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Mr. Chairman and Members of the Committee

I am pleased to be here today to discuss S. 967 the Strategic Petroleum Reserve Modernization Act of 2009, S. 283 Release of Products From Northeast Home Heating Oil Reserve,  as well as other  potential improvements in the Strategic Petroleum Reserve (Reserve) and petroleum stockpiling generally.  By way of background I spent over thirty years in the Department of Energy and its predecessor organizations.  I joined the Strategic Petroleum Reserve Office in 1985 and retired in 2007 as the Deputy Assistant Secretary for Petroleum Reserves.  Since that time I have engaged in private consulting on strategic petroleum stockpiling.   I am proud to have been associated with the Department and the Petroleum Reserves Office, and I believe that it is one program that has given a tremendous return to the American taxpayer in repayment for its support. 
 The Reserve is the Nation’s first and only immediately deployable defense against a major oil supply interruption.  Since its initial authorization in 1975 the Reserve has evolved both physically and managerially to be flexible and available for a wide array of problems.  Nevertheless, there are five major improvements that can be made in the Reserve system as it now exists, three relate to physical properties, one to sales and loan authorities, and one to financing .  S. 967 addresses two of these issues.  In the interest of being concise I will dispense with general background and will only address these opportunities.
The Reserve today contains no refined products, has a capacity to hold oil which has not improved in almost twenty years, and consists of only two high quality streams of oil.  All three of these characteristics require attention. 
 Include Refined Products in the Reserve:  In the initial legislative authorization of the Reserve the Energy Policy and Conservation Act (Act)anticipated the Reserve would provide a defense against disruptions of oil imports, which was a direct response to the Arab OPEC oil embargo of 1973-74.  The perception of vulnerability to international disruptions was fortified by the Iranian revolution of 1980-81, which caused fuel shortages, a devastating price spike, and sent the country into a major recession.  The Act directly addressed the issue of supply assurance by requiring that the Reserve contain both regional and refined components.  However, the Act allowed for the substitution of crude oil in centralized facilities if the Department of Energy found centralized facilities and crude oil could reasonably protect all regions of the country and reduce the Reserve’s cost significantly.  In fact, the initial Strategic Petroleum Reserve Plan sent to Congress in 1977 persuasively made the case that American refineries and a robust logistics system would amply protect the country as long as the refineries had sufficient access to crude oil.  The Plan also emphasized that centralized storage would substantially reduce the cost of storage.  Consequently, the Reserve inventory is now located at four sites along the Texas and Louisiana Gulf Coast and is composed of crude oil.  This configuration of the Reserve was not seriously questioned until 2000.  That year, the eastern half of the country suffered a late season freeze that disrupted heating oil and natural gas supplies.  In the Northeast there was a danger of literally running out of heating oil.  
In response to that near physical shortage of heating fuels, the Clinton administration determined to modify the Strategic Petroleum Reserve Plan to include a heating oil component in the Northeast.  That change to the plan was made and the Strategic Petroleum Reserve Office exchanged enough crude oil to acquire two million barrels of heating oil and storage services.  Later in 2000, Congress directly ratified this change by amending the Act to directly authorize the Northeast Home Heating Oil Reserve (Heating Oil Reserve) as a separate entity from the Strategic Petroleum Reserve. 

Despite the addition of the Heating Oil Reserve, the Nations’ stockpile of oil is still overwhelmingly oriented to protection against crude oil disruptions based upon the assumption of a robust refining industry and an extensive system of pipelines.  The weather events of 2005 and 2008 seriously challenge the validity of this assumption.  We have discovered that massive hurricanes can cause regional shortages by disrupting crude oil production in the Gulf of Mexico, refineries along the Gulf Coast, the pipelines that carry crude oil and refined products, and the power lines that are essential for both the refineries and pipelines to operate.  In both 2005 and 2008 the inland parts of the Southeast --- especially the city of Atlanta --- suffered shortages of fuel because of absolute dependence on the Colonial and Plantation Pipelines.  Even though those pipelines were operable soon after the storms, there were limited products for the pipelines to move because refineries remained closed due either to direct damage or because power could not be restored quickly to the refineries. 

 Today there is a widely held belief that the Gulf Coast will be visited by more devastating storms in the future.  In addition the Southwest is also highly dependent upon a single pipeline system originating in Los Angeles.  In the event of a major earthquake in the Los Angeles area, it is easy to construct a scenario in which supplies of oil products are disrupted into southern Nevada, Utah, New Mexico and Arizona. 
 Over the last 30 years debates about the value of the Strategic Petroleum to the United States have focused primarily on its ability to prevent the price of oil from spiking during a disruption and the associated economic havoc that frequently follows such spikes.   Now we are faced with two recent examples of an entire region that could not be adequately supplied regardless of price.   While the rest of the Nation was being relieved of very high fuel prices by September 2008, the interior Southeast was suffering disruptive fuel shortages that kept prices at devastatingly high levels for business and individual consumers.
In consideration of these developments, amending the composition of the Strategic Petroleum Reserve to contain a substantial refined product component would be prudent.  Given that the anticipated disruptions will be discrete events and the effects limited in duration, the refined product component could be relatively small --- in the range of 30 million barrels --- and could consist of just gasoline and diesel fuel.  The exact design and location of the facilities should be left to the Department of Energy with due consideration to minimizing the cost of new facilities and operations.   One attractive option is to include caverns for refined products in the new Reserve site being planned in Mississippi.  S. 967 provides positive, unambiguous direction to the Department of Energy to create a refined product component within the Strategic Petroleum Reserve.  It also allows the Department flexibility to accomplish the mission in the lowest cost way without undue impacts on markets and allows for acquisitions during off peak periods.  I fully endorse the spirit and language of S. 967 for this purpose.  

Expand the Reserve:  The Reserve is a very powerful tool for American economic and foreign policy.  While most analysts appreciate the potential of the Reserve to moderate the effects of oil shortages and control surging oil prices, there has been very little attention focused on the value of having empty storage capacity simply because we have always had more storage capacity than inventory.  That situation will change in the fourth quarter of this year when the inventory reaches the rated 727 million barrel capacity of the Reserve.  There are a number of reasons that justify adding to the capacity of the Reserve and I will address four of the most important. 
First, the goal of having more oil inventory is justified by the threat posed to our economy by disruptions and price spikes.  The economic rationale for the Reserve has evolved and been refined over the past thirty years.   At the heart of the argument is the observation that oil price spikes have preceded 10 of the 11 recessions which have occurred since the Second World War.  Regardless of whether price spikes have been the sole causes of recessions or contributory, it would be implausible to argue that the gigantic price increase that occurred during 2007-2008 had nothing to do with the current state of our economy or that its role was inconsequential.  A recent paper by Professor James Hamilton, the person credited with being the first to publish his observations on the frequency of recessions after oil shocks, eloquently defends the pertinence of this hypothesis relating the current severe recession to the oil shock.   By his calculations absent the price shock during the year starting October 2007 the GDP of the United States would have grown 3.5 percent more than it actually did, equal to about $500 billion.  Having a Reserve large enough that the President would feel comfortable using it to suppress a $100 per barrel price spike rather than allowing it to drive the economy into recession would easily be worth the cost of that expansion.   
In 2006, the Administration conducted a study of the appropriate size of the Reserve, including all of the interested government agencies and outside expert consultants.  Based on the probabilities of future disruptions, resulting price increases and the impacts of those price increases, the study found that an increase to one billion barrels was justified.  The study also found that there were unquantifiable benefits of a larger Reserve such as its deterrent value and the freedom given to administrations to conduct foreign policy in a hostile world. 

Second, the empty space available in the Reserve gives the government the ability to determine our own domestic energy policy without being undermined by the OPEC.  After the major disruptions of 1973-74 and 1980-81, the United States embarked upon a major effort to control its own energy future, by producing more energy and being more efficient in its use.  As a result oil demand dropped and imports were dramatically reduced, until 1986 when oil prices collapsed.  At that point our domestic oil industry was devastated, virtually all alternative energy initiatives were abandoned, consumption rose and imports filled the ever increasing gap between production and demand.  In 1997-98 that scenario repeated itself setting us up for the situation that we faced in 2007-08, and which was only resolved by putting the United States and then the whole world into a recession.   One certain way to assure an oil price spike is to allow oil prices to collapse first, and the oil market and OPEC left to their own devices may not keep that from happening again.   The much preferable alternative is to have a substantial Strategic Petroleum Reserve capacity which would allow the Government to step into the market and acquire enough oil to support prices while supply and demand return to a long term balance.  In addition to being good overall energy policy this strategy has the advantage of allowing the government to buy lots of oil at low prices, thereby reducing the cost of the Reserve and applying common sense business principles.  The history of the Reserve is sadly replete with times of sitting on our hands out of complacency when prices are low and then trying to make up for lost time when the opportunity for a bargain is long past.  With today’s emphasis on creating work for engineers and contractors who are unemployed, now is an obviously good time to be building the storage facilities for a larger reserve.
Third, while the overview of the Strategic Petroleum Reserve makes it appear very robust, the system is skewed to the western Gulf of Mexico and does not adequately support Mississippi River refiners and the Capline distribution system which services that area.  In the original plans for the Reserve, there were two sites supporting the refineries along the Mississippi River: Bayou Choctaw and Weeks Island.  However, due to leakage Weeks Island was decommissioned a decade ago and the entire Mississippi River region is supported by only the Bayou Choctaw site.  While Bayou Choctaw is very strategically placed, it is the smallest storage site of the four, with a capacity of only 73 million barrels.  Furthermore, with only six oil caverns the maximum drawdown capability of the site is only 515,000 barrels per day, and can reach that rate only using sour oil.  The maximum rate for sweet oil is only 300,000 barrels per day because with only two caverns of sweet, the inventory is depleted very quickly.  Furthermore, one of the sweet caverns at Bayou Choctaw has a salt wall so close to the edge of the salt dome that it cannot be refilled after the oil is drawn down.  Simply maintaining the current inadequate capacity of the site will require the eventual addition of a new cavern.  The Capline system has been used time and again to respond to emergencies and requires an upgrade. 
The ultimate resolution of this issue for the Capline complex is development of the new Strategic Petroleum Reserve site proposed for Richton, Mississippi.  That new site will add capacity and drawdown capability to the Capline complex, and it will be far enough inland to have reduced hurricane vulnerability.  It will also create an option for siting a refined product reserve component of the Reserve.  However, at this time there is no budget available or requested for going beyond land acquisition.

Fourth, in the absence of an amendment to EPCA to expand the drawdown and sales authorities of the Secretary, the ability of the Secretary to make oil loans will be effectively curtailed or constrained once the inventory reaches the Reserves capacity of 727 million barrels later this year.   This very helpful tool has been used many times, and the amount of oil delivered from the Reserve to stressed markets overshadows the total from the two emergency sales.   In order to preserve the effectiveness of this authority, which is dependent upon acquiring oil, the Reserve would need to be expanded to accommodate the premiums that are received in consideration of the loans.
The Strategic Petroleum Reserve is fully authorized to one billion barrels by the Energy Policy and Conservation Act and no further legislation is required for these necessary improvements.  However, as always, the Reserve will be in competition for resources to create the necessary facilities.  As we have seen in the past, such competition can cause the Reserve to be static for many years between bursts of activity.   For this reason, I recommend that authorization be given to the Reserve for self funding expansion, and I will address this proposal later in my testimony. 
Add a Heavy Oil Component:  All Strategic Petroleum Reserve inventory is classified as either sweet or sour oil.  However, the reality is that even the sour oil is very high quality with an API gravity higher than 30 degrees and a sulfur content of about one percent.  This formulation was ideal 30 years ago, but over time it is less reflective of the oils that U.S. refineries are using.  Because the oils used as feedstock today have been continuously getting heavier with higher sulfur content, refiners have been improving the sophistication of their facilities to make the best use of the lower grade feedstock.  As a result, some refineries today can produce more high value finished products in a day from lower grade oil than they could from the high quality oil in the Reserve.  In recognition of this fact the General Accountability Office recommended the Department of Energy add a third crude stream of heavy oil.  The Department agreed with that recommendation and said that the issue would be addressed as part of the expansion to one billion barrels.  That last decision would eliminate the cost and operational issues that would be generated if one site were converted to handle a third oil stream.  
As with expansion, this initiative does not require any new legislative authorization, but it also will require capital expenditures, which will be difficult to fund by conventional appropriations.  The Department has said that this issue could be addressed efficiently during expansion to one billion barrels.  Resolution of this issue can, therefore, be accomplished by allowing self funding of expansion as will be discussed below.

Modernize Authorities to Sell and Exchange Oil From the Reserve:   In addition to its focus on foreign oil disruptions, the Energy Policy and Conservation Act enacted in 1975 carefully constrained use of the Reserve to emergency circumstances, by requiring a presidential finding of a “severe energy supply interruption” of significant scope and duration and accompanying severe price increase, as a precondition for withdrawals and sales from the Reserve.  This very tall hurdle assures that the Reserve will be used infrequently and that there will be debate within any administration about whether or not to make such a finding.  One reason for this is no administration will be eager to lightly and frequently have the President sign a document declaring an emergency condition.  Doing so can by itself can unnecessarily unnerve the public, effect international relations, and have unpredictable effects on financial markets. 
Congress realized the highly restrictive nature of this language in the wake of the 1989 Exxon Valdez oil spill, when oil loadings in Alaska were halted.  Oil prices on the West Coast immediately rose and there were calls for releasing oil from the Reserve, but the Administration argued that it did not have authority to release oil for a disruption that was clearly of a limited scope and duration.  Congress subsequently amended the drawdown and sale section of the Act to clarify the authority of the President to act in a lesser domestic emergency, but, while the result was to expand the authority of the President, it is generally acknowledged that it is no easier to get a presidential finding than it was before the amendments.  Today, after 34 years, there have been only two Presidential findings requiring a drawdown and sale from the Reserve. 
This generally very restrictive policy constrained both the Clinton and Bush administrations from using the Reserve to address serious but relatively lesser disruptions.  Consequently, beginning in 1996, in response to a pipeline malfunction in Texas, the Department began lending oil to companies in exchange for a promise to repay the oil plus a premium.  While the practical benefits of this policy have been substantial and undeniable the legal foundation is convoluted.  The authorization for these loans    --- technically referred to as “exchanges” --- is the acquisition authorities contained in the Energy Policy and Conservation Act, which provide that the Secretary may “acquire oil by purchase, exchange or otherwise”.  Therefore, the legal rationale for all of the many loans that have been made in the last 13 years is not to avoid a shortage or price spike but to acquire the oil premiums that the Government receives in consideration of the loan.  This situation is confusing at best, but may also unnecessarily constrain the government from acting in the Nation’s best interest.  For example, in the Spring of 2008 in reaction to very high oil prices, Congress passed legislation prohibiting oil acquisition for the Strategic Petroleum Reserve through the end of the calendar year.  That seemingly straightforward act effectively eliminated the authority of the Secretary of Energy to conduct loans because the loan authority depends upon the authority to acquire oil.  Later in 2008 when hurricanes disrupted the oil industry on the Gulf Coast, the Department was forced to go through legal gymnastics to justify two back-to-back “test oil exchanges” under the secretary’s very limited authority to conduct test sales.  A similar problem may occur as the capacity to add oil to the Reserve diminishes due to the fill program and natural cavern shrinkage.  
One way to rationalize the legal authorities for loans and also remove the hobbling effect of the requirement for a presidential finding would be to expand the authorities of the Secretary to sell oil from the Reserve and to initiate loans. S. 967 addresses the sales authority issue by amending section 161 of EPCA to transfer responsibility for determining a drawdown is necessary from the President to the Secretary of Energy.  It further modifies the language to give more weight to markets and deemphasize the necessity for physical disruptions when considering whether or not it is appropriate to sell oil from the Reserve.  For the reasons stated above it is my opinion that this amendment is a major improvement to the current situation, and will allow the Reserve to be used whenever it is justifiable,  without creating the tension associated with a Presidential finding of an emergency.
While S. 967 addresses the sale issues, it is silent regarding the authority of the Secretary to engage in exchanges/loans of oil.  I believe that it would improve the flexibility of the Secretary to address minor emergencies if he were authorized to conduct exchanges/loans under the drawdown authorities of the Act rather than the acquisition authorities, without raising any issues comparable to those that are created by the proposal to transfer sales authority to the Secretary.

Allow Self-Funding Improvements to the Strategic Petroleum Reserve:  Regardless of the degree to which congress desires to improve the Strategic Petroleum Reserve, whether increasing its size, adding capacity at Bayou Choctaw, adding refined products, or adding a third crude type, there will be capital costs and the probability of increased operational costs.  At this time there are no funds in either the fiscal year 2009 SPR appropriation or the proposed 2010 budget for any of these initiatives, and it is improbable that money will be added by congress due to the size of the national budget deficit.  The implication is that Strategic Petroleum Reserve policy may be driven not by good public policy but by budget constraints, and the Reserve may stay static at 727 million barrels, without any refined products, and only two crude streams indefinitely. 

This constraint can be relieved and simultaneous solve a problem discussed above --- the legal requirement to acquire oil in order to exchange (loan) oil.  The proposal to resolve these problems is to allow the Strategic Petroleum Reserve to self fund expansions with the proceeds of occasional sales and exchanges.

The current inventory of the SPR is very robust and when even a small oil volume is sold it generates substantial revenues.  For example, the Secretary of Energy has authority to conduct test sales of up to 5 million barrels.  At current prices a test sale would produce more than $250 million in revenue.  Revenues from all oil sales are treated in the same way; the revenues are deposited in the SPR Petroleum Account and require no further appropriation or budgeting to be used by the Department.  However, at this time these funds may only be used for the acquisition, transportation, injection of petroleum into the Reserve, and the cost of sales.  The funds in the SPR Petroleum Account may not be used for expansion or capital improvements.

Amending EPCA to allow expansion of the Reserve beyond its current capacity to be paid for from the SPR Petroleum Account would eliminate the budget bottleneck now facing the Congress and the Reserve.  Of course funds would be needed in the SPR Petroleum Account to make the proposed amendment effective.  That  could be solved by a second simple amendment which would allow the Secretary to make exchanges of oil (loans) and take the premiums in cash, rather than in oil as is now required.  The authority might also give him the authority to sell small amount of oil for operational or financial reasons --- say 5 million barrels in any fiscal year.  This second amendment would have the desirable effect of funding expansion without requiring new appropriations as part of the budget and would also eliminate the problem discussed earlier regarding the ability of the Secretary to make loans once the Reserve reaches it rated capacity of 727 million barrels.  From a management perspective it will also create an incentive for the SPR Office to work diligently during its negotiations for oil loans, thereby bringing business style discipline to the Government. 

An objection might be raised that using oil funds for expansion would deplete the oil inventory, however, we would expect the SPR Office to periodically conduct exchanges and take premiums in kind to keep the inventory of the Reserve near the 727 million barrel capacity.  
Northeast Home Heating Oil Reserve:  The Heating Oil Reserve is very much different in size and purpose from the Strategic Petroleum Reserve.  However, like the Reserve, the authorization for its use as defined in the Act militates against its use.  S. 283 seeks to address this issue, but is flawed in numerous ways.  Primarily S. 283 leaves the authority to determining that a drawdown is necessary with the President.  We have discussed the difficulties this creates for the much bigger oil Reserve, and are near to insurmountable for a regional reserve with only two million barrels of oil.  The changes in language offered in S. 283 would not have the desired effect. 
 S. 283 also directs mandatory releases linked to an inflation adjusted $4.00 per gallon price for heating oil.  The receipts from these sales would be given to the Weatherization program.  This is bad public policy because specific price thresholds written into legislation have a way of enduring past their relevant period.  Furthermore, the price of heating oil probably will be driven by crude oil prices more than any other factor, and crude prices are notoriously fickle.  While the $4.00 trigger price for heating oil was not reached during the relevant winter months of 2007-2008-2009, if the prices that occurred in the summer of 2008 had continued unabated then the Heating Oil Reserve inventory would have been liquidated, and no resources would be in place to replace it.  As written, S. 283 would be a notice that the Northeast Home Heating Oil Reserve is to be abolished at an arbitrary and unknown time.  As written I recommend that S. 283 not be adopted.  However, in the spirit of S. 967, I would endorse applying the same amendments written for the Strategic Petroleum Reserve release authorities to the release authorities for the Northeast Home Heating Oil Reserve.  All the reasons that make transferring the release authority from the President to the Secretary a good idea for crude oil also apply to heating oil in the Heating Oil Reserve.
In summary, the SPR is a well defined government program that has been well managed and today provides an unparalleled level of protection to the United States and our allies.  Nevertheless, there are substantial opportunities to make the program stronger and more effective, some of which will require legislation.  I endorse S. 967 and encourage the Committee to look favorably upon making other changes that will help to keep the Strategic Petroleum program dynamic and strong.

Mr. Chairman and members of the Committee, this completes my opening statement and I would be happy to answer any questions you may have.
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