where Mrs. Mink was
a little earlier, and also Mr. Otter’s observation about how when
the Government gets involved, things can get screwed up. It seems,
as my grandfather used to say, we have things “bassackwards”
with our tax code on some of these. Let me just tell you, on etha-
nol, in the State of Ohio, about 4 out of every 10 gallons of fuel
that’s sold in Ohio is ethanol based, which is good for the air, it’s
helped us get our non-attainment areas into attainment.

But, I think as you know, when it comes to the Highway Trust
Fund, it’s taxed at about 10 cents a gallon as opposed to 18 cents
a gallon for regular gasoline. So while Ohioans are driving around
doing nice things for the environment, they’re getting whacked, and
when it comes to distributing shares, to fix the roads, bridges and
highways, which also increase fuel efficiency, make the air cleaner
and everything else. It seems to me, on the Transportation Com-
mittee, on which I also have the pleasure of serving, we will be at-
tempting shortly to legislatively fix that inequity. It seems to me
that a State that wants to do good by its air and use reformulated
gasoline should be rewarded, not penalized.

I know that there’s a big ethanol lobby that plays into that, and
it’s a big issue that’s not as simple as I just made it. But I would
hope that the EPA will take a look at it, as you move forward in
seeking cooperation with all the various stakeholders, that perhaps
States that want to do well by the environment should also have
the opportunity to participate fully in the Highway Federal Trust
Fund to make their roads better. If you have any comment about
that, I'd be glad to hear it.

Mr. BRENNER. That’s a good example of why the decisions on
fuels, and why, in the President’s energy report, a directive is that
work be done not just by EPA, but working with the Department
of Energy, the Department of Agriculture, we’ll certainly be talking
to the Department of Treasury regarding some of the issues you
raised. We will then need to consult closely with Members of Con-
gress. Because as youre noting, all of these decisions have rami-
fications that go well beyond environmental protection.

Mr. LATOURETTE. Let me just ask you now, in response to that
question, I understand the meetings with the stakeholders. But, I
also think Mr. Tierney hit the nail on the head, too, if I'm the CEO
of a corporation that has a patent on a certain blend of fuel that
I want you to buy, I think it would be a good idea for the State
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or locality to say that you've got to have my fuel running in the
cars to meet the Clean Air Act requirements.

And this may be a non-Republican position, but I'll tell you, if
you came to the conclusion that there was a blend of gasoline that
would take care of our air and it would help ease some of the
things Mr. Otter was talking about, that’'s OK with me. I think
that’s something that would generate a lot of support in the Con-
gress.

Did you have at EPA a timeframe when you think you're going
to get this thing squared away, these meetings that you’re having?

Mr. BRENNER. The meetings have already begun, and our sched-
ule for producing a report on boutique fuels is to issue a draft of
it in the fall for comment, and then toward the end of the fall or
beginning of the coming winter have a final report which hopefully
will include some suggestions or options for all of us, the adminis-
tration and the Congress, to pursue in addressing these concerns.

Mr. LATOURETTE. Thank you very much. I don’t have any more
questions. I yield back.

Mr. Ost. The gentleman yields back. Mrs. Mink for 5 minutes.

Mrs. MINK. I have one question of Mr. Cook. As I read your testi-
mony, the major emphasis that you made was that the primary
reason our gasoline prices have escalated and fluctuated is because
of the oil supply. And where the supply has been inadequate, it has
increased the prices for gasoline.

My question is, with the new administration taking office in Jan-
uary, what efforts have you and the administration made to try to
work with OPEC to increase the supply so that this basic problem
could be solved at least on one end without all the other discus-
sions that we’ve had?

Mr. Cook. Well, first of all, I'm in EIA, and I don’t have a lot
of contact with the Secretary of Energy. So I can’t tell you what
he’s been doing with OPEC. Also, that might be a slight misunder-
standing of my testimony. We didn’t try to pick one factor out and
emphasize it any more than another. We did talk a little more
about crude oil in the testimony because it’s very topical right now,
with the Iraqi outage. But now, we list that factor, and then the
other four or five factors, not the least of which was the weather
back in December. Those high natural gas prices deeply cut into
the methane and the butane streams that are key compounds to
making MTBE, which helped to keep stocks low going into the
spring.

The focus on distillate production, which was extra strong be-
cause of fuel switching from natural gas to heating oil, diesel fuel,
can take some of the responsibility for less gasoline this spring. A
number of factors there that gave us low stocks that combined with
the tight balance to give us the spike.

Mrs. MINK. Well, with respect to most complicated issues, there
are always many avenues that you approach in order to solve it.
One would think that the administration would put high on its
agenda efforts that need to be made to increase the supply and the
one source is OPEC. So, I'm surprised not to see anywhere in the
policy statements that are being made that effort is underway.

Thank you, Mr. Chairman.
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Mr. Cook. Well, can I comment on that? I can’t speak for the
Secretary, but I've seen in the press that he is in a continuous dia-
log with OPEC, it’s just one that is not public.

Mr. OSE. Mr. Tierney for 5 minutes.

Mr. TIERNEY. Thank you.

Mr. Cook, can you share with us what the profits of the refining
industry were in 1999 and 20007

Mr. Cook. No, I don’t have those figures handy. I could get them
for you. But generally speaking, they were relatively low in 1999
and relatively high in 2000.

Mr. TIERNEY. Well, if you could get those, I would appreciate it,
and if they could be made part of the record.

Mr. OsE. Without objection.

[The information referred to follows:]
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Mundinger, Elizabeth

From: Rasmussen, Jon [JON.RASMUSSEN@eia.doe.gov]
Sent: Thursday, June 28, 2001 8:02 AM

To: Mundinger, Elizabeth

Cc: Cook, John

Subject: U.S. Refining/Marketing Profits and Profitability

To: Rep. John Tierney

From: John Cook, Director Petroleum Division, Energy Information Administration
Date: June 27, 2001

Re: Response to Rep. Tierney's question for the June 14, 2001, hearing record
about profits in the refining industry

The Energy Information Administration (EIA), through it's Financial Reporting
System (FRS), annually collects financial information by energy lines of business
from the major U.S.-based energy producing companies ("the FRS companies”). In
the EIA publication, Performance Profiles of Major Energy Producers 1999, which
utilizes the FRS data, it was stated, "The FRS companies’ U.S. refining/marketing
operations were less profitable (measured by return on investment) during 1999
than in 1998 (but were still the third highest since 1989)..." The FRS data for
2000 are still in process. However, based on public financial disclosures by the
FRS companies, compiled by EiA, income from the FRS companies’ U.S,
refining/marketing operations rose 145 percent between 1999 and 2000, to $9.4
billion. In the fourth quarter of 2000, U.S. refining/marketing income was up 692
percent. In the first quarter of 2001, U.S. refining/marketing income rose by 102
percent over the first quarter of 2000.
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Mr. TIERNEY. Mr. Brenner, would you comment on the reaction
that we’ve been seeing from different types, particularly the indus-
try, with regard to the diesel sulfur rule?

Mr. BRENNER. Sure. The diesel sulfur rule is part of a regulation
that is intended to clean up diesel emissions and it is an effort to
combine both new technologies on vehicles with cleaner diesel fuel
so that the emissions can be significantly reduced, because the new
technologies on vehicles require cleaner diesel fuel in order to work
effectively.

This is a rule that is phased in beginning in the year 2006. The
administration decided recently, as you are probably aware, to go
ahead with this rule. One of the things, though, that we will be
doing is trying to ensure that it’s implemented in a way to mini-
mize any possible fuel impacts, the adverse impacts on fuel supply.
That’s part of the reason why it’s designed with a phase-in and
why there’s a several year lead time for producing the new gaso-
line.

We are hopeful that we will be able to work closely with the pe-
troleum industry to ensure that there is a smooth phase-in of the
lower sulfur diesel fuel, just as there is currently a smooth phase-
in of the lower sulfur gasoline for cars that’s going on now.

Mr. TIERNEY. In Europe, are they using cleaner diesel fuels now?

Mr. BRENNER. In Europe, they have also made a decision to move
toward cleaner diesel. They are in the process of cleaning up diesel
fuel and they have a proposal before them that would result in
even slightly cleaner standards than what we have proposed for
2006.

Mr. TIERNEY. So that will increase the market and presumably
help on the price issue.

Mr. BRENNER. What we seem to be moving toward is decisions,
both in Europe and Canada, to move toward a lower sulfur diesel
fuel for use, that’s right.

Mr. TIERNEY. I think, Mr. Cook, in fact, I'm sure that Mr. Cook’s
figures are going to show us that the refineries are earning record
profits. How would you compare the recent profits of the refining
industry to the cost that might be incurred in complying with the
diesel sulfur rule?

Mr. BRENNER. The diesel sulfur rule, our estimate was that for
the refiners, not for the auto and truck manufacturers, but for the
refiners, the cost is on the order of somewhat less than $2 billion
a year. When you take the capital costs and annualized them, and
you take the operating costs, it’s a little bit less than $2 billion a
year. Because we need to do an economic impact analysis whenever
we do a new regulation, we did look at how did, one of the factors
we looked at is how does that compare to profits.

What we found was that profitability over the last few years has
been, or we had numbers that were close to $20 billion in 1998 and
over $70 billion in 2000. And so you could compare, one measure
would be to compare that profitability with the annualized cost,
which as I said is a little bit less than $2 billion a year.

Mr. TiERNEY. Now, refineries, they say theyre going to need
enough lead time to prepare for the new fuel requirements, and
they’re going to be required to produce tier two low sulfur gasoline
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s’iagting in 2004. Do you think that’s enough time for them to com-
ply?

Mr. BRENNER. That program seems to be working very well.
They have been making investments to enable them to produce the
lower sulfur fuel in some areas, it’s already being produced. And
so we've been very pleased with the progress.

Mr. TIERNEY. Is BP-Amoco producing?

Mr. BRENNER. Yes, in many areas, BP-Amoco is already produc-
ing lower sulfur gasoline. And in some instances, we’re seeing com-
mitments already to produce lower sulfur diesel fuel. That’s only a
year after the regulation was issued.

Mr. TIERNEY. And finally, you testified that prices this spring
rose both for conventional and RFG fuels. What does that tell us
about the effect of the RFG program is having on the rise in gaso-
line prices?

Mr. BRENNER. We believe that the primary factors causing in-
creases in gasoline prices are some of the other ones that were
mentioned here, the tight situation in terms of refinery capacity,
the increased costs of crude, some of those other factors, and that
they seem to be affecting both conventional and reformulated gaso-
line. So, we continue to believe that the effect of reformulated gaso-
line is the 4 to 8 cents a gallon I mentioned, but that’s only a small
part of the overall increase, of course, that we’re seeing in gasoline.

Mr. TiERNEY. Thank you very much. Thank you, Mr. Cook.

Mr. Osk. The gentleman from California for 5 minutes.

Mr. WAXMAN. Mr. Brenner, I want to go back to this issue, and
ask you to take a step back to look at it. Under the Clean Air law,
California has a requirement that 2 percent of its reformulated
gasoline has to have an oxygenate in it. If California is kept to that
requirement, it could well mean that there will be a supply disrup-
tion, there will definitely be a price increase, and EPA at one point
thought it could lead to less cleanup of the air quality. So, let’s just
say a possible environmental consequence, adverse environmental
consequence.

So, it seems to me that California wanted a waiver of this oxy-
genate requirement so they’d only have one fuel instead of two
fuels. It’s cheaper to have one fuel. The administration says we
ought to have one and not a bunch of different fuels. It would be
more available, and with the California standard, they’ll get all the
environmental benefits.

Am I right in what I'm saying so far? You don’t have to agree
Wit‘l?l every analysis, but generally, isn’t that really what we’re fac-
ing?

Mr. BRENNER. Well, of course, it would depend on what fuel is
produced. But, what our analysis showed was that you may or may
not have an increase in pollution. The problem was that the statu-
tory requirement we were working under required us to be able to
clearly state that you would have an air quality benefit by dropping
the oxygenate waiver.

Mr. WAXMAN. Now, I have it clear in my mind. What you're say-
ing, in effect, is that it is a legalistical argument, not whether it
makes sense to have one fuel as opposed to two. Whether we're
going to get the environmental benefit by the California gasoline
standard, and whether we’re going to have less of a threat of sup-
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ply and price increases because of the two fuel standard, you're
saying that the law says that for California to get a waiver that
we've got to show that the 2 percent oxygenate requirement is
going to lead to an adverse environmental impact.

Now, EPA at one time said it would lead to an adverse environ-
mental impact. On that basis, EPA recommended to the adminis-
tration that they grant the waiver. Well, this went to the White
House and the President turned it down. The only one who wants
this oxygenate requirement is Archer Daniels Midland. And now
EPA’s coming back and saying, well, wait a minute, we don’t know
for sure that there’s going to be an adverse environmental con-
sequence, and on that basis, that waiver should be denied.

Well, that doesn’t make any sense to me. EPA is changing its po-
sition from that which it had before. The Bush administration is
saying it makes more sense to have gasoline in California that is
specialized for one part of the State as opposed to another, that
could lead to less of an environmental benefit, and is going to cost
more because they’d have to meet this oxygenate requirement. It’s
going to cost more. And because it’s going to cost more to get this
replacement for MTBE, it could be that there’s going to be a supply
disruption.

That to me doesn’t make any sense. That’s why I find it so in-
comprehensible that the Bush administration made the decision it
did.

Mr. BRENNER. Let me try to help explain that, which is that
there’s a technical basis, there’s an analytic basis for that decision.
You quoted from an earlier draft that we had done last year. Since
then, we have done additional analyses of the hydrocarbon related
issues, and as we did the additional analysis of the hydrocarbon re-
lated issues, what we found is that we could not clearly say that
hydrocarbon emissions would remain the same. In fact, they could
go up if the oxygenate waiver was granted.

Mr. WaxMAN. It seems to me you’re arguing a technical point.
We can sit here all day and argue that technical point. But if in
another month from now people are looking at higher prices of
maybe 20, 30 or 60 cents a gallon for gasoline, and they’re buying
a gasoline that may even pollute more than what they could do
otherwise. No one’s going to accept this very technical, legalistic
analysis to deny us what makes just good common sense.

And States’ rights seems to be a proposal, not a proposal, but a
philosophy of Republicans, here the States want to do what’s right
and theyre being denied the opportunity to do it for its own citi-
zens.

Mr. BRENNER. The waiver, Congressman Waxman, was to take
effect at the end of next year, at the end of 2002. So, we’re not look-
ing at an immediate impact on the fuel supply. That does provide
an opportunity to work through ways to best provide gasoline for
California without disruption.

Mr. WAXMAN. Refineries have to make investments today to meet
any changes a year or two from now. If we don’t make the issue
clear, they’re not going to know how to make their investment, and
we're not going to have the gasoline that we need for our citizens
at the prices they ought to be paying down a year or two from now.

Thank you, Mr. Chairman.



105

Mr. Ostk. Thank you. We're going to wrap this panel, I have a
couple of followup questions. I want to followup on Mr. Waxman’s
comment, or observation, about the technical issues. Are we talking
about technical in the sense that it’s chemistry or are we talking
about technical in the sense that it’s statutory? Obviously, there’s
something there that exists in statute or in physics or something.
Is it statutory or is it chemistry?

Mr. BRENNER. There is a statutory requirement that we examine
the air quality impact of the waiver. Then when we did that exam-
ination, we used air quality models and engineering and gasoline
supply models to make that defemination.

Mr. Osk. Congressman Waxman refers to a report, and I'm sorry
I don’t have it, and you had indicated there was a subsequent re-
port. Can we enter the report in the record? Without objection.

[NOTE.—The report may be found at http:/www.epa.gov/oms/
regs/fuels/rfg/ro1016.pdf.]

Mr. BRENNER. I can help you with that

Mr. Osk. I just want to get the chronology here, to make sure
we have the most current data we'’re receiving testimony on.

Mr. BRENNER. I believe what Congressman Waxman has is a
draft that we had produced earlier as we went through this process
of evaluating California’s waiver. We have since developed addi-
tional analyses and the final decision was issued earlier this week
and was sent to the State of California. The State of California re-
ceived our decision and a copy of the analysis that backed up the
decision.

Mr. Ost. So, we had an early report or a draft or whatever, and
then we had a final, is what you’re telling me. I'm trying to figure
out which is it that we’re basing policy on. Are we basing it on the
draft or the final report?

Mr. BRENNER. We based our decision on the final version, of
course.

Mr. OseE. Was it, the final said that the statutory requirements
were X, whereas the draft said there were things that could be
done to address X?

Mr. BRENNER. They both of course had the same statutory re-
quirement in them, but in the first version, we had thought based
on the information we had at the time that the statutory require-
ment could perhaps be met. Then based on additional information,
we found that we were not able to say it could be met.

Mr. OsE. All right, I want to make sure that we get both the
draft and the final in the record. I'm going to yield to my friend,
but I'm going to maintain my time as chairman.

Mr. WaxMAN. I thank you for yielding. I was one of the authors
of the Clean Air Act in 1990. We provided a reformulated gasoline
requirement, with an oxygenate formula minimum. And we said,
you can get a waiver. But we didn’t want States to get waivers
where they’re going to do environmental damage. So we said, in
order to get a waiver, you've got to show that keeping to the re-
quirement of the law is going to hurt the environment.

EPA did an analysis. And they said they thought it could hurt
the environment, and therefore, they were recommending the waiv-
er. The administration denied the waiver, and then EPA sent us
a subsequent report saying, well, they’re not sure that it would be
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harmful to the environment if California keeps to its requirement
in the law.

But if you step back from that, for California to meet the require-
ment of the law, parts of the State have to use a fuel that’s dif-
ferent than what the rest of the State uses. California could use
the same fuel for everyone in the State at a lower price, because
in order to meet the oxygenate requirement, it costs more money.
In order to meet this oxygenate requirement, because we're no
longer using MTBE, we have to get the ethanol and there could be
a disruption of that supply.

So, we're looking at a ridiculous situation in California by not
having this waiver. That’s why you and I and all the members of
our delegation wanted this waiver. The only explanation that any-
one could come up with why the administration would turn this re-
quest down, which EPA supported originally, is Archer Daniels
Midland. They’re the ones who make the ethanol requirement for
reformulated gasoline. There’s no environmental reason to do it.
It’s a higher price that we’re asking people to pay, with a possible
disruption in supplies. And if we’re looking at the next crisis in
gasoline, well, we’re going to have a crisis in California, because
this waiver has been denied. To me it doesn’t make sense.

Mr. OsE. I appreciate my friend offering those remarks, and I
want to—this is the part that I'm trying to get clear, and you might
know the answer to this. As I understand it, the waiver denial was
issued on Tuesday of this week, and the draft report, I don’t recall
the date on that, but the draft report was issued some months ago
or some weeks ago?

Mr. BRENNER. It was not issued. But somehow it was obtained
by both the State of California and by the Energy and Commerce
Committe. This was last year that they asked for it. And, I can ex-
plain the difference.

Mr. Osi. I'm just trying to get the chronology right. If I remem-
ber correctly, I heard that there was the draft, then the waiver, de-
nial, and then the final report was issued. Was the draft prepared
and then the final was prepared and the waiver was denied, or was
the draft prepared, the waiver was denied and the final report was
written?

Mr. BRENNER. No, there was a draft prepared, it was not publicly
released. However, copies of it were obtained by outside sources.
Since then, we did additional analyses, found additional environ-
mental concerns, prepared our final report and based on that final
report, made the decision to deny the waiver request.

Mr. Osk. OK. I’'d be happy to yield.

Mr. WAXMAN. I would submit the following chronology. EPA was
working over a 9-month period on this staff report. Their staff re-
port recommended that the waiver should be granted. I believe that
the head of EPA concurred in that decision. Then it went to the
administration and the administration decided not to grant the
waiver, and therefore, another further report was prepared to show
on a technical basis that EPA was not sure that there would be an
adverse environmental result if the waiver were granted. First they
were, and now they’re saying theyre not sure. That’s why they’re
turning us down on the waiver.
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But the fact of the matter is, the waiver should be granted for
all these other reasons, and it was denied for no reason except,
seems to me, the obvious special interest conclusion of the people
who wanted to make gasoline with this ethanol in it.

Mr. LATOURETTE. Mr. Chairman, may I make some observations
about that, if we’re going to make observations?

Mr. OSE. Yes, you may.

Mr. LATOURETTE. That’s a pretty serious allegation I think you’re
making, Mr. Waxman. Mr. Brenner, you're not a political ap-
pointee, as I understand, you’re the acting Mr. Perciasepe, I think
we talked about before, right?

Mr. BRENNER. That’s right.

Mr. LATOURETTE. Is there anything—and how long have you
been with the EPA?

Mr. BRENNER. I've been with the EPA for over 20 years now.

Mr. LATOURETTE. And the Republican and Democratic adminis-
trations have put you at the EPA, if I have my history correct?

Mr. BRENNER. That’s correct.

Mr. LATOURETTE. Are you aware of anything to validate or but-
tress what Mr. Waxman has just said? Do you concur with the final
report?

Mr. BRENNER. Yes, I did sign off on the final report. As I indi-
cated, there is a technical report that buttresses the decision that
was made, that explains the decision that was made. We've pro-
vided that report to California and we’ll provide it to the commit-
tee.

Mr. LATOURETTE. Were you directed by Governor Whitman or
the President or Vice President or anyone in the administration to
reach that conclusion, that even though it conflicted with what you
knew as a career member of the U.S. EPA?

Mr. BRENNER. No, we were not directed to reach that decision.

[The information referred to follows:]
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Mr. LATOURETTE. Do you own any Archer Daniels Midland stock
that would put you in conflict?

Mr. BRENNER. No, sir.

Mr. LATOURETTE. Thank you very much, Mr. Chairman.

Mr. OSE. Thank you, Mr. LaTourette.

We're going to wrap this up. I do want to ask a couple of ques-
tions. You've indicated there’s a statutory constraint to granting
the waiver that California has requested. What I'm trying to find
out is, can Congress provide statutory flexibility whereby California
can be granted the waiver that it requested, and how would we go
about doing that?

Mr. BRENNER. Currently in the act, and I want to just say, as
an aside, probably a highlight of my career definitely has been
working with Members of Congress on the Clean Air Act amend-
ments of 1990, however, that provision in there that deals with
waivers from the oxygenate requirement is a fairly narrow one that
deals just with the air quality effects.

So, we would need to take into account more than just the air
quality effects in order to be able to grant that sort of waiver. And
as I've indicated, that’s something that, whenever you change the
fuel supply, it has a fairly broad set of implications across the econ-
omy. Undoubtedly, there would be a number of other stakeholders
that would want to comment on any change such as that.

Mr. OSE. Are you familiar with former Congressman Bilbray’s
legislation in 1999 to provide California the flexibility for such re-
formulated gasoline?

Mr. BRENNER. I'm sorry, I'm not.

Mr. Ose. OK. I'm referring to H.R. 11 from the last Congress,
that had significant support, 51 of 52 Members of Congress from
California supported it. I'm curious whether this might offer, this
particular legislation, if updated, might offer a vehicle whereby we
could provide some resolution in a timely manner, so that statu-
torily, EPA could come forward to grant the wavier.

Mr. BRENNER. We could certainly look at it and report back to
you on what we think the implications of legislation like that might
be.

Mr. OsE. I just want to emphasize, we're all up here trying to
find solutions to this. Because all of our people are paying, whether
it be in Mr. Tierney’s district in Massachusetts or Mr. LaTourette’s
or mine or Mr. Otter’s, Mr. Waxman’s, all our people are paying
extra and we don’t like it. If there’s something we can do to allevi-
ate that, we want to do it. So, you may well get a written question.

We're going to leave the record open. I want to make sure
everybody’s aware of that. We're going to leave the record open for
some written questions. I want to thank both of you for coming. It’s
been a long hour and a half, you’ve been very gracious.

We'll take a 5-minute break.

[Recess.]

Mr. OskE. The subcommittee will come to order.

We'll swear in our witnesses, so if you'd all rise and raise your
right hands.

[Witnesses sworn.]

Mr. OsE. Let the record show that the witnesses all answered in
the affirmative.
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Joining us on our second panel is Dr. Don Coursey, who is pro-
fessor at the Harris School of Public Policy, University of Chicago;
Mr. Robert Slaughter, the general counsel for the National Petro-
chemical and Refiners Association; Mr. Ben Lieberman, who’s a
senior policy analyst for Competitive Enterprise Institute; and Mr.
A. Blakeman Early, who’s an environmental consultant for the
American Lung Association.

Gentleman, I welcome you. We appreciate your taking the time
from your day to come.

Dr. Coursey, you're recognized for 5 minutes. We all have your
written testimony. I know we’ve all read it. So if you could summa-
rize, that would be great.

STATEMENTS OF DON L. COURSEY, AMERITECH PROFESSOR
OF PUBLIC POLICY, UNIVERSITY OF CHICAGO, AND POLICY
SOLUTIONS, LTD.; ROBERT SLAUGHTER, GENERAL COUN-
SEL, NATIONAL PETROCHEMICAL AND REFINERS ASSOCIA-
TION; BEN LIEBERMAN, SENIOR POLICY ANALYST, THE COM-
PETITIVE ENTERPRISE INSTITUTE; AND A. BLAKEMAN
EARLY, ENVIRONMENTAL CONSULTANT, AMERICAN LUNG
ASSOCIATION

Dr. Coursey. Thank you for inviting me today. I am an econo-
mist from the University of Chicago, and my interest in looking at
this is from a market viewpoint. That’s what I do for a living, study
markets.

People like to look at Chicago historically and think that we in-
vented markets and invented transactions. Markets have been
around for a long time. People traded corn, wood, and wheat. What
the great invention of the Chicago markets were over 100 years ago
was the commodification of these things, the corn, the wheat and
the wood. And the definition of a commodity, instead of bringing
corn or wheat to the docks and have people individually go through
it, the commodification of these things allowed people to just trade
them freely.

There were difficulties at that time as well in defining different
types of corn, but we managed to work our way through that. Now
we can trade corn fit for human consumption, corn fit for animal
consumption. That was the invention of Chicago, the commodity.
And that’s what led to the emergence of modern markets.

It may come as a shock to you today, but I strongly feel that
there is no such thing as a gasoline market in the United States
today. Rather, I think the situation is much better described as a
set of regional oligopolies.

Why? The invention of commodities in Chicago meant that every-
thing was a perfect substitute for everything else. If corn was need-
ed in Iowa, it would move there. And what would attract it would
be prices. The corn could come from Wisconsin, it could come from
North Dakota, whatever. So, one of the conditions for forming a
market is the commodification of whatever you’re trying to trade.

The second reason why I think we have regional oligopolies as
opposed to a marketplace is because there are few sellers. There
are great returns of scale in the refining and distribution business.
You're going to end up, given current technologies, with at most a
handful of people serving in an individual region in a country.



111

The third reason has to do with entry restraints and the dif-
ficulty of setting the refining capacity. I'll return to that.

All these have led to higher prices for gasoline, and everybody
here has commented on that, I don’t need to repeat that. But, I
want to emphasize something about volatility of prices in a mo-
ment.

Oil bashing seems to be quite a great spectator sport right now.
Someone earlier in the morning commented on the Wall Street
Journal article regarding my area of the country, Chicago, and the
problems having to do with Marathon and BP-Amoco, or now just
BP, serving the Chicagoland area. But, I would urge the committee
to consider the challenges of being a refiner these days. I think a
lot of people have the opinion that refiners take crude oil, smash
it up, turn it into other products, and distribute it around the coun-
try.

That is, as I argue in my testimony, the easy part. Marathon and
BP in my area will have raw product. The price of that raw product
is often dictated many thousands of miles away. And they’ve got it,
what are they going to do with it? They have to decide, what flavor
do they want to produce? Do they want to produce for the Milwau-
kee-Chicagoland region? Do they want to produce for Ohio? Do they
want to produce for somewhere else, do they want to produce for
North Dakota?

When are they going to produce it? You can only make one of
these at a given period of time, you can’t stop and 5 minutes later
start making another one. There are turnaround times.

Where are you going to send it? Additionally, the product doesn’t
go directly out the front door into people’s cars. It has to go
through pipelines. Indeed, many of the in the additives in the
Chicagoland area have to come through their own pipeline, of
which BP or Amoco have no control over. There are refining con-
straints in place. These refineries require maintenance periods,
shutdown periods, and how do you plan them into the schedule?

And last and not least important, it’s all subject to fixed general
stocks, such as changes in the weather patterns, changes in con-
sumer behavior, and changes in the behavior of OPEC, of which
the Chicagoland area has very little control over, of course.

So, I would argue that running a modern refinery, given the cur-
rent regulations, is very similar to running an airline, which as we
know has not been an easy thing to do over the last 4 or 5 years
as well. Both airlines and refiners are subject to heavy capacity
constraints, the airlines, in terms of airplanes and increasingly
runway space. The changes in consumer demand patterns that can
occur, and again shocks such as weather or other external factors.
It’s very, very difficult to begin with, to run a refinery, and you’re
adding a degree of complexity that’s mind boggling on top of that.

A lot of people here have focused on the higher average prices.
And when OPEC moves the prices up and down, it’s inevitable that
regular gasoline, reformulated gasoline, everything’s going to move
up and down with them. That’s just the law of supply and demand.
What I think has not been focused on as much is the volatility pro-
duced when all these additional regulatory constraints are imposed
upon refiners. It’s the volatility in places such as Chicago that real-
ly attracts people’s attention.
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Earlier you asked about the Ohio consumers, driving to work 1
day at $1.50, coming home in the evening at $1.75. That’s not at
all unusual in my part of the country as well. I think one of the
things that’s left unnoticed is that oftentimes prices will fall equal-
ly as much. I don’t think we see 25 cents over the course of an 8
hour working day, but they can come down as much as they can
go up. It’s the volatility that drives people quite crazy in my region,
as well as the average prices.

I argue strongly in my——

Mr. OsE. Dr. Coursey, you need to wrap up here.

Dr. Coursey. OK. So, to put this all together, perhaps what the
perspective of the committee might be is to consider a return back
to the future. Figure out ways to get the interested parties together
and recreate a commodity of gasoline. We had gasoline as a com-
modity for a long time in this country. The United States doesn’t
need 50 blends of gasoline, it doesn’t need 30, 20, 18, 20, there’s
all kinds of numbers floating around. Perhaps we need as few as
four.

But once that is accomplished, then the problems that you see
out in places like California or in my area will tend to take care
of themselves naturally. The easiest way to attract resources to
your area is to provide people incentives to send them there.

[The prepared statement of Dr. Coursey follows:]
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Mr. Chairman and members of the committee. Thank you for inviting me today. I ask that my written
comments be entered into the records of the committee. What I would like to do now is to briefly

summarize the results of my analysis of the gasoline and energy distribution system in our country.

1. Introduction

I make my living as an economist on the faculty of the University of Chicago and as a consultant for
sensitive environmental matters. My expertise is markets and, as you know, Chicago has been the center

of the commodity markets for more than a hundred years.

The key point I want to make today is this. This may come as a shock, but there is no such thing as a
"gasoline market" in the United States today. Nor is there an electricity market in the United States today.
Thanks largely to well-intentioned environmental rule-making over the years, America now has a gasoline
distribution scheme that unnecessarily produces more than 20 different varieties of gasoline, each
controlled by a classic regional oligopoly or monopoly. It is no wonder that these industrial structures has

caused sky high gas prices in their various regions all over the country.

Currently, oil-company bashing is all the rage in our country. This week alone, two main companies that
serve my Chicagoland region found themselves in the news, Marathon Ashland and BP Amoco (Wall
Street Journal, 12 June 2001, page A4). The FTC is currently investigating whether gasoline supply was
deliberately held back from the market by these companies to control Chicago prices last summer. But

consider the challenges that face a company like Marathon.

Most Americans know that a refiner simply takes crude product, manipulates it into consumer products,

and delivers it to the pump. That is the easy part. Today, because of regulations, the refiner must decide
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- Domestic natural gas production, while growing, still has not kept up with demand and
has not returned to where it was in the early 1970s.
- Imports of crude oil and refined petroleum products are increasing.

Current Energy Consumption Patterns

According to the Energy Information Administration’s (EIA) Annual Energy Outlook 2001, total
U.S. energy consumption in 2000, by fuel source, was:

- 39% oil

- 23% natural gas

- 22% coal

- 16% nuclear, hydropower and non-hydro renewables

This seems like a reasonably diverse mix of energy use. However, critical sectors of the economy
are heavily reliant on a particular energy source.

For example, barring unforeseen technological advances, petroleum products will be needed to
provide the vast majority of transportation fuels for at least the next decade or longer. EIA
estimates that petroleum use for transportation will increase by 5.6 million barrels per day
(MMB/D) between 1999 and 2020.

U.S. Refining Infrastructure Needs Attention

Domestic refiners are increasingly challenged to meet current energy demand. Since 1983, the
number of US refineries has decreased from 231 to the 152 that are operating now. While total
refining capacity has remained relatively stable throughout this period, the demand for our
products has increased dramatically. Thus, for a substantial period of the last year, refineries
were running at or near their operational maximum. The overall U.S. refinery utilization rate
peaked at 97% last summer and was as high as 94% in December (based on EIA data). As the
attached graph from the recent National Petroleum Council (NPC) study (“U.S. Petroleum
Refining: Assuring the Adequacy and Affordability of Cleaner Fuels”) shows, U.S. demand for
petroleum products exceeds domestic refining capacity, hence the growth in refined petroleum
product imports (see attachment 1).

Due to both financial and regulatory constraints, it will be very difficult to construct new refineries
in the United States. Indeed, no new refinery has been built in 25 years. The rate of return on
investment in refining has averaged about 5% in the last decade. This is roughly equivalent to the
return from an investment in Treasury bills, but with much greater risk. During the same period,
refiners made substantial capital investments to meet environmental requirements — investments
that the NPC estimated exceeded the book value of the entire refining industry.

To maintain or increase capacity, refiners must make expansions at existing sites. The alternative
is to meet increased demand with increased imports of petroleum products. As demand for
petroleum products increases at a fast pace in other areas of the globe, however, imported
supplies may become increasingly unavailable to us. So it is very unfortunate that EPA’s
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Colorado grocery shoppers. Colorado corn lovers would only be allowed to buy corn that is specially

produced for them, no matter how adequate Ohio corn might be. Corn would not be corn under such a

system.

But, as I explain below, we do “tag” energy in this country. There is “Chicago” gasoline, “Houston”
gasoline, “Saint Louis” gasoline and so forth in this country. Gasoline is not treated as a commodity in this
country. Gasoline is not gasoline under the system of rules currently used in America. This fact is

important when trying to understand the so-called “market” for gasoline that delivers fuel to our pumps.

Gasoline was once a commodity in this country. Then, something more closely resembling a competitive
market dictated its use and distribution. Perhaps as we look to the future of energy regulation, it would be
wise to consider more liberal, past forms of regulation. With gasoline especially, we might well consider

going back to the future.

Some will argue that I am proposing to roll-back environmental reforms that have been made over the last
thirty years and that have improved air quality in many regions of the country. I am not making this
proposal. Rather, as I argue below, it is easily possible to reconfigure the current system of regulation so

as to simultaneously produce cheaper fuels and a cleaner environment.

2. Energy and Competitive Markets

An efficient and publicly acceptable energy policy must include a coherent alignment of the following
elements: reasonable prices for fuel and power products; environmental safety of the energy sources
involving no environmental backsliding; and, reliable infrastructure for the delivery of fuel and energy to

users.

The availability of reasonably priced, clean, reliable energy products is best guaranteed by the
establishment and nurturing of a free market in energy and its delivery infrastructure. The fundamental
conditions associated with the creation and operation of a competitive market are: homogeneity of the
energy product, the existence of large numbers of buyers and sellers, freedom of entry and exit into and
from the market, absence of artificial restraints on the buyers and sellers, and knowledge about prices and

profits.

Contrary to most popular belief, we do not have anything resembling free markets in fuels and energy. For
a competitive market to exist, product must be made into commodities, or commodified. This means that

each unit of product is then a perfect substitute for another unit. The commodification of energy is not a
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reality in the United States today. There are over 20 recipes for gasoline to suit different regions of the
country; and many regions of the country are prohibited from using another region’s formulated gasoline.
Power can be transferred between states. However, a myriad of regulations treats power from different
regions, from different sources, and from different transmissions lines differently. Electrical power comes

with too many regulatory tags attached to truly function as an economic commodity.

3. Implications for the Energy Markets

As a result, the goal of a reasonably priced market in clean, reliable fuel is currently frustrated by highly
intrusive government intervention into the market. Two primary packages of government regulations
interfere with the operation of the energy market: direct command-and-control regulation of the energy
industry and environmental regulation that affects how the industry must operate. This regulatory
intervention has resulted in the fragmentation of the nation into multiple niche markets, with specialized
fuel and energy requirements peculiar to micro-geographies, and highly complex, time consuming multi-
jurisdictional requirements and procedures for the siting, construction, and operation of critical
infrastructure. Two of our most important products, gasoline and electricity, are currently delivered in
boutique fashion to regional or state level sub-markets. Further, this complex regulatory geography is
unstable, subject to multiple, unpredictable changes, which make mid- to long-term capital planning and
investment in needed infrastructure unduly risky and counterproductive. The system currently in use

results in higher than competitive market price levels and larger, more volatile, price adjustments.

Reform of the current system is needed to allow greater fungibility of fuels and energy products, and
{lexibility to move fuels and products over greater market areas. This requires the throttling-back of
governmental micromanagement of fuels under the Clean Air Act, where federally mandated recipes for
fuel create micro-markets for Chicago, different from the micro-market of St. Louis, the micro-market of
Houston, the micro-market of Detroit, etc., etc. Federal law requires so many different fuels, peculiar to
micro-areas in the country, that the emergence of a real national market is impossible. Similar constraints
hinder the efficient transfer of electricity within and between states. The conditions of fungible product
and flexible movement of the product are impossible under this current regulatory scenario, and this must

be remedied by allowing broader regional markets to emerge without governmental micro intervention.

At the same time, it is necessary to replace the multiple regulatory fragmentations of facility siting,
construction and operation, with clear, simple principles and processes, so that the capital investments in
critical infrastructure can be made by the private sector. The investment in critical infrastructure, including
refineries, generation facilities, storage facilities, transmission and distribution systems, and pipelines

necessary to deliver energy and fuel to users, is made hyper-risky by the multiple, and often conflicting
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requirements of federal, state and local regulations, agencies and political pressures. Likewise, the multi-
layered governance structures affecting energy, including numerous state regimes, the Federal Energy
Regulatory Commission, the Environmental Protection Agency, Department of Energy, the courts and the
Public Utilities Holding Company Act, micromanage the service territories of electrical companies and
invoke a system of price impacts upon power generators and distributors that inhibit competition in the

marketplace for power. Reliable energy is held hostage by unreliable regulatory structures.

4. Providing a Context: Comments Regarding Energy Efficiency and Economic Performance

In a broader context, it is also important to ask how wealth, energy, environmental, and health outcomes
are related to the regulatory structure that governs energy commerce. A recent study I helped write entitled
“Environmental and Public Health Outcomes: An International and Historical Comparison (Harris School
of Public Policy Working Paper 00.01, The University of Chicago, Don Coursey and Christopher Hartwell
authors, March 2000) focused on the link between economic freedom, energy usage, and environmental
quality using information about the historical experiences of 130 counties over an interval of years 1960

through 1992.

An important conclusion from this analysis is that more repressive regulatory regimes of energy regulation
lead to less efficient use of natural resources, higher levels of emissions, and poorer public health

outcomes.

Another conclusion from the analysis is that less regulated energy markets lead to the most conservation.
Over time, the background force of technological progress produces significant reductions in the use of

energy resources.

5. Policy Implications

Removal of the regulatory choke points that currently overlay and distort energy services and infrastructure
is necessary if we are to have reliable, cost efficient, and environmentally sound energy. Market reforms to
achieve this should be the focus of Congress and the Bush Administration as they attempt to move the

United States into a new, deregulated energy system.

The key insight associated with market reform is the fact that when energy becomes more like a
commodity, it can be easily moved from one region of the country to another; from regions where it is
wanted less to regions where it is wanted more. When energy is made more of a commodity, this process

can happen faster and deliver to consumers what they want when they want it. Consumers who experience
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high demands for energy will pay a price in such a system - they will need to attract the resource away
from someone else by paying higher prices. However, these higher prices will most certainly be below
those experienced in the currently constrained system. And, the higher prices will send signals to energy
producers that certain regions of the country ought to be the focus of their infrastructure investments. This
new investment will in turn have a moderating influence of both average prices and on the volatility of

prices.

Making energy more of commodity also requires a determination of environmental standards that can be
applied in a cormmon-sense fashion over broader expanses of our country. The first question that must be
considered is how to choose a standard that applies to the broad range of climates and other background
conditions in the country. From an economic perspective, fewer different standards will produce more
efficiency. Indeed, it is almost certainly probable that if a single, strict emissions-based standard was in
place at the national level that average energy prices would actually be lower than we see today. While
consumers would pay higher prices for environmentally friendly energy, this effect would be more than
offset by the competitive forces of a large national energy market free to compete anywhere and at any

time to provide these forms of energy.

Thank you very much for your time and attention. I look forward to your questions.
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Mr. OsE. Thank you, Dr. Coursey.

Mr. Slaughter, for 5 minutes.

Mr. SLAUGHTER. Thank you, Mr. Chairman.

I'm here today on behalf of NPRA. The Association’s members
and owners operate 98 percent of U.S. refining capacity. We also
have as our members most petrochemical manufacturers.

A lot of the current information about the market has been given
out today by EIA. Obviously we're in a situation in which we've
had record production of gasoline by refiners over the last 2
months, some addition even to inventories. Prices over the last cou-
ple of weeks have generally been declining. There is reason to be-
lieve that we may get through this summer all right, the heavy
driving season, provided there are no unforeseeable problems, such
as there were and which triggered events in the Midwest last sum-
mer.

And frankly, I think that some considerable credit should go to
the men and women in the refining industry for all they’ve done
over the last few months to turn this product out in very severe
situations.

But of course, we have underlying problems, which we've talked
about today. My first chart over here shows that we have no longer
really any excess capacity in the United States, excess refining ca-
pacity. The top line, the light green line, represents demand, the
dark green line, capacity. We obviously over the last several years
no longer have that cushion. That means a tight supply demand
balance.

We're dependent on imports. Projections are that gasoline de-
mand will grow by 1 to 2 percent over the next several years. There
really are no projections that refining capacity will grow to meet
that. With no new refineries since 1976, and it’s becoming increas-
ingly difficult to add capacity at existing sites, which is the major
way that we add capacity in this country, because of reinterpreted
rules and restrictions that EPA is in charge of.

So, you can’t count on the refining industry being able to add the
capacity we need unless we make some policy changes.

We currently important 700,000 barrels of refined product to
help us meet demand, and we’re not always going to be able to de-
pend on that increment of supply. Other societies are growing,
ecolrllomies are growing and they want some of that gasoline as
well.

Now, basically, I think we ought to move to a few of the issues
just very quickly that have come up several times, so we can talk
about these issues. We are concerned about the Unocal patent. We
do think that’s having an impact on gasoline supplies. We have
asked the FTC to look at Unocal’s conduct in participating in Fed-
eral and State regulatory activity, and then patenting these par-
ticular blends. We hope that the FTC will look at it. We think it
does have an impact on gasoline supply.

The next chart is a bar chart that shows you all the different reg-
ulations that face the refining industry over the next 10 years.
There’s roughly $20 billion of investment required. It’s going to be
very difficult to do it all, particularly the diesel sulfur rule.

Some people want to take great umbrage that we suggest that
this is not a perfect rule. It’s not a perfect rule. It requires that 80
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percent of diesel be reduced from essentially 500 parts per million
now to 15 parts per million in 2006, that 80 percent of diesel be
reduced, at a cost of $8 billion, to that level, to meet only 5 percent
of demand in 2006 and 2007. That overlaps almost exactly the pe-
riod for the reduction of gasoline sulfur from the current 500 parts
per million to 30 parts per million average. Double programs, EPA
refused to sequence them. There’s not really any demand for 15
parts per million diesel in 2006, but the industry is under the gun
to have to make it.

We want to thank Chairman Ose, Mr. Burton and Mr. Horn for
their efforts to encourage California officials to exempt refineries
from rolling electricity blackouts. We need that exemption in order
to keep products flowing in California, and we thank you for that.

On the California oxygenate waiver, I would just like to point out
one——

Mr. OSE. Mr. Slaughter, I appreciate your thanks, as does Mr.
Burton and Mr. Horn, our concern was the consumers and the im-
pact of shutting you guys down.

Mr. SLAUGHTER. We understand. On the California waiver, I
would like to point out one fact that was not mentioned earlier,
which is that the waiver was pending at EPA for 23 months, and
the previous administration didn’t grant it either. They didn’t ex-
plicitly turn it down, but they didn’t grant it, either. Our members
are of two minds on the waiver. Our refiner members would sup-
port the waiver, and want relief from the 27% requirement. We
also do have some MTBE manufacturers who wouldn’t agree with
that position. But again, I wanted to clear the record and say that
it had been pending there under two administrations.

The new source review program we think needs a second look.
It’s going to get one under the President’s recommendations. It is
a road block to improving and expanding capacity, installing new
technologies, even undertaking basic maintenance procedures now
at refineries. We think it deserves a look. There’s room for improve-
ment. People who say that it’s the best that can be invented have
got a hard case to make, if you look at its history.

The boutique fuel chart; it’s up on the other screen as well. Peo-
ple want to argue about how many fuels there are. There are 14
to 16 on this map. There are different grades of those: there are
geographic grades, there are seasonal grades, there are a lot of gas-
olines out there.

These maps were generated last summer when people in the
Midwest wanted to understand what the gasoline distribution sys-
tem really looks like. The 1990 Clean Air Act set out essentially
a three gasoline system but local choice, economics and politics
have made it look like it does. The energy industry has to optimize
this map to deliver gasolines, and this situation as well looks like
something that could deserve a second look. The administration is
going to take another look at it and everyone can participate in
that review.

Mr. Ose, and members of the committee, I think I'll leave it
there, and look forward to your questions.

[The prepared statement of Mr. Slaughter follows:]
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Testimony of the National Petrochemical and Refiners Association (NPRA)
Before the Energy Policy, Natural Resources and Regulatory Affairs Subcommittee
Committee on Government Reform
U.S. House of Representatives
June 14, 2001

Good morning, | am Bob Slaughter, General Counsel of the National Petrochemical and Refiners
Association (NPRA). | thank you for this opportunity to offer our views on gasoline supply and
other issues involved in setting national energy policy. NPRA represents almost 500 companies,
including those who own or operate roughly 98% of domestic refining capacity as well as
petrochemical manufacturers with processes similar to refiners.

NPRA’s members supply consumers with a wide variety of products used daily in homes and
businesses. These products include gasoline, diesel fuel, home heating oil, jet fuel, lubricants and
the chemicals that serve as the “building blocks” in making products as diverse as plastics,
clothing, medicine and computers. For many of our members, energy is both an input and output.
Thus, the current review of our nation’s energy policy is of vital and direct interest to NPRA. Our
members are eager to help identify ways to develop additional energy supplies, enhance national
security and use energy more efficiently.

Current Gasoline Market Overview

The 2001 summer driving season has begun. Consumers and policymakers are expressing
concerns about gasoline price levels and whether supplies will be adequate to see them through
this period of peak demand. Unfortunately, NPRA cannot predict price movements or whether,
like last summer, unforeseen events will affect supplies in some regions of the country. We
believe, however, that continued reliance on market mechanisms will provide consumers with the
greatest assurance that adequate supplies will be available at appropriate prices.

We do, however, have some good news to share with the Commitiee. The U.S. refining industry
is once again running at extremely high rates of capacity utilization and is producing record
supplies of gasoline. According to the EIA, the industry has been running at a greater than 95%
average rate of capacity utilization for the past month. Although there are no guarantees about
future prices, in the past month prices have been relatively stable and actually declined in many
areas. Although they are still within the low range, gasoline inventories have increased
somewhat, providing some assurance to a very “transparent” market.

This continuing record of accomplishment reflects the refining industry’s commitment to meet its
customers’ needs to the very best of its ability. The thousands of men and women in our industry
who are responsible for this outstanding effort have good reason to be proud of their
accomplishment.
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Gasoline Prices in Perspective

Gasoline prices are higher than many would like, but, adjusted for inflation, they are well below the
record high prices set in 1981. In fact, over the past two decades, nominal gasoline prices
(unadjusted for inflation) increased only 25%. This figure should be compared to the comparable
figure for new cars (41%) used cars (60%), airline fares (120%) and health care costs (200%).
(These are AP statistics.) Viewed from this perspective, gasoline prices seem a relative bargain.

Gasoline price tevels have risen, however, since the roughly 200% increase in the price of crude
oil which has occurred since the fourth quarter of 1999. And consumers are much more likely to
compare current gasoline prices to those in 1998 or early 1999 (when crude prices averaged $10
rather than today’s $29-30), than they are to reach back in their memory to 1981’s $2.62 average
price {inflation adjusted). Crude oil costs are the largest component of the gasoline price, except
for taxes.

Uncertainties Remain

Once again, the wild card in the deck this year is whether we will experience unforeseen problems
such as those that occurred in the Midwest last summer. If we do, consumers could experience
supply and price disruptions until supplies are sent to the affected area. Prices probably rise as
they did in the Midwest last summer until supply/demand equilibrium is achieved. Again, this is
not the likely situation for this summer. The industry’s production efforts to date make it more
likely that, given a normal summer, supplies will suffice and prices will be relatively stable. But it
would be irresponsible for us not to point out that the underlying supply/demand balance is still
rather precarious. EIA said much the same thing in Mr. Cook’s May testimony before the Energy
and Commerce Committee; no less an authority than former FTC Chairman Robert Pitofsky made
a similar observation when the FTC released in March of this year its findings on the investigation
of summer 2000 Midwest gasoline prices.

Put in its simplest terms, the underlying reason for continued uncertainty is that the
supply/demand balance in the gasoline market has tightened over the years. This is due to
steadily increasing gasoline demand (Americans drive larger cars greater distances; the U.S.
experienced a major economic expansion in the last decade) and flat refining capacity in the
United States (no new refineries since 1975; limited opportunities for expansion; low returns on
investment). An extensive and pervasive overlay of intricate and conflicting regulations completes
the picture and often intimidates all but the most intrepid of potential investors in this part of the
energy industry.

Capacity Restraints Exist

As the number of operating refineries declined from slightly more than 200 in 1990 to the 152
today, the nation’s cushion of excess refining capacity also disappeared. Today’s 95% refinery
utilization rates enable the industry to meet increasing demand with the help of a modest level of
product imports; it would be nearly impossibte to run the refining equipment at a higher rate for
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any significant period of time. In addition, equipment changes and plant expansions have been
made increasingly difficult by regulatory-induced uncertainties.

Unocal Gasoline Patent

In addition to regulatory constraints, NPRA is concerned about the impact of Unocal's gasoline
patents on supplies of certain gasolines. Gasoline manufacturers who are concerned about
potential liabilities under the patents may choose to avoid making certain types of gasolines or
blendstocks entirely. Alternatively, they may attempt to blend around the patent, resulting in
reduced supplies of gasoline due to the nature of this process and the greater chance that
reprocessing may be necessary. We believe that the FTC shouid determine whether Unocal’s
actions in the California and federal regulatory proceedings furnish grounds for remedial action
under the FTC’s statutory auhority. Individual refiners have made similar requests of the
Commission.

The President's Recommendations

The President’s Energy Policy recommendations acknowledge that fundamental problems face
the downstream sector, and propose a course of action to help solve those problems. NPRA
commends the President and Vice President for their honesty and courage in pointing out
unpleasant truths and not shrinking from measures necessary to address them. We urge
members of Congress from both parties to give the President’s plan a fair hearing, and to
contribute their own opinions and suggestions as the debate proceeds.

Other Issues

NPRA offers the following comments regarding specific issues involving gasoline supply and
prices.

On cails for yet another FTC investigation of gasoline prices and supply--the FTC completed
earlier this year two separate investigations of gasoline pricing behavior. One involved the West
Coast and the other last summer’s Midwestern situation. In each study the Commission found no
illegal conduct and brought no charges. In his testimony before the Senate Commerce Committee
earlier this year, former FTC Chairman Pitofsky said that roughly one-third of the entire Bureau of
Competition’s budget in the last three years has been spent on study and investigation of gasoline
markets and competitive behavior in those markets. He explained to his extensive involvement in
each of three major mergers in the energy industry and the actions he took to protect and maintain
effective competition in those markets as part of each of the mergers which he reviewed. These
efforts by the FTC certainly constitute the most far-reaching and intensive examination of gasoline
and other petroleum product markets in several decades, and it was conducted by one of the
recognized experts in the field of antitrust law.

Perhaps perpetual accusation and investigation is the price such a visible industry must pay in
order to operate in a free market. This often seems to be the case, even though refining teturns
are historically below the average of all industries. If so, that helps explain why capital often is
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put to other uses than investments in refining. But it would be conscling if those who call for new
investigations do take time to read the results of nearly identical investigations so recently
concluded. They should also examine Mr. Pitofsky’s testimony in the Senate, or at least review
his comment regarding the Midwestern investigation that “while there were many short-term
causes of the increases, the underlying lack of U.S. refining capacity threatens similar price spikes
in the future in the Midwest and elsewhere” and then consider what steps are really necessary to
remedy the situation.

On California refineries threatened by rolling blackouts--NPRA thanks Chairmen Ose, Burton and
Horn for their letter urging Governor Davis to exempt Catifornia refineries from rolling blackouts.
Even the temporary loss of electrical power threatens long-term outages for refineries and lost
supplies of critical petroteum products for consumers. We understand that Governor Davis has
sent a letter to the California PUC requesting similar action. Our members who operate in
California appreciate your help on this matter and your continued interest in normalizing the
electricity situation in the state.

On denial of the California oxygenate waiver--this recent decision indicates that no political
consensus exists regarding the future of the reformulated gasoline oxygenate requirement. Our
refining members supported the waiver and favor elimination of the oxygenate requirement
nationwide. They believe that this action would provide flexibility needed to respond to regulatory
action (such as that in California) which eliminates or restricts use of MTBE. NPRA petrochemical
members who are MTBE manufacturers believe that the identified environmental concerns
associated with MTBE usage are manageabte and that the positive impacts of MTBE usage,
especially on air emissions, should not be ignored, despite potentially adverse impact on water
supplies.

Apparently, the debate about oxygenate-related issues will continue in the Congress and
elsewhere, until some resolution of the issue is achieved. NPRA has urged policymakers to
provide adequate lead-time and flexibility for refiners to comply with any fuel specification changes
that result from actions taken to address this issue. We have also urged policymakers who are
considering this issue to take into account the significant volumetric contribution to fuel supply
provided by MTBE in the large majority of RFG markets where it is the oxygenate of choice.

Part {I--Extended Discussion of Palicy Issues

More detailed NPRA comments on the current energy supply situation follow. So do a discussion
of EPA’s new source review program, more information on boutique fuel requirements and a short
statement of NPRA’s concerns about the EPA’s program to reduce sulfur in on-highway diesel.
Our Goals

In this extended portion of our testimony, NPRA seeks to:

- provide our perspective on the current energy situation and how it developed,;
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- highlight several key regulatory programs that have made, or will soon make, it more
difficuit to meet consumers’ energy needs; and

- identify certain policy principles that can be used to shape new energy policy directions.

Recent History

In the past year or so, consumers have felt supply and cost impacts from disruptions in heating oil,
gasoline, natural gas and electricity markets. Weather, unforeseen equipment problems, and
changes in consumer demand patterns can play a role in affecting supply and increasing costs,
but government policy is also a major factor determining whether adequate supplies of energy will
be available at reasonable cost.

It has been many years since a serious nationai debate on energy policy took place. For much of
the last decade or two, low prices and plentiful supplies have enabled consumers to take energy
for granted. As a result, policies have often been pursued in a piecemeal fashion, with no serious
attention paid to their impact on energy supply or on the mix of energy supply sources. We have
missed the “big picture” because we don’t determine the cumulative impact of regulatory
programs. We also fail to balance other important national goals such as environmental
improvement with the need to maintain reliabie domestic energy supplies. Too often, we have not
acknowledged the difficult tradeoffs inherent in major policy decisions. Economic reality
eventually catches up with us, however.

The recent energy situation has been characterized by:

1) significant concerns about heating oil prices in the Northeast last winter after a

prolonged cold snap;

shortages of gasoline in the Midwest early last summer with prices that exceeded $2

per gallon;

3) natural gas prices that hit a record high this winter resulting in consumer heating biils
estimated at triple last year’s levels; and

4) rolling blackouts in California and very high electricity prices throughout the West with
concerns about the ability to meet electricity demand in other parts of the country this
summer.

2

Overall, our national energy policy has resulted in the following:

- Refining capacity is stretched to its limit and the prospects for expansion are limited by
regulatory policies.

- The nation’s energy delivery infrastructure is aging and increasingly overwhelmed by
demand, with new construction and/or expansion made more difficult by regulatory
impediments.

- Domestic oil production is declining.
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- Domestic natural gas production, while growing, still has not kept up with demand and
has not returned to where it was in the early 1970s.
- Imports of crude oil and refined petroleum products are increasing.

Current Energy Consumption Patterns

According to the Energy Information Administration’s (EIA) Annual Energy Outlook 2001, total
U.S. energy consumption in 2000, by fuel source, was:

- 39% oil

- 23% natural gas

- 22% coal

- 16% nuclear, hydropower and non-hydro renewables

This seems like a reasonably diverse mix of energy use. However, critical sectors of the economy
are heavily reliant on a particular energy source.

For example, barring unforeseen technological advances, petroleum products will be needed o
provide the vast majority of transportation fuels for at least the next decade or longer. EIA
estimates that petroleum use for transportation will increase by 5.6 million barrels per day
(MMB/D) between 1999 and 2020.

U.S. Refining Infrastructure Needs Attention

Domestic refiners are increasingly challenged to meet current energy demand. Since 1983, the
number of US refineries has decreased from 231 to the 152 that are operating now. While total
refining capacity has remained relatively stable throughout this period, the demand for our
products has increased dramatically. Thus, for a substantial period of the last year, refineries
were running at or near their operational maximum. The overall U.S. refinery utilization rate
peaked at 97% last summer and was as high as 94% in December (based on EIA data). As the
attached graph from the recent National Petroleum Council (NPC) study (“U.S. Petroleum
Refining: Assuring the Adequacy and Affordability of Cleaner Fuels”) shows, U.S. demand for
petroleum products exceeds domestic refining capacity, hence the growth in refined petroleum
product imports (see attachment 1).

Due to both financial and regulatory constraints, it will be very difficult to construct new refineries
in the United States. Indeed, no new refinery has been built in 25 years. The rate of return on
investment in refining has averaged about 5% in the last decade. This is roughly equivalent to the
return from an investment in Treasury bilis, but with much greater risk. During the same period,
refiners made substantial capital investments to meet environmental requirements — investments
that the NPC estimated exceeded the book value of the entire refining industry.

To maintain or increase capacity, refiners must make expansions at existing sites. The alternative
is to meet increased demand with increased imports of petroleum products. As demand for
petroleum products increases at a fast pace in other areas of the globe, however, imported
supplies may become increasingly unavailable to us. So it is very unfortunate that EPA’s
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permitting programs and the retroactive reinterpretation of New Source Review (NSR) rules have
made expansion of existing capacity an even more formidable challenge. 1 will discuss this later in
greater detail.

Environmental Progress Has Been Significant

Since there are few currently viable substitutes for petroleum-based transportation fuels, the
emphasis in environmental policy has been on reducing emissions and making petroleum
products cleaner burning. Since the Clean Air Act Amendments of 1990, refiners:

- reduced the volatility of gasoline (as measured by its RVP);
~ introduced oxygenated fuels in carbon monoxide nonattainment areas;
- reduced on-highway diesel fuel sulfur levels;

- introduced federal reformulated gasoline in 1995 with a second phase requiring even
more stringent emission reductions in 2000.

Refiners face even more challenges ahead. As this chart demonstrates {see attachment 2}, an
avalanche of new environmental requirements faces refiners — and most fall within the same
narrow time period for implementation. NPRA estimates that some $20 billion must be spent over
the next decade to comply with newly issued or anticipated gasoline and diesel fuel requirements.
The recent closure of one Midwest refinery is a reminder that all existing refineries may not
continue o operate. .

Many Different Types of Gasoline Are Required

The product distribution structure is already severely challenged, even without new fuel
requirements. This chart (attachment 3) was prepared by ExxonMobil and identifies current fuel
requirements within different regions of the United States. A complicating factor in recent years
has been the addition of area-specific and siate requirements (so-called “boutique” fuels} to the
federal programs already in place. As you can see from this map, more than 16 categories of
gasoline are represented (14 shown in color on the map plus conventional gasoline meeting
Northern and Southern volatility requirements). Assuming three grades (regular, midgrade and
premium) of each type of gasoline, almost 50 distinct gasolines are represented on this chart.
And that is before any new requirements are considered.

Pipelines and fuel terminal operators struggle to keep all these grades separate. In the future,
they could be faced with the need for additional segregations and new storage tanks to maintain
compliance and fuel integrity. Yet, they too are faced with additional constraints on their
operations and, like refiners, find it difficult to expand their facilities.

The many different fuet requirements have led to increased volatility in gasoline markets and i
reduced flexibility in shifting available supplies to areas that need fuel the most. As we saw in the
Midwest last summer and California previously, differing fuel specifications can severely limit the
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ability to move supplies to areas that are short. The petroleum refining and distribution industry
has worked hard to optimize this situation, which is results from both over-regulation and political
choice. The boutique fuel phenomenon is tipe for study and reform, but proposed changes must
be carefully considered and adequate lead-time provided for their implementation. Any solution
that increases the cost of manufacture will put additional domestic refining capacity at risk and
should be rejected. B

A Tight Supply/Demand Balance Has Predictable Consequences

NPRA believes that U.S. policymakers have paid too little attention to the supply side of the
energy supply equation. This causes sérious problems when demand steadily increases due to
unprecedented economic growth {as in the recent past). if demand exceeds supply, market
economics operate and price becomes the allocation mechanism for any available supplies. The
result is a supply disruption and price spike such as that seen last summer in Chicago. The
former Chairman of the Federal Trade Commission (FTC), Robert Pitofsky, in the Commission’s
recent report on Midwest gasoline prices, noted that “while there were many short-term causes of
the increases, the underlying lack of U.S. refinery capacity threatens similar price spikes in the
future in the Midwest and elsewhere.”

Looking ahead, fundamental changes in energy markets have increased the potential for supply
constraints and price. volatility. Due to these changes, it is even more important that future
government policies be fully evaluated to determine and understand the impact on energy
supplies. But first we must deal with several current initiatives that pose threats to future energy
supplies.

New Source Review Reform is Essential

Most significant is EPA’s New Source Review enforcement initiative, which, for refiners, began in
"1998-9. EPA has engaged in retroactive reinterpretation of its permitting rules — the effect is to
change regulatory policy without public notice and opportunity for comment as required under the
Administrative Procedures Act. In so doing, EPA has targeted two energy providers that already
face increasing difficulties in meeting consumers’ energy needs -- utilities and domestic refineries.

EPA has reinterpreted its rules covering modifications to existing facilities long after those
madifications have been completed. In effect, EPA is seeking to penalize those who acted in
goad faith but who failed to comprehend the incomprehensible—EPA’s reinterpretation of its own
rules after the fact. Companies face potential fines in the millions of dollars and they are pressed
1o install equipment at their facilities that is not required by law or regulation. This situation has
-caused great confusion and uncertainty in the refining industry during a critical period. Four
refining companies have settied with EPA simply in order to get on with their business, others are
talking with EPA and some have begun or are considering legal challenges to EPA’s actions.

EPA's enforcement reinterpretations center on three elements of the NSR permitiing
requirements: 1) the provisions allowing exemptions for routine maintenance, repair and
replacement activities; 2) calculation of whether an action resulted in significant emissions
increases using a discredited method for determining emissions based on “potential” rather than
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actual emissions; and 3} unrealistic requirements fo aggregate and assess potential changes o
the facility which may, in fact, never occur,

Senators Inhofe and Breaux recently sent a letter o Vice President Cheney questioning EPA's
approach. We agree with their concern that unless addressed, “...EPA’s implementation of NSR
permitting requirements will continue to thwart the nation’s ability to maintain and expand refinery
capacity fo meet fuel requirements.” We aiso agree that "EPA’'s NSR interpretations have
created great uncertainty as to whether projects long recognized o be excluded from NSR
permitting can be undertaken in the coming months to assure adequate and reliable energy
supplies ”

~ As noted earlier, refiners face an avalanche of new regulatory requirements that will require many
facility modifications. The uncertainties surrounding EPA’s NSR interpretations will slow down
future modifications necessary o produce complying fuels and will discourage refinery capacity
expansion. The refining industry's ability to mest consumers’ demands for fuels foday Is based in
part upon the same modifications now questioned—retroactively-- by EPA. if refiners had not
acted — in compliance with interpretations of the law and regulations at the time — consumers
wouid be worse off today, facing reduced fuel supplies and higher costs. Unless capacity can be
further expanded to meet increasing demand, future domestic fuel supplies will grow tlghter and
markets even more volatile.

NPRA is encouraged that the President's energy recommendations include studies of the
prospective and retrpactive impact of the New Source Review program. 1t is ime to reassess this
program, which limits American industry’s ability to modernize its plants and take advantage of
technological advancements. Of course, for the sake of equity, any fulure action will need to
consider those who have settled with EPA so as not to place them at a disadvantage.

We clearly cannot afford o continus the falled NSR policies of the past few years. The current
- uncertainty threatens the implementation of key environmental programs such as the Tier I low
sulfur gasoline program. This programm begins in 2004 and reguives numerous refinery
maodifications. Yef, because it is both difficult to determine when an NSR permit is needed and
very time-consuming to secure permits, the NSR program may delay or even prevent prevent the
timely introduction of cleaner buming fuel.

Policy Improvements Can Increase Flexibility

it will be important not only to address the problems of the past, but also o consider
improvements for the future, For example, flexibility in meeting requirements couid be enhanced
by greater use of market-based incentives in permitting programs. The effectiveness of market-
“hased incentives has been demonstrated in the successiul sulfur dioxide frading program
implemented under the acid rain provisions of the Clean Air Act. Administrator Whitman, in her
recent letter issuing EPA’s FY2000 Annual Report, highlighted the importance of these types of
incentives.

Ideas such as cap and trade, averaging and “bubbling” (sefting an emissions target for a facility,
not for individuat processes or pieces of equipment} should be explored as ways to assure
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continued environmental progress while providing refiners the flexibility needed fuel supplies.
NPRA welcomes the Administration’s recently issued executive order that encourages expediting
of permit applications and related decisions.

Diesel Sulfur Reduction

Another EPA initiative that could severely jeopardize fuel supplies and economic growth is the
ultra-low sulfur diesel program quickly adopted in the waning days of the previous Administration.
The refining industry is committed to lowering sulfur in diesel fuel, having offered its own proposal -
to-reduce sulfur by 90% from today’s levels. However, EPA adopted a less cost-gffective program
by choasing a reduction of 97% and an effective date of 2006. As a result, future diesel fuel
supgplies are in jeopardy and vital parts of the economy are at risk. Most goods in the US are
shipped by truck, including agricuitural products.

Regarding the threat to fuel supplies, Charles River Associates {in a study commissioned by APl)
determined that the EPA proposal would result in an average supply shorifalt of 12% versus
current supplies. However, that is a national average and regional shortfalls could be greater —
Charles River Associates estimates that the Rocky Mountain region could face a shorifall of 37%.

To make matters worse, the program’s effective date forces refiners to make major investments in
the same timeframe that they must modify refineries to produce low sulfur gasoline. These
overlapping timeframes raise serious questions about the availability of the engineering and
construction resources needed to tackle both programs simultaneously. As a result, the
previously mentioned National Petroleum Council study cautioned that “...a significant risk of
inadequate supplies will result.”

‘During the course of the rulemaking, the agricultural community; food marketers, trucking industry
and even the Department of Defense raised concemns about diesel fuel availability and cost.  And
the nation’s largest producer of truck engines also questioned EPA’s analysis of the rule,
indicating that its estimate of the potential engine costs {using a combination of as yet unproven
technologies) to meet the heavy duty truck standards is some six times higher than EPA’s.

NPRA urged EPA to get more information about the rule’s impact on supply by requesting an
independent analysis by the National Academy of Sciences. We would still welcome such an
assessment. Meanwhile, we are pursuing every avenue, including litigation, to focus attention on
and to fix a rule that will have severe supply consequences. The current timeframe for this rule
should be adjusted. This step would address many of the supply problems associated with this
rule without affecting its overall environmental benefits.
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MTBE-Related Proposals

A third area of supply concern involves proposals fo reduce the use of MTBE. The Clean Air Act
Amendments of 1990 require the use of oxygenates such as MTBE in federal reformulated
gasoline {RFG) to ensure that an average of 2% oxygen by weight is maintained in this fuel.
Oxygenates, like MTBE and ethanol, can assist in the production of cleaner burning fuels. They
help expand the overall amount of gasoline supplies, add octane for better fuel performance and
help reduce the use of other blending components that may make it more difficult to achieve lower
emissions. However, oxygenates also present tradeoffs. MTBE can move farther and faster
through the soil and into groundwater supplies should there be a spill or leak. Ethanol requires
the use of lower volatility blendstocks fo compensate for the increase in evaporative emissions.
Alsg, since ethanol rapidiy separates out from the gasoline biend when even small amounis of
water are present, gasoline blended with ethanol cannot be shipped through pipelines, requiring
" special blending equipment and additional storage tanks at fuel terminals.

Several states, including California, New York and Connecticut, have set timetabies for ending the
use of MTBE in gasoline due to groundwater concerns.” However, MTBE plays a significant role in
supplementing gasoline supplies. MTBE represents about 4% of the nation’s gasoline supply on
average, and even more in RFG areas on the coasis — 11%. Thus, we must fully understand the
implications of actions to reduce its use on gasoline supplies, and provide for ample lead-time to
make any changes. - .

NPRA supports strong underground tank enforcement efforts and clean up of water already
-affected by MTBE. Further, if MTBE use is restricted, the 2% RFG oxygen mandate should be
eliminated, while the air toxics reductions achieved in RFG with the help of oxygenate blending
are maintained. Renewables, such as ethanol, can help expand our fuel supplies, but, given the
logistical constraints on their shipment, they should be used where they make the most sense.
Ethanol will continue to grow in importance as a source of fuel octane, but forcing its use through
mandates will unnecessarily increase consumers’ fuel costs.

Ways to improve Future Energy Policy

In closing, NPRA suggests some guidelines for future energy policy:

1. Don’t forget the full energy supply chain. Oil and gas are raw materials that must be converted
into consumer products and delivered to end-users. As noted earlier, there is a critical need to
remove existing impediments o expanding refinery capacity and to seek policy enhancements
that maintain, or increase, domaestic supplies. Similarly, emphasis should be placed on
improving our domestic product distribution infrastructure.
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2. Strike a sensible balance. As we know from our own lives, decisions involve tradeoffs. We P
* should work to preserve the dramatic environmental improvements that have been made in the

last few decades. However, Americans would also like to continue improving their lifestyles
and they desires further economic growth. To honor these goals, we must fully understand the
implications of policy choices and carefully weigh the tradeoffs inherent in those choices. We
can strike a better balance between environmental goals and the need for reliable energy
supplies. These are not incompatible goals, but we must work on the right balance. The right
policy tools can help us make more informed decisions and better understand the associated
tradeoffs. The President recently took an important siep in this direction by requiring that major
regulatory actions be accompanied by a thorough energy impact analysis. Similarly, periodic
review of the cumulative effects of regulations could help us understand whether the balance is.
shifting too far in one direction or the other. The President’s plan also requires analysis of the
cumulative effects of the many fuel regulations currently scheduled for implementation in the
near future. :

3. Pursue improvements in how requlations are made. Lessons have been learned about how to
develop more effective, and more efficient, regulations. it is time to put those lessons to work
for us in developing national energy policy. We should set performance goals rather than
mandating the use of specific technologies or setting product specifications. The command
and control approach stifles innovation. We should avoid overlapping leadtimes for reguiatory
programs whenever possible. Costs are greater for programs that must compete for goods
and services necessary to ensure compliance. We should enhance flexibility through market-
based mechanisms and incentives. Emissions credit trading has been demonstrated to lower
compliance costs. Incentives could help encourage earlier infroduction of cleaner fuels without
resorting to unrealistically stringent mandates, which threaten refiners’ viability. And we must
seek the best information available to inform our policy choices. Reliance on sound science
and cost-benefit analyses would help us better understand the full impact of policy decisions.

“4. Don't pick a favarite. The nation is best served by a diverse portfolio of energy supplies. For
example, the consumption pattern of natural gas is has been changed by government policy.
Afew still remember the 1970s when concerns about natural gas supplies led, for a time, 1o
prohibition of its use for electricity generation. More plentiful supplies in much of the
intervening period have generally erased that memory. Recently, environmental
considerations have led 1o increased natural gas use for electricity generation. This trend
seems likely to continue unless we make a serious commitment to improving clean coal
technology or change the public’s attitude about nuclear power. In fact, EIA projects that
natural gas use for electricity generation (excluding cogeneration} will triple over the next iwo
decades. EIA expects that 89% of new electricity generation built between now and 2020 will
be gas-fired. Absent additional natural gas supplies in the United States (and Canada) and
additional pipsline capacity to transport these supplies, questions arise whether natural gas
and natural gas liquids will continue to serve as reliable and affordable petrochemical
feedstocks, allowing domestic petrochemical manufacturers to be competitive in global
markels.

5, Provide access. Many areas in the United States have been placed “off limits” for oil and gas
exploration and development. NPRA understands public concern about protecting the
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environment of these areas. However, technology is available to minimize the development
“footprint” and to help prevent adverse impacts. Access to promising areas must be provided
to spur development of additional domestic oil and gas supplies.

8. Encourage new technologies to revitalize traditional energy sources. U.S. coal reserves are
extensive. This fuel could continue o play a key role in our energy equation i “clean coal”
research and development is given greater emphasis and encouragement. Coal could make
an important contribution in powering future electricity generation in an environmentally
acceptable manner. This would allow natural gas (and natural gas liquids) to provide reliable
feedstocks for petrochemicals where there are few, if any, substitutes.

7...Promote Conservation While | have concentrated on how to enhance energy supplies today,
we cannot forget about the demand side of the equation. Energy efficiency improvements also
play a vital role in helping us meet our energy needs. For example, lighter weight materials
can assist in improving vehicle fuel economy. Incentives for the purchase of higher fuel
economy vehicles might also be considered. Improvements in our roads to improve traffic flow
and reduce congestion can also help conserve our energy resources.

Thank you again for the opportunity to share our views. | look forward to responding to your
questions.
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Mr. Osk. Thank you, Mr. Slaughter.

Mr. Lieberman, for 5 minutes.

Mr. LIEBERMAN. Good morning. My name is Ben Lieberman, and
I'm a senior policy analyst with the Competitive Enterprise Insti-
tute, a public policy organization committed to advancing the prin-
ciples of free enterprise and limited government.

Gasoline prices have risen more than 20 cents per gallon on aver-
age over the past 10 weeks, with consumers in some parts of Cali-
fornia and the upper Midwest recently paying more than $2 per
gallon. As with previous price spikes, Congress has sought to learn
why these increases occurred and what can be done about it.

Thus far, most of the attention has focused on allegations of ille-
gal conduct on the part of the oil industry. Consequently, there
have been many Federal investigations of alleged collusion of price
gouging, and in fact, two Federal Trade Commission reports on pre-
vious price spikes have recently been released. However, these in-
vestigations have pointed away from industry conduct as the cause
of the gasoline price increase.

At the same time, evidence is emerging that the growing Federal
regulatory burden is having an effect on gasoline prices, and is a
factor in the volatility seen in recent years. In particular, the regu-
lations promulgated under the Clean Air Act, which both dictate
the composition of gasoline and place limits on refining infrastruc-
ture, are a major contributor to the price of gasoline today.

The 1990 amendments to the Clean Air Act contained a number
of motor fuel regulations. For example, we now have specialized
blends such as reformulated gasoline and oxygenated gasoline
mandated for particular areas. There are also varying require-
ments applicable to conventional gasoline. The amendments also
gave broad discretion to EPA to set additional fuel requirements.
As a result, we now have a number of distinct fuel types in use.

Perhaps the most problematic of these provisions is the require-
ment for reformulated gasoline in the smoggiest parts of the coun-
try. Reformulated gasoline must meet several compositional re-
quirements and emissions performance standards. Today, nearly
one-third of the Nation’s fuel supply is reformulated gasoline, and
it currently averages 21 cents per gallon more than conventional
gasoline. There are distinct requirements for reformulated gasoline
in northern States and southern States and specific summer re-
quirements applicable from June to September.

Despite the higher costs, the National Research Council and oth-
ers have raised some questions about the extent of the environ-
mental benefits of reformulated gasoline. Some benefits, but not as
great as originally anticipated. And in fact, California, as we’ve dis-
cussed, and other States, are trying to get out of certain specific re-
quirements under the reformulated gasoline program.

As I mentioned, reformulated gasoline costs more than conven-
tional gasoline, but the emerging problem is not so much the high-
er price of individual blends, but the balkanizing effect of so many
distinct gasoline types simultaneously in use. In 1999, the Depart-
ment of Energy’s Energy Information Administration stated that
“The proliferation of clean fuel requirements over the last decade
has complicated petroleum logistics,” and predicted that “Addi-
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tional clean fuels programs could make the system more vulnerable
to local outages and price spikes.”

In fact, one pipeline operator reports having to handle 38 dif-
ferent grades of gasoline, several due to environmental require-
ments and some due to other requirements. But many of these
blends have to be separately refined, shipped and stored.

For those who question whether Federal regulations really are
major contributors to the high price of gas, I would suggest taking
a close look at the where and when of the highest gas prices, be-
cause it matches reasonably well with the where and when of the
most burdensome regulations. For example, the prices tend to be
highest in the late spring, early summer timeframe. This is the sec-
ond year in a row that Chicago has been hit with $2 gas at this
time of the year.

This is due in part to the additional complication of transitioning
away from winter fuel specifications to the summer specifications.
The location of the highest prices, California and the upper Mid-
west, is not coincidentally the location of the most unique and chal-
lenging fuel standards, as well as the most vulnerable refining in-
frastructures.

In contrast, I've heard a lot of people claim that high gas prices
are due to industry manipulation. But I've never heard a logical ex-
planation why big oil gets so greedy in April and May and not the
rest of the year, or why they keep picking on Chicago and Califor-
nia and leave other parts of the country alone, or for that matter
why they endured long stretches in the 1990’s when gasoline prices
were at record lows.

Unfortunately, there are a number of new fuel regulations sched-
uled to take effect in the years ahead, such as the new ultra low
sulfur standards for gasoline and diesel fuel. These rules could in-
crease costs further in the years ahead.

Now, the FTC report as to last summer’s Midwest gas price
spikes further confirms the role of regulation. While the report
found no evidence of illegal conduct by industry participants, it
went on to list the primary and secondary factors behind the price
increases. Many of these factors are related to the regulatory bur-
den, particularly the stringent new requirements for reformulated
gasoline that took effect in 2000. In fact, the FTC report could be
used as a good starting point for regulatory reform.

In closing, I'd like to offer a few general thoughts on what needs
to be done to ensure that gasoline is as affordable as the market
will allow. I think there are some good elements in the administra-
tion’s recently released energy plan, particularly the plan to direct
EPA to study ways to reduce the proliferation of different fuel re-
quirements and to streamline the regulations that are stopping re-
finers from expanding to meet demand. This can be done without
sacrificing environmental quality.

One specific recommendation is that Congress amend the Clean
Air Act to eliminate the 2 percent oxygenate requirement from the
reformulated gasoline program, or at least allow States to opt out
of this requirement, as California has attempted to do. The role of
Government should be to set environmental end goals for gasoline,
not to dictate the specific ingredients and recipes by which those
goals are met.
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And given the magnitude of recent gasoline price increases, I
would urge EPA and Congress to take a look at some of the new
fuel regulations scheduled to take effect in the years ahead, and
amend them if they threaten future price increases disproportion-
ate to the expected environmental benefit.

Thank you.

[The prepared statement of Mr. Lieberman follows:]
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Hearings on Gasoline Prices

Introduction

Good morning. My name is Ben Lieberman and I am a senior policy analyst
with the Competitive Enterprise Institute, a public policy organization committed to
advancing the principles of free enterprise and limited government. My comments today
will focus on the causes behind the recent increases in the retail price of gasoline.

Gasoline prices have risen more than 20 cents pér gallon on average over the past
ten weeks, with consumers in some parts of California and the upper Midwest recently
paying more than $2.00 per gallon. As with previous price spikes, Congress has sought
to learn why this increase has occurred and what can be done about it.

Thus far, most of the attention has focused on allegations of illegal conduct on the
part of the oil industry. Consequently, there have been many federal investigations of
alleged collusion and price gouging, and in fact two Federal Trade Commission reports

on previous gas price spikes have recently been released. However, these investigations
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have consistently pointed away from industry conduct as the cause of gasoline price
increases.

At the same time, evidence is emerging that the growing federal regulatory
burden is having a substantial effect on gasoline prices, and is a major factor in the
volatility seen in recent years. In particular, the regulations promulgated under the Clean
Air Act, which both dictate the composition of gasoline and place limits on the reﬁping
infrastructure, are a major contributor to the high price of gasoline today.

Fortunately, these laws and regulations were created by the federal government,
and they can also be reformed by the federal government. Congress, working with the
administration, can cut the red tape and reduce the price of gasoline, yet still provide the

environmental protections the American people demand.

The Regulatory Burden
1. The Micromanagement and Balkanization of the Nation’s Gasoline Supply

Prior to 1990, the composition of motor fuels was not extensively regulated by the
federal government. Other than the phaseout of leaded gasoline and a few other
measures, the 1970 Clean Air Act (the Act) focused on reducing motor vehicle emissions
by regulating the vehicles themselves. This effort has been a success. Even with
substantial iricreases in vehicle miles traveled, overall motor vehicle emissions have
declined substantially, as have ambient pollution concentrations.! And the cars and
trucks on the road today emit only a fraction of the pollution as did their counterparts in

the 1970s.

! Joseph L. Bast and Jay Lehr, The Heartland Institute, “The Increasing Sutainability of Cars, Trucks, and
the Internal Combustion Engine,” June 22, 2000; Environmental Protection Agency, “Latest Findings on
National Air Quality: 1999 Status and Trends,” August 2000.
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The emphasis changed somewhat with the 1990 amendments fo the Clean Air
Act, which contains extensive motor fuel regula!:ions.2 Specialized blends, namely
reformulated gasoline and oxygenated gasoline, were mandated for cert'aig_‘g;eas of the
country. The Act also set standards applicable to conventional gasoline, and granted the
EPA Administrator broad discretion to create additional fuel specifications.® These
provisions were aggressively implemented by EPA Administrator Carol Browner\duﬁng
the Clinton Administration. At the same time, California and other states and localities
began to set fuel requirements of their own, often in order to obtain EPA approval of their
State Implementation Plans (SIPs). A decade ago, gasoline was a national commaodity,
but today there are many distinct types of motor fuels in use.

A. Reformulated Gasoline

Perhaps most problematic of these provisions was the requirement for
reformulated gasoline (RFG), designed to fight smog.* RFG is mandated for the nine
smoggiest areas of the country as well as any other area defermined to be in severe non-
attainment for ozone.” In addition, several other area‘s'of the country have opted into
program. In total, nearly one-third of the nation”s fuel supply is RFG.

The RFG program first took effect in 1995. RFG must meet several
compositional requirements and performance standards designed to make it cleaner

burning than conventional fuels. EPA used its discretion to set standards for RFG that

242 USC §211. .
42 USC §211{¢) (“The Administrator may, from time to time ... control or prohibit ... any fuel or fuel
additive ... if in the judgment of the Administrator any emission product of such fuel or fuel additive
causes, or contributes, to ajr pollution which may reasonably be anticipated to endanger the public health or
welfare.”)
¢ Clean Air Act, 42 USC §211(k).

* This includes areas in and around Baltimore MDD, Chicago-Gary-Lake County IL-IN-WI, Hartford CT,
Houston-Galveston-Brazoria TX, Los Angeles-Anaheim-Riverside CA, Milwaukee-Racine, WI, New York
City NY, Philadelphia PA, Sacramento CA, and San Diego CA.
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are more stringent than those set out in the Act® In addition, there are separate REG
formulations for northern states and southern states, and summer-specific requirements
applicable between June 1st and September 15th of each year.

More strmgent requlrements for RFG took effect in 2000 (RFG I1), Wlth
particularly tough summer requirements for fuels sold after June 1st. Currently, RFG
averages $1.83 per gallon, 21 cents more than the $1.62 per gallon for conventiongl gas.”

Despite the higher cost, there are questions about. the environmental benefits of
using RFG. Although mandated primarily to help reduce ozone, the primary constituent
of smog, it is unclear, despite more than § years of use, whether RFG has made a
difference. A 1999 National Research Council report concluded that “although long-term
trends in peak ozone in the United States appear to be downward, it is not certain that any
part of these trends can be significantly attributed to the use of RFG.”®

In contrast to its questionable air quality record, RFG has clearly caused water
quality concerns. The Clean Air Act requires that RFG contain 2 percent oxygen content
by weight. This necessitates the addition of so~calle§ 6xygenates, usually methyl tertiary
butyl ether (MTBE) or ethanol. Compared to ethanol, MTBE is cheaper and easier to
incorporate into the fuel supply, and has become the oxygenate of choice in 85 percent of
RFG. A few Midwestern markets, including Chicago and Milwaukee, use ethanol as the
oxygenate, |

Over the past several years, MTBE in RFG has contaminated water supplies

throughout the nation, leading to phaseouts in California, New York and other states, and

N 559 Federal Register 7,716 (February 16, 1994).
Energy Information Administration, Retail Gaseline Prices, June 11, 2001.
8 National Research Council, “Qzone Forming Potential of Reformulated Gasoline, 1999, p. 4.
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federal bills to reduce or eliminate the use of MTBE in motor fuels.” In 1999, EPA
issued a report calling for reduction in MTBE use in fuels due to its effect on water

supplies.'® -

Despite the impendingk state bans oﬁ MTBE, the Act still maﬁdatés oxygénétes in
RFG. The Bush Administration recently denied a request from the state of California to
waive the Act’s oxygen content requirement. !

If MTBE is phased out in these states (or nationwide), but Congress does not
repeal the 2 percent oxygen content requirement for RFG, the law would amount to a de
facto ethanol mandate. This would almost certainly raise the average cost of RFG in the
years ahead.

B. Other regulations

Beyond RFG, there are other requirements that dictate the composition of
gasoline. There is an oxygenated fuels program, applicable in the winter months in areas
not in attainment with the federal standard for carbon monoxide.'?  As with RFG,
oxygenated fuels cost more than conventional gaso!iné.

In addition to specialized blends, conventional gasoline is also regulated. As

with reformulated gasoline, there are regional and seasonal differences. For example,

® Bureau of National Affairs Daily Environment Report, “Lawmakers Tackle MTBE Issue As EPA
Reviews Rule To Ease Ethanol Use,” February 21, 2001, at A-11.

1 Environmental Protection Agency, “Achieving Clean Air and Clean Water: The Report of the Blue
Ribbon Panel on Oxygenates in Gasoline,” September 15, 1999,

! Bureau of National Affairs Daily Environment Report, “EPA Expected to Deny California Request To
Produce Non-Oxygenated Gasoline,” June 12, 2001, at A-1.

12 Clean Air Act, 42 USC §211(m); Energy Information Administration, “Areas Participating in the
Oxygented Gasoline Program,” July 1, 1999,
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EPA has promulgated state and month-specific requirements for Reid Vapor Pressure
(RVP), 2 measure of how readily fuel eQaporates. B
C.. The Balkanizing Effect ‘ .
The additional 21 cents per gallon for RFG aé compared to éonventional gasoline
is substantial, but represents only part of regulatory costs of gasoline, as conventional
-fuel is also §ubject to regulations that increase its price. But the emerging problem is not
so much the higher price of individual blends but the balkanizing effect of so many
distinct gasoline recipes simultaneously in use. In 1999, the Energy Information
Administration noted that “the proliferation of clean fuel requirements over the last
decade has complicated petroleum logistics,” and predicted that “additional clean fuels
programs could make the system more vulnerable to local outages and price spikes.”** In
fact, one pipeling operator reports having to handle 38 different grades of gasoline.'®
Many of these blends have to be refined, shipped, and stored separately from others.
2. The Strain on Refining Capacity
At the same time demand for motor fuels has grown and the challenge facing refiners
to comply with gasoline requirements has never been greater, a number of regulatory
constraints have impinged upon refinery capacity. In fact, no new refinery has been built
in the United States in the past twenty years, due in part to market forces but also to the
Clean Air Act’s New Source Review (NSR) and New Source Performance Standards

(NSPS) programs.’® Under these programs, both the construction of new refineries and

3 Clean Air Act 42 USC §211(h); Environmental Protection Agency, “Guide on Federal and State RVP
Standards for Conventional Gasoline Only,” March 2000.

* Tancred Lidderdale and Aileen Bohn, Energy Information Administration, “Demand and Price Outlook
for Phase 2 Reformulated Gasoline, 2000, April 7, 1999.

¥1d.at9.

1 42 USC §§160-169, 170-178; 42 USC §111.
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major modifications to expand capacity at existing refineries are subject to strict
procedural and substantive requirements.

1997 represented a turning point of sorts for domestic refining capaciiy.\ Over the
past decade, capacity has been able to modestly increase through expansioﬁ at existiﬁg
facilities. But during the summer of 1997, refineries were operating full out, yet still
could not keep up with demand.!” The United States has expericnced occasional refining
shortfalls since. Currently, refineries are operating at 96 percent utilization, essentially
maximum, with little or no margin for error.  With only slight capacity growth at existing
facilities projected for 2001 and 2002, the refinery capacity problem will not be quickly
resolved.'®

Unfortunately, in 1999 EPA announced a new and more aggressive interpretation of
NSR and NSPS as it applies to refineries and coal-fired electric power plants.

Previously, routine maintenance at industrial facilities was ekcmpt frdm these
requirements, while major modifications were not. Thus, by retroactively redefining as
major modifications many facility projects —most 01; which were known te EPA when
they were performed and freated as routine maintenance at the time — the agency now
argues that many refineries were not operating in compliance with the law. Some
refiners have announced settlements with EPA rather than endure years of uncertainty
from administrative enfofcement actions and possible lawsuits.'® Nonethéless, this

enforcement initiative will further complicate any attempts by the refining industry to

17 Statement of John Cook, Petroleum Division Director, Energy Information Administration, before the
Subcommittee on Energy and Al Quality, Committes on Energy and Commerce, U.S. House of
%epresentativcs, March 30, 2001,

.
19 See, Environmental Protection Agency press release, “EPA and DOJ Announce Record Clean Air
Agreement With Major Petroleum Refiners,” July 25, 2000.
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meet future demand.  The National Petroleum Council, an advisory committee to the
Secretary of Energy, has warned that this “[r]einterpretation of NSR rules will
signiﬁcanﬂy hinder the industry’s ability to continue its historical expansion rate.”?
3. New Regulétions on thé Horizon

Clearly, the many regulations already implemented under the 1990 amendments
to the Clean Air Act are coniributing fo the volatility and high prices at the pum’psfv In
addition, several more regulations are scheduled to take effect in the years ahead, which
will further complicate petroleum logistics and increase the price at the pumps.

Most significantly, EPA recently finalized new rules that will mandate substantial

12" These rules are predicted to

reductions in the sulfur content in gasoline and diesel fue
add to the cost of motor fuels.” In addition, they are already having an effect on refinery
operations. Despite current capacity shortages in the Midwest, one Chicago refinery
recently shut down, in part because of the prohibitive costs of the overhaul necessary to
comply with these new sulfur rules.” The National Petroleum Council “expeots that
individual refinery shutdowns will likely continue to éécur in the future.”?*

Further complicating matters is the controversial new National Ambient Air
Quality Standard (NAAQS) for ozone, which was promulgated in 1997 but held up by

legal challenges.”® If implemented, this standard will result in many counties currently

in attainment with the ozone standard going out of attainment, which would place even

20 National Petroleum Council, “U.S. Petroleum Refining: Assuring the Adequacy and Affordability of
Cleaner Fuels,” at 4 (National Petroleum Council Report).

2! 64 Fed. Reg. 26,004 (May 13, 1999); 66 Fed. Reg, 5,002 (Janaury 18, 2001)

2 National Petroleum Council Report, at 9-14; Energy Information Administration, “The Transition to
Ultra-Low-Sulfur Diesel Fuel: Effects on Prices and Supply,” May 2001,

= peter A. McKay, Wall Street Journal, “New EPA Rules May Fuel Refiners’ Profits,” February 2, 2001.
* National Petroleum Council Report, at 8.

* 62 Federal Register 38,856 (July 18, 1997).
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more severe operating burdens on refiners and may increase the number of areas using

RFG or other specialized blends.

Recent Price Spikes and the FTC Report

The pattern of recent price increases is a reflection of this costly regulatory
burden. Indeed, the when and where of the greatest gasoline price spikes matchesglmost
exactly with the when and where of the most burdensome regulations. The largest
increases tend to occur in the April through June timeframe. For example, this is the
second year in a row that Chicago has experienced a late spring/early summer surge to
$2.00 per gallon. This is largely due to added complication of transitioning away from
winter fuel specifications to summer specifications, at the time of year when demand is
picking up.2® This has been a particular challenge since the stringent new summer
requirements for RFG II have been in effect.

The location of the sharpest price increases, California and the upper Midwest, is
also traceable to the regulatory burden. These two pan‘s of the country face the most
unique and challenging fuel standards.”” In addition to the federal RFG program
applicable in Los Angeles, Sacramento and San Diego, California has instituted its own,
more stringent RFG standard applicable in several other areas of the state.”® Parts of the
upper Midwest have opted to use ethanol in RFG, which has posed problems since the

new RFG 11 standards took effect last year.? Both areas also have tight local refining

2 Statement of John Cook, Petroleum Division Director, Energy Information Administration, before the
Subcommittee on Energy and Air Quality, Committee on Energy and Commerce, U.S. House of
Representatives, May 15, 2001.

7 Energy Information Administration, “Summer 2001 Motor Gasoline Outlook,” April 2001.

#1d. at5.

#1d. at 8.
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capacity, therefore only a relative handful of refineries make these specialized blends.
Even a single incident resulting in downtime at one facility has caused supply shortfalls
and price jumps in these areas. In addition, neither location is well situated to quickly
receive supplies from elsewhere in response to a price spike.

In contrast to the clear link between the federal regulatory scheme and the pattern
of gas price increases, there is no such plausible connection to industry collusion apd
price gouging. Those who blame industry conduct for high prices have not offered an
explanation why industry would limit such activities to the April-June timeframe, or why
they would zero in on California and the upper Midwest. Indeed, if “big 0il” had the
ability to pull strings and create $2.00 per gallon gasoline, and the inclination to violate
the law, one would strongly suspect that they would not be so selective in doing so.

The final report of the FTC investigation into the early summer 2000 Midwest
gasoline price spike further underscores the role of regulations.®® Launched amidst
allegations of illegal oil industry conduct last summer, the report nonetheless “uncovered

73! While exonerating industry

no evidence of collusion or any other anti-trust violati;)n‘
of illegal conduct, the report listed refinery production problems, pipeline disruptions,
and low inventories as the primary factors behind the price increase. The unavailability
in the Midwest of MTBE-containing RFG II, a patent dispute involving RFG, and the
waiver of RFG II requirements in St. Louis were listed among the secondary factors.
Many of the primary and secondary factors listed by FTC are directly or indirectly

related to the regulatory burden. For example, several of the refinery production

problems were due to “difficulty in blending RFG II,” and the low inventories were

% pederal Trade Commission Final Report, “Midwest Gasoline Price Investigation,” March 29, 2001.
31
Id. at 1.

10
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“compounded by the need to drain storage tanks of winter-grade RFG before filling them
with summer-grade RFG.” Properly réad, the FTC report can be used by Congress as a
good roadmap for motor fuels regulatory reform. .

" The report did discuss the conduct of indﬁstry, but declined to list it as a pnmary
or a secondary factor in the price increases. Instead, the forecasting mistakes of some
refiners in underestimating both the demand for RFG II and the difficulties in refining it,
énd the actions of one refiner in not maximizing its RFG II production was relegated to a
subsequent section. Unfortunately, some have taken these minor findings out of context
and mischaracterized the report as evidence that industry participants created the price
spike.33 One FTC Commissioner, in a concurring statement, stated that the inclusion of
this section creates a misleading impression at odds with the overall conclusions of the
report.>

In addiﬁon, the FTC recently concluded an investigation of gasoline prices in

California and other western states. It also found no evidence of illegal activity by
refiners.® .
The FTC’s findings were corroborated by the Energy Information Administration

and Congressional Research Service, which both found that the new RFG I requirements

and other rules were substantial contributors to the 2000 Midwest gasoline price

3
Id. at 14, 18.

33 See, House Democratic Caucus Energy Task Force, “Principles For Energy Prosperity,” May 15, 2001, at

3.

# of Commissioner Orson Swindle on the Final Report on the Midwest Gasoline Price

Investigation.

3 Federal Trade Commission press release, “FTC Closes Western States Gasoline Investigation:

Investigation Finds No Illegal Activity By Oil Refiners,” May 7, 2001.

11
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36

increases.” The Congressional Research Service estimated that as much as 25 to 34

cents of the per gallon cost was due to the new RFG II requirements.”’

Conclusion - What Needs To Be Done '

The Bush Administration’s recently released National Energy Policy contains
several recommendations that, if properly implemented, will go a long way towards
ensuring that future gasoline prices are as affordable as the market will allow. In
particular, the plan directs EPA to study ways to reduce the proliferation of differing fuel
requirements and increase the fungibility of the nation’s fuel supply while maintaining
the environmental benefits.

The President has also recommended that EPA and the Department of Energy
consider ways to streamline the regulations that are impeding refineries from expanding
to meet demand. The President has also urged a reassessment of the EPA’s new
interpretation of New Source Review.

Further, the federal government should also reébnsider past efforts to
micromanage the nations’ gasoline supply. Specifically, the requirement that RFG
contain 2 percent oxygen content by weight is largely unnecessary to reduce smog, but
complicates the logistics of supplying RFG and increases the price at the pumps. The
federal government’s role should be limited to setting environmental end goals for

gasoline, but should not go so far as to dictate the specific ingredients and recipes by

% Joanne Shore, Energy Information Administration, “Supply of Chicago/Milwaukee Gasoline Spring
2000,” undated; Lawrence Kumins, “Midwest Gasoline Prices: A Review of Recent Market
geveiopments,” Congressional Research Service, June 28, 2000,

N
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which those goals are met. I would urge Congress to amend the Clean Air Act to
streamline the RFG program by eliminating the 2 percent oxygen content requirement.
In addition, in light of the role of regulations in recent gasoline price spikes, 1.
would urge EPA and Congress to take a look at some of the néw fuel regulations
scﬁeduled to take effect in the years ahead, such as the strict gasoline and diesel sulfur
standards. These rules should be amended if they will lead to future price increases

disproportionate to the expected environmental benefits. Thank you,

13



154

Mr. Osk. Thank you, Mr. Lieberman.

Mr. Early, for 5 minutes.

Mr. EARLY. Good afternoon. I'm very happy to be here on behalf
of the American Lung Association, and I'm going to basically chuck
my testimony and try to hit on some key issues that I urge the
committee to consider.

Talking about this in the same way that Dr. Coursey does, I
think it’s important to recognize that the American public wants
the refining industry to deliver both affordable gasoline and clean
air. The American public expects and the Congress has dictated
through the Clean Air Act that they deliver on clean air as well
as gasoline.

Weakening either the clean fuel requirements or the new source
review requirements that will apply to expansions of refineries is
going to ensure that the refining industry does not deliver on clean
air as much as they are right now. So the American Lung Associa-
tion very much opposes proposals in that regard.

We also have sponsored public opinion surveys which show the
American public is willing to pay more for their gasoline for the de-
livery of clean air. All the price spikes we've seen have exceeded
by a considerable margin the amount of the incremental costs of
delivering clean air. It’s obviously these other factors, as the pre-
vious witness, Mr. Cook, pointed out, such as consolidation of the
oil refining industry. Essentially, when you put more of the power
of gasoline production and supply in fewer hands, you can’t guaran-
tee that weakening clean air requirements is going to result in
lower fuel prices, because they just have too much power to manip-
ulate the market.

Briefly, my testimony shows that we believe the refining industry
is exaggerating the problems of boutique fuels. I have in my testi-
mony a map, this one, and I apologize that it’s difficult to under-
stand. But basically, a lot of the fuel requirements, particularly in
the Southeast, the RVP requirements, are essentially the same re-
quirements and don’t represent a major impediment to the indus-
try. The RVP requirements for Texas, Louisiana, North Carolina,
Tennessee and Florida are essentially identical on that map.

If you take California out of the equation, you take Chicago out
of the equation, the number of separate gasolines on that map real-
ly goes down to seven gasolines. You multiply that by low test or
regular and premium, and there’s a total of 14 summertime fuels,
not 48 fuels.

Let me also just briefly touch on the Bush administration’s oxy-
genate waiver denial. The American Lung Association is very dis-
appointed in this decision. But, I urge you to consider another fac-
tor which hasn’t gotten any discussion. There’s another special in-
terest that doesn’t want this waiver. It’s the MTBE industry. And
one of the things that we’re very concerned about is, the previous
administration basically was in favor of a policy that would pro-
mote removing MTBE from the entire national fuel supply. The de-
nial of this waiver, from our perspective, would indicate that this
administration has abandoned that policy. We think this is very
unfortunate, because there’s a very strong consensus that removing
MTBE from the fuel supply is a good idea for the protection of our
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water resources, and that we can achieve air quality goals without
MTBE in the fuel supply.

The administration had the opportunity, because of the nature of
the evidence, to hang their hook on evidence that would support
the waiver or hang their hook on evidence to deny the waiver. Un-
fortunately, they took the latter course. We’re very concerned and
disappointed. There’s a real opportunity to help California deal
with its water quality problems and ensure air quality, and the ad-
ministration basically did not do anything to help them do that.

Finally, what I'd like to do with respect to new source review is,
which has not been discussed too much by the committee today,
but we think it’s a very important issue, is to submit a letter to
the record from the Natural Resources Defense Council to Presi-
dent Bush which discusses the fact that the Environmental Protec-
tion Agency has not changed the rules with respect to new source
review applications for expansions at refineries or any other indus-
trial expansions.

They’re the same rules and the same interpretation of the rules
that we’ve seen for many, many years, going back to the first Bush
administration. They ensure that as modernization occurs at indus-
trial facilities, we get a delivery on clean air benefits as well. And
we urge you not to consider making changes to the new source re-
view program.

With that, I will conclude, Mr. Chairman. Again, I hope you will
be able to include that letter for the record.

[The prepared statement of Mr. Early follows:]
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Testimony of A. Blakeman Early, before the Subcommittee on Energy
Pelicy, Natural Resources and Regulatory Affairs, Committee on
o Government Reform

June 14, 2001

Mr. Chairman, my name is A. Blakeman Early. 1am pleased to appear today on behalf of the
American Lung Association to discuss matters reléting to the national gasoline supply and the
price of gasoline. I come to this discussion from an air quality point of view and as a student of

the use of clean fuels to achieve air quality benefits.

Let me stait by observing that there is a broa_d consensus that tﬁe current public concern over
rising gasoline prices derive,s' from a very close correlation between gasoline production and
imports and gasoﬁné demand nationally. Domestic production of gasoline has risen slowly over
the last decade p‘rimz;ri‘]ygecause large ;eﬁneries have been expanding produétion caﬁacity. At ‘
the same time a number of small refiners have closed. Refinery expansions have only marginally
exceeded the lost supply from these smail re'ﬁnery closures. No new refineries have been built
primarily because the ‘retum on investmént has 'been fow in recent years. It is important to
recognize that as fewer and fewer ;mall refiners contribute 1o the national fuel supply, large
refiners gain more power to méﬁipulate fuel supply and fuel price. 'Eihis is especially true on a 7

regional basis.

Clean Fuels Help Reduce Air Pollution
As has been well demonstrated in California, “clean” gasoline can be an effective tool in reducing
car and truck emissions that contribute to smog, particulates and toxic air pollution. Based on

separaée cost effectiveness analyseé conducted by both the U.S. EPA and the State of California, ’
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when compared to all available control options, reformulated gasoline (RFG) is a cost-effective
approach to reducing the pollutants that contribute to smog.! RFG has also been shown to reduce
toxic air emissions from vehicles by approximately 30 percent compared to conventional
gasoline.” It is not surprising, therefore, that many areas striving to reduce smog levels have
adopted cleaner fuel requirements. In almost all these areas, some refiners have lobbied for RFG,
while others have lobbied for low volatility alternatives generally referred to as “low-RVP”.
Even the State of Texas, home of the oil industry, adopted a low RVP fuel mandate for the entire
eastern half of the state. Now the industry is trying to blame the proliferation of “boutique fuels”
as a source for supply constraints and price spikes in gasoline. The American Lung Association

- believesthat this complaint is greatly exaggerated.

Refiners Exaggerate the Clean Fuel Problem

Refiners have been using the attached map produced by ExxonMobil to claim that there are 48
separate gasoline requirements across. the nation that contribute to supply constraints and price
spikes. (See Attachment 1) It is ironic that ExxonMobil is at the forefront of this debate given
that it posted a $5 billion in profits in the first quarter of 2001. Ihope they are not suggesting we

relax clean fuel requirements so they can further increase profits.

More importantly, the math is deceiving. First, refiners multiply all the requirements portrayed
on the map by three, representing regular, mid-grade, and premium gasoline. The vast majority
of refiners make mid-grade-by mixing low test and high-octane gasoline. Thus, one third of the
separate requirements claimed by the industry do not actually exist. This reduces the total of
alleged separate requirements by 16. It is also not appropriate to count wintertime oxygenated
gasoline requirements as part of the problem, since supply shortages virtually never occur in the
wintertime. Finally, most experts would acknowledge that difference of .2 RVP among fuels do

not represent a significant impediment to shifting fuels from one area to another in order to
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relieve temporary supply shortages. This level of difference is within the “compliance margin”

used in meeting RVP requirements on average over the course of the summer season.

- Clearly, the specialized fuels in both California Cleaner Burning Gasoline, (CBG) and the
Chicago/Milwaukee gasoline markets (using ethanol in RFG) represent genuine constraints.
However, as you know, an FTC study of the Chicago/Milwaukee price spikes during the summer
of 2000 found other factors, including supply manipulation, are much more important. Since
almost all of California’s gasoline is produced in state, when production or distribution problems
emerge, it is very difficult to bring in supplementary supply from out of state that complies with

:.CBG requirements. -Given that California’s fuel and air quality problems are unique, it may not

be useful to discuss it in the context of nation-wide supply constraints to gasoline supply.

I have re-designed the legend on the ExxonMobil map to demonstrate that realistically, by
excluding California and winter oxy-fuel mandates and merging. similar RVP mandates, there are .
only seven separate gasoline standards. Applied to regular and premium gasoline, the total
number of separate gasoline requirements nation wide are closer to 14, less than one third the

number asserted by the industry. (See Attachment 2}

The American Lung Association opposes weakening clean gasoline standards as a strategy
for lowering the risk of fuel shortages. We believe that cleaner gasoline requirements pale in
comparison to crude oil price, supply manipulation and other major factors as causes for the
remarkable price spikes in gasoline that have been experienced. The oil industry has failed to
come forth with data'demonstrating that clean gasoline requirements are at the ﬁeaxt of the price -
spike or supply problem. Perhaps, they could explain why Atlanta, which has a “boutique” fuel
requiremnent of 7.0 RVP and 150 ppm sulfur cap, has had gasoline prices consistently below the

_ national average for conventional gasoline.
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The Bush Administration Oxygen Waiver Denial Adds a “Boutique” Fuel Requirement

The American Lung Association is greatly disappointed that the Bush Administration denied
California’s request for an oxygen waiver. The Bush Administration has failed to do the one
thing it could to increase gasoline supply flexibility in California while improving air quality. The
result will be an ethanol mandate in California beginning in 2003. There is little question that air
quality benefits which could have been achieved by California’s CBG will be lost and temporary
shortages and other supply difficulties caused by the need to import over 500 million gallons of
ethanol each year will increase the cost of gasoline in California.

" New Regional Gasoline Standards Should Contribute To Cleaner Air
Recent discussions of the “boutique™ fuel issue have lead to consideration of federal regional fuel
requirements. Should Congress consider regional gasoline requirements, we would urge a
broadening of clean fuel requirements and not a weakening. Very clearly, a large portion of the
nation could benefit from cleaner gasoline and the reduced smog levels such a strategy could help
provide. An analysis by the Clean Air Network of the counties that would viclate EPA’s 8 hour
National Ambient Air Quality Standard for ozone (smog) shows that 50% or more counties in.
each of 26 states would violate the standard.® (See Attachment 3) Of course, car and trucks that
originate outside counties violating the standard also contribute to the smog problems in most
these areas. Looking at the ozone map, a major contribution to clean air could be made by
adopting either RFG or a low sulfur, low RVP fuel standard similar to that sold in Atlanta that
also meets minimum “drivability” parameters for all'gasoline sold the states east of the
Mississippi plus Texas, Missouri, and Louisiana. This regional clean gasoline would eliminate
variable requirements, while contributing to air quality. Asnew “Tier II’; regulations for fuel

phase in 2004, sulfur levels of this regional fuel would drop to 30 ppm on average.
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Undoubtedly, refiners will oppose a clean gasoline regional fuel requirement and claim such
requirements would shrink gasoline supply rather than increase it. How could they meet new
regional requiremgnts while g)gpanding supply? Very.simple. Currently many refiners market
“super premium “ gasoline at 93 octane gasoline when no auto manufacturer recommends or
requires a fuel containing an octane number greater than 91. Refiners could make more clean
gasoline if they made less “super premium’ which consumers do not need. In addition, refiners
spend many advertising dollars successfully marketing premium gasoline to twenty percent of the
driving public. However, only approximately 10 percent of the vehicles on the road actually net;d
premium géso]ine. These are the so-called “high performance” vehicles, Refiners could meet new
- regional clean gasoline requirements by making less premium gasoline and producing more

regular grade clean gasoline instead. (See Attachment 4)

New Source Review Must Not Be Weakened To Facilitate Oil Refining Expansions

Refiners have complained that recent enforcement actions takén against individual refiners for
violations of the New Source Review (NSR) provisions of the Clean Air Aét represent a “new
interpretation” of the law.. They assert that the uncertairities created by EPA about this area of the
taw will slow. down modifications refiners must make to comply with new clean fuel

requirements or expanded production capacity.

Let me be clea}. The New Source Review program is the key program in the Clean Air Act
that ensures that as our economy grows, we continue fo lower the contribution that large
stationary sources of air pollution make to unhealtﬁy levels of air pollution. The NSR
program does this in two ways. For new sources, such as a new refinery or power plant, NSR
regulations require that new sources obtain a permit with emission limits that reflect the use of the
current best performing air pollution controls. Normally, these emission limits require poiiutioﬁ

control ranging from 70 - 98% determined on a case-by-case basis. In nonattainment areas that
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fail to meet ambient air quality standards, permits must also fully offset a facility’s pollution (that
remaining after application of best performing controls), and must do so at a higher offset ratio, in
order to achieve a net air quality benefit. jﬂlPS, the:Clean Air Act requires ozone pollution offsets
from new sources that achieve a net reduction of emissions ranging from 10 percent to 50
percent, depending upon how dirty an area’s air quality is. In other words, in dirty air areas the
NSR program ensures that new sources of pollution must help to lower air pollution, not add to

the air poliution burden.

For modification of existing facilities, such as refineries, the concept is similar. The Clean Air

~. Actrequires-facilities that modernize and expand their capacity must also modemnize their
pollution controlbs at the same time. They too must meet emission limits that reflect the current
best performing controls. Ifan existing plant is simply conducting maintenance or if it is not
increasing its emissions, NSR limits do not apply. Older dirty power plants and refineries can
build new units or modernize old facilities without NSR, so long as they commit to keeping their
emissions from increasing significantly; minor increases are allowed. When such sources
propose to ad significant new pollution, they cannot avoid minimizing their emissions and
contributing to the achievement of healthy air quality. Since the history of the refining industry is
one marked by the closure of smail, mostly dirty, refineries and the expansion of large refineries
to replace lost gasoline supply, you can begin to appreciate how important the NSR program is
from an air quality point of view. The regulations for this program have been the same since the
beginning of the first Bush Administration. We believe that claims by refiners that EPA is re-

interpreting these regulations are erroneous.

Just as we achieve air quality benefits as new cleaner automobiles replace old dirty vehicles, the
NSR program ensures we achieve similar benefits as new and modernized stationary sources

replace old dirty ones. The ALA urges you to support the NSR program as a foundation
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program of the Clean Air Act. We believe refiners can make the changes to meet air quality
goals and increase refining capacity under the current law and regulations of the NSR program.
Surely, it is not too much to ask that refiners, who are making record proﬂtsy, contribute their fair

share to the protection of public health from air pollution.

Conclusion

The American Lung Association supports {:lean fuel programs as an effective tool for reducing air

pollution. We do not consider variable requirements as a problem that substantially impacts price

and supply. If Congress decides to legislate uniform gasoline requirements it must do so with -
P réquiremients that improve air quality. We furthér urge that Congress not attempt to modify the

New Source Review program, which makes a very valuable contribution toward reducing

stationary sources of air pollution in a growing economy.

U, 8. Environmental Protection Agency, Regulatory Impact Analysis, 59 FR 7716, Docket No. A-92-12,
1993.

% Report of the Blue Ribbon Panel on Oxygenates in Gasoline, September, 1999, pp. 28-29.

3 The 8- hour NAAQS for ozone in currently undergoing judicial review and has not been implemented.

* See Colucci, Joseph M., “A Nicke! Ain’t Worth a Dime Anymore” and What Are Premium Fuels Worth?
Hart’s Fuel Technology & Management , January/February, 1998, p. 58.
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Aftachment 3

Percentage of Counties Viotasmy ymoq Standard 1997-1999

76% to 100%
B 51% to 75%
26% to 50%
£ 1% to 25%
Oo

Source: U.5.EPA AIRS data 1997-99
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Attachment 4

R:fincts and marketers-of

-~ J\autosative: fuels Tn the -

United States should heed Yogi
Berna's sage comment regarding
the so~called premivwm gas-
olines and diesel fucls they
market, There is more and
rore evidence that these fuels
dont wnd won't provide pram-

fum quality, especially for thelr

additional cost at the pump.

The automotive vehicle and

THOUGHTS ON FUEL

# A Nickel Ain’t Worth a

provide the premivm quality
hat ‘theif nawe impliss.
Lat's sert with gisoline,

Promlum Gusoline

For many years, the distin-
guishing characterisiic of prem-
tum gasoline was its octane
guality. This was very impor-
@nk 30 or more years ago when
feaded gasoline was king,
knock-induced engine damage

JOSEPH M, COLLICCY, President, Automotive Figls Consulting lac,

ate generally high-performance
vehicles, With all this, vetane
Quality s not as imporwnt 25 it
unee was, avd it vhowld not be
the defining propesty for
urlezded premdum gasoline.
Other anributes of premium
gsoline are Tt ¢wen 15 good a3
tegular. The American Auto-
rmobile Munufacturers Associ-

Dime Anymore” and What
Are Premium Fuels Worth?

detergent additives than regu-
tars, but ot all. For 3 gasoline
1o be a. “true” premium, it
should be bemer thun regular
across the board in providing
betrer vehicle performaace, and
be at least equivalent in
reducing vehicls emissions.
Chrysler has recendy taken
astrong stand against the we of -

ation (AAMA) has complained
that the Driveability Index of

The Driveghility Index of premium gasolines

averages about 50 points higher than that of

regular. This results in poorer driving vehicles
and higher tailpipe emissions.

diesel engioe industries are
continuing their campaigns to
improve the quality of not only
these Tuels, but afl suromotive
fuels. It seems in the best
interests of the fucls industry
that they ensurc that fasls
marketed us premivm really
are!

The definition of premium
found in Webster's Dictionary
is “an unusual or high value™ §
submit that neither premium
pasolines nov premium dissel
fucds fit this definifion, and that
it is time 1o upgrade the fuels @

1§ METSRITHANOLGOYT & MiISEAT

was considered a serions probe
lem and engine failure resulted
in 2 major expense 1o the ve-
hicle awner, However, unlesd-
ed gasoline bas ken over,
Engine, cylinder, pision, head
wnd valve materials ace stronger
and last longes, Most new en-
gines are equipped with knock
sensoms to pravent beavy kmock
{that which coukd cause engine
damage). Only 3 small, and
apparently decreasing, percent-
age of vehices are being
designed to use premium
unleaded gasoline, and these

premium gasolines averages
about 50 poinits higher than
that of regulir. This tesults in
poorer driviag vehicles and
higher 1ailpipe emissivas.
Premium gasolines have higher
aromstic content, which leads
to more engine depusits and
higher toxics esmissions. On the
ather side, premium generally
s Jower sulfor content, hut on
average it is not gven close o
the 30-ppm average that the
automakars say is needed for
future vehicles. Some prem-
tums have higher doses of

p Jeaded gasoline in
its vehicles designed fot regular,
The 1008 ovmer's manuals state,
“Your eagine is designed to
meet all cmissions regulations.
and provide excelient fuel
cconomy and performance
when using high quality us-
leaded gasoline baving an oc
e rating of 87. The use of
premium gasoliae is not recora-

mended. The use of premivm

qualiiy gasoline will provide no
beachit over high quadity regular
fucls, 2nd in some circum
stanees may result in poorer
performance”

Choysler's position iy based
on jts belief that purchase of
gasoline with higher octane
than recommended provides
titde or ny benefit, and that
promium gasolines result in
pogter drivesbility than regu-
Tars, Expect other auto many-
factwrers to {ollow Chrysler and
recommend against nse of
current premium gasokines.

Comtinacd on page 58

BRUGY AR 1993



Thoughts en Fudd
conrtnged from page IC
Premium gasoliues nominadly wust about
20 cemts wrwre por gallon fhan yegulars. T
Sustify the higher price, advertisiag for
premium ofien aggressively tous ity
‘presuesed” benefits, Ta vecent years t}w
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“Premivm Diesdd Fuels—Frmetical Isues
and Benelus,” beld at the SAE (Soclety of
Automotive Hoginesrs) meeting in Tulsa tn
October 1997, and Teading shout the
NCWM's progrem, § conclude:

1. The goat is noble 2nd 10 be commemded.
.2 The plan is fauley and needs 1o be

Vrderad Trade Ce hgs ck

ityern on #t beast Sour major marketers. nis
" niest reeent decision, Jodié Herngein, Di-

rector of Corsumer Protectisn, suid, “Many

unsumers huy high~octaue gas believisg 2

» 2 "veat or & ‘reatment' for their s, Bos

it's the getting the

3. The ond vesult could be poorer, not
Yeuer, diesd focks.

The plan, referred w s e “cafercsis”
plan, would sllow 2 axvkerer o clainy that
it 3 sedling & “presiun® desd fad M ihe
fuel with twe of the five desig

wet Their cars, Most caes don't noed and
wor't benelit fram hiest gas, so poying
cxura o peemitm g is wasiing momey.”

.Diasel Fwel

The market far premium dxesd foel @
rowing i spite of tha fact that there is no

__igognized definition {2t deast premicor -
casollne hax & minimure ocune valuc),
Marketess we welling their awn verslons,
selichl y or way st be premiurn fuck. lt

waied pesforaumet Criterial enerpy woatent,
catane aumber, fael injector domliness,
low-temperature operability 2ad thermal
stability. A slxik cxiterion, lobricity, was
omitted for the present for back of wn
industry-acoepted test. A1t these propentes
#re impottant, as wre the fachs emission
xeduction capabilities, which heve so far
e ignovl

Anothex Ebing of tie NOWM's propasal
is that, in pruviple, it would aifuw «
warbierer to sell 0 uly inforior dicsed fuel
wad sull have it labeled s & “preminm”
diesel fel, The propusal requics markaers
10 soet the currest ASTM specs for diesel
furd. S0 & markeser coold sl 3 fusl  the
minimum quakity level for aff fucl prop-
crties exaept e two chosen From the monu
and $ill have the Bl fabeled a5 “preas
jum,” lu contast, one selling ar the ma-
nt quality Jeved for afl ASTM propertics,
fat Just below the etoll Javels for alf the
“exfetrria® properties, would ot have the
fucl kbeled 25 “premivn,” cven though it
wouli be of overall beitzr yuality thas the
anc described above with the “presium”
Jabel, if sduped, the cumeatl NCWM pro-
posad could lead 10 a redioetion in fuds that
truly deserve tha: lebel *prouitm®

The AAMA, bas developed its Gasoling
Specification, and the Engine Mannlac-
toress Association has published Lie
"Rt Jed Guideline on Promium

Allowing 2 mucketer (o advertise that it
¥ selling 2 “premivm desel fued if it mees

wersinds me of the indtal, hepl

<mly two of b &5 ¢ sham, Mark

Diesel Fuel” o addition, the AAMA and its
sister socitties in Surope and jupwn ace den
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Reject the Utility Industry's Attempts to Weaken the Clean Air Act
An open letter to President Bush from NRDC president John H. Adams.

This letter -- sent by NRDC president John H. Adams to President Bush on May 7, 2001
urges the president to reject industry lobbyists' attempts to block enforcement of the
Clean Air Act and any proposal that would weaken the Act's new source requirements fo
future projects.

May 7, 2001

President George W. Bush
The White House

1600 Pennsylvania Ave., NW
Washington, DC 20500

Dear Mr. President:

Recent news stories report that oil, coal, and electric utility industry lobbyists are urging
members of Vice President Cheney's Energy Task Force to interfere with Clean Air Act
enforcement actions that the Justice Department, various states, and a number of citizen
groups, including NRDC, are prosecuting in federal court. These enforcement actions are
essential to protect public health from excessive and unlawful pollution from these
industries. The brazen attempt by a number of the defendants in these cases to enlist
White House officials in their effort to avoid prosecution should be rejected promptly and
publicly by all members of your administration. We ask that you refer to the Department o
Justice -- where such matters belong — all efforts by industry iobbyists to interfere with
these cases.

We also urge you to instruct officials in your administration to reject industry lobbyists'
attempts to block enforcement of the Clean Air Act and to reject proposals to weaken the
Act's new source requirements for future projects.

The Clean Air Act enforcement actions allege that a number of electric utilities and oil
refineries have violated the law by making large investments that have significantly
increased their emissions of regulated air pollutants without controlling their poliution as
required by the Act. Industry lobbyists sought legislative relief from these enforcement
cases in 1999, which Congress appropriately rejected; now they are turning to officials in
your White House to help block the government's attempt to enforce the law.

Industry lobbyists make several claims, none of them meritorious. First, they claim their
investment projects were "routine maintenance” and therefore exempt from the Act's
pollution control requirements. Second, they claim that the legal interpretation of the Act's
requirements was newly minted by the Clinton administration. Third, they claim that the
interpretation is preventing them from expanding production to meet energy supply needs

Each of these claims is false. Moreover, the first two claims simply repeat legal argumen
the defendants’ lawyers are making in court. Judges are the proper officials to assess the
merits of these claims, not officials in the White House, operating behind closed doors.

Your administration’s Justice Department is already on record refuting the first two
industry claims. In its February 21 brief in the enforcement proceeding against the

http://www.nrdc.org/air/pollution/pbushcaa.asp 12/14/01
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Tennessee Valley Authority (TVA), the Justice Department shows in detail that the
projects now claimed as "routine maintenance” were in fact multimillion-dollar capital
investment projects designed to substantially extend the life of a number of TVA power
plants.

Your Justice Department also has confirmed that the "new interpretation” claim is faise.
As the TVA brief documents, since its inception in the 1970s, EPA's "routine
maintenance” exemption has been defined narrowly by the government, as intended by
Congress. See Brief for Respondent United States Environmental Protection Agency,
TVAv. EPA, No. 00-12310-E (11th Cir.) (Feb. 21, 2001), at 59, 28 ("EPA's narrow
interpretation of the routine activity exception most effectively implements the objectives
of the Clean Air Act."; "EPA's interpretation and application of the modification rule and
the routine activity exception to TVA's projects are wholly consistent with past agency
official positions and practice.")

In 1988, the Reagan administration's EPA administrator formally applied the agency's
narrow interpretation of the exemption to deny a claim by a Wisconsin utility that its
replacement and modernization projects were "routine maintenance." (Letter from Lee M.
Thomas to John W. Boston, Vice President, Wisconsin Electric Power Co. (WEPCO),
October 14, 1988.) The industry went to court to overturn this interpretation, but the court
upheld the government's reading of the law. WEPCO v. Reilly, 893 F.2d 901 (7th Cir.
1990). As the TVA brief states, the government's interpretation of the "routine
maintenance” exemption has been consistent during the period before and after the 1990
WEPCO case.

Industry spokespersons also have claimed that projects to expand energy production at
existing plants can be made without increasing pollution but cannot be undertaken
because of the Act's new source review (NSR) requirements. That claim is also false.
EPA's rules exempt projects accompanied by enforceable commitments to not increase
pollution. Moreover, EPA's rules expressly provide that a plant owner can choose a
generous baseline pollution level (for electric power plants, the highest poliution year in
the past five years; for refineries, the highest pollution year the plant owner shows
represents normal operations) and its expansion projects are exempt from NSR if the
owner commits to keep the pollution from its expanded operations at the baseline level.
Thus, the Clean Air Act and EPA rules do not prevent production increases, they merely
require that significant pollution increases be avoided.

Your Justice Department and EPA have reaffirmed this point recently, noting in a
successful settlement of NSR enforcement cases against three petroleum refineries that
the "settlements will not reduce the capacity of these refineries but will require that their
production emit less pollutants.” March 21 DOJ and EPA Press Releases, Clean Air
Agreements Reached with Petroleum Refiners. Attorney General John Ashcroft called
these settlements a "victory for our environment," and noted that "[p]rotecting our natural
resources through strong enforcement of environmental law is a top priority for the
Department of Justice.”

Finally, some have urged the White House to change the Act's NSR rules prospectively,
defining "routine maintenance” so that major expansion projects could be built without a
permit and pollution controls even if pollution increased significantly. We do not believe
that such a change could be made without new legislation. More important, such a chang
would be indefensible environmental policy and would not help meet our nation's energy
needs. As governor of Texas you acted to limit the "grandfather” status of existing
pollution sources in Texas. As a candidate for president, you pledged to eliminate the
"grandfather" status of large pollution sources as a matter of federal policy. Although you
rescinded that pledge for carbon dioxide on March 13, you restated the pledge for other
major pollutants.

However, if your administration were to attempt to carve out a new exemption for
expansion projects under the guise of "routine maintenance" or some other basis, such a
action would allow poorly controlied poilution sources to operate in perpetuity without eve
cleaning up or retiring. Such an action would convert these farge polluters into
"grandfathers on steroids."

Nor is any such change needed to allow expansions for energy producing facilities. As
mentioned, a plant owner can build any expansion it wishes so as long the owner commi

http://www.nrdc.org/air/pollution/pbushcaa.asp 12/14/01
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to not increase pollution above its generous baseline levels.

Your administration should reject industry lobbyists’ attempts to block enforcement of the
Clean Air Act and any proposal that would weaken the Act's new source requirements fo
future projects.

Sincerely,

John H. Adams
President

cc: The Honorable John Ashcroft
The Honorable Christine Todd Whitman

last revised 5.7.01
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Mr. OsE. Without objection, it will be included.

Thank you, Mr. Early.

Mr. Otter, for 5 minutes.

Mr. OTTER. Thank you very much, Mr. Chairman. Members of
the panel, welcome, and I apologize for having to run in and out.
But in the normal course of business, I find that’s the way it is.
You sort of do these things on the installment plan, and today is
no exception.

Interesting, your comments, Mr. Early, that the EPA hasn’t
changed the rules. I would take exception to the idea that not hav-
ing changed the rules doesn’t change the environment for competi-
tion. Because as we know the rules that were established had a
progressive effort to clean things up, had a progressive effort to
make things better.

As we reached some of those plateaus of making things better,
even though we didn’t change the rules, substantial costs and in-
vestment in meeting some of the new standards that were estab-
lished, that we didn’t change the rules since 1990 have taken ef-
fect. And, the result of that obviously is that we’ve got less produc-
tion. Less production means there is an increasing demand and it’s
going to create scarcity.

So, hasn’t in fact the increasing standard that we put in place,
starting in 1990, and we didn’t want to create too much hardship,
so we didn’t want to do it overnight, and so it’s actually taken
about 11 years for our chickens to come home to roost here. Even
though your statement, we didn’t change the rules, in fact may be
correct, but from where we started in 1990 to where we are in the
year 2001, haven’t the standard considerably changed?

Mr. EARLY. Well, let me respond in this way. First of all, the new
source review program, if you’re talking about the standards that
apply to refinery expansions, for instance, first took place in 1977,
and it was a pretty long time ago. All the changes that have been
discussed in the industry, as was testified to by Mr. Cook, appear
to be as a result of larger forces within the industry, and not envi-
ronmental requirements that will apply.

Obviously, some refineries have a harder time meeting environ-
mental requirements than others. But in terms of the consolidation
of the industry, that has been a process that’s affected by far larger
forces. I think I'm getting at what you’re asking, but I'm not cer-
tain.

Mr. OTTER. That sort of is where I'm going to. But I was involved
in an industry, and I saw a lot of industry change between 1964
and 1993, or 1994, when I retired from the company. Quite frankly,
the thing that would happen in the french fry business was for the
EPA or OSHA or some other Government regulatory agency to
come into our industry and say, you can’t do this any more and you
can’t do that any more and you must change this and you must
change that. Because we were large enough, and we had a large
enough critical mass at the time that we could go ahead and make
the changes. We could retrofit our plants. The little guy couldn’t.

So, when we retrofitted, we were then obeying the law and they
weren’t obeying the law so, they had to go out of business. Some-
body got their customers, and it was generally one of us.
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When I started in that business, there was, I'm guessing now,
but well over 20. I know it was over 20, could have been 40. Today
there’s about six. And most of the reason for that, make no mis-
take, it has nothing to do with the marketplace, other than the
marketplace continued to grow. But what continued to grow even
more dramatically was the Government constantly mucking about
in that industry.

Rather than just setting the standard and holding people respon-
sible, they continued to try to control the industry to their own
peril. French fries then were selling for 8 cents a pound, today
they’re about 58 cents a pound, a la gasoline. So, I guess maybe
they’re catching up, but I don’t see the pickets outside McDonald’s
and Jack in the Box yet. But maybe we will, I'm not exactly sure.

I think it’s terribly naive to suggest that the constant drum beat
of Government regulation and whether it started in 1990, certainly
this drum beat started maybe even before that, but I think it’s ter-
ribly naive to suggest that the constant infusion of Government
regulation in the marketplace hasn’t caused a constant increase.
And I'd be willing to listen to your response to that.

Mr. EARLY. Well, 'm not really qualified to talk about all Gov-
ernment regulation. But again, going back to my initial remarks,
Congress, at the urging of the American public, has been basically
sending a message to the oil refining industry, we want you to de-
liver not only on gasoline and other fuels, but clean air as well.
And there isn’t any question that refiners who refuse to deliver on
the clean air part of the requirement are going to be at a disadvan-
tage and might have to go out of business.

But as a general matter, all the data would indicate that the
forces that have really caused this consolidation of the industry
don’t have to do with the air quality regulations and have every-
thing to do with natural economic forces that benefit large gasoline
producers over small gasoline producers, as a result of a wide vari-
ety of factors. Dr. Coursey talked about that.

Mr. OTTER. But you don’t think that it is a factor that one person
can afford to comply relatively easily and the other can’t?

Mr. Osi. If I may interject here, we’re going to have a second
round. Can you hold this line of thought?

Mr. OTTER. Yes, I will. But I would just conclude, Mr. Chairman,
and say that whenever you're going to steal from Peter to pay Paul,
you’re always going to have Peter to support.

Mr. OSE. Mr. Tierney, for 5 minutes.

Mr. TIERNEY. Thank you.

I think we can show a pretty good record for the drum beat of
Federal regulation for clean air standards, and that’s a drum beat
that most people like to hear. Contrast that with the constant
whining of the industry for wanting Government to get out of their
affairs, yet they’ve got their hand out for some $15.6 billion of sub-
sidies and tax credits and other things, and I think we’'d take the
drum beat any day over the whining.

With respect to the settlements on those cases, you've got 9 to
10 settlements, and you may want to comment on this, Mr. Early,
but I think that from 22 years in litigation, if you’re settling cases
of that magnitude, you're pretty much admitting that you should



174

have complied, and now you're bellying up to the table and paying
with respect to the new source.

Mr. EARLY. That’s correct, and in the letter that I submitted for
the record, it quotes from a portion of the brief submitted by the
Bush administration Justice Department in litigation over the Ten-
nessee Valley Authority, which acknowledges that the rules and
the interpretation of the rules are the same today as they’ve been
over more than 15 years. And these cases are meritorious cases,
basically they’re requiring those members of the industry to play
by the rules and help deliver on clean air as well as product. And
we think that we shouldn’t be messing around with a program
which actually has a record of success.

Mr. TIERNEY. My latest recollection of that is there have been 10
settlements. Is that accurate in terms of your recollection?

Mr. EARLY. I think that’s my understanding, yes.

Mr. TIERNEY. I don’t have a question for you, Mr. Slaughter, but
I do have some information for you, just to correct. I know you
don’t want to leave the misimpression that the last administration
had a fully completed application for waiver in 1999. In fact, that
California application for waiver was finalized in February 2000.
So after about 9 months of review, it then was recommended for
approval, and now this administration has turned that around. Ap-
parently there’s going to be an effort to try and win it through
some sort of political manipulation.

But I did, again, ask you, Mr. Early, this oil industry has experi-
enced record profits and consumers are paying high prices. Be-
tween 1999 and 2000, profits from the top 10 petroleum refining
companies on average doubled. Profits from Valero Energy Services
increased by 437 percent in the same period, profits from Phillips
Petroleum increased by 127 percent, and profits from Chevron in-
creased by 110 percent. In addition, profits in the first quarter of
2001 averaged 81 percent higher than they were in the first quar-
ter of 2000.

This is the same industry, as I mentioned earlier, that’s going to
get $15.6 billion in corporate welfare in the form of special tax
breaks over the next 5 years. You think that perhaps we ought to
watch this industry, make sure they're doing their fair amount of
protecting the public health? And I would suspect to make sure
that they understand that if they had to incur some cost of the new
source review or whatever, it is a fair price for doing business, and
for making the enormous profits that they’re making and for the
subsidies that they're getting?

Mr. EARLY. The evidence would indicate that the new require-
ments that the industry is going to have to meet, and you saw Mr.
Slaughter’s chart, are affordable to the industry. They do make life
a little more complicated for them, but you know, Exxon-Mobil
made $5 billion in the first quarter of 2001, I think they can get
over it. They clearly can afford it. The important thing is that we
need the oil industry, as we need other stationary sources, to con-
tribute to the effort to get us to healthy air, just as they contribute
to the economy through providing the American public valuable
products.
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And we think that the mix is not out of balance at this point,
and would argue that weakening requirements for the industry are
by no means in order.

Mr. TIERNEY. Mr. Chairman, I would just end my comments here
by saying, these are business decisions on the part of these refiner-
ies, and not any sort of problems with regulations. In fact, I quoted
in my opening remarks one of the vice president of Valero Energy
in San Antonio making that point. Regulations are merely a nui-
sance rather than a barrier to meeting the demand. A bigger head-
ache for the industry is the fierce competition that keeps the profit
margins thin.

So I think the real issue here is, some of them decided to do bou-
tiques because that narrows down their market, gives them a sort
of a small monopoly and they can certainly capitalize on that, oth-
ers, as we've seen in the Midwest, have curtailed production and
withheld supply. The real issue here is, what do we do, other than
give out more corporate welfare, what do we do with the policy
issue to try to ensure that there’s more refining capacity? That in-
dustry has made a decision on business premises that they don’t
want to increase refining capacity because they wouldn’t make
enough money for them. Not that they wouldn’t make a profit, but
they apparently wouldn’t make enough of a profit.

So I would hope that the real question in this hearing is, what
do we do to get industry, not only to comply with the reasonable
environmental standards, that certainly wouldn’t cut into their
profits in any appreciable sense, but how do we get them to build
more refining capacity when they tell us, we’re making a profit, but
it just isn’t enough, so we’re not going to.

Thank you.

Mr. OSE. As always, the gentleman is right on the button with
his time, and I appreciate it.

Dr. Coursey, if I read your written testimony correctly, your es-
sential point is that we need to move from a situation where we
are today with a variety of different fuels to something more simi-
lar to a commodity market. I'm synthesizing or basically summariz-
ing your point, but I believe it was that the simpler we make our
fuel mix requirements, the more likely we are to have acceptable
supply levels and price levels. Is that accurate?

Dr. COURSEY. Yes. I would agree with the remark earlier that
consumers, based upon my 20 years of looking at them, are willing
to pay 5 to 10 cents more per gallon, on average, to have these en-
vironmental benefits. There’s a lot of evidence that I can prepare
and submit if you’d like to see that.

But what that ignores is what I was referring to in my opening
remarks. The other part that consumers are playing is less well
noted, and that is that the spikes are part of the regulatory type
of problem. When you put this very, very confused situation up
here, that’s going to cause small shocks to the system to be ampli-
fied, particularly in places like we've talked about, the upper Mid-
west and California.

Mr. Osk. I meant your points about the fungibility of production,
that is, when a refinery goes off line in California, the consequence
in, say, southeast Louisiana or whatever, for demand for substitute
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fuel and how it ripples through the entire economy were very well
made. I was most appreciative of that.

Dr. Courstey. I think what’s interesting about this map, and
we've all seen these maps that exaggerate the size of States de-
pending upon a particular variable

Mr. Osk. But California remains the biggest and only State we're
concerned about here, of course. [Laughter.]

Dr. COURSEY. I think another way of looking at this map up here
would be to look at how far away from other competitive sources
are these regions. If you do that, you’re going to pull California way
up the coast and make it an island with some home production ca-
pacity. We're going to pull Milwaukee, Chicago, northeast Indiana
area off, put it up in Canada somewhere, and then ask, how can
new sources get there under the current constraints of the system.

Mr. Ose. Mr. Slaughter, in your testimony, you talk about the
denial of California’s oxygenate waiver. We've heard a lot of discus-
sion up here today about how legally narrow the waiver ability is,
and whether or not California qualifies. I find it interesting sitting
here thinking about it, you've probably got members in your asso-
ciation on both sides of that issue, so I think you're probably pretty
well suited to answer this question.

Is the waiver narrow or does California qualify for a wavier?

Mr. SLAUGHTER. Well, let me answer the first question first. The
waiver is narrow. It was designed to be narrow. When the Clean
Air Act amendments of 1990 was passed, there was great concern
about that 2 percent oxygenate requirement, because it was an in-
tense political issue.

There was great interest in designing that portion of the act very
narrowly. But as Mr. Waxman has stated, there are grounds for
waiving it.

I don’t know what more I can say about that. The grounds are
narrow. It looked to me, I looked at EPA’s decision, it looked to me
to be a close decision. They said that some pollutants went up,
some pollutants went down, they couldn’t be quite sure about the
overall effect, and so they decided not to grant the waiver.

One of the difficulties, I will say, that they raised, one of the rea-
sons they gave for not waiving was, that there’s a question of what
the VOC impact of ethanol will be. If the waiver isn’t granted and
the MTBE phase-out stands, there will be considerable use of etha-
nol in California, with a lot of potential for increased VOCs.

It seems to me that this is kind of a circular matter, because
there is evidence that if the current state of affairs in California
stands, and ethanol is used, it basically will take a quarter of all
the ethanol produced in the country to satisfy California’s demand.
I don’t know how it’s all going to get there. But there will be VOC
impact from it. But that fact was not discussed.

But again, this is a matter that’s been pending before EPA for
a long time. The Administrator had authority to grant it now, or
before the beginning of this year, and it was not done.

Mr. OSE. Let me just follow up on that. I'm a little bit confused
on that. Apparently the application from California was received in
the spring of 2000 for a wavier. I don’t know how you act on some-
thing that is not complete. Was it complete? Was it incomplete? I
don’t quite understand.
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Mr. Slaughter, we’re going to come back to my question, but my
time’s expired. Mr. Otter, for 5 minutes.

Mr. OTTER. Thank you very much, Mr. Chairman. I have just a
couple that I'd like to follow up on. One of them is the waiver, be-
cause much has been made about it, because some people feel like
we’re just picking on them, we’re just picking on California. And
I say that with all due respect to my good friend, the chairman.

Has anybody else, in your recollection, I couldn’t get it out of the
last panel, did Chicago ever ask for a waiver and they not get it?

Mr. SLAUGHTER. Well, there are different kinds of waivers, Mr.
Otter. In the Midwestern situation last year, for instance, several
people asked for waivers of the RFG program, because of the sup-
ply problems in the Midwest. They were not granted in the case,
for instance, of Chicago and Milwaukee, but they were granted in
the case of St. Louis.

Mr. OTTER. Mr. Gephardt’s territory. I'm not suggesting any-
thing.

Mr. SLAUGHTER. It was granted in the case of St. Louis. It was
not exactly the same type of waiver, but it was a waiver that re-
quired serious consideration. Some were granted, some were not.

Mr. OSE. Would the gentleman yield?

Mr. OTTER. Yes, I'll yield.

Mr. OSE. You're saying there was a waiver granted in St. Louis
on reformulated gasoline type II by the Clinton administration?

Mr. SLAUGHTER. That’s correct.

Mr. EARLY. If I might shed some light on that——

Mr. OSE. Mr. Slaughter is speaking, Mr. Early. I appreciate the
variance in the waivers. I'm just kind of curious, we had some rath-
er serious allegations earlier for which there was no evidence, I
don’t think you’re making any——

Mr. OTTER. No.

Mr. LIEBERMAN. It might be worth adding that on a related mat-
ter, some of the States and counties that have opted into the RFG
program are now attempting to opt out. So they would like to ac-
complish what California is also trying to accomplish, and perhaps
that’s the reason to maybe amend the Clean Air Act, to allow that
opt-out of the 2 percent oxygenate requirement for any State or lo-
cality that wants to continue with the RFG program, but not with
that RFG 2 percent requirement.

Mr. EARLY. Amazingly enough, the American Lung Association
agrees with Mr. Lieberman on this question.

But just to correct the record, or to clarify the record, St. Louis
is a non-mandatory RFG area. They opted into the program. There
is a provision in the Clean Air Act which specifically allows opt-in
areas as opposed to mandatory areas, to ask for a waiver. It was
on that basis that St. Louis obtained a waiver last summer. Cali-
fornia is a mandatory area, and the statutory provisions are dif-
ferent for mandatory areas.

Mr. OTTER. Mr. Slaughter.

Mr. SLAUGHTER. Mr. Otter, I understand that EPA wrote the
California Environmental Protection Agency in February 2000, that
its application was complete. And that letter said that EPA would
issue a decision on the waiver request in summer 2000.
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Mr. OTTER. Could I get a copy of that letter? Do you have a copy
of that letter?

Mr. SLAUGHTER. I will see if we can supply one to you, sir.

Mr. OTTER. Mr. Chairman, I would like to make sure that the
committee gets a copy of that letter forwarded to it, and also that
it become part of this committee process.

Mr. OsE. Without objection.

[The information referred to follows:]
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Honorable Winston H. Hickox

Secretary

California Environuental Protection Agency
2020 L Street

P.O. Box 2815

Sacramento, CA 95812

Dear Mr. Hickox:

1 am writing to confirm receipt on February 9, 2000, of California’s completed
application for a waiver from the reformulated gasoline (RFG) program’s oxygen requirement in
the Clean Air Act. As you are aware, on January 24 and 25, 2000, Environmental Protection
Agency (EPA) staff met with California Air Resources Board (CARB) staff to explore technical
questions and issues concerning California’s request for the waiver. Based on those discussions,
CARB recently provided the additional information requested by EPA to complete its

application.

As you know, under the Clean Air Act provisions, EPA may waive the oxygen mandate,
in whole or in part, *...upon a determination by the Administrator that compliance with such
requirement would prevent or interfere with the attainment by the area of a national primary
ambient air quality standard [NAAQS].”

In order to make this determination, the Agency must conduct an independent evaluation
of the data and modeling as well as the other information submitted by the state in support of its
request for a waiver from the federal RFG oxygen requirement. We hope to complete our
assessment by early summer. Based on our productive discussions with CARB up to this point,
we fully expect that we will meet this schedule. If EPA determines that the statutory conditions
to grant the waiver are met, we will then be required to provide public notice of our decision.
Such procedures include a comment period of at minimum thirty days.

EPA understands California’s desire for an expeditious resolution of this matter. To
facilitate this process, we have been in close contact with CARB technical staff and we
appreciate the cooperation we have received from CARB to date. We look forward to
maintaining this cooperative relationship as we exchange information necessary to complete our

evaluation.
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We appreciate your willingness to continue working closely with us on this matter, and
wilt keep you apprised of our progress.

Sincerely,

VAR

Robert Perciasepe
~ Assistant Administrator

cc: Michael Kenny, Executive Officer, CARB
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Mr. OTTER. Mr. Slaughter, I would be interested in the industry’s
response to the earlier testimony, and I think you were here during
the earlier testimony, about the EPA’s estimate of what it would
cost in order to retrofit the petroleum, or the refining industry, it
was like $2 billion is what it would cost. I'm always a little nervous
when I have a Government agency that estimates the cost for an
industry. Would you agree to that $2 billion?

Mr. SLAUGHTER. Mr. Otter, I believe the figure was $2 billion per
year. We believe the cost of the diesel fuel regulation to be $8 bil-
lion over a 4-year period, so it seems relatively close. That’s on top
of the $8 billion that the gasoline sulfur reduction will cost the in-
dustry in the same period of time.

I think one of the factors is that the refinery industry earnings
are cyclical. Over the long period of time, the earnings on invest-
ment and refining, as opposed to the rest of the business, have
averaged 4 to 5 percent. You can make 4 to 5 percent by putting
your money in a Treasury note with no risk. Obviously, refining is
a difficult investment.

Right now, refining is doing better than that. We may well be at
the top of the cycle. There has been reference today to a number
of incentives and tax breaks that the industry receives. I'm not
aware of any of them that the refining industry receives. There
may be other portions of the energy industry that do receive them.

But essentially, refiners operate in a free market environment.
One of the problems, sir, is that people want to basically maintain
that these environmental initiatives have no cost, that they're free.
When regulations are finalized, EPA press releases are coming out
basically saying that it’s the most significant event since the stone
tablets came down from Sinai. But if you suggest that they have
any impact on operating costs, or on the concentration within the
industry, it’s as if that’s something that can’t even be considered.

I don’t know what their impact is. But obviously something that
significant that reduces pollution as much as they say is going to
have an impact on cost. For some reason, people want to ignore
that fact. And I really don’t understand why.

Mr. OTTER. Thank you. Thank you, Mr. Chairman.

Mr. OSE. Mr. Tierney, for 5 minutes.

Mr. TIERNEY. Mr. Slaughter, some of those companies that are
into refining, are they also into other products or aspects of the en-
ergy business?

Mr. SLAUGHTER. There are integrated companies, Mr. Tierney,
then there are independent ones, smaller regional ones. It’s a di-
gerse industry, but there are fewer participants than there used to

e.

Mr. TiIERNEY. How about Valero? Is that somebody that has re-
fining as well as other aspects?

Mr. SLAUGHTER. No, Valero is an independent refiner with no
production.

Mr. TIERNEY. Sunoco?

Mr. SLAUGHTER. Sunoco has no production.

Mr. TIERNEY. Can you give me the names of some, Chevron?

Mr. SLAUGHTER. Chevron has production, Exxon-Mobil has pro-
duction, BP, Citgo.

Mr. TiERNEY. Phillips Petroleum?
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Mr. SLAUGHTER. Phillips, yes, has production. It’s integrated.

Mr. TIERNEY. So they’re making 120 percent profits, and 5 per-
cent profits at the refining end, probably appreciably more profits
in other aspects of their business.

Mr. SLAUGHTER. But they may not channel those profits back
into the refining business, Mr. Tierney. They may put it in other
pursuits, and——

Mr. TIERNEY. No. But that’s their decision, right?

Mr. SLAUGHTER. That’s their decision. But we ought to try to
make the refining industry attractive to investment, because it’s
important to the country.

Mr. TIERNEY. Who'’s we on that?

Mr. SLAUGHTER. All of us. I think that should be public policy,
to encourage investment in a key industry.

Mr. TIERNEY. Why won’t the market do that? You guys are big
market fans. Why won’t the market take care of that?

Mr. SLAUGHTER. Well, part of “the market” is basically the in-
vestment requirement on the industry, which is a function of what
you're asking it to do environmentally. And the industry is never
saying that we shouldn’t make environmental improvements, we’re
saying that some of them can be done more efficiently. We're sug-
gesting that people look at that. Do you think the current situation
can’t be improved?

Mr. TiERNEY. Well, Mr. Early, let me get back to you, because
I want to knock this out once and for all. Let’s make it clear here,
have you ever seen any evidence at all, any evidence at all, that
the decisions of whether or not to increase refining capacity were
based on environmental regulations as opposed to business deci-
sions?

Mr. EARLY. To my knowledge, I've seen no evidence of that na-
ture.

Mr. TIERNEY. Have you got any, Mr. Slaughter, that you want to
put on the record here? Hard evidence, not conjecture or broad
conclusionary statements, but just hard evidence to that effect?

Mr. SLAUGHTER. Well, there’s plenty of evidence, I'd be glad to
supply it for the record. Refining investment has not gone forward
in many instances because of the return on the investment.

Mr. TIERNEY. What’s the nature of the evidence that you—return
on the investment or the regulations?

Mr. SLAUGHTER. What was the nature of Mr. Early’s evidence
that there wasn’t any impact?

Mr. TIERNEY. He either has some or he doesn’t. I'm asking you,
do you have some hard evidence? Are you going to produce for us
hard evidence of the places that decided they weren’t going to build
refining capacity because of environmental regulations, as opposed
to because they just didn’t think they were getting enough of a
profit margin generally?

Mr. SLAUGHTER. First of all, the investment requirement for en-
vironmental expenditures is part of the investment climate, and
the return on investment, refiners will tell you that has been a fac-
tor in their decision to build or not build refining capacity, particu-
larly in the United States. I'd be glad to supply some of that infor-
mation for you.
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Mr. TIERNEY. Let me just say what was mentioned again in one
of the earlier statements, there was a person who said it wasn’t a
factor. They said it was a minor nuisance, and that’s what they
say.

Mr. SLAUGHTER. He was speaking for one——

Mr. TiERNEY. U.S. independent refiners say they are on pace to
exceed last year’s record profits, robust margins, and they go on to
say that basically it’s a nuisance, not a reason for why theyre
going to build or not build. The fact of the matter is, you've got part
of the industry, it’s not the refining part of the industry, it’s other
parts of it, that get $15.6 billion. I guess you're saying that you
hand it out again, and you’re saying, well, in order to get more re-
fineries, you've got to ante up on that, too. Is that how we make
it attractive?

Mr. SLAUGHTER. We're simply suggesting that environmental re-
quirements can be done more cost effectively than they have been,
and that some of them are impediments going back over more than
a decade and ought to be reconsidered.

Mr. LIEBERMAN. One thing that I might add to the record, the
National Petroleum Council and Advisory Committee——

Mr. OSE. Mr. Lieberman, I'm sorry, it’s Mr. Tierney’s time.

Mr. TIERNEY. I wasn’t asking you a question, sir, but I do have
a question for you. Can you tell me which energy companies con-
tribute to your organization?

Mr. LIEBERMAN. We get funding from, I believe, the American
Petroleum Institute and some

Mr. TIERNEY. Mr. Slaughter’s group?

Mr. LIEBERMAN. No.

Mr. TIERNEY. Oh, he doesn’t give you any. American Petroleum
Institute and what?

Mr. LIEBERMAN. And some large companies. I don’t know the
exact ones. I believe we get money from Texaco.

Mr. TiERNEY. Will you submit that for the record, the names of
the energy companies that fund your organization and the extent
to which they do that?

Mr. LIEBERMAN. OK.

[The information referred to follows:]




COMPETITIVE ENTERPRISE INSTITUTE

June 15, 2001

The Honorable Doug Ose

Chairman, Subcommittee on Energy Policy,
Natural Resources and Regulatory Affairs
House Committee on Government Reform
B-377 Rayburn Building

Washington, DC 20515

Dear Chairman Osc:

During the course of the June 14, 2001 hearing on gasoline prices, I was requested
to provide information to the subcommittee regarding the Competitive Enterprise
Institute’s (CEI) sources of funding. This letter is in response to that request.

CEl is a non-partisan research and education organization, operating under
Section 501(c)(3) of the Internal Revenue Code. Contributions are tax-deductible. CEI
does not accept government grants or contracts, nor do we have an endowment. We raise
our funds each year solely from private sources: one-third from individuals, one-third
from foundations, and one-third from corporations. Honoring the philanthropic and
eleemosynary intent of the donors, CEI keeps all contributions anonymous unless
publicity is specifically requested from a donor.

T would also like to point out that CEl is a free-market advocacy organization, and
we have consistently taken that position since our founding in 1984. This has meant that,
on a number of occasions, our stance on specific issues has been in opposition to that of
some of our supporters.

Sincerely,
Ben Lieberman

Senior Policy Analyst
Competitive Enterprise Institute

1001 Connecticut Avenue, NV » Suite 1250 » Washington, D.C. 20036
Phone: (202) 331-1010 » Fax: (202) 331-0640 ¢ E-mail: info@cei.org * Web site: http://www.cei.org
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Mr. TIERNEY. I yield back.

Mr. OsE. Thank you, Mr. Tierney.

We've just been called for votes, we've got a 15 minute vote and
a 5 minute vote. We're going to go ahead and wrap.

I have a couple of questions, if I might, I'll use my time accord-
ingly. First of all, I want to thank Mr. Tierney for being here, Mr.
Waxman and the others, as well as the members on my side. I
want to go to the electricity issue in California. Mr. Slaughter, this
is probably going to be a discussion you and I are going to have.

It seems to me that if we, or if the State sets up a regulatory
scheme for allocation of electricity that puts refineries at the back
of the line, we're in effect substituting or actually manufacturing
a gasoline shortage. Because, if I understand the industry prac-
tices, it takes from a week to 2 weeks once a line loses power to
bring it back up. The consequence of that would be lost supply, re-
sulting in significantly higher prices. Is that an accurate analysis?

Mr. SLAUGHTER. Yes, it is, Mr. Chairman. It’s just not as simple
as turning a switch on or off to start a refinery back. For instance,
Mr. Cook mentioned the maintenance and repair cycle, and the
problem that some refineries have in coming back from that in the
spring season. You basically have to shut parts of your units or all
of your units and then restart them again. It’s not as easy as flick-
ing a switch.

So, there would be lost production and increased costs to your
constituents.

Mr. Osk. I continue to be focused on that, I have since early
spring. You referenced this letter we sent, that Mr. Burton and Mr.
Horn and I sent to the PUC, which by the way, we followed up
with a letter on June 11th, excuse me, we sent a May 3rd letter
to Governor Davis regarding this particular concern of ours, and we
followed up with a June 11th letter to the person who runs the
PUC in California. We’re going to enter these into the record.

[The information referred to follows:]
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The Honorable Gray Davis
Governor
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Sacramento, CA 95814

Dear Governor Davis:

This letter is in response to the California Public Utility Commission’s (CPUC)
plans to implement its Optional Binding Mandatory Curtailment Program (OBMCP -
Final Decision 01-04-006), which would disrupt electricity to many large industries in
California during Stage 3 emergencies. As has been widely reported, several significant
oil and gas refineries have been included in this program. Cutting eiectricity from
refineries will add to the energy crisis in California by endangering the supply of gasoline
and driving gasoline prices even higher. We urge you to reconsider this decisjon.

As you may be aware, the nation’s oil and gas infrastructure has suffered through
many of the same constraints as the electricity infrastructure. Because of stringent and
expensive environmental regulations, refinery capacity has failed to keep pace with the
demand for gasoline and other petroleum products. As a result, refineries are operating at
peak capacity nearly year-round to meet demand. California maintains only a three and a
half day supply of gasoline. A single disruption could cause severe market disruptions, as
evidenced by the price spikes in Chicago and Milwaukee last summer. The effects of
repeated disruptions in the operations of Califomia oil refineries could have serious
repercussions in California and throughout the Western United States.

Compounding this problem, the CPUC and the California Environmental
Protection Agency prohibit many businesses from using their backup power generators
unless a blackout is imminent. It is reportedly logistically impossible to notify businesses
that a blackout is imminent in time for them to start backup generators to prevent an
interruption in electricity. Even temporary interruptions to refineries can be devastating.
As the California Energy Commission stated in their April 25" recommendations to the

CPUC:
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Governor Davis
May 2, 2001
Page 2

**a curtailment of electricity to a refinery lasting only a minute can result in
the total shutdown of the refinery....”

Such temporary interruptions for oil refineries could dramatically curtail gasoline
production, which would hurt the California economy and consumers even more than
they are being adversely affected today.

‘We strongly encourage you and the CPUC to take immediate steps to exclude
refineries from electricity curtailment and reclassify them as “essential use” customers.
By taking such actions now, California can hopefully avert a third major energy crisis.

Thank you for your consideration of this request.

Sincerely,
%M =" 7‘*‘7 4-
Dan Burton Ddug Ose :
Chairman Chairman
Government Reform Committee Subcommittee on Energy Policy,

Natural Resources and Regulatory Affairs

e o

Stephen Horn

Chairman

Subcommittee on Government
Efficiency, Financial Management,
and Intergovernmental Relations

cc: The Honorable Henry Waxman
The Honorable John Tierney
The Honorable Loretta Lynch
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June 11, 2001

President Loretta Lynch

California Public Utilities Commission
505 Van Ness Avenue

San Francisco, California 94102

Dear Ms. Lynch,

As the California Public Utilities Commission continues consideration of waiver applications to the
Optional Binding Mandatory Curtailment Program, we, again, strongly urge you to reconsider your:
previous decision and immediately exclude refineries from being subject to rolling blackouts. We are
pleased that Governor Davis has joined us in this critical request to classify refineries as essential use
custorners and exempt them from power disruption during Stage 3 emergencies.

As we stated in our previous letter dated May 3, 2001, such temporary interruptions for oil refineries can
dramatically curtail gasoline and jet fuel production, resulting in severe consequences to consumers and the
state’s economty. It has been reported that an outage at even one of California’s 12 major refineries will
have an instant impact on prices. With refineries needing hours to prepare for a shut-down and requiring
days to restart, subjecting them to rolling blackouts would prove grossly irresponsible, exacerbating already
high gasoline prices. In many areas across the state, gasoline prices have surpassed $2.00 per gallon. With
projections that we may see even higher costs, we must do all we can to protect working families from

unnecessary and avoidable price increases.

all waiver applications and understand that the

P

‘We recognize the commission’s burden of pre
commission will make decisions on waiver requests throughout the summer. However, given the critical

importance of refineries, we were shocked to learn that the commission is making no distinction between
consideration of refineries and other applicants. Should refineries have to wait until August 2 for a final
decision, the threat of blackouts to over 25 percent of the state’s capacity could prove irreparable to

California’s economy.

In making every effort to avert a third major energy crisis, we again urge you to immediately classify

refineries as essential use customers.
19 A
STEPHEN HORN DOUG OSE

Subcommittee on Government Efficiency, Financial Subcommittee on Energy Policy, Natural
Resources, and Regulatory Affairs

Sincerely,

M ent, and Intergover 1 Affairs

ce: Governor Gray Davis
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Mr. OsE. The consequence of shutting electricity off at the refin-
eries in effect means that people aren’t going to be able to fill their
tanks in their cars. Since they can’t put fuel in their cars, they
won’t be able to get to work or to school or the grocery store. The
price of fuel is likely to rise, did Mr. Cook estimate 30 to 60 cents
per gallon. And the net result of which is a terrible disruption to
the sixth largest economy in the world.

This isn’t about Mr. Slaughter and his clients. This isn’t about
air quality. This is about making California work and giving us the
tools to do so. I would just hate to see the California PUC com-
pound its problems by frankly, making a foolish decision that takes
away the ability of our people to utilize natural resources to facili-
tate their work.

That doesn’t call for a comment from you. Refineries may benefit,
the fact of the matter is, I'm trying to get consumers gasoline at
the lowest possible price and an adequate supply.

I want to summarize a couple of thoughts here, then I want to
ask each of you to be brief, give you each a minute. One of the
things I always try and focus on is, what have we learned today.
What we have leaned today is that the in next few years, we're
going to spend $10 billion a year to keep refineries in compliance
or in anticipation of new air quality requirements.

We've learned that rolling blackouts in California, if refineries
are not protected from denial of power, may cause an increase in
the cost per gallon of fuel of 30 to 60 cents. We've learned that the
Bush administration has followed the law written by Mr. Waxman
in making the unfortunate decision to deny California’s longstand-
ing request for a waiver from the oxygenate requirement.

We've learned that for the Bush administration to grant the
waiver will require statutory changes that can only be put forward
by Congress. And we’ve learned that—this is Dr. Coursey’s com-
ment—we’ve learned that to the extent we can narrow the numbers
or types of fuels that we have in the marketplace, we can give re-
finers the opportunity to better align production with demand, and
likely to end up with lower prices to the consumers.

The essential question I have is, is there a process impediment
that prevents us from saying, you have a safe harbor here on all
of your air quality requirements, as long as you use one of these
two or three fuels across the country? Is there a process impedi-
ment to us saying that from an outcome based procedure, not a
process procedure, but from an outcome based procedure? If you
produce fuel that meets this requirement, you are in compliance
with the Clean Air Act? That’s my basic question.

Frankly, we’ve focused on the process in writing the law. I want
to focus on the outcome. Can we give industry the freedom to help
us get adequate supplies of fuel at affordable prices for our con-
sumers?

Dr. Coursey.

Dr. CoURSEY. I'd like to make my summary remarks around the
notion of profit, which has also taken a beating a lot today. Clearly,
you want to identify the choke points, and clearly one of them, I
elaborated on others in my written testimony, but one of them is
the refining process.
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As an economist, I know that if this situation keeps up in the
long run, somewhere or another, the forces of competition are going
to move in to solve it. I think two basic scenarios you have right
now to choose over are A, let’s revisit the way we’re regulating
American refineries, see if there’s a compromise that can be made,
and see if the things that were done 10 years ago still hold water
today. Let them expand, especially as everybody’s talked about,
when they’re in a rare period where profits are high. And, I empha-
size the fact that this is a rare event.

The other option, I think, is that other people will take care of
it for us, Europeans, South Americans, particularly the Ven-
ezuelans and Mexicans. And that’s, I think, one of the broad brush
things that you’re going to have to confront. Which of those two
scenarios do you want to see occur in the long run?

Mr. OsE. Thank you, Dr. Coursey.

Mr. Slaughter, briefly.

Mr. SLAUGHTER. Conceivably no, there’s no impediment. But,
probably you would have difficulties with the NSR, new source re-
view, program. People who have come up with suggestions for
streamlining, bubble concepts, things that you’re suggesting, we
think that people who are making cleaner fuel ought to at least be
given expedited permitting, and shouldn’t be subject to the lab-
yrinth of the new source review system in every instance.

But that’s not today’s case. So changes would have to be made,
at least in the new source review program. One of the things I have
to tell you is that the refining industry is concerned about conver-
gence on one or two very expensive, difficult to make fuels. For in-
stance, we can’t afford to make CARB 3 throughout the country as
the national fuel, you will decimate the American refining industry
if you do it. It’s expensive to make. So please keep that in mind.

Mr. Ost. Thank you. Mr. Lieberman, we’re going to save you for
last.

Mr. Early.

Mr. EARLY. It’s certainly possible to come up with a consensus
on reducing the number of fuels. But the main message that the
American Lung Association is trying to send today is that those
fuels have to contribute to clean air rather than being neutral or
detracting from clean air. In my testimony, I have a map showing
all the areas that have high levels of air pollution that could bene-
fit from a uniform clean fuel, and would obviously be adversely im-
pacted from a uniform, dirty fuel. Our concern is that as we have
these discussions, we end up with the wrong fuel.

Mr. OsE. Mr. Lieberman.

Mr. LIEBERMAN. Just one obvious thing, just because gasoline
gets more expensive, because of regulations, that doesn’t automati-
cally make it better for the environment. We see a number of these
fuel specifications, and a large number of fuel specifications adding
to the cost burden in a way that really doesn’t provide additional
environmental improvements.

There are some things that can be done at the Federal level, just
within the reformulated gasoline program alone. Right now RFG
costs 21 cents a gallon more than conventional, the 4 to 8 cents
that the EPA representative mentioned, that’s just the estimated
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cost. But people pay at the pumps right now 21 cents a gallon
more.

A lot of the problems that have been associated with reformu-
lated gasoline, especially the new tougher reformulated gasoline
standards that took effect starting last year, things like maybe eas-
ing the transition from the winter to the summer blend, which is
I think a factor in why we see price spikes this time of year. There
is some tinkering at the administrative level that can be done, and
I would also urge the Congress to take a look at the Clean Air Act.

If even Henry Waxman can say that there are problems with the
1990 amendments, the Clean Air Act, then there may be some
problems worth looking at and some revisions to be made.

Mr. OsE. I want to thank the witnesses for their participation
today. I do want to just reiterate that I am terribly concerned
about the denial of electricity to refineries in California and the
consequences that clearly leads to in terms of consumers paying ex-
orbitantly high prices. I think the State government needs to move
expeditiously to grant their request that puts these refineries in a
position where they can produce.

Gentlemen, I do appreciate your joining us today, as well as the
previous panel. We will take your comments and advice into con-
sideration.

We're going to leave the record open for 10 days for additional
questions. If we send them to you, we hope you will be able to re-
spond. Again, thank you.

We’re adjourned.

[Whereupon, at 1:22 p.m., the subcommittee was adjourned, to
reconvene at the call of the Chair.]

[The prepared statement of Hon. Edolphus Towns and additional
information submitted for the hearing record follow:]
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Statement of Congressman Edolphus “Ed”Towns (D-Brooklyn)
Subcommittee on Energy Policy, Natural Resources and Regulatory Affairs
“Gasoline Supply—Another Energy Crisis”

June 14, 2001

Mr. Chairman, thank you for holding this important hearing today on gasoline supply in
this country. I am thankful that we are not here to discuss this issue with Americans lined up at
gas pumps all over the country competing for what seemed like an ever-dwindling supply. I
remember those days of gas siphoning and tank locks; I will work to ensure that we do not see
those conditions again. That was a supply problem.

Today, the problem is quite different. There are no lines, our gas tanks are safe, but over
the past several months the prices of gasoline have skyrocketed. In my district in Brooklyn, New
York we have been experiencing significant price spikes over the past year. According to the
New York City Department of Consumer Affairs the average price for gasoline in Brooklyn
increased by $0.17 from April to May of this year. In May 2000 the average price of gasoline in
New York City was $1.65 per gallon, while in May 2001 the price had increased by 13% to
$1.86 per gallon. This increase is made even more dramatic by the fact that the average price for
gas in New York City increased by an alarming 11% from April 2001 to May 2001. In other
parts of this country the price increases have been even more severe. What is behind these leaps
in prices? Are price spikes a result of supply shortages ? Or is there another explanation for these
apparent short term increases. And is this a nation-wide problem that can be addressed ?

1 come to this hearing with a bias. I believe that a true supply problem would result in
sustained price increases well beyond the levels that we have recently seen. While I agree that
gasoline prices are currently too high, I also am encouraged to see that they have begun to drop
and are expected to drop significantly by the fall. What can the average consumer expect to pay
for gasoline across the country during the peak travel season of the year? The Energy
Information Administration (ELA) projects that the average cost at the pump will drop to $1.55
per gallon by September 2001. Will this translate into a steady decline in prices throughout the
summer or will the price spikes continue?

During the presidential campaign, promises were made that seemed to assure that OPEC
would “open its spigots” — what happened ? At the latest OPEC meeting, the oil ministers
announced that they would not increase production. In addition, the government of Mexico has
announced that they will support OPEC and cut their production. Through the lobbying efforts of
President Clinton and Energy Secretary Richardson, OPEC and non-OPEC foreign producers,
increased their production of crude oil by 3.5 million barrels per day. We have yet toseea
similar effort from the current Administration.

While the National Energy Plan commissioned by this Administration calls for increased
domestic supply, conservation efforts as well as alternative fuel sources have received significant
cuts in funding. Even if all of the Administration’s NEP recommendations were followed the
domestic supply initiatives are years away from market. The only responsible course of action as
far as gasoline is concerned is for a comprehensive energy policy that includes working with
OPEC to increase their production while fully funding conservation and alternative fuel
programs. Last year, the Government Reform Committee examined the issue of potential
gasoline price gouging. From the testimony that we heard as well as a recent report by the
Federal Trade Commission it is clear that at least one company substantially increased its
production of reformulated gasoline and then, despite its excess supplies, withheld supplies in
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order to help keep gasoline prices high. Refineries are on pace to receive record profits again
this year. What is going on with our refineries 7 Why are they under producing ? What can we do
to get them to increase their inventories and allow their supplies to get to market in a timely
fashion ? There has not been a new refinery built in this country in over 25 years, while at the
same time the industry has experienced a great deal of consolidation - what can be done to
address this refining shortfall and create a more competitive marketplace?

Additionally, what does the future hold for states such as New York, California, and
Connecticut that have conumitted to phasing out methy! tertiary butyl ether (MTBE) yet do not
currently have access to ethanol? Will they be able to continue to use reformulated gasoline? Are
we ready for that transition?

These are all questions that I look forward to the witnesses addressing in greater detail.
However, our current high gasoline prices cannot be completely blamed on a supply problem,
but rather we must work to achieve the greatest production possible from OPEC and non-OPEC
producers, increase conservation as well as alternative fuel capacity. In addition, we must work
with our refineries to ensure a competitive marketplace that does not take advantage of
consumers, while maintaining our environmental standards.
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Midwest Gasoline Price Investigation - Report http:/Fwww.fie.gov/opa/2001/03/midwest.htrn

Federal Trade Commission
600 Pennsylvania Avenue, NW
Washington, DC 20580

For Release: March 30, 2001 Related Document
. . . Final Report of the Federal

FTC Issues Report on Midwest Gasoline Price Trade Gommission:

. . Midwest Gasoline Price
Investigation Investigation (March 29,

2001)
Agency Finds No Evid of Collusion; Identifies Several Text of Report
Fa.ctors thc.h Contt"tbuted To Gasoline Price Spikes in the Flqures 1-11
Midwest During Spring and Summer of 2000
Statement of

. . L. i Commissioner Swindie
After a nine-month investigation into the causes of the gasoline
Statement of

price spikes in Iocal markets in the Midwest during the spring and Commissioner Leary
summer of 2000, the Federal Trade Commission today announced

its findings into the causes behind such price increases. While the

Commission found no credible evidence of collusion or other

anticompetitive conduct by the oil industry, the investigation found

that a combination of many factors was likely responsible for the

price spike. These factors included circumstances beyond the control

of the industry as well as those within their control - "conscious,

(but independent) choices by industry participants” t& engage in

p{gﬁt-maximjzing strategies. .

"There were many causes for the extraordinary price spike in
Midwest markets last summer," stated Chairman Robert Pitofsky.
"Importantly, there is no evidence that the price increases were a
result of conspiracy or any other antitrust violation. Indeed, most of
the causes were beyond the immediate control of the oil companies.
There were, however, some strategic choices by some oil companies
designed to maximize profits that contributed to the temporary price
increases. Once the magnitude of the price increases became
apparent, several oil companies moved aggressively to bring supply
into the Midwest market, and the price spike was eliminated.”
Pitofsky added, that "while there were many short-term causes of the
fticteases, the underlying lack of U.S. refinery capacity threatens
similar price spikes in the future in the Midwest and elsewhere."

The Investigation

‘While gasoline prices increased nationwide in the spring and early
summer of 2000, increases in some local markets, particularly in the
Midwest, eclipsed those experienced in past years and were far
greater than those experienced in other U.S. markets. Consumers in
Chicago and Milwaukee saw significant price spikes at the retail
level for reformulated gasoline ("RFG") required under the Clean
Air Act, and consumers throughout the Midwest saw significant

Lof4 6/8/01 12:57 PM
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WMidwest Gasoline Price Investigation - Report hittp:/fwww. fic.gov/opa/2001/03/midwest.htrr
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price increases for conventional gasoline. The price runup was
intense, and peaked during the week of June 18-24. In response to
requests for an investigation by a bipartisan group of Senators and
Representatives, the Commission began the investigation on June
20, 2000.

The investigation examined many potential causes for the price
increases, including possible antitrust violations. During June and
Tuly, the Commission issued subpoenas for testimony and Civil
Investigative Demands for compilations of data and answers to
written questions to 13 refiners and 10 entities that own or control
pipelines serving the Midwest markets. Staff received nearly 1000
boxes of documents and 100 compact disks containing data in
response to these formal requests.

After reviewing and analyzing the documents and information
provided in response to these requests, staff conducted
investigational hearings of key employees from eight of the oil
companies serving the Midwest gasoline markets. Staff also
interviewed experts knowledgeable about the factors that may have
contributed to the price spikes, industry structure, and the regulatory.
environment. In addition, staff visited a refinery, retained two
outside economists, and reviewed the voluminous published
materials analyzing the industry as well as the price and supply
issues relating to Summer 2000. Staff also met with representatives
of the Environmental Protection Agency and the Department of
Energy.

Findings

The report states that the spike "appears to have been caused by a
mixture of structural and operating decisions made previously (high
capacity utilization, low inventory levels, the choice of ethanol as an
oxygenate), unexpected occurrences (pipeline breaks, production
difficulties), errors by refiners in forecasting industry supply
(misestimating supply, slow reactions), and decisions by some firms
to maximize their profits (curtailing production, keeping available
supply off the market)."

The report finds "the damage was ultimately limited by the ability of
the industry to respond to the price spike within three or four weeks
with increased supply of products.” But the Commission warns that
"fu]nless gasoline demand abates or refining capacity grows, price
spikes are likely to occur in the future in the Midwest and other
areas of the country.”

Primary factors for the increase included refinery production
problems; pipeline disruptions and low inventories. Secondary
factors included the unavailability of reformulated gasoline using
MTBE as an oxygenate ("RFM") as a substitute for reformulated

6/8/01 12:57 PM
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gasoline using

ethanol as an oxygenate ("RFE") in Chicago and Milwaukee; the
assertion by one refiner of certain patents relating to the production
of RFG, multiple waivers of the RFG requirements that allowed the
continued use of conventional gasoline in St. Louis, which increased
the incentive to supply conventional gasoline to St. Louis and may
have increased expectations of waivers in Chicago and Milwaukee;
high crude oil prices which contributed to low inventory levels;
increased demand for gasoline in the Midwest; and local gasoline
sales taxes.

The report states that "[a]ithough the principal causes of the price
spike were largely beyond the immediate control of industry
participants, the industry as a whole made errors in supply forecasts
and underestimated the potential for supply shortages in the
Midwest in the spring and early summer 2000."

According to the report, "[o]nce prices spiked, several firms acted
quickly to increase production and to ship additional gasoline into
the Midwest, thus moderating the severity of the price spike. Several
other firms, however, delayed shipments of additional products into
the Midwest in the expectation that prices would soon abate."

The report states that "[a] significant part of the reduction in the
supply of RFG was caused by the investment decisions of three
firms." The report explains that "[w]hen determining how they
would comply with the stricter EPA regulations for summer-grade
RFG that took effect in the spring 2000 . . . each independently
concluded it was most profitable to limit capital expenditures to
upgrade their refineries only to the extent necessary to supply their
branded gas stations and contractual obligations." The report added,
"[c]onsequently, these three firms . . . could not produce
summer-grade RFG to sell on the spot market as they had done in
prior years."

The report discusses one company which "increased its
summer-grade RFG production substantially and, as a result, had
excess supplies of RFG available and had additional capacity to
produce even more RFG at the time of the price spike. It thus found
itself with considerable market power in the short term. This firm
did sell off some inventoried RFG, but acknowledged that it limited
the magnitude of its response because it recognized that increasing
supply to the market would push down prices and thereby reduce the
profitability of its overall RFG sales."

The report was approved by a Commission vote of 5-0, with
Commissioner Orson Swindle issuing a separate statement.

Commissioner Swindle stated that while he "voted to approve the
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Commission's Final Report on the Midwest Gasoline Price
Investigation so that it might, after some delay, finally be submitted
to Congress," he also expressed a "grave concern, not with the
method of investigation or the factual findings of the Final Report,
but rather with the way these findings are being characterized.” He
observed that the Report found that prices rose "because of factors
beyond the industry's immediate control,” perhaps the most
important of which was "a change, mandated by the Environmental
Protection Agency (EPA), from one formulation of gasoline (RFG I)
to another formulation (RFG II) that caused unforeseen production
difficulties.” Commissioner Swindle also stated that "it is unfair to
try to assign blame to industry participants -- directly or through
insinuation -- for undertaking varying responses to these market
factors,"” and that the "crucial point that may get lost in applying
20/20 hindsight to the firms' actions is that the industry acted
quickly in response to the price spike, which was intense but
relatively short-lived because of the effective workings of the
market." He emphasized that the "bottom line is that the problems in
the Midwest were caused not by antitrust violations -- of which there
is no evidence -- but by a combination of the EPA requirement and
unforeseen market circumstances. Ultimately, the market worked to
correct the situation. These conclusions, and not certain
between-the-lines insinuations, should be the overarching message
of the Final Report.”

Copies of the report and C isst Swindle's are available from the
FTC's web site at hitp://www.fic.gov and also from the FTC's Consumer Response
Center, Room 130, 600 Pennsylvania Avenue, N.W., Washington, D.C. 20580;
toll-free: 877-FTC-HELP (877-382-4357); TDD for the hearing impaired
202-326-2502. To find out the latest news as it is announced, call the FTC
NewsPhone recording at 202-326-2710.

MEDIA CONTACT:
Eric London
Office of Public Affairs
(202) 326-2180

STAFF CONTACT:
Molly Boast
Bureau of Competition
(202) 326-3300

(FTC Matter No. 001-0174)
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1V. Conclusion

EXECUTIVE SUMMARY

In the spring of 2000, retail gasoline prices in parts of the Midwest spiked sharply higher.
Beginning in May and peaking in mid-June, the national average retail price of reformulated
gasoline ("RFG"), required by Environmental Protection Agency regulations in certain urban
areas, reached a high of $1.67 per gallon. The price increase in the Midwest, however, was
significantly higher. The price of RFG reached $2.13 a gallon in Chicago, and $2.02 a gallon
in Milwaukee. The price of conventional gasoline showed similar sharp movements in these
and other areas in the Midwest. The price run up was intense, but brief; by mid-July prices
had receded to pre-spike levels or even lower.

The large price run-up in the Midwest prompted a bipartisan group from Congress to request
that the Federal Trade Commission open an investigation to determine whether an antitrust
violation had caused or contributed to the price spike. In collaboration with representatives of
several Midwestern states, Commission staff undertook this charge.{1) This report answers
that question and also reflects information collected in the course of the investigation on the
possible causes of the price spike.

The completed investigation uncovered no evidence of collusion or any other antitrust
violation. In fact, the varying responses of industry participants to the price spike suggests
that the firms were engaged in individual, not coordinated, conduct. Prices rose both because
of factors beyond the industry's immediate control and because of conscious (but
independent) choices by industry participants.

In recent years, oil refiners in the United States have been operating at close to their
maximum capacity utilization level. Industry statistics illustrate that oil refining capacity in
the United States is generally tight, and refining capacity utilization rose from 85 percent in
May 1990 to 96 percent in May 2000. The average monthly capacity utilization rate in 2000
was 94 percent. By way of comparison, the capacity utilization rate across all U.S. industries

in 2000 was 82 percent.Q)

The current high capacity utilization rates in the oil refining industry leave little room for
error in predicting short-run demand. Unexpected demand for a certain oil product is difficult
to satisfy without reducing the supply of another oil product, and unexpected supply
problems can result in temporary shortages across many oil products. Assuming that demand
continues to grow, occasional price spikes in various parts of the country are likely unless
refining capacity is increased substantially.

Against this backdrop, staff found no evidence of illegal collusion to reduce output or raise
prices. Rather, each industry participant acted unilateraily and followed individual
profit-maximization strategies. Some firms diverted production from conventional gasoline
in order to maximize RFG output, while others reduced their RFG production and produced
more conventional gasoline. Several firms produced gasoline for the Midwest markets in
réfineries that had previously not supplied those markets and shipped the gasoline into the
Midwest.
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Staff's investigation identified several factors that contributed to the price spike in the
Midwest but were largely beyond the immediate control of the industry participants. For
example, the refiners that supply gasoline to the Midwest experienced significant production
problems in the spring of 2000 that disrupted the ordinary flow of operations and contributed
to the general tightness of both conventional and reformulated gasoline in the Midwest and to
the specific shortfalls of reformulated gasoline in the Chicago and Milwaukee areas. These
problems included longer-than-sxpected maintenance outages, several refinery breakdowns,
and unexpected difficulties in producing the new summer-grade RFG required by EPA
regulations for use in Chicago and Milwaukee. This last problem was particularly acute in
Chicago and Milwaukee because of the exclusive use of ethanol as an oxygenate for RFG in
these markets. These production difficulties contributed to the supply shortage in the
Midwest and also hindered the ability of the refiners to respond quickly to the shortage.

Compounding the supply shortage caused by the refiners' production problems were the
unexpected supply disruptions resulting from the failure in the first half of 2000 of two
pipelines serving the Midwest. The Explorer Pipeline, which transports gasoline from
refineries on the Gulf of Mexico to Chicago, was closed for five days in March 2000 because
of a rupture, and its capacity was thereafter reduced to 90 percent until December 2000. In
addition, the Wolverine Pipeline, which carries a third of Michigan's gasoline supply, was
shut down for nine days in June, and subsequently operated at only 80 percent of capacity for
a month, causing shortages in Detroit and northern Ohio.

These problems were exacerbated because gasoline inventories in the Midwest were at or
near minimum operating levels in May and June 2000. These inventory reductions were
prompted by the high price of crude oil and the expectation (reflected in futures prices) that
crude oil prices would fall, the industry's movement to just-in-time distribution techniques,
and the reduction in supply resulting from the Explorer Pipeline break. These low inventory
levels made it more difficult to respond to unexpected supply problems.

The investigation also identified a number of additional factors that may have affected
Midwest gasoline prices, including: the unavailability of reformulated gasoline using MTBE
as an oxygenate ("RFM") as a substitute for reformulated gasoline using ethanol as an
oxygenate ("RFE") in Chicago and Milwaukee; the assertion by one refiner of certain patents
relating to the production of RFG; multiple waivers of the RFG requirements that allowed the
continued use of conventional gasoline in St. Louis, which increased the incentive to supply
conventional gasoline to St. Louis and may have increased expectations of waivers in
Chicago and Milwaukee; high crude oil pn’ces;LSJ increased demand for gasoline in the
Midwest; and local gasoline sales taxes.

Although the principal causes of the price spike were largely beyond the immediate control of
industry participants, the industry as a whole made errors in supply forecasts and
underestimated the potential for supply shortages in the Midwest in the spring and early
summer 2000. Once prices spiked, several firms acted quickly to increase production and to
ship additional gasoline into the Midwest, thus moderating the severity of the price spike.
Several other firms, however, delayed shipments of additional products into the Midwest in
the expectation that prices would soon abate.

A significant part of the reduction in the supply of RFG was caused by the investment
decisions of three firms. When determining how they would comply with the stricter EPA
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regulations for summer-grade RFG that took effect in the spring 2000, three Midwest refiners
each independently concluded it was most profitable to limit capital expenditures to upgrade
their refineries only to the extent necessary to supply their branded gas stations and
contractual obligations. As a result of these decisions, these three firms produced, in the
aggregate, 23 percent less summer-grade RFG during the second quarter of 2000 than in
1999. Consequently, these three firms were able to satisfy only the needs of their branded gas
stations and their contractual obligations, and could not produce summer-grade RFG to sell
on the spot market as they had done in prior years. On the other hand, these three firms

produced more conventional gasoline in the second quarter of 2000 than in 1999.(4)

In addition, at least one firm increased its summer-grade RFG production substantially and,
as aresult, had excess supplies of RFG available and had additional capacity to produce even
more RFG at the time of the price spike. It thus found itself with considerable market power
in the short term. This firm did sell off some inventoried RFG, but acknowledged that it
limited the magnitude of its response because it recognized that increasing supply to the
market would push down prices and thereby reduce the profitability of its overall RFG sales.

In sum, the evidence does not indicate that the price spike in Midwest gasoline in the spring
and earty summer 2000 was caused by a violation of the antitrust laws. The spike appears to
have been caused by a mixture of structural and operating decisions made previously (high
capacity utilization, low inventory levels, the choice of ethanol as an oxygenate), unexpected
occurrences (pipeline breaks, production difficulties), errors by refiners in forecasting
industry supply (misestimating supply, slow reactions), and decisions by firms to maximize
their profits (curtailing production, keeping available supply off the market). The damage was
ultimately limited by the ability of the industry to respond to the price spike within three or
four weeks with increased supply of products. However, if the problem was short-term, so
too was the resolution, and similar price spikes are capable of replication. Unless gasoline
demand abates or refining capacity grows, price spikes are likely to occur in the future in the
Midwest and other areas of the country.

I. Introduction

‘The Federal Trade Commission has completed its investigation into the causes of the sharp
rises in gasoline prices in certain Midwest markets in the spring and early summer of the year
2000. Consumers in the Midwest ("PADD II"),@ especiaily in Chicago and Milwaukee, saw
a significant gasoline price spike in a short period of time. Although gasoline prices have
long been seasonally cyclical, rising in late spring and early summer as consumer demand
increases with the onset of the summer driving season, the increases in 2000 in some local
markets, particularly in the Midwest, eclipsed those experienced in past years, and were much
greater than those experienced in other U.S. regions. Prices increased both for Phase I
reformulated gasoline ("RFG II"), required under the Clean Air Act for certain urban markets,
and for conventional gasoline used in other markets in the Midwest.

The Commission's investigation sought to determine whether those price increases were
caused in whole or in part by antitrust violations. In testimony before the House Committees
on the Judiciary, Commerce, and Government Reform on June 28, 2000, and the Senate
Committee on Energy and Natural Resources on July 13, 2000, Chairman Robert Pitofsky
and then-Bureau of Competition Director Richard G. Parker offered to deliver a final report
to Congress upon conclusion of the investigation. Although the Commission’s investigation
was designed to identify possible antitrust violations, this report also reflects information
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Commission staff collected regarding other possible causes of the price spike, whether or not
actionable under federal antitrust law.

IL. Background
A. The Spring and Early Summer 2000 Spike in Midwest Gasoline Prices

During the winter of 1999-2000, gasoline prices in the Midwest did not differ significantly
from those in other areas of the country. In the spring of 2000, gasoline prices began
increasing nationwide. From May 30 to June 12, 2000, the national average retail price of
RFG I increased from $1.61 to $1.67 per gatlon, before declining to $1.61 on July 17,

20006 [n Chicago, however, the price increase was significantly greater. The average RFG
11 price in Chicago rose from $1.85 per gallon on May 30 to $2.13 on June 20, before falling
to $1.57 on July 24, 2000.22 From May 30 to June 20 in Milwaukee, the average RFG price
increased from $1.74 to $2.02, but by July 24 had fallen to $1.48.8)

Figure 1 in the Appendix shows the average wholesale terminal rack price of reformulated
gasoline in Chicago, Dallas, Milwaukee, Louisville and St. Louis from January 1 through
July 29, 2000.2) Using the price in Dallas as a base, the price spike in the upper Midwest for
reformulated gasoline began in the second week of May, reached a peak in the third week of
June, and returned to normal levels by the last week of June.L2 The wholesale terminal rack
price in Chicago reached a peak of $1.55 per gallon - 45 cents more per gallon than the price
in Dallas at that time. The prices of RFG in St. Louis and Louisville followed a very similar
pattern to the prices of RFG in Chicago and Milwaukee. The differences in the prices of RFG
in Chicago, Milwaukee, Louisville and St. Louis were less than the cost of transporting
gasoline between the cities and, therefore, a firm with RFG supply in one city had no
economic incentive to ship it to another. In the month of July, the price of RFG in Chicago
and Milwaukee dropped below the price of RFG in Dallas.

Conventional gasoline prices in the Midwest also rose substantially. National average retail
prices increased from $1.51 to $1.61 per gallon for conventional gasoline between May 30
and June 12, 2000, and then eased to $1.51 on July 17, 2000.10 Average conventional
gasoline retail prices in the Midwest rose from $1.55 to $1.85 per gallon from May 29 to June
19, 2000, but decreased to $1.48 by July 17, 2000.£2) Conventional gasoline prices peaked
during the week of June 18-24.

Figure 2 in the Appendix shows the wholesale terminal rack price of conventional gasoline
throughout the Midwest compared to Dallas during the same period covered by Figure 1. The
Midwest spike in conventional gasoline prices began in about the fourth week of May. It
reached its peak in mid-June, and prices had returned to normal by the first week of July. At
its peak, the wholesale terminal rack price of conventional gasoline in Chicago was
approximately $1.45 a gallon. This represented a 40 cent per gallon premium over the price
in Dallas.

B. EPA Regulations Requiring the Use of Reformulated Gasoline in Certain Urban
Areas

The Clean Air Act, as amended in 1990,5—@ mandated the establishment of the reformulated
gasoline program for metropolitan areas not attaining certain air quality standards
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("non-attainment areas"). The Clean Air Act required the Environmental Protection Agency
("EPA") to establish standards for RFG, which burns more completely various hydrocarbon
compounds that contribute to ozone and toxic air pollution. RFG regulations require
substantially lower volatility, measured by Reid Vapor Pressure ("RVP"), for gasoline sold
during the summer, to reduce its evaporation rate and, concomitantly, reduce the
ozone-forming hydrocarbons released into the atmosphere. The regulations allow higher RVP
during winter months because air quality is generally better during the winter and because
higher volatility assists gasoline combustion in cold weather. Based on Clean Air Act criteria,
the Chicago and Milwaukee metropolitan areas are the only two non-attainment areas in
PADD II. In addition, the St. Louis metropolitan area (only including counties in Missouri),
and the Louisville and Covington, Kentucky metropolitan areas (only including counties in
Kentucky) were allowed voluntarily to "opt-in" to the RFG program.

Phase I of the EPA’s reformulated gasoline program took place from 1995 through 1999.
Phase I of the reformulated gasoline program began January 1, 2000, but the more stringent
RFG II summer blend requirements did not begin until May 1, 2000, when terminals were
required to have RFG II for wholesale purchase. Gasoline stations were required to have RFG
11 in their tanks by June 1, 2000. Winter-grade fuel may be sold after September 15 each year.
Each type of fuel must satisfy different requirements, and the requirements vary by season
and region. Requirements for winter-grade fuel and fuel sold in northern locations are slightly

less stringent than summer-grade fuel and fitel sold in the southern locations.(4)

The reformulated gasoline standards require the addition of "oxygenates™ to bring the oxygen
content of the gasoline to at least 2 percent by weight. The two primary oxygenates are
methyl tertiary butyl ether ("MTBE") and ethanol. Neither oxygenate is specifically required
or prohibited in any non-attainment area. MTBE is produced in oil refineries, and can be
blended into the product at the refinery, while ethanol, because of its high degree of water
solubility, can be blended only at the final delivery terminal. Approximately 87 percent of the
RFG used in the United States contains MTBE.

Only Chicago and Milwaukee rely exclusively on RFG II made with ethanol ("RFE"), while
St. Louis and Louisville use both RFE and RFG Il made with MTBE ("RFM"). Early in
Phase I of the RFG program, RFG I with both MTBE and ethanol was sold in Chicago and
Milwaukee. The convergence to RFE as the standard reformulated gasoline in these areas
appears to have been prompted by cost advantages unique to the Midwest and environmental
concemns. Ethanol is produced mainly in the Midwest, resulting in relatively low shipping
costs for refineries in that region.23) In addition, MTBE has generated concerns about
groundwater contamination and other environmental consequences, leading several states, the
EPA, and Congress to consider banning MTBE.18) The federal government provides
substantial tax credits for ethanol blending, and several states provide tax incentives designed
to encourage ethanol use 17} )

Producing RFG with ethanol does result in some increased costs. Because ethanol increases
the RVP of gasoline when it is added (whereas MTBE has no effect on vapor pressure), RFE
requires a lower vapor pressure gasoline blendstock (Reformulated Blendstock for Oxygenate
Blending or "RBOB"8)) than RFM. Refining RBOB to meet the lower vapor pressure
required for ethanol blending is more difficult and expensive, and may result in less final
product.

C. Basic Economic Principles Relating to Gasoline Production

http:/Awrww.fic. gov/os/2001/03/mwgasrpthtm
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1. Gasoline is Price Inelastic in the Short Run

As with other products, the price of gasoline will increase as the supply of gasoline decreases
relative to demand. In the long run, gasoline prices across different regions of the country
should be comparable {accounting for certain cost differences such as the cost of producing
different formulations, differing regional transportation costs, and varying local taxes)
because gasoline can be moved between regions in response to price variations, subject to
transportation limits such as pipeline constraints. L2 There should also be a relatively
constant relationship over time between the prices of gasoline and crude oil because the
largest cost component in manufacturing gasoline is crude oil. However, some aspects of
gasoline production, such as refining capacity, remain fixed in the short term. Moreover,
shipping gasoline between regions cannot happen instantaneously. In the short run, therefore,
there will be periods during which the prices of some kinds of gasoline vary across regions.

The term "price elasticity” refers to the percentage change in demand for a product caused by
a one percent increase in price. Numerous studies have estimated the price elasticity of
gasoline. Although the estimates in these studies vary slightly, all studies agree that the
short-run demand for gasoline is guite price inelastic. In other words, even a substantial price
spike will lead to a fairly small reduction in short-run consumption.

Given the low price ¢lasticity for gasoline, relatively small short-term supply reductions (or
demand increases) can translate into large price increases. Most studies estimate that the
short-run price elasticity of gasoline ranges from -0.1 to -0.4, with a mean of 0220
Wholesale price elasticities are necessarily even closer to zero. With an elasticity in this
range, a decrease in supply (or increase in demand) of five percent could explain the 30 to 40
percent increase in the wholesale price of gasoline in the Midwest in the spring and early

summer of 200021
2. Gasoline Refining is Relatively Inflexible in the Short Run

Refining crude oil results in three principal types of hydrocarbon products: gasoline, distillate
(i.e., jet fuel, diesel fuel, and heating oil), and heavy oils (i.e., residual fuel oil, asphalt). A
refiner's ability to alter the proportions of the three products generated by refining crude oil is
somewhat limited. Refiners have more, but not unlimited, flexibility in adjusting production
among different formulations of gasoline. Thus, while the refiner cannot snbstantially
increase the proportion of gasoline produced from a barrel of crude oil (as compared to the
proportion of distillate and heavy oils), the refiner has significant flexibility in determining
the relative proportions of conventional and reformulated gasoline it will produce. Once a
refiner has decided what formulations of gasoline it will produce in an upcoming production
campaign, it becomes increasingly difficult to alter the planned output of the refinery as the
production campaign approaches.

Gasoline is a complex blend of different components, or blendstocks, that are combined to
meet performance standards for conventional and reformulated gasolines, and to produce
different grades of gasoline (i.e., regular, mid-grade, and premium). Production of Phase I
RFG requires several higher quality blendstocks, such as raffinate, alkylate, and toluene, that
are often used in premium gasoline. In addition, producing RFE (or its immediate blendstock,
RBOB) requires particular care because the combination of ethanol and the blendstock may
raise RVP levels.
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Each refinery is unique in the volumes of particular formulations of gasoline it can produce,
since the proportion of available blendstocks and their physical properties are determined by
the particular set of processing units at the refinery. Larger, more complex refineries may
have a relative advantage in producing more demanding products, such as Phase I RBOB.
The refineries located in the Chicago/Milwaukee area, for the most part, are not particularly
large or complex.

Refining is a capital-intensive, high fixed-cost operation. Refiners attempt to operate at high
capacity utilization rates. Industry statistics illustrate that capacity is generally tight, and
capacity utilization has been increasing over the past decade. Industry-wide crude oil refining
capacity utilization in the United States in the month of May was 85 percent in 1990, 89
percent in 1992, 93 percent in 1994 and 1996, 94 percent in 1998, and 96 percent in 2000.
The average monthly capacity utilization rate in 2000 was 94 percent. This limits further the
ability of refiners to increase refinery production significantly in the short run.

In recent years the Midwest has been largely self-sufficient in RBOB production, although it
receives substantial imports of conventional gasoline. Gulf Coast refineries generally did not
produce RBOB because most of the RFG sold outside PADD II is MTBE-based.

The planning process for operation of a petroleum refinery involves a sixty to ninety-day
cycle, and is usually performed by a staff of experienced engineers using sophisticated
computer models. The length of the planning cycle is largely dictated by the length of time
necessary to procure and deliver crude oil supplies, often from overseas. The planned output
of a refinery is vitimately based on demand forecasts, and estimates of the future prices of the
refined products and the crude oil and other inputs needed to produce those products. The
profit-maximizing refiner selects the most profitable mix of products given the cost of the
necessary inputs. Because gasoline tends to be the highest-margin product a refinery makes,
particularly during the summer months, refiners generally operate to make as much gasoline
as possible.

Once the refinery has placed orders for the crude oils and other inputs it will need to produce
the planned output for a particular planning cycle, the refinery has less flexibility to shift the
planned mix of the three major product streams because the product mix is affected by the
qualities of the crude oil to be refined. Estimates are fine-tuned as the start of the operating
period approaches to reflect updated information on market conditions, inventories, and
refinery operating conditions, and the availability and cost of buying supplemental
intermediate blendstocks. The ability to alter the output among different gasoline
formulations becomes progressively more limited due to constraints of available
supplemental blendstocks, limited storage tankage for intermediate products, and pipeline
shipping schedules. A few days before the actual operating period begins, which ordinarily
lasts one to two weeks, a final plan is set. Once the operational plan is implemented, further
alteration is quite costly, not only because of the time required to implement any changes, but
also because changing the equilibrium can lead to slowed production or off-specification
output that requires reprocessing. Economic theory suggests that a proliferation of gasoline
types makes it more likely that there will be temporary shortages of some individual types,
and the practical impediments to rapid changes in product mix may delay marketplace
corrections.

3, The Price of Marginal Supply Acts as a Ceiling
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The refining capacity within PADD II is not sufficient to supply the needs of consumers in
that region. As a result, PADD Il is a net importer of gasoline. Roughly 25 percent of the
gasoline consurmed in PADD II is imported, mostly from refineries in PADD III (i.e., on the

Gulf Coast). The gasoline from refiners in PADD IIl is generally the "marginal supply.” 22

The price of gasoline in PADD II is ultimately constrained by the price of the marginal
supply of gasoline from PADD IIL A price-taking Gulf Coast refiner, producing conventional
gasoline in the spring and early summer of 2000, would send gasoline along the three week
pipeline journey to Chicago-if the risk adjusted expected price in Chicago three weeks later
exceeded the current Guif Coast price, plus transportation costs. In deciding whether to
produce and ship RBOB, a product that Gulf Coast refiners ordinarily do not produce, a
refiner would calculate whether the expected price of RBOB would be enough to offset
transportation costs, lost revenue from the products displaced, and the cost of switching the
production process to a different mix of outputs. The price at which PADD Il refiners would
be willing and able to sell gasoline in PADD II acts as a cap on the price that the refiners in
PADD II can charge for their gasoline.

D. The Commission's Investigation

As retail gasoline prices in the Midwest rose in late May and early June 2000, representatives
of the Department of Energy and the EPA convened several meetings of refiners to determine
the causes of the price spike. In these meetings and in various hearings convened by local and
federal legislators throughout the period, refiners identified a number of factors as possible
causes of the price spike, including: the difficulties many refiners experienced in producing
the new RFG II (especially the ethanol blend); disruption of shipments over the Explorer
Pipeline; problems involving another Midwest pipeline; the tripling of crude oil prices in the
previous 18 months; 22 increased difficulties in switching from winter to summer-grade
gasoline at terminals (because tanks essentially had to be drained before being filled with the
summer blend); and a court decision upholding several patents held by Unocal Corp. relating
to reformulated gasoline. 24

The magnitude of the price increases, their particular intensity in one section of the country,
and their occurrence in both conventional gasoline and RFG, prompted the Commission to
consider the reasons for the price increases and, specifically, whether price fixing or other
anticompetitive activity might have occurred. A bipartisan group of Senators and
Representatives urged the Commission to investigate these matters.

In early June 2000, Commission staff began a preliminary investigation, relying initially on
publicly available data and consumer complaints, That preliminary investigation, and the
ensuing formal investigation,@ were intended to determine whether there was sufficient
evidence to conclude that violations of the antitrust laws had caused or contributed to the
price spike in the Midwest. Commission staff also sought information on other potential
causes of the price spike. Throughout its investigation, the Commission worked with
representatives of state Attorneys General in the Midwest, many of whom conducted their
own parallel investigations.

The Commission issued subpoenas to nine refiners that supply Midwest markets in late June,

and to four additional refiners the following month. The Commission issued Civil
Investigative Demands ("CIDs") to the refiners, requesting compilations of data and answers
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to written questions, and in July, issued subpoenas and CIDs to ten entities that own or
control the pipelines serving the Midwest markets. The Commission received nearly one
thousand boxes of documents and more than one hundred compact disks containing data in
response to its processAQ@ Staff also took testimony under oath from witnesses from each
major participant in Midwest gasoline markets. In addition, staff interviewed persons
knowledgeable about factors that may have coniributed to the price spike, industry structure,
and the regulatory environment. Staff conducted a refinery site visit, retained two prominent
outside economists to provide additional expertise, and reviewed thousands of pages of
published materials analyzing the industry and the price and supply issues relating to spring
and early summer 2000.

1. Possible Causes of the Midwest Gasoline Price Spike

A. The Commission Found No Evidence that the Price Spike was Caused by Illegal
Conduct

The Commission's investigation was intended principally to determine whether any behavior
leading to, or resulting from, the Midwest price spike violated any federal antitrust statutes.
As relevant to the analysis here, the federal proscriptions against anticompetitive conduct are
contained in the Sherman Act?Z} and the FTC Act.*23) Section 1 of the Sherman Act
prohibits a "contract, combination . . . or conspiracy, in restraint of trade."22) Section 2 of the
Sherman Act prohibits conduct that amounts to monopolizing, an attempt to monopolize, or a
conspiracy to monopolize, a market 22 While the Commission does not have direct
enforcement authority over the Sherman Act, conduct subject to the Sherman Act may be
challenged under Section 5 of the FTC Act, which prohibits "unfair methods of

competition.”L:‘—!1 In such cases, the Cominission refers to legal standards developed under the
Sherman Act.

The Sherman Act, as outlined above, prohibits two principal kinds of anticompetitive
conduct: (1) an agreement among two or more independent firms that unreasonably restrains
competition, such as an agreement to increase prices, curtail output or divide markets
(Section 1), and (2) the unreasonable acquisition or maintenance of monopoly power, or an
unreasonable attempt to acquire such power, which typically consists of exclusionary conduct
by a single firm to prevent or impede competition (Section 2). Because it does not appear that
any one firm has sufficient market power in Midwest gasoline markets to engage in illegal
monopoly behavior, the Commission's investigation searched for evidence of collusive
activity among refiners, retailers, transportation companies, and other participants in the
market.

1. Legal Standards for Finding Collusion

The critical first step in establishing a violation of Section 1 of the Sherman Act is proof of
an agreement. An agreement may be explicit or tacit, and the evidence may be direct or
circumstantial. Either form of agreement, and either form of proof, can support a violation.
Matsushita Elec. Indus. Co. v, Zenith Radio Corp., 475 U.8. 574 (1986); Monsanto Co. v.
Spray-Rite Serv. Corp., 465 U.S. 752, 765-66 (1984). Since direct evidence of an explicit
agreement (e.g., -an admission or eyewitness testimony) rarely is available (and none was
uncovered in this investigation), plaintiffs usually rely on circumstantial evidence to establish
an inference of either an explicit or a tacit agreement.
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Strict legal standards govern the use of circumstantial evidence to establish a conspiracy. In
Matsushita, the Supreme Court held that "conduct that is as consistent with permissible
competition as with illegal conspiracy does not, without more, support even an inference of
conspiracy.” 475 U.S. at 597 n.21 (citing Monsanto, 465 U.S. at 763-64). When equally
plausible competing inferences can be derived from the conduct at issue, the plaintiff must
come forward with other, "sufficiently unambiguous,” evidence "that tends to exclude the
possibility" that the defendants were acting lawfully. Matsushita, 475 U.S. at 588; see also In
re Coordi; d Pretrial Proceedi in Petroleum Products Antitrust Litigation, 906 F.2d
432, 438 (9th Cir. 1990). In Monsanto the Supreme Court stated: "The correct standard is that
there must be evidence that tends to exclude the possibility of independent action by the
[parties]. That is, there must be direct or circumstantial evidence that reasonably tends to
prove that [the parties] had a conscious commitment to a common scheme designed to
achieve an unlawful objective." 465 U.S. at 768.82) The Court in Matsushita identified two
separate inquiries relevant to this determination: (1) whether the defendant had "any rational
motive" to join the alleged conspiracy, and (2) whether the defendant's conduct "was
consistent with the defendant's independent interest.” 475 U.S. at 587. Underlying the rulings
in Matsushita and Monsanto is the concern that adverse inferences based on ambiguous
conduct may have the effect of deterring significant procompetitive conduct. See, e.g.,
Petroleum Products at 439-40.

Under prevailing law, parallel or interdependent pricing behavior among market participants
is not sufficient, standing alone, to establish the existence of an agreement.23) See, e.g.,
Theatre Enterprises v. Paramount Film Distributing Corp., 346 U.S. 537, 541 (1954)
("conscious parallelism” is not a violation of the Sherman Act); Petroleum Products, 906
F.2d at 444; Clamp-All Corp. v. Cast Iron Soil Pipe Inst., 851 F.2d 478, 484 (1st Cir. 1988)
(Breyer, C.J.), cert. denied, 488 U.S. 1007 (1989); see also United States v. International
Harvester Co., 274 U.S. 693, 708-09 (1927) ("The fact that competitors may see proper, in
the exeicise of their own judgment, to follow the prices of another manufacturer, does not
establish any suppression of competition or show any sinister domination.”).

The courts accordingly have held that some "plus factor" must be present to demonstrate that
an unlawful agreement or understanding was reached. See, e.g., Petruzzi's IGA Supermarkets
v. Darling-Delaware Co., 998 F.24 1224, 1232 (3d Cir.), cert. denied., 510 U.S. 994 (1993);
Reserve Supply Corp. v. Owens-Corning Fiberglass Corp., 971 F.2d 37, 50 (7th Cir. 1992.
Behavior that would be unprofitable "but for" collusion may be evidence that such an
agreement exists. See, e.g., Interstate Circuit, Inc. v. United States, 306 U.S. 208, 222 (1930)
("without substantially unanimous action . . . there was a risk of substantial loss of business
and good will . . . but . . . with it there was the prospect of increased profits"); /ilinois
Corporate Travel, Inc. v. American Airlines, 806 F.2d 722, 726 (7th Cir. 1986) (plaintiff
must demonstrate that "defendant acted in a way that, but for a hypothesis of joint action,
would not be in its own interest”). But where each defendant has legitimate business reasons
to engage unilaterally in the challenged conduct, an inference of collusion based solely on
evidence of such conduct is improper. See, e.g., City of Long Beach v. Standard Oil Co., 872
F.2d 1401, 1406 (th Cir.) {(defendant is entitled to summary judgment when it "provides a
plausible and justifiable alternative interpretation of its conduct that rebuts the alteged
conspiracy"), amended, 886 F.2d 246 (9th Cir. 1989), cert. denied., 493 U.S. 1076 (1990);
Wilcox v. First Interstate Bank, 815 F.2d 522, 525 (9th Cir. 1987). '

A variety of evidence may constitute "plus factors,” such as exchange of price
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information, % publication of wholesale price increases, 32! posting of wholesale prices and
discounts, 2% evidence of meetings or other communications, especially when quickly
followed by simultaneous, identical actions,@ and similarity of language, terms, and
conditions where such similarity is improbable absent collusion.28) Some courts have treated
a pretextual explanation for a firm's conduct as a plus factor,32) while others, even within the
same appellate circuit, have been less willing to rely on such evidence. 40

2. The Evidence Does Not Support a Finding of Collusion

The Commission's investigation found no direct evidence of collusior, and insufficient
evidence of paraltel conduct and "plus factors" to support an inference of collusion. Much of
the evidence collected is inconsistent with coordinated action, and instead suggests different
unilateral reactions to the price spike among the various market participants. Some firms
increased production over 1999 levels before and during the price spike, and several
produced products for the Chicago and Milwaukee markets in refineries that had not
previously sold into those markets. In addition, at least one firm that had never produced
reformulated gasoline for the Chicago market produced and shipped RBOB to the Chicago
area in surmmer 2000. Other firms produced less RBOB in late Aprii and early May 2000 than
during the same period in 1999. These individual responses suggest that firms acted
independently in pursuit of their individual self interests.

Commission staff and its outside experts also analyzed arbitrage opportunities arising from
the Midwest price increases. This analysis examined the price disparities in the Midwest and
other sections of the couniry and predicted the competitive reaction of refineries to these
imbalances. If collusion were present, one would expect the refiners collectively to ignore
higher prices in the Midwest and not ship more product into the region to take advantage of
arbitrage opportunities. As the accompanying graphs demonstrate (see Figures 3 and 4,
Appendix [Figure 3, Figure 4]), the average price differential between Chicago RFE and
Dallas RFM over the past three years was 8-10 cents per gallon ("cpg"),im and the average
differential between Chicago and Dallas conventional gasoline prices was one cpg. Those
historical differentials were exceeded for RFG around May 13, 2000, and for conventional
gasoline about two weeks later. The competitive model predicts that additional gasoline
supply would have been moved into the Midwest, displacing diesel fuel in the pipelines,
when the price disparity reached and exceeded these historical levels. The graphs showing
shipments received in PADD 11 from PADD III (Figures 5 and 6, Appendix [Figure 5, Figure
6]) demonstrate that a higher percentage of gasoline (and a lower percentage of diesel) was
recetved in PADD I in June 2000 than in prior years. When one accounts for the normal
shipping delay of approximately three weeks, it appears that additional supply was actually
shipped into the Midwest in May 2000, at the time the differentials exceeded historical levels.

This arbitrage analysis suggests that firms behaved in a manner consistent with the
competitive model. Firms acting in concert likely would have been slow to erase the
geographic price disparities by moving new product into the area. Thus, neither the firms'
differing responses to the price spike nor the conclusions of the arbitrage analysis are
consistent with collusion to reduce supply in reaction to higher prices in the Midwest.

While the industry does engage in substantial firm-to-firm contact and exchanges of
information, which may constitute "plus factors" under some circumstances, such information
exchanges are customary in this industry and appear to help the market function efficiently.

hitp/iwww fic.gov/os/2001/03/mwgasrpt.htm
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Companies with an excess of a particular petroleum product at one location may trade for the
same product at another location, for another type of petroleum product at the same location,
or for another petroleum product at another location. These exchange agreements are
motivated by factors peculiar to the industry: refineries are large-scale organizations that
produce myriad products; crude oil comes in different grades that may be more suitable for
some refineries than others; demand for different products varies seasonally, cyclically, and
for other reasons; and the physical movement of the product is slow. A certain amount of
contact and exchange of information between companies is necessary to work out the terms
of the agreements. Companies also frequently buy and sell particular products at various
locations for the same reasons they enter into exchange agreements. While these contacts
provide opportunities for collusion, the Comunission's investigation found no evidence that

these contacts spilled over into illicit agreements. 42!

In sum, the Commission found no evidence of tacit or explicit collusion in the documents it
subpoenaed, in the sworn testimony it received, in its examination of industry conditions, or
in its economic analysis. Moreover, as described above, much of the evidence collected is
inconsistent with coordinated action, and instead suggests unilateral reactions to the price
spike among the various market participants.

B. Other Possible Causes of the Midwest Gasoline Price Spike

The investigation to identify possible collusion necessarily led staff to examine other factors,
discussed in the following sections of this report, that may have contributed to the supply
shortages and higher prices in the Midwest in the spring and early summer of 2000. The
factors can be roughly grouped into two categories - three primary factors that had a direct
effect on prices in the Midwest, and six secondary factors that had either an indirect impact,
or an impact on prices that was not limited to the Midwest. Staff is unable to quantify the
individual impact of any of these several factors on Midwest gasoline prices. Collectively,
however, they provide the best explanation of the gasoline price spike in the spring and early
summer 2000.

Among the primary factors that had a direct impact on prices in the Midwest were the
production problems experienced by several refineries in 2000. These problems included
longer than anticipated turn-arounds, unplanned outages caused by accidents, and unexpected
difficulties in producing the new summer-blend RFG. Two major pipeline breakages in the
spring of 2000 also contributed to the price spike by reducing conventional gasoline
deliveries into the Midwest and increasing the difficulty of a prompt supply response. Both
the Explorer Pipeline that carries gasoline from the Guif Coast to the Midwest and the
Wolverine Pipeline that carries gasoline from Chicago to Detroit experienced disruptions that
reduced capacity for several months. These difficulties exacerbated the problem of low
inventories which was caused by high crude oil prices and a trend towards lower inventories
to reduce costs.

Industry participants and outside experts identified several secondary factors that may have
had some marginal impact on gasoline prices. These factors include the unavailability of
RFM as a substitute for RFE in Chicago and Milwaukee, Unocal patents related to the
production of RFG, multiple EPA waivers granted to St. Louis to continue using
conventional gasoline, high crude oil prices, increased demand for gasoline in the Midwest,
and gasoline sales taxes in certain Midwestern states.
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Finally, staff analyzed the industry reaction to the product shortages and consequent price
spike and concluded that firms made errors in forecasting the amount of supply available
from other firms and the ability of other firms to respond to any shortages, which contributed
to the magnitude and duration of the price spike.

1. Primary Factors
a. Refinery Production Problems

Oil refining is a very complicated process and production flexibility is limited. The degree of
flexibility decreases as the actual production date moves closer, and as input supply and
output delivery commitments are made. Once an actual production "campaign” begins,
changing outputs is very costly. Thus a refinery may require some time before it can respond
to changes in the market, particularly if, as was the case here, it is dealing with a new
gasoline specification.

In spring 2000, a number of refinery problems disrupted the ordinary flow of operations and
contributed to the tight supply of both conventional and reformulated gasoline in the upper
Midwest and to specific shortfalls of RFE in the Chicago and Milwaukee areas. These
problems included longer-than-expected maintenance outages, refinery breakdowns and
difficulty in blending RFG II. These factors contributed to a slow start in making gasoline for
the summer 2000 driving season, although they generally were overcome by early June.

RBOB production in PADD I was lower in the spring of 2000 than it was in 1999. Using
1999 as a base line, the EIA estimated the amount of RBOB produced in 2000 by the eight
refineries that previously supplied the Chicago/Milwaukee area with RBOB. The EIA data
show that RBOB production at these refineries was down 11.2 percent in May 2000 as
compared to the same period a year earlier. The production problems experienced by
Midwest refiners in the spring 2000 may have contributed to this reduction in RBOB
production.

The problems Midwest refiners experienced in producing RFE in the spring and early
summer 2000 appear to have been largely due to the selection of ethanol as the oxygenate of
choice in the Chicago and Milwaukee area. The evidence suggests that many of the
production difficulties were specifically related to the fact that producing low vapor pressure
RBOB is a costly and difficult process. Similar production difficulties do not appear to have
been publicly reported by refiners who produced reformulated gasoline using MTBE as an
oxygenate rather than ethanol.

i. Refinery Turnarounds

Some refineries in the Midwest had longer-than-expected refinery maintenance shutdowns in
2000. Refineries require periodic maintenance activities, when processing units are taken out
of service and various internal parts replaced, repaired, or modified. These maintenance
periods are known in the industry as turnarounds, and are normally conducted during periods
of reduced demand. In mild climates such as the Gulf Coast, turnarounds occur in the late
winter, while in more severe climates, such as the Midwest, turnarounds normally will occur
in the early to mid-spring, i.e., March and April. Turnarounds seldom result in the closure of
an entire refinery, but can reduce the output of a facility for some time.
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Precise information on turnaround scheduling is not readily available. Most firms do not
publicize turnarounds in advance, in part to avoid disadvantage should they need to obtain
intermediate blendstocks or finished products in the open market to cover supply
commitments during the period of the turnaround 43} Severa} refineries experienced
longer-than-planned tumarounds in the spring 2000, which likely contributed 1o the general
tighiness in the market. The turnaround at one refinery coincided with the initial period
immediately following the Explorer Pipeline break, and the unanticipated reduction in
gasoline production at this refinery ¢ould have contributed to the general draw down of
regional inventory levels. Another refinery incurred delays in returning a major processing
unit to production, which led to supply disruptions in some parts of PADD II. At another
refinery, 2 tumaround begun in March extended into April and reduced gasoline output by
more than 25 percent. Another refinery began a turnarcund in mid-March and was reported fo
have trouble returning to full serviee until late April. Still another refinery undertook an

- extended turnaround through most of April in part to modify a key piece of equipment to

make it better suited to produce feedstock for Phase II RFE. Overall, the unexpectedly
lengthy turnarounds affected gasoline supply in Midwest markets.

ii. Unexpected Refinery Disruptions

Three publically known refinery disruptions created supply problems in the spring and early
summer 2600. In March, -a fire in the hydrotreater unit at BP's refinery in Whiting, IN,
resulted in a worker fatality and withdrawal of the unit from service for several weeks until
the cause of the fire had been identified and remedied 24 This cost BP a material portion of
its gasoline output from the refinery. In May, thunderstorm damage at the same refinery to a
cooling tower for a piece of gasoline feedstock equipment slowed production for several
days. Beginning on or around June 11, 2000, Premcor's Bluie Island refinery (which has an
80,000 bbl/day crude capacity) shut down completely for five days, after a lightning strike
damaged the electrical substation supplying the plant.

ifi. RFG I Manufacturing Problems

The difficulties in refinery operations discussed above affected the overall supply of gasoline
in the region. Difficulties in producing the new, more complex RFG II contributed to supply
problems specific to the Chicago/Milwaukee area. (See Figures 7-9, Appendix [Figure 7,
Figure 8, Figure 91). Refinery operators had to solve several new problems: (1) how to make
the new RBOB within stringent EPA specifications; (2} how to meet other specifications
(e.g., industry-wide driveability standards); and (3} how to meet those specifications without
reducing other gasoline production. In addition, as discussed separately below, one firm
asserted patents related to the production of RFG II, which may have contributed to some
refiners’ manufacturing difficulties.

Companies had differing degrees of success in their efforts to solve these problems, and their
ability to do so hmproved as they gained experience with making sumymer-grade Phase I
RBOB. The best prepared of the companies had made capital investments to produce lower
volatility components. One company required its refinery with primary responsibility for
making RBOB to produce batches in the beginning of March to gain experience in making
the product. Another major refinery increased total RBOB production over 1999, but at the
expense of approximately a § percent reduction in its total gasoline production,

Others refiners delayed the switch-over to RBOB until April, afler their spring tumarounds
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had been completed. Many refiners encountered the need to draw tanks down until virtually
empty to produce gasoline that met the relevant specifications. For the new summer RBOB,
this process required several refills, instead of the usual one or two, before the product in the
tanks met speciﬁcations.@ Once they resumed operations, some firms encountered more
difficulty than others in making sufficient quantities of RBOB.

The production of summer-grade Phase I RBOB requires 2 large portion of high-quality
ingredients. Many of these ingredients are required to make regular grade conventional
gasoline and, to an even greater degree, premium grade conventional gasoline, Stripping too
many of these ingredients from the conventional gasoline pool will reduce the total volume of
gasoline that can be produced at the refinery. Depending on the formulation of the RFG, a
one-gallon increase in RFG production can iead to more than a one-gallon decrease in
conventional gasoline production. This trade-off is greater with RFG 1L than it was with
RFGL

Given these choices, three refineries elected to produce significanily less Phase I
summer-grade RBOB compared to the Phase I RBOB they had produced in 1999. As the
price differentials between conventional gasoline and RFG Il widened, however, two of these
refineries imported volumes of high quality blendstocks from the Gulf Coast and took other
steps te allow incroased production of RBOB.

Not all refineries experienced difficulty in making RBOB. Two large and complex Gulf
Coast refineries, affiliated with Midwestern refiners, blended batches of RBOB within a two-
to four-week period after the extent of the Midwest shortage became apparent, and shipped
these batches to the Chicago area. Two other PADD Il refineries successfully produced
batches of RBOB but were unable to secure economic transportation to move them to
Chicago.

b. Pipeline Disruptions

Two pipelines serving parts of PADD II suffered unanticipated disruptions during the first
half of 2000. These pipeline disruptions directly reduced the supply of conventional gasoline
in several regions. The Explorer Pipeline, which runs from Houston through St. Louis to
Chicago, was closed for over five days in March 2000 because of a leak. Parts of the pipeline
ran at reduced capacity for several months afierward, ! and normal scheduling of shipments
did not resume until May 2000. The Wolverine Pipeline from Chicago to Detroit broke on
June 7 and was out of operation until June 16.

From March to May 2000, the capacity on the Explorer Pipeline from Houston to Tulsa was
reduced by nearly 25 percent. In addition, approximately 10 percent of the line's Tulsa to St.
Louis/Chicago capacity was lost due to post-break maintenance and testing activities, and
service after the disruption was irregular. Because the Tulsa region is 2 major source of light
petroleum products (primarily gasoline, jet fucl, and diese]) for therest of PADD I, 2
reduction in the pool of available products in that area is likely to have a widespread effect
throughout the PADD. The loss of throughput on Explorer represented about 13 percent of
the net pipeline movements of light products inte PADD Tt for March, April, and May 2000.
This corresponds to about 2.5 percent of total consumption of light products in PADD II, or
about 4.6 percent of light products consumption in the western portion of the PADID most

heavily dependent on the Explorer ling 4%}
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Staff did not perform a detailed destination-by-destination, product-by-product analysis of the
effects of the Explorer Pipeline break. However, news accounts, testimony, and interviews
suggest that the break had a disproportionate effect on supply of RFM destined primarily for
St. Louis and, to a lesser extent, conventional gasoline destined for Chicago.(8! Thus, the
Explorer Pipeline break and subsequent disruptions in service were a source of upward
pressure on gasoline prices throughout the region.

The Wolverine Pipeline shutdown, from June 7 to 16, affected the supply of conventional
gasoline to Detroit, and caused shortages in neighboring areas (particularly northern Ohio) as
gasoline was diverted to Detroit. Refiners brought product by truck from western Michigan,
upstream of the break, to help ease the shortage. Retail prices of conventional gasoline in
Detroit peaked at $2.03 per gallon on June 21, 2000, and dropped to $1.74 by July 13, 2000,
which gave Michigan one of the highest average gasoline prices in the nation for that

period. %2} During that period, Detroit conventional gasoline prices remained higher than
those in Chicago.

¢. Low Inventories

Inventories are held to: (1) meet anticipated seasonal demand peaks; (2) even out short-run
fluctuations in supply and demand; (3) accommodate minimum or efficient shipment sizes;
(4) hedge against future price movements; and (5) maintain minimum operating levels (e.g.,
gasoline must be present in the pipeline at all times to push product further through the pipe).
When actual inventories drop below minimum operating levels, the system effectively may
be running on empty. EIA reported that PADD Tl inventory levels in May and June 2000 were
at or near minimum operating levels. (See Figures 10 and 11, Appendix [Figure 10, Figure

1p.

Inventory levels in the industry have been declining for several years as firms have attempted
to adopt "just-in-time" distribution techniques. These trends have yielded cost savings
because capital is not tied up in "idle" stocks, but at the expense of less protection against
unexpected or not fully anticipated supply problems.

Levels of conventional gasoline inventory at the end of February 2000 in PADD II were
relatively low. The high price of crude oil (discussed later) appears to have caused refiners
across the nation, including those in PADD II, to draw down inventories in the hopes of
replenishing inventories later when prices dropped. In addition, the Explorer Pipeline break
likely contributed to the overall decline in regional inventories of conventional gasoline, as
companies drew them down to meet current demand. When refinery problems associated
with conversion to summer-grade Phase Il RFG and other refinery outages began mounting in
mid-April, already low stocks became practically depleted by mid-May, which initiated the
very rapid price run ups observed through mid-June. This effect was compounded by the need
to drain storage tanks of winter-grade RFG before filling them with summer-grade RFG.

By carly June, most refinery problems had been solved, throughput on the Explorer Pipeline
had returned to 90 percent of pre-break levels, and additional supplies had begun to reach the
Chicago/Milwaukee region by other transportation modes. The final mid-June price spurt was
probably triggered by a return to inventory building, which limited the amount of product
actually available for sale, and the unplanned, multi-day shutdown of Premcor's Blue Island
refinery. The rapid increase in supply soon brought inventories above previous levels and
prices fell dramatically so that, by mid-July, street prices were lower in Chicago than in a

http/iwww.fte.gov/os/2001/03/mwgasrpt.htm
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number of East Coast cities.
2. Secondary Factors
a. Unavailability of RFM as a Substitute for RFE

Chicago and Milwaukee are the only two non-attainment areas that rely exclusively on RFE.
Staff considered two competitive issues related to the use of ethanol as an oxygenate in these
markets. First, staff investigated whether the failure of any firms to ship RFM into Chicago
and Milwaukee to ease the shortage of RFE was the result of any collusive conduct. The
evidence suggests that the failure of firms to ship RFM into Chicago and Milwaukee in
response to the shortage of RFE in those markets was due to legitimate logistical issues, and
was not the result of any collusive conduct. Importation of RFM into Chicago and Milwaukee
during the price spike would have been logistically difficult. EPA regulations prohibit the
commingling of RFM and RFE anywhere in the distribution chain. To sell RFM where it had
previously sold RFE, a firm must either create a dual distribution system or drain all of its
storage tanks, including those both at the terminal and at retail stations, and refill them with
the new product. This would have been a costly and time-consuming fix for a problem that
was widely {and correctly) perceived in the industry as short-term. In any event, imports of
RFM would not have arrived in Chicago and Milwaukee any sooner than imports of RBOB
for local RFE production.

Second, staff investigated whether the adoption of RFE as the standard reformulated gasoline
in Chicago and Milwaukee was the result of any collusive activity. Staff found no evidence
that it was. The evidence suggests that the choice of RFE as the standard reformulated
gasoline for Chicago and Milwaukee was the result of independent decisions by the various
companies based on economic considerations (the low shipping costs of ethanol in the
Midwest and the various tax incentives for ethanol) and environmental concerns {the fact that
MTBE is perceived as posing environmental problems).

b. Unocal Patents

Unocal Corp. holds five patents relating to the production of gasoline to meet the RFG 1T
guidclines.fﬂ2 Unocal and other oil companies have disputed the role of these patents in the
high prices and decreased supply of RFG.51) Unocal was one of a group of oil companies
and automakers that began meeting in the late 1980s with officials from the California Air
Resources Board to develop cleaner-burning gasoline for California. 82 In December 1990,
Unocal applied for its first patent, which was issued in February 1994 .53} Unocal was issued
four supplemental patents, the most recent on February 29, 2000.

Unocal made its first patent public in 1995, prior to the June 1996 deadline for California gas
stations to begin selling cleaner-burning fuel, and announced that it expected its competitors
to pay royalties for the right to produce gasoline with its patented specifications. Six
competitors - Exxon, Mobil Oil, Chevron USA, Texaco Refining & Marketing, Atlantic
Richfield, and Shell il Products - sued, seeking to invalidate Unocal's patent. Unocal
counterclaimed contending its competitors had infringed its patent. A jury found in Unocal's
favor in 1997 and awarded $69 million in damages. The Court of Appeals for the Federal
Circuit affirmed the district court order on March 29, 2000, and the Supreme Court denied
the petition for a writ of certiorari on February 16, 2001. ’
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Two refiners that supply the Midwest provided evidence that they were unable to produce as
much RBOB as they would have but for the Unocal patents. All other refiners were either
noncommittal about the effect of the Unocal patents on their production or reported that the
patents did not significantly impede their production efforts for summer 2000.

¢. Waiver of RFG II Requirements in St. Louis

The March 9, 2000 Explorer Pipeline disruption affected the delivery of RFM to the St. Louis
area. The resulting shortage of reformulated gasoline in St. Louis prompted the EPA to grant
a temporary waiver from the RFG II requirements in the St. Louis area on March 17, 2000.
The EPA waiver for the St. Louis area continued until June 6, 2000. Lawmakers and retail
gasoline trade associations requested similar waivers in Chicago and Milwaukee in early June
2000, but EPA rejected these requests after it surveyed local refiners and concluded that
supplies of RFG IL in the Chicago and Milwaukee areas were "tight" but "adequate.”

The waiver increased incentives to supply more conventional gasoline instead of RFM to St.
Louis, thereby diminishing the supply of conventional gasoline in other areas of PADD I
including Chicago and Milwaukee. To the extent existing supplies of REM were freed up in
St. Louis due to increased use of conventional gasoline, that RFM could not be shipped to the

Chicago/Milwaukee area because RFE is used there.24)

Furthermore, the possibility that the EPA would grant waivers for Chicago and Milwaukee
may have contributed to the RFE supply shortage in Chicago and Milwaukee. The calls for
RFE waivers for Chicago and Milwaukee met nearly universal opposition from the large oil
companies, who argued that waivers would penalize companies that had invested to meet the
new RFG guidelines by allowing those companies that had not invested to sell cheaper
conventional gasoline. One refiner delayed its initial production of RBOB in part due to the
possibility that the EPA would grant a waiver in Chicago and Milwaukee. While one cannot
measure the effect of this decision, the uncertainty could have aggravated the supply situation
in the Midwest.

d. High Crude Qil Prices

High crude oil prices have been suggested as another possible cause of the price spike in
Midwest gasoline. In the oil industry, a large share of the reserves of the base commodity is
owned and regulated by sovereign nation states. These states regard crude oil as their primary
(and perhaps only) natural resource and tightly control how that resource is exploited.

In the second half of 1999, OPEC countries, joined by several non-OPEC oil exporting
countries, curtailed the global supply of crude oil. During the same period, worldwide
demand for petroleum products increased significantly, as economies in Asia and Europe
recovered and the United States continued its period of strong economic growth. As a result,
worldwide consumption of crude oil exceeded production in the spring and summer of 2000,
and U.S. inventories were low. Prices of crude oil increased dramatically in the spring of
2000. The average price of West Texas Intermediate crude oil in the first five months of 1999
was $12.60 per barrel, compared to $26.20 in the first five months of 2000. Refiners
responded to the crude oil price increases by cutting gasoline production and using existing
inventories of gasoline to meet demand, in the expectation that inventories could be

_replenished when crude oil prices dropped.
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While higher crude oil prices explain a substantial percentage of the national increase in
gasoline prices, they do not explain why Midwest gasoline prices rose more than prices
elsewhere. High crude oil prices did, however, contribute to the low inventory levels in the
Midwest and elsewhere, which, as discussed above, made it more difficult to respond to the
Midwest gasoline price spike.

. Increase in Gasoline Demand

The inelastic demand for gasoline means that even small increases in demand can result in
large price increases if supply does not also increase. Sales data suggest that increased
demand for gasoline in the Midwest in spring 2000 may have exacerbated supply shortages
and, therefore, the price spike. According to the data, sales of gasoline throughout PADD IT
increased by 2.1 percent from January to May 2000 compared to the same period a year
before.23) This is significantly higher than the national figure, which shows a decrease in
sales of 1.3 percent for the same time period 29 Once Midwest gasoline prices began
increasing dramatically in mid-May 2000, sales in Illinois and Wisconsin began to

decrease. 51
f. Taxes

State and local gasoline taxes have been cited as contributing to the gasoline price spike in
the Midwest. Although taxes may be a significant factor in determining the absolute level of
the price of gasoline, tax rates did not change in the region at any time during the price
fluctuations. Taxes rose only to the extent that some states and localities apply ad valorem
taxes, which rise in proportion to prices, rather than specific taxes, which are unaffected by
price changes.

Illinois, Indiana, and Michigan are among the states that levy ad valorem taxes on
gasolineﬁﬁl The city of Chicago, for example, applies a tax of $0.495 per gallon@ plus an
8.75 ad valorem tax (%9 Any gasoline price increase in the Chicago area therefore could be
magnified by up to an additional 8.75 percent, although the $0.495 per gallon tax would
remain unchanged. Thus, if the retail price of gasoline in Chicago were $1.60 per gallon, the
total tax included in that amount would be slightly more than $0.62; at a retail price of $2.15
per gallon, the total tax would be nearly $0.67 per gallon.@

3. Forecast Errors and Other Actions of Market Participants

The industry as a whole underestimated the likely extent of the supply shortage in spring and
early summer 2000. Numerous early indications suggested the possibility of a shortfall. For
example, the industry was generally aware in the first quarter of 2000 that refiners that had
previously supplied RBOB to third parties in Chicago and Milwaukee might be unable to do
50, that refinery staffs were anticipating having difficulty producing summer-grade Phase II
RBOB, and that traders anticipated difficulty obtaining Phase II summer-grade RBOB. In
forecasting production needs each refiner must estimate both the market demand and the
supply of all its competitors in order to determine its own production strategy. Small
forecasting errorsin supply and demand can have significant short run price effects because
of inelastic demand for gasoline. In planning for summer 2000, firms either underestimated
the difficulty of producing or obtaining Phase Il summesx-grade RBOB, or overestimated the
extent to which their rivals would increase supplies to mitigate the shortfall. One firm
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candidly acknowledged that, at least in hindsight, it had misread these signals and
consequently had underestimated the severity of the then-impending shortage. It is clear that
if market participants had more accurately forecast the supply shortage, the price spike would
have been dampened.

1t is not the purpose of this report - with the benefit of hindsight - to criticize the choices
made by the industry participants. Nonetheless, a significant part of the supply reduction was
caused by the investment decisions of three firms. When planning in advance of the
change-over to Phase II summer-grade RFG, three refiners that supply the Midwest made
investment decisions that significantly reduced the amount of summer-grade RBOB they
could produce in 2000 as compared to 1999. These decisions appear to have been driven by
the increased cost of producing RFG I relative to RFG I, and the need to upgrade their
refineries to be able to produce RFG II. These three firms limited capital expenditures to
upgrade their refineries only to the extent necessary to satisfy their branded needs (i.e., their
own branded gas stations and those marketers with whom they had supply contracts) for
summer-grade RBOB. As a result, these three firms produced, in the aggregate, 23 percent
less summer-grade RFG in 2000 than they had produced in 1999. These firms thus were able
to satisfy only the needs of their branded gas stations and their contractual obligations, and
could not sell summer-grade RFG on the spot market as they had done in prior years.

Once prices began to climb, some firms increased their supply of RBOB to the Midwest
market. Other firms delayed producing more RBOB in their Gulf Coast refineries because
they were uncertain how long the price differentials would last and, accordingly, could not
estimate whether rushing new supplies into the Midwest market would be profitable. They
were concerned that if other firms also reacted by increasing supplies, prices might quickly
fall and the increased supply would lower rather than raise their profits. Faced with this risk,
some firms delayed taking action to see whether the price spike was short-lived or
longer-lasting.

One firm increased its summer-grade RFG production substantially and, as a result, had
excess supplies of RFG available and had additional capacity to produce more RFG at the
time of the price spike. This firm did sell off some inventoried RFG, but it limited its
response because selling extra supply would have pushed down prices and thereby reduced
the profitability of its existing RFG sales. An executive of this company made clear that he
would rather sell less gasoline and earn a higher margin on each gallon sold than sell more
gasoline and earn a lower margin. Another employee of this firm raised concems about
oversupplying the market and thereby reducing the high market prices.

A decision to limit supply does not violate the antitrust laws, absent some agreement among
firms. Firms that withheld or delayed shipping additional supply in the face of a price spike
did not violate the antitrust laws. In each instance, the firms chose strategies they thought
would maximize their profits.

IV. Conclusion

The Commission has completed its investigation into the causes of the Midwest gasoline
price spike in spring and early summer 2000. During the course of its investigation, the
Commission examined a host of factors that have been suggested as possible causes of the
price spike. First and foremost, the Commission considered whether conduct that violated the
antitrust laws - specifically, collusion - led to the price increases. Notably, the Commission's
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investigation uncovered no evidence tending to demonstrate the existence of collusive
behavior, and considerable evidence suggesting that collusion was unlikely. The spike
appears-to have been caused by a combination of structural and operating decistons,
unexpected supply and production difficulties, forecasting errors by some industry
participants, and decisions by some firms to limit supply as they pursued profit-maximizing
strategies. The gasoline price spike in the Midwest was short-lived. Soon after prices spiked,
additional gasoline was produced and imported to the region, and prices dropped as quickly
and dramatically as they had risen. Notwithstanding the industry’s ability to respond to the
short-term problem, the long-term refining imbalance in the United States must be addressed,
or similar price spikes in the Midwest and other regions of the country are likely.

Endnotes:

1. Staff coordinated its investigatory efforts with the Attorneys General of Illinois, Wisconsin, Michigan, Ohio,
Indiana, Missouri, lowa, Minnesota, Kentucky, South Dakota and West Virginia.

2. Board of Governors of the Federal Reserve System, Historical istics for Industrial Production Capacity
and Utilization: Total Industry, G.17, Monthly.

3. Although OPEC reduced crude oil output in the second half of 1999, this cannot explain why Midwest
gasoline prices rose more than in other parts of the country because OPEC's actions affected all parts of the
United States similarly.

4. These three firms produced more conventional gasoline in the second quarter of 2000 than in 1999, and as a
result, in the aggregate, they produced roughly the same total amount of gasoline in the second quarter of 2000
as in 1999. Once prices spiked, two of these three refiners sought to supply more RFG by utilizing additional
high grade blendstocks to increase their effective capacity and by shipping in RFG from other refineries.
Nevertheless, the aggregate summer-grade RFG supply of these three firms was 17 percent lower in the second
quarter of 2000 than in 1999.

5. The Department of Energy divides the United States petroleum markets into five Petroleum Administration
for Defense Districts. PADD 11 encompasses Illinois, Indiana, Iowa, Kansas, Kentucky, Michigan, Minnesota,
Missouri, Nebraska, North Dakota, South Dakota, Ohio, Oklahoma, Tennessee, and Wisconsin.

6. Energy Information Administration, Office of Oil and Gas Daily Price Report (June 12, 2000; July 3, 2000;
July 24, 2000). RFG II requirements may differ between summer and winter and also among localities.

7. EPA Data, RFG-CG Price Information, based on Qil Price Information Service data (June 14, 2000, June 23,
2000). During the week of June 19, 2000, RFG prices at some Chicago gas stations were reported to have risen
as high as $2.50. See R. Kemper & K. Mellen, "As Pressure Builds, Price of Gas Falls," Chicago Tribune (June
23, 2000).

8. EPA Data, RFG-CG Price Information, based on Oil Price Information Service data (June 14, 2000, June 23,
2000).

9. For Chicago and Milwaukee, the price of regular unleaded RFE is used in the graph. For Dallas, the price is
for regular unleaded RFM. For Louisville and St. Louis, prices have been provided for both RFM and RFE:

10. This analysis was also performed using rack prices in Fairfax, Virginia, and Newark, New Jersey as a base,
and the results were the same.

11. EPA Data, RFG-CG Price Information (Fune 14, 2000, July 10, 2000, July 24, 2000).

12. Energy Information Administration, Motor Gasoline Watch (June 21, 2000, July 10, 2000, July 24, 2000) at
2.

13. 42 U.S.C: §§ 7401-7626.

14. The EPA classifies St. Lonis, Missouri as a Southem city.
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15. Ethanol is distilled primarily from com, and approximately $0 percent of ethanol produced in the United
States comes from Hlinois, fowa, Nebraska, and Minnesota.

16. California has announced a phase out of MTBE. Bills had been introduced in the Kansas and Missouri
legislatures to phase out MTBE, and Iowa has passed a law limiting MTBE content to two percent. See H.F. 772
(Appropriations), 78" Gen, Assexbly, Ch. 204, Sec. 15 (1999). Sirnilar measures have been discussed in other
Midwest states, In addition, private class action lawsuits have been filed against sellers of products containing
MTBE in several states, including Hlinois, New York, and California.

17. Federal law provides a $0.54 per gallon tax credit to distributors for each galion of ethano! they blend with
gasoline, resulting in 2 5.4 cent fax credit for each gallon of gasoline containing 10 percent ethanol, Tilincis law
waives 70 percent of its state sales tax (currently 6.5 percent) for gasoline blended with 10 percent ethanol, and
other states, inchuding Minnesota and South Dakota, provide smaller tax credits for ethanol blending.

18. There are RBOBs made in special circumstances for ultimate blending to RFM, but these are not a factor in
the Midwest. Accordingly, the term RBOB herein refers exclusively to RBOB for blending into RFE.

19, Most arcas of the United States east of the Rocky Mountains have access to gasoline refined in Texas and
Louisiana through a large network of pipelines and water transportation. West of the Rockies, tansportation
aliernatives within the region and from other regions are more lmited.

20. Because the spike in Midwest gasoline prices lasted Jess than two months, it is most appropriate to consider
the short-run price elasticity of gasoline. The following articles contain estimates of the short-qun price elasticity
for gasoline ranging from -0.1 to -0.4: Archibald R, and Gillingham, R., 1980, "An Analysis of the Short-Run
Consumer Demand for Gasoline Using Household Survey Data," Review of Economics and Statistics, Vel. 62,
pp. 622-628; Pulter, S, and Greening, L., 1999, "Household Adjustment to Gasoline Price Change: An Analysis
Using 9 Years of U.S. Survey Data," Energy Economics, Vol. 21, pp. 37-52; Melly, E., 1996, "Explaining
Variation in Elasticity of Gasoline Demand in the United States: A Meta Analysis,” The Energy Jowrnal, Vol,,
17, pp. 49-60; Kayser, H, 2000, "Gasoline Demand and Car Choice: Estimating Demand Using Household
Information,” Energy Economics, Vol. 22, pp. 331-348.

21. For an elasticity of -0.2, the Midwest price increase could have resulted from 2 supply shortage (or demand
increase) of approximately eight percent.

22. Marginal supply is the swing supply that would enter the market if prices rose and exit the market if prices
fell.

23. Higher crude prices led producars fo draw down inventories jn anticipation of replacing them later zt Tower
prices. See Organi: for B L& ion and Devel ("OECD), ional Energy Agency,
Monthly Ol Market Report (July 11, 2000} at 5, www.iea.org, ("Refiners do not really believe today's prices are
sustainable, and hesitate to run crude for product restocking.”). Gasoline stocks in the United States at the end of
March 2000 were estimated to be 5.6 percent below the level of March 1999; gasoline stocks in PADD H at the
end of March 2000 were estimated to be 5.7 percent below the level of March 1999. Energy Information
Administration, Petroleurn Supply Monthly, May, 2000, historical tables on line at

wyw.ele dog, nuhioll_gresdy Vil et

dpetruteron_suppiy. i 2600/ 20 xttable s b,

24. Union Osl Co, ». Atlantic Richfield Co., 208 F.3d 989 (Fed. Cir. 2000}, cert. denied, ___U.S. __ (February
16, 2001).

25. On June 21, 2000, the Commission opened a formal nvestigation. Midwest Gasoline Price Investigation,
FTC File No. 001 0174,

26. Commission staff attempted to obtain weekly praduction data from the refiners to support an econometric
analysis that could quantify the impact of certain variables on Midwest gasoline prices. However, few of the
subpoenaed refiners maintain weekly production data in a form that could be used.

27.15U8.C. §§ 1-7. The Sherman Act is enforced by the Department of Justice; it also permits suits by private
claimants and state attorneys general.
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28.15U.S.C. §§ 41-58. The FTC Act is enforced only by the Federal Trade Commission.

29.15U.S.C. § 1. Section 1 has been interpreted by the Supreme Court to prohibit only "unreasonable”
restraints. See Standard Oil Co. v. United States, 221 U.S. 1 (1911). Certain kinds of agreements, such as
agreements to fix prices or output, or allocate customers or territories, have been deemed so likely to be

anti itive, absent any legiti ic integration among the participants, that they are conclusively
presumed to be illegal (i.e., illegal per se). See Broadcast Music, Inc. v. CBS, 441 U.S. 1, 19-20 (1979);
Northern Pac. Ry. v. United States, 356 U.S. 1, 5 (1958).

30.15USC §2.

31.15U.8.C. § 45. Section 5 also reaches conduct that violates the "spirit" or policies of the other antitrust laws
- that is, conduct that is similar in its likely competitive effect to other violations - but not technically within the
letter of those statutes. See, e.g., FTC v. Brown Shoe Co., 384 U.S. 316 (1966).

32. See also In re Brand Name Prescription Drugs Antitrust Litigation, 186 F.3d 781, 785 (7th Cir. 1999)
(Posner, C.1.) (absent direct evidence of collusion, plaintiffs must present "circumstantial evidence, economic in
character, that [defendants'] behavior could better be explained on the hypothesis of collusion than on the
hypothesis that each was embarked on an individual rather than a concerted course of action™).

33. Parallel behavior is an observation of similar behavior by a group of competitors at about the same time,
Interdependent conduct may be described as a sequence of competitive decisions that are made in response to
those preceding it and in hope or expectation that others will follow it. See, e.g., Petroleum Products, 906 F.2d
at442n.5.

34. See, e.g., United States v. Container Corp., 393 U.S. 333, 336-37 (1969).

35. See, e.g., Petroleum Products, 906 F.2d at 226-27.

36. Id. at 449-50.

37. See, e.g., Pittsburgh Plate Glass Co. v. United States, 260 F.2d 397, 400-01 (4th Cir. 1958), affd, 360 U.S.
395 (1959). But evidence of meetings or other communications that shows no more than a "mere opportunity to
conspire” is insufficient, by itself, to support an inference of conspiracy, at least where the defendants offer
plansible, legitimate business justifications for the communications. See, e.g., Greater Rockford Energy & Tech.
Corp. v. Shell Oil Co., 998 F.2d 391, 396-97 (7th Cir. 1993), cert. denied, 510 U.S. 111 (1594).

38. See, e.g., Apex Oil Co. v. DiMauro, 822 F.2d 246, 255 (2d Cir.), cert. denied, 484 U.S. 977 (1987).

39. See, e.g., JTC Petroleum Co. v. Piasa Motor Fuels, Inc., 190 F.3d 775, 779 (7th Cir. 1999) (Posner, C.1.)
40. See, e.g., Lamb’s Patio Theatre v. Universal Film Exch., 582 F.2d 1068, 1070 (7th Cir. 1978).

41. The historical data actually show a differential of 5-7 cpg for Phase 1 RFE in Chicago over RFM in Dallas.
The 8-10 cent number used in the text reflects a cost-based differential for Phase I RFE and Phase II RFM that

is about 3 cents higher than for the corresponding Phase I products.

42. Each company testified that prices were discussed only to the extent necessary to contract for a purchase or
exchange, and no evidence was uncovered to the contrary.

43. A consulting firm, PIRA, Inc., collects semiannual forecasts of turnaround activity from a number of
refiners, and uses this information to publish agg i of capacity reductions by PADD by month.
PIRA apparently does not attempt to update its figures for actual turnarounds taken, nor does it track
unanticipated refinery problems.

44. The Oil Daily, March 2, 3, 6, 2000; Octane Week, March 6 and April 3, 2000.

45. The EPA regulations provide two different specifications. Each batch must attain minimum levels of
pollution reduction. In addition, to date batch-to-batch variations, the average of all batches over the
course of a sedson must meet higher pollution reduction targets, which means that at least some individual
batches must have greater than average pollution reduction.
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46. The Office of Pipeline Safety of the Department of Transportation only approved resumption of full
operations in December 2000.

47. The estimate uses consumption for all the states in PADD 1I west of the Mississippi and Illinois, plus half of
Indiana's consumption.

48. The other principal pipeline from the Gulf Coast to the Midwest is the TEPPCO pipeline. This pipeline
comes no closer to St. Louis than Cape Giradeau, MO, and serves Chicago through a lateral line to Hammond,
IN from Seymour, IN in the southern part of that state. Barges remain the only other cost effective means of
transportation from the Guif Coast to Chicago.

49. While Detroit is not required to use RFG, it relies on low RVP conventional gasoline, a product unique to
that market. The low RVP conventional gasoline used by Detroit requires some of the same materials used to
make RFE for the Chicago market; hence the Detroit gasoline price is set to some extent by competition with
Chicago for scarce supplies of these blendstocks.

50. Most refiners and experts seem to believe that the production of RFE more directly implicates the Unocal
patent than RFM, because the extremely low RVP required in refining RBOB for ethanol blending reduces
refiners' flexibility to produce RBOB blends without following Unocal's formula.

51. See, e.g., Facts About the RFG Patents, www.unocal.convrigpatentrfgfact iy D. Koenig, Higher Gasoline
Prices Predicted, AP Online, May 31 2000; Gasoline Pnces in Perspectives,

www.bp.com/consuimer; /s icesupply; Tt of J. Louis Frank President Marathon Ashland
Petrolevm LLC, Federal News Service June 29, 2000; Statement of James McCarthy, General Manager, CITGO
Petrolewm Corporation, Federal News Service July 20, 2000; Refineries Struggle to Keep Up With Demand,
Florida Times-Union (Jacksonville, FL) May 27, 2000 at D-7.

52. See Auto/Oil Study Provisions, www.unocal.comy/rfgpatent/r himat 1.

53. See RFG Emissions Research, www unocal.comv/rlgpatent/rfgresch.htm at 1.

54. At least two refiners that served the St. Louis market were left with large inventories of REM that could only
be sold at a loss when the EPA granted the waiver there.

55. EIA statistics show the following changes in sales for the states in PADD II for January through May 2000
compared to the same period in 1999: Illinois (-0.4 percent); Indiana (-2.2 percent); Iowa (+3.4 percent); Kansas
(-0.5 percent); Kentucky (-1.0 percent); Michigan (+0.4 percent); Minnesota (+3.7 percent); Missouri (+4.6
percent); Ohio (+1.2 percent); and Wisconsin (+2.3 percent). Although the data show a decrease in sales in
Illinois, the data also show that sales in Illinois in March through May 2000 were 1.2 percent higher than the
same period a year earlier.

56. Energy Information Administration, Department of Energy, Prime Supplier Report, various issues.

57. Illinois and Wisconsin sales decreased from May 2000 to June 2000 by 3.2 percent and 1.1 percent
respectively.

58. Monthly Motor Fuel, OHPJ, at 10-11. Similar taxes apply in California, Georgia, Hawaii and New York. /d.
at1l.

59. Consisting of federal tax of 18.4 cpg; statewide IL excise tax of 19.0 cpg; statewide IL storage tax of 1.1
cpg; Cook County excise tax of 6.0 cpg; and Chicago excise tax of 5.0 cpg.

60. Consisting of statewide IL sales tax of 6.25 per cent; Cook County sales tax of 0.75 per cent; Chicago sales
tax of 1.00 per cent; and Regional Transportation Authority tax of 0.75 per cent.

61, In early July, Illinois followed Indiana's Iead and suspended the state portion of the sales tax (5.0 percent)
through the end of the year 2000. The fall in wholesale prices begmrung in late June 2000 would have led to a
decrease in retail prices even without the tax Other Mid m states, incleding Wisconsin, rejected

removal of any or all of their taxes on gasoline.
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Federal Trade Commission
608 Penmsylvania Avenue, NW
Washington, DC 20580

For Your knformation: May 15, 2001 Related Documents:

Elgotric Information

The staff of the Bureau of Economics and of Policy Planning of the adminisimtion, Elestri
Federal Trade Ce ission has submitted co to the Energy  Power Swiveys, V010007
Information Administration (EIA) concerning EIA's proposal to S

expand confidential treatment of data that it collects pursuant to its

statutory mandate to manage a centralized, comprehensive, and

unified energy information program. The affected information,

which is collected on a plant-level basis, includes fuel consumption,

quantity, quality, and cost: sales at retail and wholesale; retail sales

revenue and number of customers; financial data; thermal output;

and cost of purchased power, EIA proposes to now treat as

confidential certain additional operational data that it collects from

fossil-fueled steam-electric power plants.

EIA is concerned that with the increase in competition in wholesale
markets, there is a corresponding nieed for protection from
disclosure of commercially sensitive information.

The comment noted that the FTC has a longstanding interest in
regulation and competition in energy markets, including proposals to
reform regulation of the electric power and natural gas industries.
The staff has submitted numerous comments concerning these issues
at both the federal and state levels, and the FTC has reviewed
proposed mergers involving electric power generators and
companies that supply fuel for electric generators.

According to the comment, FTC staff's concern about the EIA
proposal to treat additional categories of information as confidential
is that it may be premature and may reduce the effectiveness of
regulatory reform planning and market monitoring efforts of state
and Federal regulatory and law enforcement agencies during the
critical, early stages of the transition from regulation to competition.
In particular, the staff comment says, the ability of state and Federal
regulators and competition agencies to understand the complexitics
of the existing clectric transmission system, and proposed changes
to the system, may depend upon computer simulations and other
analytical techniques that rely on comprehensive, plant-leve] EIA
data. For example, the staff comment noted that antitrust and
regulatory agencies often use these computer simulation models of
the electric power grid in designing regulatory reform proposals and
evaluating prospective mergers

In the event that EIA does opt for confidential treatment of the
plant-level data as proposed, some of the harm to effective
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regulatory and law-enforcement oversight might be alleviated by
developing a system for selective access to the data for state as well
as Federal agencies, the staff comment suggested. The Commission
encourages EIA to assess the costs and benefits of the EIA proposals
and of alternative approaches before reaching a final determination
on expanding confidential treatment of EIA survey data.

This comment represents the views of the staff of the Bureau of
Economics and of Policy Planning of the Federal Trade
Commission. They are not necessarily the views of the Federal
Trade Commission or any individual Commissioner. The
Commission vote authorizing staff to submit the comment to DOE
was 5-0.

Copies of the staff comment are available from the FTC's web site at

hiipe/www, fie.gov and also from the FTC's Consumer Response Center, Room 130,
600 Pennsylvania Avenue, N.W., Washington, D.C. 20580; toll-free:
877-FTC-HELP (877-382-4357); TDD for the hearing impaired 202-326-2502. To
find out the latest news as it is announced, call the FTC NewsPhone recording at

202-326-2710,

MEDIA CONTACT:
Howard Shapiro
Office of Public Affairs
202-326-2176

STAFF CONTACT:
John C. Hilke
Burequ of Economics
303-844-3565
or
Michael S. Wroblewski
Policy Planning
202-326-2155

(FTC Matter No: V010007)

(doe-eia-comment)
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Federal Trade Commission
600 Pennsylvania Avenue, NW
Washington, DC 20580

For Release: May 7, 2001 Related Documents:
. e L. File No. 981 0187
FTC Closes Western States Gasoline Investigation In the Matter of Western
States Gasofine Pricing.
Investigation Finds No Illegal Activity By Oil Refiners Closing Letters [PDF 526K]
Statement of
The Federal Trade Commission today announced the completion of Commissioners Anthony,
P L y N AN . Swindle, and Leary
its investigation of various marketing and distribution practices
employed by the major oil refiners in Arizona, California, Nevada, Statement of
. " " Commissioner Thompson
Oregon, and Washington ("Western States"). After an almost
three-year investigation, the Commission found no evidence of
conduct by the refiners that violated federal antitrust laws.

According to Commissioners Sheila F. Anthony, Orson Swindle and
Thomas B. Leary, the FTC initiated the investigation to explain the
differences in the price of gasoline between Los Angeles, San
Francisco and San Diego. Regarding the particular question that was
investigated - whether there was a violation of antitrust laws - the
investigation produced no evidence of illegal conduct by the
refiners.

The Commissioners write that "[t]he investigation produced no
evidence of horizontal agreement on price or output at any level of
supply." While zone pricing -- the practice whereby refiners "set
uniform wholesale prices and supply branded gasoline directly to
their company-~operated and leased stations and to some independent
open dealer stations within a small but distinct geographic area
called a 'price zone™ - exists in the Western States, the investigation
found no evidence of collusion between oil companies in
furtherance of this practice.

In addition, the Commissioners state that "the investigation revealed
no evidence of conspiracy or coordination" in marketing practices
known as "redlining” - the refiners’ practice of preventing
independent gasoline distributors - "jobbers" - "from competing with
them to supply branded gasoline to independent dealers in
metropolitan areas.”

In the absence of such a conspiracy, redlining "likely would be
evaluated under the rule of reason," which "would require the
Commission to show actual or prospective consumer harm."
However, the investigation "uncovered no evidence that any refiner
had the ability profitably to raise price market-wide or reduce output
at the wholesale level, nor did it find a situation in which a refiner

af2 6/8/01 1:01 PM
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adopted redlining in a metropolitan area and increased market-wide
prices." As a result of these findings, the Commission voted to close
the investigation.

Commissioner Mozelle W. Thompson stated in a concurring
statement that despite voting with the majority, he remains
"somewhat troubled by the practice of site-specific redlining that
some West Coast refiners utilize as part of their distribution
strategies.” Thompson adds that "[s]uch vertical restraints could be
unlawful in those circumstances where - whether in the Western
States or other gasoline markets - the practice leads to
higher-than-otherwise wholesale prices."” He concludes by saying he
believes that, "should the Commission find evidence in any future
investigation that site-specific redlining results in anticompetitive
effects without generating countervailing consumer benefits, it
would challenge the practice.”

The Commission vote to close the investigation was 4-0, with
Chajrman Robert Pitofsky recused from participating.

Copies of the C i ! are available from the FTC's Web site at
hitp/fwwiv fe.gov and also from the FTC's Consumer Response Center, Room 130,
600 Pennsylvania Avenue, N.W., Washington, D.C. 20580; 877-FTC-HELP
(877-382-4357); TDD for the hearing impaired 202-326-2502. To find out the latest
news as it is announced, call the FTC NewsPhone recording at 202-326-2710.

MEDIA CONTACT:
Mitchell J. Katz
Office of Public Affairs
202-326-2161

STAFF CONTACT:
Molly Boast, Director
Bureau of Competition
202-326-2039

(FTC File No. 981-0187)
{Western.wpd)
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UNITED STATES OF AMERICA

FEDERAL TRADE COMMISSION

WASHINGTON, D.C. 20580

Office of the Secretary

May 7, 2001

Ronald C. Redcay, Esq.

Amold & Porter

Counsel for ARCO, a subsidiary of
BP America, Inc.

777 South Figueroa Street

Forty-Fourth Floor

Los Angeles, California 90017-5844

Re: Western States Gasoline Pricing, FTC File No. 981-0187

Dear Mr. Redcay:

The Federal Trade Commission has conducted a nonpublic investigation to determine
whether certain oil refiners have adopted distribution restrictions or other practices that have
lessened competition in wholesale or retail gasoline markets in the western United States, in
violation of Section 5 of the Federal Trade Commission Act, 15 U.S.C. § 45, as amended, or any
other statute enforced by the Commission.

Upon further review of this matter, it now appears that no additional action is warranted
by the Commission at this time. Accordingly, the investigation has been closed. This action is
not to be construed as a determination that a violation may not have occurred, just as the
pendency of an investigation should not be construed as a determination that a violation has
occurred. The Commission reserves the right to take such further action as the public interest
may require.

By direction of the Commission, Chainman Pitofsky recused.

Dot b ke

Donald S. Clark
Secretary

Attachments;

Statement of Commissioner Anthony, Commissioner Swindle, and Commissioner Leary
Concurring Statement of Commissioner Thompson
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UNITED STATES OF AMERICA

FEDERAL TRADE COMMISSION
WASHINGTON, D.C. 20580

Office of the Secretary

May 7, 2001

Paul R. Truebenbach, Esq.
Chevron Products Company
Building T-4244

6001 Bollinger Canyon Road
San Ramon, CA 945583-2324

Re: Western States Gasoline Pricing, FTC File No. 981-0187

Dear Mr. Truebenbach:

The Federal Trade Commission has conducted a nonpublic investigation to determine
whether certain oil refiners have adopted distribution restrictions or other practices that have
lessened competition in wholesale or retail gasoline markets in the westem United States, in
violation of Section 5 of the Federal Trade Commission Act, 15 U.S.C. § 45, as amended, or any
other statute enforced by the Commission.

Upon further review of this matter, it now appears that no additional action is warranted
by the Commission at this time. Accordingly, the investigation has been closed. This action is
not to be construed as a determination that a violation may not have occurred, just as the
pendency of an investigation should not be construed as a determination that a violation has
occurred. The Commission reserves the right to take such further action as the public interest
may require.

By direction of the Commission, Chairman Pitofsky recused.

Dyl Gk

Donald S. Clark
Secretary

Attachments:

Statement of Commissioner Anthony, Commissioner Swindle, and Commissioner Leary
Concurring Statement of Commissioner Thompson



229

UNITED STATES OF AMERICA

FEDERAL TRADE COMMISSION
WASHINGTON, D.C. 20580

Office of the Secretary

May 7, 2001

Lynda Irvine, Esq.
Equilon Enterprises LLC
c/o Equiva Services LLC
1 Shell Plaza

910 Louisiana

Houston, Texas 77002

Re: Western States Gasoline Pricing, FTC File No. 981-0187

Dear Ms. Irvine:

The Federal Trade Commission has conducted a nonpublic investigation to determine
whether certain oil refiners have adopted distribution restrictions or other practices that have
lessened competition in wholesale or retail gasoline markets in the western United States, in
violation of Section 5 of the Federal Trade Commission Act, 15 U.S.C. § 45, as amended, or any
other statute enforced by the Commission.

Upon further review of this matter, it now appears that no additional action is warranted
by the Commission at this time. Accordingly, the investigation has been closed. This action is
not to be construed as a determination that a violation may not have occurred, just as the
pendency of an investigation should not be construed as a determination that a violation has
occurred. The Commission reserves the right to take such further action as the public interest
may require.

By direction of the Commission, Chairman Pitofsky recused.

Dald . U —

Donald S. Clark
Secretary

Attachments:

Statement of Commissioner Anthony, Commissioner Swindle, and Commissioner Leary
Concurring Statement of Commissioner Thompson
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UNITED STATES OF AMERICA

FEDERAL TRADE COMMISSION

WASHINGTON, D.C. 20580

Office of the Secretary

May 7, 2001

Carter Simpson, Esq.
ExxonMobil Corporation
3225 Gallows Road, 3D2114
Fairfax, Virginia 22037-0001

Re: Western States Gasoline Pricing, FTC File No. 981-0187

Dear Mr. Simpson:

The Federal Trade Commission has conducted a nonpublic investigation to determine
whether certain oil refiners have adopted distribution restrictions or other practices that have
lessened competition in wholesale or retail gasoline markets in the western United States, in
violation of Section 5 of the Federal Trade Commission Act, 15 U.S.C. § 45, as amended, or any
other statute enforced by the Commission.

Upon further review of this matter, it now appears that no additional action is warranted
by the Commission at this time. Accordingly, the investigation has been closed. This action is
not to be construed as a determination that a violation may not have occurred, just as the
pendency of an investigation should not be construed as a determination that a violation has
occurred. The Commission reserves the right to take such further action as the public interest
may require.

By direction of the Comimission, Chairman Pitofsky recused.

0 e

Donald S. Clark
Secretary

Attachments:

Statement of Commissioner Anthony, Commissioner Swindle, and Commissioner Leary
Concurring Statement of Commissioner Thompson
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UNITED STATES OF AMERICA

FEDERAL TRADE COMMISSION

WASHINGTON, D.C. 20580

Office of the Secretary

May 7, 2001

Charles W. Corddry, Il Esq.
Shell Oil Company

910 Lonisiana Street, 48" Floor
Houston, Texas 77002

Re: Western States Gasoline Pricing, FTC File No. 981-0187

Dear Mr. Corddry:

The Federal Trade Commission has conducted a nonpublic investigation to determine
whether certain oil refiners have adopted distribution restrictions or other practices that have
lessened competition in wholesale or retail gasoline markets in the western United States, in
violation of Section 5 of the Federal Trade Commission Act, 15 U.S.C. § 45, as amended, or any
other statute enforced by the Commission.

Upon further review of this matter, it now appears that no additional action is warranted
by the Commission at this time. Accordingly, the investigation has been closed. This action is
not to be construed as a determination that a violation may not have occurred, just as the
pendency of an investigation should not be construed as a determination that a violation has
occurred. The Commission reserves the right to take such further action as the public interest
may require.

By direction of the Commission, Chairman Pitofsky recused.

Donald S. Clark
Secretary

Attachments:

Statement of Commissioner Anthony, Commissioner Swindle, and Commissioner Leary
Concurring Statement of Commissioner Thompson
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UNITED STATES OF AMERICA

FEDERAL TRADE COMMISSION

WASHINGTON, D.C. 20580

Office of the Secretary

May 7,2001

Texaco, Inc.

c/o Timothy E. Boyle, Esq.

Howrey Simon Amold & White LLP
1299 Permsylvania Avenue, N.W.
Washington, DC 20004-2402

Re: Western States Gasoline Pricing, FTC File No. 981-0187
Dear Mr. Boyle:

The Federal Trade Commission has conducted a nonpublic investigation to determine
whether certain oil refiners have adopted distribution restrictions or other practices that have
lessened competition in wholesale or retail gasoline markets in the western United States, in
violation of Section 5 of the Federal Trade Commission Act, 15 U.S.C. § 45, as amended, or any
other statute enforced by the Commission.

Upon further review of this matter, it now appears that no additional action is warranted
by the Commission at this time. Accordingly, the investigation has been closed. This action is
not to be construed as a determination that a violation may not have occurred, just as the
pendency of an investigation should not be construed as a determination that a violation has
occurred. The Commission reserves the right to take such further action as the public interest
may require.

By direction of the Commission, Chairman Pitofsky recused.

bk

L4
Donald S. Clark
Secretary

Attachments:

Statement of Commissioner Anthony, Commissioner Swindle, and Commissioner Leary
Concurring Statement of Commissioner Thompson
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UNITED STATES OF AMERICA

FEDERAL TRADE COMMISSION

WASHINGTON, D.C. 20580

Office of the Secretary

May 7, 2001

Wilkes McClave I, Esq.

Senior Vice President and General Counsel
Tosco Corporation

72 Cummings Point Road

Stamford, Connecticut 06902

Re: Western States Gasoline Pricing, FTC File No. 981-0187

Dear Mr. McClave:

The Federal Trade Commission has conducted a nonpublic investigation to determine
whether certain oil refiners have adopted distribution restrictions or other practices that have
lessened competition in wholesale or retail gasoline markets in the western United States, in
violation of Section 5 of the Federal Trade Commission Act, 15 U.S.C. § 45, as amended, or any
other statute enforced by the Commission.

Upon further review of this matter, it now appears that no additional action is warranted
by the Commission at this time. Accordingly, the investigation has been closed. This action is
not to be construed as a determination that a violation may not have occurred, just as the
pendency of an investigation should not be construed as a determination.that a violation has
occurred. The Commission reserves the right to take such further action as the public interest
may require.

By direction of the Commission, Chairman Pitofsky recused.

Dol (o

Donald S. Clark
Secretary

Attachments:

Statement of Commissioner Anthony, Commissioner Swindle, and Commissioner Leary
Concurring Statement of Commissioner Thompson
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UNITED STATES OF AMERICA

FEDERAL TRADE COMMISSION

WASHINGTON, D.C. 20580

Office of the Secretary

May 7, 2001

Diane Sinclair, Bsq.

Managing Attomey

Ultramar Diamond Shamrock Corporation
P.O. Box 696000

San Antonio, Texas 78269-6000

Re: Western States Gasoline Pricing, FTC File No. 981-0187

Dear Ms. Sinclair:

The Federal Trade Commission has conducted a nonpublic investigation to determine
whether certain oil refiners have adopted distribution restrictions or other practices that have
lessened competition in wholesale or retail gasoline markets in the western United States, in
violation of Section S of the Federal Trade Commission Act, 15 US.C. § 45, as amended, or any
other statute enforced by the Commission.

Upon further review of this matter, it now appears that no additional action is warranted
by the Commission at this time. Accordingly, the investigation has been closed. This action is
not to be construed as a determination that a violation may not have occurred, just as the
pendency of an investigation should not be construed as a determination that a violation has
occurred. The Commission reserves the right to take such further action as the public interest
may require.

By direction of the Commission, Chairman Pitofsky recused.

Lorald§ Ut

Donald S. Clark
Secretary

Attachments:

Statement of Commissioner Anthony, Commissioner Swindle, and Commissioner Leary
Concurring Statement of Commissioner Thompson
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STATEMENT OF COMMISSIONERS SHEILA F. ANTHONY,
" ORSON SWINDLE, AND THOMAS B. LEARY

Concerning
‘Western States Gasoline Pricing Investigation

File No. 981-0187

The Federal Trade Commission has completed its investigation of various marketing and
distribution practices employed by the major oil refiners in Arizona, California, Nevada,
Oregon, and Washington ("Western States”). Initiated almost three years ago to explain
the differences in the price of gasoline between Los Angeles, San Francisco, and San
Diego, the investigation was extensive.L) It examined whether observed price differences
between metropolitan areas, service disruptions, and abrupt price increases at the refiner,
wholesale, and retail levels were the result of illegal conduct by the Western States
refiners. In its recently-concluded investigation of last year's gasoline price spikes in
Midwestern States, the Commission was asked to identify the full array of reasons for the
price increases. In the Western States matter, however, the Commission was asked to
investigate solely whether there was an antitrust violation.’2) Accordingly, this statement
touches only briefly on significant non-antitrust factors, such as limited refining capacity,
specialized fuel requirements, or the costs of shipping gasoline or crude oil to the Western
States. On the particnlar question that was investigated, the investigation produced no
evidence of conduct that violates the antitrust laws.

The Western States have several important characteristics that set them apart from much
of the rest of the U.S. gasoline market. Two of the most important characteristics are their
relative isolation from the Gulf Coast, which has the largest pool of refined petroleum
products in the U.S., and their unique product requirements, such as gasoline satisfying
California Air Resources Board ("CARB") standards. There are also a limited number of
gasoline refiners in the Westem States -- BP/ARCO, Chevron, Equilon, ExxonMobil,
Tesoro, Tosco, Ultramar Diamond Shamrock, and Valero -- and all refiners do not
compete in all metropolitan areas. Thus, markets at the refining level of the industry are
moderately or highly concentrated, as are markets as the wholesale level, which includes
both refiner-controlled and independent distributors of gasoline. Our investigation
examined marketing and distribution practices within this industry context.

The investigation produced no evidence of horizontal agreement on price or output at any
level of supply. The investigation did identify some similarities in distribution practices.
Most refiners set uniform wholesale prices and supply branded gasoline directly to their
company-operated and leased stations and to some independent open dealer'3! stations
within a small but distinct geographic area called a "price zone." These price zones are
roughly drawn to define an effective area of local competition among retailers, based on
geographic features and local demand patterns. The investigation revealed no evidence of
coordination by refiners in their use of price zones or in the zones' geographic locations or
dimensions.

Refiners also sell branded gasoline to independent distributors ("jobbers"), who resell to

6/8/01 1:02 PM
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the jobber's own stations™®) or to independent stations not served by the refiner. Most of
the Western States refiners prevented their jobbers from competing with them to supply
branded gasoline to independent dealers in metropolitan areas, a practice called
"redlining.") There are two general types of redlining; 1) territorial, in which the contract
between the refiner and the jobber gives the refiner the right to refuse to approve the
jobber's request to supply branded gasoline to independent stations or supply its own
stations in specific price zones; and 2) site-specific, in which the contract includes
financial disincentives for the jobber to sell in locations directly supplied by the refiner
and prevents a jobber from shipping low-priced gasoline to stations located in high-priced
zones. & Refiners use different redlining methods and redline different geographic areas.
The result is that, in certain metropolitan price zones, refiners either prevent or discourage
their jobbers from undercutting refiner prices to company-supplied stations. Again, the
investigation revealed no evidence of conspiracy or coordination of these practices by
vertically integrated West Coast refiners.

Absent a conspiracy among refiners, redlining likely would be evaluated under the rule of
reason. This would require the Commission to show actual or prospective consurmer harm.
Absent direct proof of harm, the Commission would need to prove a refiner had the ability
profitably to raise price or reduce output. In an evaluation of consumer harm, it is also
necessary to consider whether the discounted jobber prices -- which were designed in part
to stimulate incremental sales in more rural areas or new markets(Z! -- would be (or
continue to be) offered in the event jobbers could simply solicit sales from the refiners'
existing customers.(8! The investigation uncovered no evidence that any refiner had the
ability profitably to raise price market-wide or reduce output at the wholesale level, nor
did it find a situation in which a refiner adopted redlining in a metropolitan area and
increased market-wide prices.

In conclusion, the investigation did not uncover any evidence of conduct by the Western
States refiners that would, on balance, result in likely consumer harm sufficient to
establish an antitrust violation. Accordingly, the Commission has closed its antitrust
investigation of Western States gasoline pricing.

Endnotes:

1. The inquiry led to the production of over 300 boxes of documents, huge amounts of statistical data in
electronic form, over 100 interviews, and over 30 investigational hearings.

2. The primary focus of the investigation was on certain distribution practices employed by West Coast
refiners that could possibly have explained the price patterns in the Western States. Although the
investigation concluded that this limited set of practices does not appear to violate the antitrust laws, this
determination should not be construed as an opinion regarding the legality of any broader set of distribution
practices or of similar practices employed by refiners in other regions.

3. Independent dealers who own the land and improvements, run the station, and agree to sell a company's
brand for a specified period of time are called "open dealers.” They are supplied by refiners directly or by
independent distributoss.

4, A more complete summary of distributional arrangements and their rationales can be found in Shepard,
Andrea, "Contractual Form, Retail Price, and Asset Characteristics in Gasoline Retailing,” 24:1 Rand J.
Econ. 58 (Spring 1893).

5. Redlining and price zones are nationwide practices. This investigation focused on West Coast practices.

him
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6. In its most common form, site-specific redlining, as the name implies, occurs when a refiner sets a price to
the jobber based upon the jobber's stated delivery location. Refiners use various methods to track deliveries
and thereby ensure that jobbers do not divert gasoline intended for an area where prices are low to an area
where they are high. In one variation, the refiner adjusts its prices to the jobbers via a post-sale
end-of-the-month accounting intended to reflect changes in retailer prices or other refiners' wholesale prices
that prevailed during the p ding month. Site-specific redlining di the incentive for a jobber to
charge lower prices to its customers. This could have the same practical effect as airtight territorial redlining,
but for the reasons stated in the text, there is insufficient evidence to prove an antitrust violation.

7. Jobbers can serve multiple brands, thereby allowing their trucks to carry different brands of gasoline on
successive runs.

8. Some of the major gasoline marketers in California charge different prices to different jobbers at the rack
depending on the destination of the gasoline. If jobbers arbitrage gasoline between different locations, this
zoning scheme will fail.

6/8/01 1:02 PM
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Concurring S t of C issi Mozelle W. Th
Western States Gasoline Pricing

File No. 981-0187

The Western States gasoline markets are both concentrated and isolated from other
refinery markets in our country. New refineries likely could not be built in the near future
to increase competition in the Western States markets, and information about the markets
is readily available to market participants so that they may monitor each others' activities.
Consequently, gasoline prices in the Western States markets most likely suffer
oligopolistic pricing, and in fact, their prices are among the highest in the country. Further,
this market structure makes the Western States gasoline markets more susceptible to the
employment, and vulnerable to the possible anticompetitive effects, of distributional
restraints.

The Commission has closed the investigation into whether certain distribution practices
employed by the Western States gasoline refiners amount to antitrust violations. I voted to
close our investigation because I believe that insufficient evidence exists showing that any
of the Western States refiners' distributional practices have themselves caused higher
wholesale and retail prices for gasoline. Notwithstanding my vote, I remain somewhat
troubled by the practice of site-specific redlining that some Western States refiners utilize
as part of their distribution strategies. Such vertical restraints could be unlawful in those
circumstances where - whether in the Western States or other gasoline markets - the

practice leads to higher-than-otherwise wholesale prices.1)

Site-specific redlining is a disconcerting pricing practice that creates de facto territorial
restrictions on jobbers. This type of restriction can limit the ability of independent jobbers
to supply wholesale gasoline to those areas that demand it most, for example, California'’s
highest priced wholesale and retail markets. Such artificial restraints can forestall natural
market forces from lowering the high prices in these local markets. Additionally, while I
believe that the Commission's analysis does confirm that site-specific pricing can increase
wholesale prices (despite the fact that it cannot be proved in this particular case), the
investigation did not uncover compelling evidence that site-specific redlining generates
any particular cognizable benefits to consumers (i.e., economic efficiencies, such as
encouraging, or enhancing the ability of, dealers to provide higher quality services to their
customers).

The Commission has vigilantly protected the competitiveness of the nation's energy sector
for years through its enforcement actions. I therefore am confident that, should the
Commission find evidence in any future investigation that site-specific redlining results in
anticompetitive effects without generating countervailing consumer benefits, it would
challenge the practice.

Endnote:

1. Perhaps the most compelling evidentiary case would be where a refiner places an existing station’s
distributor under a new sit ific redlining provision in a highly d market and the practice
causes wholesale prices to increase market-wide (thus intrabrand competition without i i
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See, e.g., Conti TV, Inc.v. G.TE. Sylvania, Inc,, 433 U.S. 36 (1977).
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US Refiners See Even Greener Pastures Ahead, PForecast Recoxd Profits for Sscon
Quarter. :

US independent refiners say they are on pace to exceed last year's record
profits, due to robust refining margins, which have resulted in large amounts
of surplus cash flow for companies to use for growth-oriented acquisitions and
large share repurchases this year.

Valerco and Sunoco both announced this week that second-quarter profits would
exceed Wall Street forecasts by a hefty margin, owing largely to strength in
the US gasoline market, where profit margins soared in April and May.

Valerc said it expects to earn more than $4/share for second-gquarter 2001, up
from its earlier forecast of $3.25-$3.75/share. In the month of April alone,
Valerc said it earned approximately $1.80/share, or twice the amount the
company earned in all of the second quarter of 2000.

"Refined product margins and discounts for ocur key sour crude feedstocks have
improved to record levels during the second quarter," said Valero Chairman and
Chief Executive Bill Greehey. "We expect that the underlying strength in
market fundamentals plus the benefits from cur capital improvements over the
last year will contribute to a record second half of the year and another
great year in 2002," he added.

Earlier this year, Valero agreed to acquire fellow San Antonio-based refiner
Ultramar Diamond Shamrock (UDS). Besides the $4 billion cash and stock offer
for UDE, a transaction in which Valero will also assume about $2 biliion in
debt, it has alsc signed a lease with purchase option with El Paso for its
115, 000-barrel-per-day refinery in Corpus Christi, Texas. {OD June5,pl). When
poth transactions are completed, Valero will be the largest US refiner,
blowing past ‘super major Exxon Mobil.

A combination of low product inventories, tightening environmental
specifications on fuels, and strong demand has led to higher-than-normal
refining margins in the US over the past year, lining the pockets of refiners.
Valero earned $400 million in surplus or "free" cash flow in 2000 and had over
%200 million in the first guarter of 2001.

philadelphia-based Sunoco said earlier this week that it anticipates free cash
flow of approximately $400 million this year. The company said that its second

Copr. ® West 2001 No Claim to Orig. U.S. Govt. Works
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guarter-earnings would be in the range of $1.75 to $2.25/diluted share (%145
willion-$190 million), well ahead of analysts' average estimate of
$1.63/share, as tracked by First Call/Thomson Financial.

Sunoco Chairman and Chief Executive John G. Drosdick said the company expects

to be "well ahead of last year's record earnings pace," and that large amounts
of free cash flow will allow it to be "agyressive in pursuing both additional

asset growth and share repurchases in the future.®

By the end of the second quarter, Sunoco expects to have bought back the 5150
million worth of shares remaining under its current repurchase program.

The company alsc announced the acquisition of 65 Coastal-branded retail sites
in the southeastern US from E1l Paso earlier this week. The deal includes
supply contracts with 24 Coastal distributors for 163 distributor sites. Of
the 65 directly owned sites, 61 are located in Florida and most have
convenience stores.
Paul Merolli.
{c) Copyright 2001. The Oil Daily Co.
For more infomation, call 800-999-2718 (in U.8.) or
202-662-0700 (outside U.S5.).

~=-=~ INDEX REFERENCES ----
NEWS SUBJECT: English language content; BEarnings. Projections; Performance

Corporate/industrial News; Barnings Projections; Barnings; Refined Products;
Refinery Outages (ENGL C152 C15 CCAT ERP ERN PET REF)

MARKET SECTOR: Energy (ENE)

INDUSTRY : 0il-Integrated Majors (OIL)

PRODUCT : Oil & Gas (DGA)

REGION: United Statgs; Worth American Countries; United States; Nor

America {USA NAMZ US NME)
Word Count: 518

6/7/01 OILDAILY (No Page)
END OF DOCUMENT

Copr. © West 2001 No Claim to Orig. U.S. Govt. Works



243

CAROL M. BROWNER
ADMINISTRATOR
U.S. ENVIRONMENTA L PROTECTION AGENCY
BEFORE THE
COMMITTEE ON GOVERNMENT REFORM
U.S. HOUSE OF REPRESENTATIVES
June 28, 2000

Thank you, Mr. Chairman and Members of the Commitiee, for the invitation to
appear here today. | appreciate having the opporlunity to share what we know about
the recent sharp increases in gasoline prices, particularly in the Midwestern part of the
country. |also will explain the Environmental Protection Agency's efforts, in
coordination with the Department of Energy and the Federal Trade Commission, to
address the situation.

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

explain the price diflerentials that we have seen in the Chicago and Milwaukee areas.

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

When Congress passed the Clean Air Act Amendments of 1990 it put in place &
number of programs to achieve cleaner motor vehicles and cleaner fuels. These
programs have been highly successful in protecting public health by reducing harmful
exhaust from the tailpipes of motor vehicles. Inthe 1990 Amendments, Congress
slruck a baiance between vehicle and fuel emission control programs afier extensive
deliberation. The RFG program was designed to serve multiple national goals, including
air quality improvement, enhanced energy security by exiending the gasoline suppiy
through the use of oxygenates, and encouraging the use of domestically-produced,
renewable energy sources.

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

The iirst phase of the federal reformutated gasoline program introduced cleaner

gasoline in January 1995 primarily to heip reduce vehicle emissions that cause ozone
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(smog) and toxic pollution in our cities. Unhealthy smog levels are 8 significant concern
in this country, with over 100 million people living in 36 areas currenily violating the 1-
hour ozone standard.

The federal RFG program is 1equired by Congress in ten metropolitan areas
which have the most serious air pollution levels. Although not require d to participate,
somie areas in the Northeast, in Kentucky, Texas and Missouri have elected to join, or
“opt-in” to the RFG program as a cost-effective measure to help comtat their air
poltution problems. At this.time, approximately 30 percent of this counitry’s gasoline
consumption is cleaner-burning reformulated gasoline.

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

Ambient monitoring data from the first year of the RFG prograrm {1885} confirm
that RFG is working. RFG areas showed significant decreases in vehicle-related
tailpipe emissions. One of the air toxics controlled by RFG is benzene, a known hurnan
carcinogen. The benzene level at air monitors in 1995, in RFG areas , showed the most
drarnatic declines, with a median reduction of 38 percent from the pre vious year. The
emission reductions which can be attributed to the RFG program are the equivalent of
taking 16 million cars off the road. About 75 million people are bieathsing cleaner air

because of cleaner burning gasoline. Since the RFG program began five years ago, it

2
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has resulted in @nnual reductions of smog-iorming pollutants of at least 105 thousand
tons, and toxic &ir poliutants by at least 24,000 tons.

As requir 2d by the Clean Air Act, the first phase of the RFG program began in
1995 and the second phase began in January of this year. As an exampie of the
benefits, in Chicago, EPA estimates that the Phase Il RFG program will result in annual
reductions of 8,000 1ons of smog-forming poliutanis and 2,000 tons of toxic vehicle
emissions, benefitting almost 8 million citizens in the Chicago area facing some of the
worst smag poltution in the nation. This is equivalent to eliminating the emissions from
1.2 million cars in llinois.

Administration ResSponse to Increasing Prices

In early June, as gascline prices rose, particularly in the Midwest, EPA and DOE
inviled Midwest ©il refiners to a meeting in Washington, DC. Simultaneously, EPA,
DOE and the Energy information Agency (EIA) sent two teams of technical experts o
the Migwest o investigate the situation and to talk to refiners, distributors, pipelines,
iobbers, terminal operators and retail oullets. Following those meetings, which occurred
on June 12 and 13, EPA Administrator Browner and DOE Secretary Richardson sent &
joint letter on June 15 1o Chalrman Pitofsky requesting that the Federal Trade
Commission conduct a full and expedited formal investigation into the pricing of RFG in
Chicago and Milwaukee.

Since June 15, the wholesale price of reformulated gasoline has dropped by over
38 cents per galion in Chicago and Milwaukee. The Oif Price Information Systems
{OPIS) has reported that the wholesale price ditierential between RFG and conventional

gasoline in nearby clilies has dropped to less than 1 cent a gallon in Chicago and 8

4
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cents a galion at Milwaukee terminals.

In our discussions, 1epresentatives of oil companies listed a number of {actors
which they believed contributed to the price differential between RFG and conventional
gasoline in the Midwesl. These included: the additional cost of producing RFG phase (I,
temporary shutdown of the Explorer Pipeline, the difficulty with replacing winter gas with
summer blends {draining lanks}, and the Unocal patent. | would now like 1o discuss

each of these factors and show why EPA believes even taken together they do not

account for the high gasoiine prices.

Production Costs for RFG Do Not Explain Price incresses

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

EPA strongly disagrees that the RF G program is responsible for increases in
gasoline prices in the Midwest. Infact, EPA's eslimates of the average cost for the
production of Phase Il RFG range from 4 to 8 cents more per galon than conventional
gasoline (with the use of either ethanol or other oxygenates). Several studies agree
with EPA’s estimates of the average costs:

Analysis by Bonner and Moore Management Science, anationally recognized

5



248

firm that specializes in refinery cost analysis, estimated that RFG t would add 3-5
cents more per gallon to the average cost compared to conventional gasoline.
Subsequ ent studies by Bonner and Mooie and Oak Ridge National Laboratory
estimated that RFG !l would add 1-2 cents to the average cost of RFG | or 4-7
cents to the average cost of conventional gasoline. Oak Ridge National
Laboratory estimaled that the average added cost of biending ethanol into RFG 1l

as compared to RFG | was about 1 cent more per galion.

As | have already stated, over the past week, the wholesale price differential
between RFG and CG has dropped dramatically in the Chicago/Milwaukee area. We
do know that this differential is now in fine with differentials observed in other parts of
the country. EPA does not believe that the cost of complying with RF G regulations
acc