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ENERGY PRICES AND PROFITS

WEDNESDAY, NOVEMBER 9, 2005

U.S. SENATE,
COMMITTEE ON COMMERCE, SCIENCE,
AND TRANSPORTATION, AND THE
COMMITTEE ON ENERGY AND NATURAL RESOURCES,
Washington, DC.

The Committees met jointly, pursuant to notice, at 9:27 a.m. in
room SD-106, Dirksen Senate Office Building, Hon. Ted Stevens,
Chairman, Committee on Commerce, Science, and Transportation
and Hon. Pete V. Domenici, Chairman, Committee on Energy and
Natural Resources, presiding.

OPENING STATEMENT OF HON. TED STEVENS,
U.S. SENATOR FROM ALASKA

Chairman STEVENS. If I may, there is a question that has been
raised before we start the hearing. The question whether Senator
Domenici and I should administer oaths to these witnesses at to-
day’s hearing was raised by a letter that I received this morning
at 8:10 a.m., after it was delivered to the press. As a matter of fact,
there is a story in the Seattle paper about the request having been
denied already.

I remind the witnesses as well as the members of these commit-
tees, Federal law makes it a crime to provide false testimony. Spe-
cifically, section 1001 of title 18 provides in pertinent part: “Who-
ever in any matter within the jurisdiction of the legislative branch
of the Government of the United States knowingly or willfully
makes any material false, fictitious, or fraudulent statement or
representation shall be fined under this title or be imprisoned not
more than 5 years or both.”

I have reviewed the rules of the Senate and the rules of the Com-
merce and Energy Committees in effect in this Congress and the
relevant provisions of title 2 of the U.S. Code. There is—could we
have quiet, please. There is nothing in the standing rules of our
committee rules or the Senate which requires witnesses to be
sworn. The statute has the position that everyone before, appearing
before the Congress, is in fact under oath.

These witnesses accepted the invitation to appear before our
committees voluntarily. They are aware that making false state-
ments and testimony is a violation of Federal law whether or not
an oath has been administered.

I shall not administer an oath today.

Senator BOXER. Mr. Chairman.

Chairman STEVENS. And we look forward to questions.
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Senator Cantwell.

Senator CANTWELL. Mr. Chairman, I did send you a letter co-
signed by eight of my colleagues asking that the witnesses be
sworn in. This rare joint hearing

Chairman STEVENS. I did not yield to make a statement. We are
ready to go. We have a statement process. Do you have any

Senator BOXER. Mr. Chairman, I would like the committee to
vote on whether we swear:

Chairman STEVENS. There will be no vote. It is not in order at
all. It is not part of the rules that any vote can be taken to admin-
ister an oath. It is the decision of the chairman and I have made
that decision.

Senator BOXER. Mr. Chairman, I move that we swear in the wit-
nesses.

Chairman STEVENS. And I rule that out of order.

Senator CANTWELL. I second the motion.

Chairman STEVENS. Thank you very much. That is the last we
are going to hear about that because it is out of order.

Senator BOXER. Mr. Chairman, Mr. Chairman. Could I just ask
for a little clarification here? If the Senator makes this request and
there is a second, why would we not have a vote on that?

Chairman STEVENS. Because you cannot vote to put in the rules
something that is not there.

Senator CANTWELL. Mr. Chairman.

Chairman STEVENS. This is not a business meeting. There is no
way to put this into the rules. This is a matter for the chairman
to decide and I have made the decision.

Chairman DoMENICI. Mr. Chairman, I want to say

Chairman STEVENS. Pardon me. It specifically says in the rules
the President of the Senate, Speaker of the House, or a chairman
of any committee can make the decision.

Chairman DOMENICI. And Mr. Chairman, I concur.

Chairman STEVENS. Now, if we could come to order, and I would
hope that we would have—I do believe that we do not wish to have
standing room only in this. There are plenty of seats. Please take
your seats.

This is a joint committee meeting, gentlemen, and we have to-
gether determined that myself and Senator Domenici and Senator
Inouye and Senator Bingaman will make opening statements, and
after that time we will listen to the witnesses, and following that
time Senators will be recognized by the early bird on each com-
mittee.

We encourage the witnesses to limit their statements to 10 min-
utes each if that is agreeable. I think it has been. We shall have
a limit according to an agreement between the chairmen and rank-
ing members of each committee to 5 minutes each on opening
statements.

Over the last 2 years, energy prices have tripled, the cost of oil
has risen at least once to $70 a barrel. All Americans know now
that the cost of energy is going up. But in the wake of the Hurri-
canes Katrina, Rita, and Wilma there is fear about how sharply
these prices have risen. Americans are now concerned whether
they should be paying so much more for energy when our energy
companies are recording record profits.
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Today we are going to hear testimony from: Lee Raymond, chair-
man and CEO of the Exxon Mobil Corporation; David O’Reilly,
chairman and CEO of the Chevron Corporation; James Mulva,
chairman and CEO of ConocoPhillips; Ross Pillari, chairman and
CEO of British Petroleum of America; and John Hofmeister, presi-
dent and U.S. Country Chair of Shell Oil Company.

We thank you gentlemen for coming to appear before us today
voluntarily. This hearing is an opportunity for your companies, the
major energy companies of our country, to address these concerns.
We do sincerely want to listen to your thoughts.

This is a joint hearing. The members of each committee are here
today and, as I indicated, each Senator will be entitled to ask ques-
tions for 5 minutes. I urge that the witnesses be succinct in their
answers as possible and that witnesses observe the timer clocks
which should be visible to all concerned.

In my judgment these hearings should be a respectful discussion
about our Nation’s energy prices. I intend to be respectful of the
positions these gentlemen hold. In turn, I know that each of you
as witnesses understand that those of us at this table have a duty
to our constituents and to all Americans to seek the information we
will seek today.

Specifically, we want you to discuss the steps your industry plans
to take to alleviate price concerns and we need to gain your per-
spective on some of the initiatives Members of Congress have pro-
posed that aim to assist communities in meeting these increased
costs.

I now yield to Chairman Domenici.

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

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

Fellow Senators and witnesses: Let me first say that I want to
thank Majority Leader Frist for requesting this joint hearing and
thank all the Senators who are here to participate. I think all of
you know that we represent constituents—added all up, we rep-
resent the American people. Every day that we are in office and
every day that we go home, we hear what our people and what the
American people are worried about and what concerns them.

Americans have been experiencing painfully high prices at the
pump. Whether you think so or not, they think so. Americans are
facing dramatically increased winter heating fuel prices, especially
of natural gas. You see a story on the front page of the Post today
about an aluminum company, because of natural gas prices being
so high, may indeed close up.

Most Americans in most of the polls show that our people have
a growing suspicion that the oil companies are taking unfair ad-
vantage of the current market conditions to line their coffers with
excess profits. Now, I am telling you what we are hearing and what
Americans are saying. Some Senators are proposing a windfall
profits tax. From all I know, it did not work before; it probably will
not work again.

Still, T expect the oil companies’ witnesses to provide some assur-
ances about how you plan to use your recent profits to provide a
stable source of energy to the United States and to pursue to the
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maximum extent possible lower oil prices and lower gas prices. The
oil companies’ witnesses owe the company an explanation and they
owe it to us as those who represent the people.

I expect the witnesses to answer whether you think your current
profits are excessive and to talk about what they intend to do with
the reserves and the profit accumulations that they have. This may
not in past times be relevant as you think of it, but it is relevant
to the American people at this point, and I believe you have to tell
us about it.

Now, there are a variety of factors that have pointed to the rea-
sons for the high prices. Some weigh exports to China, India; in-
creased geopolitical risks; and of course the hurricanes in the Gulf.
Some of these factors are out of your control, but we hope you will
explain nonetheless why the prices are so high.

There are other factors, however, such as the lack of refining ca-
pacity, which the American people believe is urgent. I say to all of
you that time is urgent, that we address these issues, like expand-
ing refining capacity, increasing production here at home, and pro-
viding some balance in the supply-demand internationally so we
might expect a stabilization of prices of crude oil and thus gasoline
and derivatives at least, if not causing them to go down substan-
tially.

Things look a little better this week than they did 3 or 4 weeks
ago. We would like to know what you think about that trend. Is
it going to continue or is it just a spurt? We know gasoline has
come down dramatically. What do you think about the future?

With that, I thank you for coming here and I thank all the Sen-
ators for attending. Mr. Chairman, it is a privilege to co-chair this
with you. I think before the day is out we might get the American
people some answers. Thank you.

Chairman STEVENS. I will next call on Senator Inouye, co-chair
of the Commerce Committee.

STATEMENT OF HON. DANIEL K. INOUYE,
U.S. SENATOR FROM HAWAII

Senator INOUYE. Thank you, Mr. Chairman.

The past several weeks have been very painful for the people of
the United States. It has been the time of Katrina, it has been a
time of suffering, of death. It has been a time when hospitals were
destroyed. Americans were called upon to make record-breaking
contributions. Sacrifices were made in every quarter.

Yet at the same time, we saw Americans lined up at gas pumps
waiting to pay $3 and much more for their gasoline. I think Ameri-
cans are concerned. Then suddenly they have thrust upon them
headlines saying “Record-Breaking Profits.” In the midst of suf-
fering, in the midst of sacrifice, record-breaking profits.

I have nothing against making profits. After all, it makes cap-
italism live.

Mr. Chairman, I think, although the rules are very clear that the
chair has the responsibility to decide whether to have witnesses
sworn before they testify. If I were a witness I would prefer to be
sworn in so that the American people can be assured that the testi-
mony that we are about to give would be the honest truth and
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nothing but the truth. If I were a witness, I would demand that
I be put under oath.
[The prepared statement of Senator Inouye follows:]

PREPARED STATEMENT OF HON. DANIEL K. INOUYE, U.S. SENATOR FROM HAWAII

The recent record-setting gas prices created two story lines that many of us find
difficult to reconcile. While many Americans described their struggle to make ends
meet, your companies were reporting windfall profits. I have little doubt that you
will present a spirited defense of your record earnings, but you can understand why
our Committees are concerned.

While our colleagues on the Energy Committee oversee oil production and supply,
we on Commerce oversee factors that effect pricing and demand. We have three
principal areas of jurisdiction in this discussion: price gouging and the role of the
Federal Trade Commission, vehicle standards, and the science of energy and fuel
efficiency.

In the short term effort to understand the high gas prices, I believe the FTC
should play a more active role and it has the authority to do so. If it continues to
pursue its role more narrowly, then Congress needs to provide further guidance and
legislation defining specific authorities. As such, I am an enthusiastic, original co-
sponsor of Sen. Cantwell’s legislation on price gouging, and I am hopeful that our
Committee will examine it soon.

Over the long term, we must address our national oil demand, which is a well-
known and urgent economic vulnerability. One of the most immediate and effective
steps we can take to remedy our dependence on oil is to increase the fuel efficiency
standards of our cars, SUVs, and light trucks in a meaningful way. By affecting the
demand side of the equation, we can help bring down the prices.

Our Committee oversees the nation’s science priorities, and we can help target
them towards a solution to this problem. As many experts have recommended, we
can help our automakers transition, in part, through our national scientific invest-
ments. Through the research and development of advanced, lightweight, strong,
composite materials as well as alternative energy sources, we can work together to
create the vehicles of the future that meet—if not exceed—the new efficiency stand-
ards without sacrificing safety.

We know that oil is a finite resource, and we know that India and China’s oil con-
sumption is growing exponentially and will, at some point, exceed our own. We are
all rapidly headed to the bottom of the barrel, and it is my hope that, together, we
wisely prepare for this reality.

I recognize that energy independence cannot be achieved overnight, but I find it
troubling that the energy companies exhibit an unmistakable reluctance to lead the
nation toward an energy independent future. We do not expect you to put yourselves
out of business, but we do expect you to be innovators and leaders in the effort to
help create a sustainable energy future for our country.

Chairman STEVENS. The next statement will be by Senator
Bingaman.
Senator Bingaman is recognized.

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

Senator BINGAMAN. Thank you very much. I welcome the wit-
nesses, thank them for being here, and I look forward to learning
all T can at this hearing.

It strikes me that the focus of the hearing is on the high price
of gas that people are paying at the pump, on the high price of nat-
ural gas and home heating oil for our homes this winter as the
temperatures drop. I am sorry, frankly, that we were not able to
accommodate the request I made to have a consumer representa-
tive, a representative of one of the consumer groups, on one of the
panels today. I think that would have added to our discussion.

I do believe that there are some concrete steps that we need to
discuss and I hope the witnesses will be able to address these. Let
me mention a few. No. 1, there are eight different bills pending
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here in the Senate that relate to this issue of price-gouging and
whether we should have a Federal statute similar to what the
State statutes that exist. It is my view that that would be an ap-
propriate thing for us to do. I would like to see us pass such a stat-
ute before we adjourn here in the next few weeks, this session of
Congress.

A second concrete idea is the Low Income Home Energy Assist-
ance Program. We need to fund that at the fully authorized level.
We have tried to do that now several times. We had a floor vote
on October 5, another on October 20, and another on October 26.
Each time that has been turned down. I think again we need to
fully fund that program before Congress adjourns this session.

The third proposal that I would have is that we need a high-pro-
file national public education campaign to encourage conservation.
This is something that everyone seems to think is a good idea, but
no one is willing to pay for. The Federal Government has not com-
mitted the funds to pay for this. As far as I know, the industry has
not either. I will refer to that again in just a moment.

A fourth item I believe we need to go ahead with is the Lease
Sale 181. That clearly is something that should have been done
some time ago. It was on track to be done when this Administra-
tion came into office. For political reasons, for reasons related to
the politics of Florida, frankly, it was put off. There is no legislative
action required in order for this to be accomplished. It is strictly
an administration decision and I wish they would make the deci-
sion to go ahead with that lease sale.

A fifth item, I believe we should once again get back to increased
fuel efficiency in cars, trucks, and SUVs in this country. That is a
subject we tried to deal with in the energy bill. We were unsuccess-
ful. I hope we can take some action on that. Over the long term
that would do a great deal of good, I believe, for our country.

Two specific things that I would just ask the witnesses to re-
spond to: What can your companies, what can the oil and gas in-
dustry itself, do to help with this public education campaign for
conservation? I think that clearly much more is needed there. Sec-
ond, what help can be provided to these LIHEAP programs around
the country?

Thank you very much.

Chairman STEVENS. Thank you very much.

Senator, we did have in our committee, two separate hearings on
price-gouging. We have had such hearings already.

Now we are going to turn to the witnesses. The first witness will
be Mr. Lee Raymond of ExxonMobil. Mr. Raymond—pardon me.

I hope all members will look at the clocks in front of them and
keep track of their own time, please.

STATEMENT OF LEE R. RAYMOND, CHAIRMAN AND CHIEF
EXECUTIVE OFFICER, EXXON MOBIL CORPORATION

Mr. RAYMOND. Thank you, Mr. Chairman. Chairmen Domenici
and Stevens, Co-Chairman Inouye, and ranking member Binga-
man, and committee members: Thank you for the opportunity to
discuss the important issues being raised about ExxonMobil and
the industry.
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The increases in energy prices following Hurricanes Katrina and
Rita have put a strain on Americans’ household budgets. We recog-
nize that. After all, our customers are your constituents. And we
recognize our responsibility to make energy available to them at
competitive costs. It is also our responsibility to engage in an open,
honest, informed debate on our energy future, grounded in reality,
focused on the long term, and intent on finding viable solutions.

I would like to make three points in my allotted time. First,
given the scale and long-term nature of the energy industry, there
are no quick fixes and there are no short-term solutions. Second,
petroleum company earnings go up and down since prices for the
openly and globally traded commodities in which we deal are vola-
tile, but our ongoing investment programs do not and they cannot
if we are to meet growing energy demand. Third, as the response
to Hurricanes Katrina and Rita have proved, markets work even
under the most extraordinary circumstances. Permitting them to
function properly is the kind of leadership required to meet the fu-
ture energy challenges that we all face.

Let me elaborate on each point in turn. Currently, the world’s
consumers use the equivalent of 230 million barrels of oil equiva-
lent every day from all energy sources. That is 400 million gallons
an hour or 67 billion gallons a week. Because of the size and
strength of the U.S. economy, Americans consume a fifth of this
total, more than any other country. At current market prices, the
bill for the world’s petroleum consumption is more than $2.5 tril-
lion a year. That is greater than the U.S. Government’s entire an-
nual budget.

The petroleum companies represented here today help meet that
enormous demand, but we are a relatively small part. Consider
this. ExxonMobil is the world’s largest nongovernment petroleum
company, with a market capitalization of about $350 billion and op-
erations in 200 countries and territories. Almost three-quarters of
our business is outside of the United States. On an average day we
produce over 4 million oil equivalent barrels. That is about 3 per-
cent of the world’s daily oil and gas appetite.

It is also important to keep in mind the long-term time lines in
which we operate. In politics time is measured in 2, 4, or 6 years
based on the election cycle. In the energy industry time is meas-
ured in decades based on the life cycles of our projects. For exam-
ple, ExxonMobil just announced first oil and gas production from
our Sakhalin-1 project in Russia’s Far East. We began work on the
project over 10 years ago when prices were very low, and we expect
it to produce for over 40 years. All told, that is more than 50 years
for one project. 50 years is 25 Congresses and 12 presidential
terms. 50 years ago Dwight Eisenhower was President of the
United States.

So what does that mean for policymaking? It means, given the
scale and long-term nature of our business, effective policies must
be stable, predictable, and long-term in their focus. History teaches
us that punitive measures hastily crafted in reaction to short-term
market fluctuations will likely have unintended negative con-
sequences, including creating disincentives for investment in do-
mestic projects.
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Think back to the 1970s, when we were all in an energy crisis
here in this country. First price controls, then punitive taxes were
tried to manage petroleum markets. They contributed to record
prices, shortages, and gasoline lines. As the Government withdrew
from attempting to manage the markets, prices began to come
down. In fact, net of taxes, prices in real terms for petroleum prod-
ucts like gasoline, diesel fuel, heating oil, and jet fuel have actually
declined over the last 25 years.

Which brings me to my second point: The petroleum industry’s
earnings are at historic highs today, but when you look at our
earnings per dollar of revenue, a true apples to apples comparison,
we are in line with the average of all U.S. industry. Our numbers
are huge because the scale of our industry is huge.

How are these earnings used? We invest to run our global oper-
ations, to develop future supply, to advance energy-producing and
saving technologies, and to meet our obligations to millions of our
shareholders. Last year, with $40 a barrel oil and high earnings,
Exxon invested almost $15 billion in new capital expenditures and
more than $600 million in research and development. In 1998,
when crude prices were as low as $10 a barrel, our earnings were
lower, at about $8 billion, but we invested $15 billion in capital ex-
penditures that year as well.

In fact, over the last 10 years ExxonMobil’s cumulative capital
and exploration expenditures exceeded our cumulative annual
earnings. So when we keep investing in the future when earnings
are high as well as when they are low.

The current discussion on building new grassroots refineries is
interesting. Building a new refinery from scratch takes years, even
if regulatory requirements are streamlined. Current refining eco-
nomics are almost irrelevant to that decision. For us, a faster and
more practical way to add capacity has been to expand our existing
refineries. It is much more efficient because the basic infrastruc-
ture is already in place. Over the last 10 years, ExxonMobil alone
has built the equivalent of three average-sized refineries through
expansions in efficiency gains at existing U.S. refineries.

I should add that we would also like to invest even more in this
country, especially in exploring for and producing new supplies of
oil and natural gas, if there were attractive economic opportunities
to do so. But the fact is that the United States is a mature oil prov-
ince, domestic production is declining, and limited opportunities for
new investments that have been made available to us.

Finally, my third point: Markets work if we let them. Hurricanes
Katrina and Rita were a one-two punch to the petroleum industry
as well as to many of your constituents. At one point some 29 per-
cent of U.S. refining capacity was shut down. The Congressional
Budget Office estimates the hurricanes caused between $18 and
$30 billion in energy sector infrastructure losses.

But we are recovering. Our diligent and dedicated employees
went above and beyond to repair the damage and get back to work.
Credit also goes to the Federal Government. Release of the crude
from the SPR, temporary easing of regulations such as gasoline
specification and the Jones Act enabled us to reallocate resources
effectively and efficiently.
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But most importantly, credit goes to our free market system. The
hurricanes showed that markets work even under the most ex-
traordinary conditions. Prices for products did increase, of course,
but there was no panic and no widespread shortages. Retailers re-
sponded to the short-term supply disruption, consumption de-
creased, and imports increased to make up the shortfall. In a word,
markets worked. And letting markets work will enable us to meet
our future energy challenges.

In just 25 years, global energy demand is expected to increase
nearly 50 percent, with oil and natural gas needed to meet the ma-
jority of that demand. The energy industry is meeting this chal-
lenge. Government can best help by promoting a stable and pre-
dictable investment environment, reinforcing market principles,
promoting global trade and efficient use of energy, and imple-
menting and enforcing rational regulatory regimes based on sound
science and cost-benefit analysis.

It is this kind of leadership that is required of all of us to meet
the future energy challenges we all face.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Raymond follows:]

PREPARED STATEMENT OF LEE R. RAYMOND, CHAIRMAN AND CHIEF EXECUTIVE
OFFICER, EXXON MOBIL CORPORATION

Chairmen Domenici and Stevens, Co-Chairman Inouye, Ranking Member Binga-
man, and Committee Members. Thank you for the opportunity to discuss the impor-
tant issues being raised about ExxonMobil and the industry.

The increases in energy prices following Hurricanes Katrina and Rita have put
a strain on Americans’ household budgets. We recognize that. After all, our cus-
tomers are your constituents. And we recognize our responsibility to make energy
available to them at competitive costs.

It is our responsibility to engage in an open, honest, informed debate about our
energy future . . . grounded in reality . . . focused on the long-term . . . and intent
on finding viable solutions.

In that spirit, I would like to make three points during my allotted time.

First, given the scale and long-term nature of the energy industry, there are no
quick fixes or short-term solutions.

Second, petroleum company earnings go up and down with the volatility in the
openly and globally traded commodities in which we deal, but our ongoing invest-
ment programs do not—and they cannot, if we are to meet growing energy demand.

And third, as the response to Hurricanes Katrina and Rita proved, markets work,
even under the most extraordinary circumstances. Permitting them to function prop-
?rly is the kind of leadership required to meet the future energy challenges we all
ace.

Let me elaborate on each point in turn.

ENERGY INDUSTRY SCALE AND TIMELINES

As you consider energy policy—just as when we consider corporate strategy—it is
essential to understand the sheer size of the petroleum industry and the extended
timelines in which we operate.

Currently, the world’s consumers use the equivalent of 230 million barrels of oil
every day from all energy sources.! That’s 400 million gallons an hour, or 67 billion
gallons a week. Because of the size and strength of the U.S. economy, Americans
consume a fifth of this total, more than any other country.

You are accustomed to dealing in large budget figures, so let me try putting it
in those terms. At current market prices, the bill for the world’s petroleum con-
sumption is more than $2.5 trillion a year. That’s greater than the U.S. govern-
ment’s entire annual budget.

The petroleum companies represented here today help meet that enormous de-
mand—but we are a relatively small part.

1ExxonMobil Energy Outlook.



10

Consider this. ExxonMobil is the world’s largest, non-government petroleum com-
pany, with over 86,000 employees, a market capitalization of about $350 billion, and
operations in 200 countries and territories. In fact, almost three-quarters of our
business is outside the United States.

On an average day, we produce over 4 million oil equivalent barrels. That is about
3 percent of the world’s daily oil and gas appetite.

Now, in addition to the energy industry’s enormous scale, it is also important to
keep in mind the long-term timelines in which we operate.

In politics, time is measured in 2, 4 or 6 years, based on the election cycle.

In the energy industry, time is measured in decades, based on the lifecycles of
our projects.

For example, ExxonMobil just announced first oil and gas production from our
Sakhalin-1 project in Russia’s Far East. We began work on the project over 10 years
ago when prices were very low, and we expect it to produce for over 40 years. All
told, that’s more than 50 years for one project.

Fifty years is 25 Congresses and 12 Presidential terms. It is longer than any Sen-
ator has served in the history of this body. Or think of it this way—50 years ago,
Dwight Eisenhower was President.

So what does this mean for policymaking? It means, given the scale and long-term
nature of our business, effective policies must be stable, predictable and long-term
in their focus.

History teaches us that punitive measures, hastily crafted in reaction to short
term market fluctuations, will likely have unintended negative consequences—in-
cluding creating disincentives for investment in domestic projects.

Think back to the 1970s—when we were in an energy crisis in the U.S.

First price controls and then punitive taxes were tried to manage petroleum mar-
kets. In addition to contributing to the record gasoline prices consumers were paying
by March 1981, they contributed to shortages and gasoline lines. As the government
gradually withdrew from trying to actively manage petroleum markets, prices began
to come down. In fact, if you exclude the effect of state and federal taxes, prices in
real terms for petroleum products like gasoline, diesel fuel, heating oil and jet fuel
have actually declined over the last 25 years.2 Today’s higher prices are still less
than the prices that resulted from government controls in the early 1980s.

Which brings me to my second point.

EARNINGS AND INVESTMENTS

The petroleum industry’s earnings are at historic highs today. But when you look
at our earnings per dollar of revenue—a true apples-to-apples comparison—we are
in line with the average of all U.S. industries.? Our numbers are huge because the
scale of our industry is huge.

How are these earnings used?

We invest to run our global operations, to develop future supply, to advance en-
ergy-producing and energy-saving technologies, and to meet our obligations to our
millions of shareholders.

Last year, when oil prices averaged a little under $40 a barrel and earnings were
high, ExxonMobil invested almost $15 billion in new capital expenditures and more
than $600 million in research and development.

And in 1998, when crude oil prices were much lower—as low as $10 a barrel for
a time—so were our earnings, about $8 billion. But we invested $15 billion in cap-
ital expenditures that year as well.

In fact, over the last 10 years, ExxonMobil’s cumulative capital and exploration
expenditures have exceeded our cumulative annual earnings.*

S(i, we keep investing in the future when earnings are high as well as when they
are low.

If we are to continue to serve our consumers and your constituents, corporate and
government leaders alike cannot afford to simply follow the ups and downs of en-
ergy prices.

We must take a longer-term view.

The current debate on building new grassroots refineries is a good example. Build-
ing a new refinery from scratch takes years—even if regulatory requirements are
streamlined.

2See also: Appendixes A and B,* Price Increase of Consumer Goods, and Commodity Price In-
creases, respectively.

* Appendixes A-F have been retained in committee files.

3See, Appendix C, How Do Oil Industry Earnings Compare to Other Industries?

4See, Appendix D, ExxonMobil Long-Term Earnings and Investment History.
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Current refining economics are almost irrelevant. And once a refinery begins oper-
ations, it takes years more for that refinery to pay back its investment.

For us, a faster, more practical and economical way to add capacity has been to
expand our existing refineries. It is much more efficient because the basic infra-
structure is already in place. We have invested $3.3 billion over the last five years
in our U.S. refining and supply system.

Over the last ten years, ExxonMobil alone has built the equivalent of three aver-
age-sized refineries through expansions and efficiency gains at existing U.S. refin-
eries.

And industry-wide, while the number of refineries in the United States has been
cut in half since 1981, total output from U.S. refineries is up by 27 percent over
this same period, a percentage which almost exactly matches the rise in overall
product demand.5

I should add that we would like to invest even more in this country, especially
in exploring for and producing new supplies of oil and natural gas—if there were
attractive, economic opportunities to do so. But the fact is the United States is a
mature oil province, domestic production is declining from those areas that are ac-
cessible to the industry, and limited opportunities for new investment have been
made available to us.

MARKET LEADERSHIP

Finally, my third point. Markets work—if we let them.

The response to Hurricanes Katrina and Rita proved the point. These storms were
a one-two punch, to the petroleum industry as well as to many of your constituents.
At one point, almost 29 percent of our domestic refining capacity was shut down,
and all told, the Congressional Budget Office estimates the hurricanes caused some-
where between $18 billion and $30 billion in energy sector infrastructure losses.6

But we are recovering. Crude oil supply was quickly rerouted, refineries rapidly
came back on-line, investors kept cool-headed, and production in the Gulf has been
gradually restored.

Credit for this goes, in part, to the energy industry, especially our diligent and
dedicated employees who went above and beyond to repair the damage and to get
back to work.

Credit also goes to the Federal Government. Release of crude from the Strategic
Petroleum Reserve and the temporary easing of regulations such as gasoline speci-
fications and the Jones Act enabled us to reallocate resources effectively and effi-
ciently. That helped.

But most importantly, credit goes to our free market system. The hurricanes
showed that markets work, even under the most extraordinary conditions.

Even before the hurricanes made landfall, shippers rerouted tankers, refiners re-
calibrated output, traders reallocated resources, investors moved capital, and con-
sumers began to change their consumption patterns.

Prices for products did increase, of course, but there was no panic and no wide-
spread shortage. Retailers responded to the short-term supply disruption, consump-
tion decreased, and imports increased to make up for the shortfall.

The remarkable recovery would not have been possible had the millions of Ameri-
cans impacted by the storms—energy producers, refiners, suppliers, retailers and
consumers—not had a free hand to respond. Markets enabled them to do so.

And letting markets work will enable us to meet our future energy challenges.

In just twenty-five years, global energy demand is expected to increase nearly 50
percgn7t, with oil and natural gas needed to continue to meet a majority of that de-
mand.

An estimated 100 million barrels of oil equivalent in new production is required
during this time frame, as well as an estimated $17 trillion in new investment.8

To be sure, much of future demand growth will be in developing countries like
China and India. But because oil is a global commodity—Ilike corn or copper—failing
to meet demand abroad means higher prices for Americans at home.

The energy industry is meeting this challenge, and will continue to do so. Govern-
ment can best help by promoting a stable and predictable investment environment,
reinforcing market principles, promoting global trade, promoting the efficient use of

5See, Appendix E, How Do Fewer U.S. Refineries Affect Supply?

6 Statement of Douglas Holtz-Eakin, Congressional Budget Office, “Macroeconomic and Budg-
etary Effects of Hurricanes Katrina and Rita,” before the House Committee on the Budget (Octo-
ber 6, 2005).

7See, Appendix F, Will Energy Demand Continue to Increase?

8 International Energy Agency, World Energy Outlook (2005).
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energy, and implementing and enforcing rational regulatory regimes based on sound
science and cost/benefit analyses.

It is this kind of leadership that is required of all of us to meet the future energy
challenges we all face.

Thank you.

Chairman STEVENS. Thank you very much.

Our next witness is Mr. O’'Reilly. I am looking for your title. We
are happy to have your testimony, Mr. O’Reilly. You are chairman
of Chevron.

STATEMENT OF DAVID J. O’'REILLY, CHAIRMAN AND CHIEF
EXECUTIVE OFFICER, CHEVRON CORPORATION

Mr. OREILLY. Thank you, Senator. Thank you, Chairmen
Domenici and Stevens, ranking member Bingaman, and Co-Chair
Inouye, and committee members.

I am here today representing 53,000 Chevron employees as well
as millions of shareholders who have put their trust and confidence
in our company, and I welcome the opportunity to talk together
about working to deliver reliable energy supplies at reasonable
costs to all Americans.

I would like to make several points today. First, we have seen
a situation of tight supplies and growing demand for energy for
several years. The recent hurricanes in the Gulf Coast magnified
that situation. Secondly, Chevron is investing aggressively to in-
crease energy supplies. Since 2002 we have invested what we have
earned. Thirdly, conflicting government policies and restricted ac-
cess to opportunities make it difficult to invest here in the United
States. Finally, I will make a few brief suggestions as to how I be-
lieve we can work together to create a more robust climate for U.S.
energy investment.

Let me provide some context which will illustrate my first point.
We are here today to talk about energy prices, which came to the
forefront following the hurricanes that devastated the Gulf Coast
region, including the oil and gas industry. They disrupted oil and
gas production, our pipeline network, and our refining and dis-
tribution operations. I personally visited our operations in the
aftermath of the storm and it is difficult to appreciate the devasta-
tion in the Gulf Coast unless you have visited it firsthand.

We were fortunate that no Chevron employees lost their lives,
but many hundreds lost their homes and their possessions. None-
theless, these same employees continue to work around the clock
to resume normal operations, to get supplies to market. I could not
be prouder of their heroic performance in the face of unimaginable
adversity.

Clearly, we experienced price volatility in the wake of the hurri-
canes. These price fluctuations reflected the fact that the storms
shut in one-third of U.S. oil and gas production and one-fourth of
U.S. refining capacity. Price volatility was also driven by localized
panic buying, which led to temporary shortages of gasoline. As we
began to normalize distribution and production in the days and
weeks that followed, prices began to moderate.

But the more important issue is that we have been operating in
a tighter supply situation for some time now. I have been talking
about this for the last year and a half, but I am happy to discuss
it with the committees today. Today’s energy markets are being
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shaped by several forces. Growing demand for energy, particularly
in Asia, for example China and India, but also here in the United
States, has resulted in decreased spare capacity in global crude oil
supplies and the global refining system.

Oil production in mature basins, particularly in Europe and
North America, has been declining. New developments are occur-
ring, but in challenging and capital-intensive locations outside of
OPEC countries, such as the deep water, the Arctic, and oil sands.
Meanwhile, OPEC production has increased, but is now approach-
ing its current capacity to deliver.

That brings me to my second point: Chevron is doing everything
we can to expand and diversify the world’s energy resources. We
are doing it at huge cost and significant risk in some of the most
challenging areas. We are doing it to assure supplies to our cus-
tomers while providing a reasonable return to our investors. Since
2002 our company has invested $32 billion in our business. During
the same time period our earnings were $32 billion. In other words,
we invested what we earned.

Our investments flow to the areas of greatest opportunity and
long-term return. In the United States, for example, 90 percent—
that is 90 percent—of our capital program for oil and gas produc-
tion is focused in the Gulf of Mexico because it is open for invest-
ment. While our investment in the United States is significant, it
is important to note that about two-thirds of our capital program—
that is 65 percent—is outside the United States because of the rel-
atively limited opportunities here at home.

Investments in energy projects outside the United States also
benefit U.S. consumers because they increase global supplies. How-
ever, let me give you an example of the type of inefficiencies that
can occur when U.S. investment is discouraged. In our search for
natural gas in the United States we have found many promising
areas off-limits to development. For example, in the late 1980s we
made a significant discovery of natural gas in an area of the east-
ern Gulf of Mexico called Destin Dome, approximately 25 miles off
the coast of Florida. At the time it was estimated that Destin Dome
held enough natural gas to supply one million—that is one mil-
lion—American households for 30 years.

Chevron and its partners could not get the permits to develop the
field because of opposition at the local level in Florida as well as
a maze of regulatory and administrative barriers at the Federal
level. We reluctantly relinquished the leases as part of a settlement
reached with the Government in 2002.

So what actions are we taking now to supply natural gas to this
market? We are co-leading a project to produce and liquefy natural
gas in Angola, shipping it to an import facility in the U.S. Gulf
Coast, and then piping it to the market. The customers will be the
same customers who could have been supplied by natural gas just
miles off the coast of Florida.

This brings me to my final point. How can we create a policy en-
vironment that stimulates more investment in energy production
and allows those investments to be made more efficiently? As I
have stated, the industry cannot pursue its potential in the United
States without the right government policies in place. The energy
bill passed earlier this year was a start, but there is more we can
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do. I have offered a detailed list of policy recommendations in my
written testimony, so I want to just quickly summarize four of
them here.

First, the U.S. Government should open areas currently off-limits
for the environmentally responsible exploration and development of
oil and gas.

Second, there is a critical need to rationalize regulations that cre-
ate barriers to the efficient development and operation of energy
infrastructure, for example siting of LNG terminals and expansion
?f rleﬁneries. There is also a need to reduce the number of boutique

uels.

Third, we need to continue effective public-private partnerships
that stimulate energy efficiency and research and development of
potential new energy sources.

Finally, the Government should look at all of its policies—envi-
ronmental, trade, and foreign policy—and ensure that they are
aligned towards achieving strategic energy objectives.

Senators, I believe that if the U.S. Government can work with
our industry as partners to eliminate barriers to investment, in-
vestment will follow. It is clear that the policy choices we have
made in the past have had consequences. So too will the policy de-
cisions made from this point forward. It is important that Congress
and the American people recognize the choices that face us, under-
stand their implications, and plot a constructive path forward.

Thank you for the opportunity to comment. I appreciate it.

[The prepared statement of Mr. O'Reilly follows:]

PREPARED STATEMENT OF DAVID J. O’REILLY, CHAIRMAN AND CHIEF EXECUTIVE
OFFICER, CHEVRON CORPORATION

INTRODUCTION

Thank you, Chairmen Domenici and Stevens, Senators Bingaman and Inouye, and
Committee Members. My name is Dave O’Reilly, and I am Chairman and CEO of
Chevron Corporation. I am here today representing Chevron employees as well as
the shareholders who have put their trust and confidence in our company.

I welcome this opportunity to talk about working together more effectively to en-
hance our country’s energy security and deliver reliable supplies of energy at a rea-
sonable cost to all Americans. There are few industries more central to the vitality
of the United States, or that touch more American households, than the oil and gas
industry. Chevron takes this responsibility very seriously and I hope the informa-
tion that I will share with you today will help you better understand the challenges
we face—and the value that our industry provides to American consumers and the
American economy.

Chevron is a global energy company whose roots go back 126 years to the Pacific
Refining Co. in California. We are the second-largest oil and gas company based in
the United States, with approximately 53,000 employees worldwide and a presence
in more than 180 countries around the world. We are involved in virtually every
aspect of the energy industry—from crude oil and natural gas exploration and pro-
duction to the refining, marketing and transportation of petroleum products. We
also have interests in petrochemicals and power generation assets and are working
to develop and commercialize future energy technologies.

Let me start by providing some context. We are here today to talk about energy
prices, which came to the forefront following Hurricanes Katrina, Rita and Wilma.
These hurricanes were devastating to the entire Gulf Coast region, including the oil
and gas industry. They disrupted oil and gas production in the Gulf of Mexico, the
network of pipelines in the region and many refining operations. I personally visited
our operations in the aftermath of the storms. It is difficult to appreciate the devas-
tation created by the hurricanes until you stand on the ground in south Louisiana
and Mississippi. We were fortunate that no employees of Chevron lost their lives
during the hurricanes, but many hundreds of our employees lost their homes and
prized possessions. Despite this huge personal loss and tremendous family disrup-
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tions, those very same employees have been working around the clock to resume
normal operations as quickly as possible to get supplies to market (Attachment A;*
Chevron’s response). I could not be prouder of their heroic performance in the face
of almost unimaginable adversity.

The hurricanes had a clearly recognized dramatic impact on the domestic energy
supply infrastructure. The storms temporarily shut in almost one-third of U.S. o1l
and gas production and one-fourth of U.S. refining capacity. This resulted in higher
prices and volatility. Price volatility at the retail pump was also driven by localized
panic buying of gasoline supplies, which led to temporary shortages. Every oil and
gas company in the region had difficulty resupplying the market in those first days
following the storms because power outages had shut down pipeline infrastructure,
crippling the ability to move supplies into impacted areas. The temporary supply
shortages had ripple effects elsewhere in the United States, and in the European
and Asian markets, reflecting the interdependence of global energy markets. As dis-
tribution and production began to normalize in the weeks that followed, the market
began to reflect that in moderating prices (Attachment B, regular gasoline prices).
However, although most of the refining capacity has been restored, as of last week
approximately one million barrels per day of crude oil and five billion cubic feet per
day of natural gas remained shut in while repairs to facilities severely damaged by
the storms are being made. I can assure you that my company continues to do ev-
e;’glthing we can to resume normal operations on the Gulf Coast as rapidly as pos-
sible.

However, the larger and more important issue we need to address is that we have
been operating in a tighter supply situation for some time now, brought about by
fundamental changes in the energy equation. Growing global demand for energy,
particularly from China and India but also in the United States, has resulted in de-
creased spare capacity in global crude oil supplies and the global refining system.
Oil production in mature areas, particularly in Europe and North America, has been
declining. New developments are occurring, but in challenging and capital-intensive
locations, such as the deepwater, the Arctic, and oil sands in Canada and extra
heavy oil in Venezuela. Meanwhile, OPEC production has been increased, but is
now approaching its current capacity to deliver.

Fundamentally, today’s energy prices are a reflection of the current interplay be-
tween supply and demand, as well as complex regulatory and geopolitical forces.
The hurricanes magnified this underlying trend and showed how vulnerable sup-
plies are to disruptions. These impacts were felt not only in the United States,
where the hurricanes occurred, but in energy markets around the world. The tight-
ness of supply, and global energy interdependence, are issues that I have been dis-
cussing for the past year-and-a-half with a variety of our stakeholders. I have been
urging fresh new policy prescriptions in response (Attachment C, select speeches).

The aftermath of the hurricanes also highlighted challenges that are specific to
the U.S. energy market—the concentration of oil and gas production in the Gulf of
Mexico, the lack of spare refining capacity in the U.S. refining network (Attachment
D, spare refining capacity) and the complexity of transporting numerous blends of
gasoline from one part of the country to another under the current system of fuel
specifications. The temporary waivers of those specifications by the Environmental
Protection Agency (EPA), and numerous states, were some of the most effective ac-
tions government took following the hurricanes. This played a constructive role in
alleviating regional gasoline shortages, and provided a glimpse of how regulatory re-
form can make markets work more efficiently.

Chevron is investing aggressively in the development of new energy supplies for
American businesses and consumers and will continue to do so. We believe that the
increased awareness of energy issues facing the United States provides a good
framework for a discussion of steps that the industry and government can take to-
gether to create a climate for enhanced investment that promotes economic and en-
vironmentally sound production of energy supplies.

HOW DID WE GET HERE?

The energy situation in the United States today reflects a number of factors, most
notably the increasing demand for transportation fuels and natural gas. But it also
reflects the increasing complexity of the regulatory and permitting processes gov-
erning the industry. Numerous laws and regulations passed during the last 35 years
have affected the petroleum industry. The early 1970s witnessed the passage of sig-
nificant environmental legislation, the creation of the EPA, and a growing public re-
sistance to development, i.e. “not in my backyard” (NIMBY). These were well-inten-

* Attachments A-D have been retained in committee files.
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tioned initiatives that created significant benefits for the environment. But over
time, even as the oil and gas industry made great advances in its environmental
stewardship capabilities, these pieces of legislation promulgated hundreds of federal,
state and local collateral regulations—many of which have had the consequence of
limiting energy production.

The balance between regulatory benefits and economic benefits in our industry
has been lost and it is time to look at ways we can restore that equilibrium.

Moratoria, for instance, have closed off access to vast areas of our offshore explo-
ration. In the 1980s, increasing public opposition to leasing led to Congressional
pressure for annual moratoria in specific areas. By 1990, individual moratoria were
so numerous that President H-W. Bush declared a blanket moratorium that applied
to virtually the entire United States’ coastline, except for a few locations. In 1998,
President Clinton extended the ban for an additional 10 years to 2012. Federal off-
shore drilling is currently only allowed in Mississippi, Alabama, Louisiana, Texas
and parts of Alaska.

At the same time, regulatory hurdles have hindered onshore oil and gas develop-
ment. The Bureau of Land Management (BLM) manages about one-eighth of U.S.
land. Projects on federally-managed lands supply about 34 percent of total U.S. nat-
ural gas and 35 percent of total U.S. oil production. The majority of this land is in
the western states, including Alaska. The Federal Land Policy and Management Act
of 1976 (FLPMA) is the guiding legislation for BLM’s management of public lands
and mineral estates—the purpose being to balance a variety of competing land uses
including cattle grazing, recreational use, resource development and environmental
protection. Existing environmental regulations and BLM processes for oil and gas
regulations make obtaining leases and permits to produce difficult. The Arctic Na-
tional Wildlife Refuge (ANWR) is another area currently “off-limits” and the debate
on whether to open it up for drilling has been going on for many years. As a result
of government policies, responsible oil and gas development has been channeled
away from Alaska, the Rocky Mountains, and offshore regions toward the more ac-
cessible areas along the Alabama, Mississippi, Louisiana and Texas coasts. For
these same reasons, investment has been channeled outside the United States as
well.

The refining sector too has undergone many changes as it has responded to a need
to become more efficient and to comply with environmental laws. No refineries have
been built since 1976 and their number has dwindled substantially, from 325 in
1981 to 148 today. Despite that drop, the overall capacity of the U.S. refining sys-
tem has been steadily increasing since 1994. Current capacity stands at around 17
million barrels per day, up from 14.5 million in 1994. Refineries today are extremely
efficient, operating at almost maximum capacity—nearly 95 percent. But a variety
of factors make it challenging to expand current refining infrastructure:

e Historically low economic returns in the refining business.

e Timing and cumulative impact of environmental rules resulting in high costs
for building new equipment.

e Delays in obtaining permits and NIMBY challenges.

e Multiple regulatory requirements to make a variety of cleaner burning gaso-
lines, which has resulted in a proliferation of boutique fuels.

e Regulatory uncertainty regarding alternative fuels.

Together, limited access to domestic supplies and constrained refining capacity in
the United States have created a situation in which the United States has become
increasingly dependent on imports of all forms of petroleum. Today, the United
States imports 58 percent of its crude oil requirements and 15 percent of its natural
gas—compared to 42 percent of its crude oil, and eight percent of its natural gas
in 1990. Imports of gasoline, jet fuel and diesel have risen from 12 percent of con-
sumption in 1990 to 22 percent today.

At the same time, the American Petroleum Institute estimates that there are
more than 131 billion barrels of oil (enough to produce gasoline for 73 million cars
and fuel oil for 30 million homes for 60 years) and more than 1,027 trillion cubic
feet of natural gas (enough to heat 125 million homes for 120 years) remaining to
be discovered in the United States. Much of the area where this exploration and
subsequent production could occur is currently off-limits.

WHAT CHEVRON IS DOING TO MEET AMERICA’S ENERGY NEEDS

Now, let me turn to what Chevron is doing to increase energy production. Where
we can, we are investing aggressively all across the energy value chain. Since 2002,
Chevron has invested $32 billion in capital expenditures worldwide—compared with
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$31.6 billion in earnings for the same period. In other words, we invested more than
we earned.
This year alone, Chevron’s capital investment program is estimated to exceed $10
billion worldwide. This is a 20 percent increase over our spending last year.
Highlights of our current and planned investments in the United States include:

o The $3.5 billion Tahiti project, one of the Gulf of Mexico’s largest deepwater dis-
coveries. We have begun construction of the floating production facility to be in-
stalled there. When complete, the facility will have a capacity of 125,000 barrels
per day of oil and 70 million cubic feet per day of natural gas. It is scheduled
to begin production in 2008.

e A $900 million project to develop the Blind Faith Field in the deepwater Gulf
of Mexico. This field is expected to provide 30,000 barrels of oil per day and 30
million cubic feet of natural gas per day. It is scheduled to begin production in
2008.

e Continuing evaluation work on several deepwater Gulf of Mexico discoveries
(e.g., Great White, Tonga, Sturgis, Tubular Bells), which have the potential to
become significant investment opportunities in the future, with direct benefits
for U.S. consumers.

e Stepping up to the technical challenges presented by deepwater operations in
the Gulf of Mexico. In November of 2003, Transocean and Chevron announced
what was at the time a new world water-depth drilling record for a well in
10,011 feet of water in the Gulf of Mexico. Also, our successful Tahiti well test
completed in September 2004 in 4100 feet of water and at 25,812 feet subsea
was the deepest successful well test in the history of the Gulf of Mexico.

e Proceeding with significant investments in our U.S. refineries. Since 2001, in-
cluding 2005 estimates, we will have invested over $1.5 billion in our U.S. refin-
eries to meet various clean fuels requirements, comply with environmental reg-
ulations, maintain safe and reliable operations and increase capacity. Of that,
about $900 million was invested in our two California refineries (El1 Segundo
and Richmond) and almost $500 million in our Mississippi refinery
(Pascagoula).

e Recent investments in our El Segundo refinery will enable us to increase gaso-
line production by about 10 percent. We also have begun the permitting process
at our Richmond refinery to improve utilization. We expect these projects to in-
crease our gasoline production by about seven percent at this refinery. Likewise,
we have announced a significant investment for expansion at our Pascagoula re-
finery that will also enable increased gasoline production.

e Building Liquefied Natural Gas (LNG) projects in countries in the Atlantic and
Pacific “basins”, which will result in needed additional natural gas supplies for
the U.S. market. To accommodate these new supplies, Chevron is pursuing a
portfolio of options for LNG import terminals in North America. For example,
in Mississippi we have an application with Federal Energy Regulatory Commis-
sion (FERC) to own, construct and operate an LNG import terminal near our
Pascagoula refinery.

e In addition, we have committed for terminal capacity of 700 million cubic feet
per day at the Sabine Pass LNG import facility currently being built in Cam-
eron Parish, Louisiana. This is a terminal use agreement for the next 20 years.

While U.S. spending is significant, nearly 65 percent of our capital and explor-
atory expenditures have been directed towards investment opportunities outside the
United States. As with any well-run company in any industry, our investments have
gone to areas where there is opportunity to invest and earn reasonable, long-term
returns for the risks taken.

But, it is inaccurate to think that investments in energy projects outside the
United States do not benefit U.S. consumers. They do. Since oil is a globally-traded
commodity, any investment anywhere in the world that adds to supplies tends to
benefit all consumers, including those in the United States. And, while natural gas
is not yet a globally-traded commodity, industry investments are rapidly moving us
in that direction. Likewise, investments in global refinery capacity are generating
additional supplies of petroleum products which benefit U.S. markets.

Outside the United States Chevron is investing significantly in exploration and
development projects in, for example: Nigeria (oil and natural gas); Kazakhstan (oil);
Angola (oil and natural gas); Australia (natural gas); Indonesia (oil and natural
gas); Thailand (natural gas); Venezuela (oil and natural gas); the United Kingdom
(oil and natural gas); Canada (oil); and gas-to-liquids (GTL) facilities in Nigeria,
which will use natural gas to develop ultra-clean diesel fuels that will be available
for world markets.
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Chevron is expanding its natural gas business, which is very capital-intensive.
Unless natural gas is consumed near where it is produced (and then pipelined to
market), the gas must be liquefied, shipped, re-gasified, and then transported via
pipeline to consumers. We have three very large projects in this category—in An-
gola, Nigeria and Australia—that we are working on to bring natural gas resources
found outside the United States to American markets.

In our search for natural gas in the United States, we have identified many prom-
ising areas currently off-limits to development. For example, in the late 1980s, we
made a significant discovery of natural gas in the Eastern Gulf of Mexico called
Destin Dome, approximately 25 miles off the coast of Florida. At the time, it was
estimated that Destin Dome held enough natural gas to supply one million Amer-
ican households for 30 years.

Chevron and its partners could not get permits to develop the field because of op-
position in Florida and a maze of regulatory and administrative barriers at the fed-
eral level. After a long, expensive and frustrating effort to move forward, we relin-
quished the leases as part of a settlement reached with the government in 2002.

So, what actions are we taking now to supply natural gas to this market? We are
co-leading a project to produce and liquefy natural gas in Angola, ship it across the
Atlantic Ocean to a regasification facility in the U.S. Gulf Coast, and transport it
via pipeline to the market. The customers will be those same customers in Florida
and the Southeast who could have been supplied by natural gas just miles off the
shore of Florida.

This is clearly not an efficient and economic use of resources for the United
States, or the rest of the world for that matter. Yet it is the direct result of our
historical energy policies.

Similarly, U.S. energy policies have required significant investments in refining
and marketing operations in order to meet environmental and new fuel specifica-
tions. From a U.S. energy policy perspective, the focus has been on environmental
and fuels investments, not on investments that add to production capacity.

Over the past decade, we have made substantial investments in projects to meet
fuel specification and environmental objectives. We have invested in reformulated
fuels for the California market and to prepare for additional blending of ethanol.
We have invested to meet changing gasoline sulfur specifications, and new ultra-low
sulfur diesel specifications to meet the requirements of new diesel engines.

Even then, meeting these requirements has not always been easy or without risk.
For example, the state of Georgia and the EPA delayed implementing new fuel spec-
ifications for the city of Atlanta after our Pascagoula refinery had already invested
in facilities to meet the new requirements. As another example, it took us nearly
12 months just to get the local permit to build an ethanol blending tank at our Rich-
mond refinery in California to meet a combination of federal and state fuel require-
ments.

Chevron has also invested to increase the efficiency, reliability and capacity of our
refining operations in the United States. In some instances, when we have
debottlenecked and have added to capacity, we have had to pay severe penalties to
do so. Because of the lack of clarity surrounding permitting rules, our company,
along with most other majors in the industry, has had to reach settlements with
the EPA over whether such routine maintenance, repair and replacement activities
trigger the New Source Review permitting requirements.

In addition to the investments I have just outlined, Chevron has spent more than
$1 billion since 2000 on the next generation of energy by focusing on the pragmatic
development of renewable and alternative energy sources, and the creation of more
efficient ways of using the energy we already have.

Since 1992, Chevron has taken steps that have reduced companywide energy use
per unit of output by 24 percent. This is the result of having strong energy efficiency
strategies, and business units that develop, share and adopt energy best practices
across the corporation.

Chevron has also made a successful business of developing energy efficiency solu-
tions for the external market. Our subsidiary, Chevron Energy Solutions, is a $200
million business that has developed energy efficiency and renewable projects for
large-scale facilities operated by the U.S. Postal Service, the Department of Defense,
hospitals and public schools.

Chevron is the world’s largest producer of geothermal energy and we are investing
sensibly but aggressively in the development of alternative fuel sources. In 2004, the
U.S. Department of Energy selected Chevron to lead a consortium that will dem-
onstrate hydrogen infrastructure and fuel-cell vehicles. Over a five-year period, the
consortium will build up to six hydrogen energy service stations with fueling facili-
ties for small fleets of fuel-cell vehicles and capacity to generate high-quality elec-
trical power from stationary fuel cells.
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Chevron is 50 percent owner of Cobasys, a manufacturer of environmentally
friendly advanced batteries for applications such as hybrid electric vehicles and sta-
tionery power applications. We have made significant investments in this venture,
including the construction of a factory, to help meet the growing demand for bat-
teries in these applications. Cobasys has received battery pack purchase orders from
customers for upcoming hybrid electric vehicle production programs.

Chevron has one of the largest solar photovoltaic installations in the United
States, a 500 kw solar array, at our Bakersfield, California production location.

THE ROLE OF THE U.S. GOVERNMENT

Even with the investments we are making now, more is required to meet future
demand for energy.

We acknowledge the work of the Congress in passing the Energy Policy Act of
2005, a start toward securing America’s energy future. We believe, however, that
there are additional steps that must be taken by Congress and the Administration:

e First, impediments to access for exploration should be removed. This would in-
clude ANWR, areas in the Rocky Mountain region, and Continental shelves.

e Second, the permitting process for LNG facilities, refineries, and other energy
infrastructure should continue to be streamlined. There should be a coordi-
nated, integrated and expeditious review. There should be a clearly defined and
simple process with specific deadlines. One agency should be designated as ac-
countable for meeting overall guidelines. Overlapping authority and conflicting
or redundant processes should be eliminated. Also, the Federal Government
should help educate state and local government, as well as the public, about the
need for these facilities.

e Third, there is a need to rationalize the proliferation of boutique gasolines. The
recently passed legislation by the House of Representatives contains provisions
that would limit the number of boutique fuels. Rationalizing the current slate
of boutique fuels is critical to improving the current supply situation by bring-
ing fuel specifications into alignment with the regional manufacturing, supply
and distribution systems. Additionally, granting EPA authority to temporarily
waive and pre-empt state fuel requirements in situations like we just experi-
enced will result in quicker response to such emergencies.

e Fourth, as with the U.S. Department of Energy’s leadership and support of hy-
drogen projects, the Federal Government should continue to support joint ven-
tures with private enterprise to advance technology and develop alternative en-
ergy supplies.

e Fifth, Congress and the Administration should continue to support development
o{.clean coal and nuclear power as important sources of additional energy sup-
plies.

e Sixth, the government should recognize the growing interdependence of energy
markets and work actively with other countries to provide additional secure
sources of energy and to ensure a level investment playing field across national
boundaries.

THE ROAD AHEAD

Clearly, we face a significant challenge. But I would suggest that when it comes
to energy policy, we should acknowledge the new equation we face and work to-
gether to develop new solutions.

Today, energy markets are globally interdependent. As a nation, we import an in-
creasing percentage of our energy from abroad. Clearly, in the wake of this year’s
hurricanes, the importance of our ability to get energy supplies from abroad was
critical to our recovery. In moving forward, we should recognize this interdepend-
ence as we pursue energy policies.

Historical divisions are irrelevant in the energy equation we now face. When a
single hurricane can knock out nearly 10 percent of our nation’s gasoline supplies,
it is clear that a new approach to dealing with energy issues is needed. This is no
time for a divisive, business-as-usual energy debate. The time for pragmatic and
unified action is here.

The good news is that energy goals advanced by well-meaning advocates on both
the supply and production side, as well as the conservation and alternative-energy
side, do not have to be at odds. We saw some evidence of this when the long-awaited
2005 energy bill was signed into law by the President earlier this summer. It was
a starﬁ. But the hurricanes have shown that in many respects it did not go far
enough.

We need to shift the framework of the national energy dialogue to acknowledge
that improving America’s access to oil and natural gas, investing in new energy
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sources such as hydrogen fuel cells and renewables, and developing clean coal and
nuclear power sources are, in fact, complementary goals that can help create afford-
able, reliable energy supplies. The American public has shown in the past that when
they know the facts, they will cast aside partisanship in favor of pragmatic solu-
tions. Given the state of the country’s current energy situation—constrained sup-
plies and volatile prices—Americans deserve that kind of discussion.

So let’s begin now to reframe the debate. Here are three ideas that can help guide
a new national dialogue:

First, we need to begin viewing energy as an asset to be optimized, not a liability
to be managed. We need to let go of the old paradigm that energy development and
environmental stewardship cannot co-exist. If we use the assets we have more effec-
tively, while also seeking to diversify our energy supply, our nation will be well on
its way toward greater energy security.

Second, we need to rationalize the complex thicket of regulations and permitting
requirements that is acting as a bottleneck to the efficient development and oper-
ation of energy infrastructure, particularly in the refining sector.

Third, we need to broaden the goal of energy efficiency beyond individual actions
such as turning down the thermostat, as effective as they can be. The next genera-
tion of energy efficiency, which will be driven by human ingenuity and technology,
must target enterprise solutions such as “smart” buildings, hybrid vehicles and the
development of ultra-clean diesel fuels from natural gas. The Federal Government
can play a constructive role in enabling increased investment in energy efficiency,
as it did earlier this year by renewing the Energy Savings Performance Contracting
Program, which enables businesses to make their facilities more efficient and then
recoup the capital investment with the money saved from lower energy use.

We can do all these things. Having seen our employees respond to the hurricanes,
I know Chevron is up to the challenge of helping to meet our future energy needs.
America is equally up to that challenge. But it will require crossing hardened polit-
ical and ideological lines toward a new national consensus on energy policy.

The interrelationship of such a policy with our national security, trade, economic,
and environmental policies will have to be clearly recognized, and the necessary bal-
ances examined, debated and resolved with the understanding and support of the
American public. This will require significant skill and leadership from our govern-
ment.

For too long, Americans have been led to believe they can enjoy low oil and gaso-
line prices with less exploration and refining. The hurricanes have shown that this
equation is not sustainable. As we move forward, let’s not default to quick fixes, par-
tisan solutions, or unrealistic goals. Let’s be clear-headed and pragmatic. A bi-par-
tisan, public-private commitment to these goals will help protect America from the
next energy crisis, and safeguard America’s quality of life.

Thank you.

Chairman STEVENS. Thank you very much, Mr. O’Reilly.

Our next witness is the chairman and CEO of ConocoPhillips,
James Mulva.

STATEMENT OF JAMES J. MULVA, CHAIRMAN AND CHIEF
EXECUTIVE OFFICER, CONOCOPHILLIPS

Mr. MULVA. Good morning. I welcome this opportunity to dem-
onstrate what our company, ConocoPhillips, is doing now and what
we are committed to doing in the future to help the United States
achieve greater energy system at an affordable cost.

Today’s higher prices are a function of longer term supply and
demand trends and lost energy production during the recent hurri-
canes. While ConocoPhillips does not expect the prices we see today
to continue, we do want to give you an appreciation of the chal-
lenges that lie ahead in supplying the United States and the
world’s energy needs.

For example, exploration and development projects typically cost
several billion dollars, but have no revenues for 7, 8, sometimes 10
years, and they have substantial technical, capital, political, and
price risk. Our industry is experiencing rapid cost increases due to
high steel prices and service industry costs, and also because host
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governments, including the United States, limit access to reserves
or make the terms too unattractive. Thus the opportunities that
are available for us tend to be the more remote, complex, and high-
er cost type projects.

The fragile balance of world energy supply and demand was
brought into sharp focus when Hurricanes Katrina and Rita dis-
abled a major portion of America’s productive capacity. Given the
amounts of devastation, we believe that the energy industry did a
commendable job of resuming operations as fast as humanly pos-
sible and redistributing supplies from other regions and countries,
thereby avoiding a much larger supply disruption. As a testament
to the industry’s success, AAA reported on November 2 that gaso-
line prices have declined for the 26th consecutive day, to a level
below where they were prior to the hurricanes.

ConocoPhillips lost one-third of its domestic refining capacity as
a result of the shutdown of three of our refineries. One of our refin-
eries is down for a week, another for 45 days, and the last is ex-
pected to resume partial operations by year’s end. To increase gaso-
line supplies to affected areas, our company redirected supply from
some of our other refineries in the United States, we deferred turn-
around work at three of our other countries refineries, and im-
ported gasoline from Europe, and we worked around the clock to
resume and restore our operations.

Immediately after Katrina’s and Rita’s arrival, our company
froze gasoline prices in the impacted States at all of our company-
owned stations and convenience stores for several days and then
lagged price increases in the spot market by nearly 50 percent. Es-
sentially all of our company’s gasoline marketing is done through
independent marketers and, although antitrust laws prevent us
from giving them specific guidance on pricing, we urged all of them
to use restraint in setting their prices.

ConocoPhillips is and has always been against any form of price-
gouging. If we become aware that any of our independent market-
ers were doing this, that would be grounds for revoking our brand-
ed name from that dealer. We know that many State attorneys
general are requesting reviews and we are ready to open our
records to them to show that we do not conduct, condone, or tol-
erate price-gouging.

ConocoPhillips reported third quarter 2005 net income of $3.8
billion, which is up 89 percent from the same quarter last year.
With respect to U.S. refining and marketing income, this segment
accounts for about 33 percent of the 89 percent increase. Now,
translating this increase in U.S. refining and marketing earnings
to earnings per gallon sold, earnings were up 4 cents per gallon
from last year, that is from 5 cents per gallon in the third quarter
of 2004 to 9 cents per gallon in the third quarter of 2005.

So how is this possible when the industry average retail price for
gasoline went up 67 cents per gallon from the third quarter of 2004
to the third quarter of 2005? So let me explain what happened with
the 67-cent increase from one year to the next. 54 cents per gallon
went for higher crude oil and feedstock costs that we must pay to
run through our refineries. The oil that we purchase usually rep-
resents 85 to 90 percent of the total cost of running our refineries.
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Operating and marketing costs remained flat on a per-gallon
basis, while taxes increased 3 cents per gallon due to the higher
earnings. In addition, 6 cents per gallon represents retail industry
taxes and margins that our company is not exposed to because our
U.S. marketing operations are predominantly wholesale activities.
That leaves us with 4 cents per gallon additional profit, which is
6 percent of the total increase in gasoline prices from 1 year to the
next.

Based on ConocoPhillips’s third quarter revenues of about $50
billion, the $3.8 billion of income represents a profit margin of 7.7
cents per dollar of sales, near or below the average of all U.S. in-
dustry. With this level of profit in the highest price environment
our industry has experienced in 22 years after adjusting for infla-
tion, we do not see this as a windfall.

At ConocoPhillips we have ramped up our investment signifi-
cantly in recent years, from $6 billion of investment in 2003 to $9.5
billion in 2004 to more than $11 billion expected this year. For
2006 we are forecasting $12 billion in capital investment. Over the
last 3 years our company delivered about $26 billion of earnings,
but has reinvested over $26 billion right back into the business to
expand capacity in terms of production and refining capacity. In
2005 our company has earnings of about $10 billion year to date,
or about a billion dollars a month, but our capital investments are
also close to one billion dollars a month.

ConocoPhillips has been at the forefront in recent years in grow-
ing its refining capacity. Over the past 5 years we spent $4 billion
in worldwide refining, of which $3.2 billion was primarily spent to
expand and modernize our refineries in the United States. Before
the two hurricanes, we announced an incremental investment pro-
gram. This is now $4 to $5 billion on top of our maintenance and
other refinery investments of $1 to $2 billion per year aimed at
growing our U.S. refining capacity. With these expansions and im-
provements, we expect to be producing 15 percent more clean fuels,
such as gasoline, diesel, and heating oil, by the end of this decade.
That is the equivalent of adding at least one world-scale refinery
to our domestic refining system.

As the largest energy producer in Alaska, we are working closely
with the State of Alaska and others to bring North Slope natural

as to the lower 48 market through a new pipeline expected to cost
%20 billion. The line will add as much as 4.5 billion cubic feet per
day to the Nation’s gas supply. This represents about 8 percent of
current U.S. production. ConocoPhillips recently agreed in principle
to the basic fiscal terms with the governor of Alaska, which is a
significant step in moving this important project forward.

We are also investing aggressively in bringing liquefied natural
gas, LNG, to the U.S. market. We are progressing LNG projects in
Qatar, Nigeria, and aggressively pursuing projects in Russia, Ven-
ezuela, and Australia. These are all multi-billion dollar projects.

Our country sorely needs additional refining capacity, pipelines,
and other critical energy infrastructure, including LNG receiving
terminals. The private sector will make these investments without
need of any new government incentives. However, the industry
needs governments at all levels to streamline permitting and envi-
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ronmental review processes so we can make these investments and
add to our energy supplies.

We also encourage you to give more serious consideration to the
issue of resources access. With the entire east and west coast and
the eastern Gulf of Mexico and key areas in Alaska all closed to
enfﬁ"y, it is understandable why the supply-demand balance is
tight.

We also want to express support for the development of all en-
ergy sources—coal, nuclear, alternative energy—as well as con-
servation and efficiency standards. We will need to include all of
these to diversify our supply sources and put some extra capacity
back into our energy system.

We caution against advancing short-term proposals that will re-
strict the industry’s ability to re-invest its funds on finding and
producing more energy. While these make powerful headlines, the
fact remains that such proposals invariably reduce investment and
supplies. In addition, these proposals would hurt the competitive-
ness of the U.S. energy companies as we seek to compete for re-
sources around the world.

That completes my prepared remarks. Thank you, Mr. Chair-
man.

[The prepared statement of Mr. Mulva follows:]

PREPARED STATEMENT OF JAMES J. MULVA, CHAIRMAN AND CHIEF EXECUTIVE
OFFICER, CONOCOPHILLIPS

INTRODUCTION

Good morning, members of the energy and commerce committees. My name is
James Mulva, and I serve as chairman and chief executive officer of ConocoPhillips.
ConocoPhillips currently serves as chair of the American Petroleum Institute but my
comments today reflect only the views of ConocoPhillips.

ConocoPhillips appreciates the invitation to testify and respond to your questions
regarding the energy situation facing the United States today. ConocoPhillips fully
appreciates your and the American public’s concerns regarding supply availability
and cost. In fact, we welcome the opportunity to demonstrate what ConocoPhillips
has accomplished, and what we will continue to achieve to supply the energy re-
quired in the market place.

In this statement and when answering your questions to the best of my ability,
I will from time to time express my opinions, beliefs and predictions about future
events. As I'm sure you appreciate these future events are subject to risks and un-
certainties, many of which are described in our public filings, which I refer you to.

Let me begin by giving you a brief description of our company. ConocoPhillips is
an international, integrated energy company, headquartered in Houston, Texas and
operating in 40 different countries with year-to-date September 2005 annualized
revenues of $175 billion and assets of $104 billion. We are the third largest inte-
grated energy company in the United States, based on market capitalization, oil and
gas proved reserves and production, and the second largest refiner in the United
States. But a company is more than its revenues and assets—it is its employees,
shareholders and the communities it touches. We are comprised of approximately
35,800 employees, who own about 5 percent of our shares through company-spon-
sored benefit plans. Approximately 83 percent of ConocoPhillips’ stock is owned by
more than 2,000 different mutual funds, representing investments by a wide array
of individuals and businesses, as well as numerous private and public pension plans.

Our investors expect a combination of growth and returns from our company. Our
job is to meet these expectations by operating our facilities well and holding costs
down when markets are strong or soft, and by expanding our investments when
markets signal that new supplies are needed. For the last 20 years, the petroleum
industry has had sub-par returns, which limited the capital available for invest-
ment. Within the past two years, the price signals have encouraged the industry to
recalibrate the investment dial to higher, more aggressive levels of spending. Until
recently, accelerated levels of investment were not encouraged because growing
global demand could be met largely from spare oil production capacity in Russia and
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in OPEC countries, and by taking advantage of spare global refining capacity and
spare capacity in oilfield services and supplies. That situation has changed, and
today the industry can offer the prospects of profitable growth as it steps up its in-
vestment in huge, complex energy projects around the world. We feel confident that
this response will lead to a moderation of prices and increased energy security.

GLOBAL ENERGY CHALLENGES—SUPPLY/DEMAND

You have asked us here today to explain the record high prices recently observed
at the gasoline pump as well as prices of other fuels such as natural gas and home
heating oil. The higher prices we see today were many years in the making.

Crude oil prices are the main driver of gasoline and other product prices, as noted
in a recent Federal Trade Commission report. The report indicated that over the
last 20 years, changes in crude oil prices have explained 85 percent of the changes
in the price of gasoline in the United States. Crude oil prices are determined in the
iinternational market by thousands of entities based on the market conditions that

ay.

Global crude prices have been rising since 2002 as a result of the U.S.-led global
economic recovery, leading to exceptional oil demand growth and rapid industrial
growth in the developing economies of Asia. Over the last decade, oil demand in
China and India doubled, and is expected to double again by 2020. Strong U.S. and
global economic growth are certainly desirable but the consequence of strong growth
is a rise in the demand for commodities, including oil. If incremental supplies are
not immediately forthcoming, then prices rise to encourage new investments, and
prices have indeed risen for most commodities, including oil, in recent years.

This exceptional demand growth over the last few years has left little surplus
crude oil production capacity available in the world today. Concern about geo-
political risk in various oil-producing countries in the face of limited spare produc-
tion capacity has helped drive oil prices higher. While ConocoPhillips doesn’t expect
the prices we see today to be sustained, we do want to give you an appreciation of
the challenges that lie ahead in supplying the U.S. and the world’s energy needs.

Our typical exploration and development project costs several billion dollars up
front and does not generate production or revenues for 7-8 years. Our projects also
have high technical, capital, political and price risks. Commodity prices have always
been cyclical in nature and we can’t invest based on the assumption that the
present price situation will persist when our projects often last for 30 years. So the
first challenge is investing these large sums in an atmosphere of great price uncer-
tainty.

Another challenge is that it takes an ever increasing amount of capital to keep
production in the mature oil and gas fields in the United States and the north sea
from declining. We will eventually lose this battle.

After two decades of declining costs, our industry has experienced rapid cost in-
creases over the last five years. Some of this increase is a reflection of high steel
prices and the high level of industry spending, with the oil services industry strug-
gling to keep pace. However, costs also are rising because international oil compa-
nies don’t have access to low-cost reserves, primarily because host governments, in-
cluding the United States, don’t allow access to reserves or make the terms too un-
attractive. The opportunities available to us tend to be more remote, complex, or in-
golved lower quality crude oil that requires higher prices to be economically pro-

uced.

Resource access is a particular problem for natural gas in the United States, since
the most highly prospective areas are off limits for drilling or the permitting re-
quirements are so onerous that the prospect becomes uneconomic. Given industry
decline rates of 30 percent per year in existing lower 48 natural gas wells, and the
long lead times in liquefied natural gas (LNG) and arctic gas pipelines, the United
States will be short of gas in the near-term. The only way to solve this problem is
by making more acreage available, especially in the eastern Gulf of Mexico.

Another challenge is that much of the investment required in energy today is for
energy infrastructure in consuming countries, such as refineries, liquefied natural
gas receiving terminals, and pipelines. In the United States, nimby (not-in-my-back-
yard) sentiments have caused costly delays and even the abandonment of these im-
portant infrastructure projects.

The final challenge I would like to raise is that the petroleum industry for the
last 20 years has had sub-par returns, which limited the capital available for invest-
ment. Between the difficult years of 1990 and 2002, the average return on equity
for the petroleum industry was 11.3 percent, lower on average than the 12.6 percent
return for the S&P 500. The refining & marketing sector has an even lower histor-
ical return on capital than the total petroleum sector. Between 1990 and 2002, the
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refining and marketing sector had a return on capital employed of 5.0 percent
versus 7.1 percent for the total petroleum industry.

The refining sector has been particularly challenged because so much of the cap-
ital spending has been directed toward on site environmental needs and the produc-
tion of clean fuels. In addition to investing heavily to meet federally mandated fuel
specifications, refineries have put substantial capital into addressing state and local
boutique fuel requirements, which have added to the cost of producing gasoline and
reduced the fungibility of product.

We also cannot ignore the negative impact that federal and state regulatory proc-
esses have had on discouraging new grass roots refineries. The process for siting
and securing the many permits necessary for a refinery are lengthy and difficult.
We have found this to be the case in our on-going efforts to expand refinery capacity
at existing locations. Historically, there has been substantial excess refining capac-
ity outside of the United States, allowing for relatively low-priced product imports.
Given strong demand growth of recent years, the amount of excess capacity has
been reduced, which is sending price signals globally to expand capacity. Govern-
ments also need to recognize the importance of international trade in our industry,
and should avoid doing anything that might impede the free flow of crude oil, re-
fined products, capital and people.

Given the enormous size and risk of the investments our industry is contem-
plating, we need an adequate return to bring these investments to fruition. Unfortu-
nately, returns in our industry are highly cyclical. Today, we are in an up-cycle but
we saw our last down-cycle as recently as 1998 when crude oil prices fell to $11
per barrel. There will undoubtedly be another down cycle in the future, and we have
to build the financial strength to withstand these even as we increase substantially
our capital employed in this sector.

We want you to know that despite these enormous challenges our industry has
collectively invested nearly $380 billion in energy supplies and infrastructure over
the last five years.

IMPACT OF HURRICANES

Much has been written about the devastation of Hurricanes Katrina and Rita and
how they disrupted peoples’ lives. The storms also provided a wake up call on the
fragile balance in global energy supply and demand and the vulnerability of this
country’s energy infrastructure in the Gulf Coast area. The Office of Management
and Budget recently estimated that the energy industry will spend somewhere be-
tween $18 billion and $31 billion to bring operations back on line.

Heavy damage from the two hurricanes all but closed down the refinery infra-
structure in the region. Immediately after the storms, about a third of total U.S.
refining capacity was not in production. Today, about 800 thousand barrels per day,
or about 5 percent of total U.S. refining capacity, is still not operating. That in-
cludes some 247,000 barrels per day from ConocoPhillips’ Alliance refinery, south
of New Orleans, which suffered severe flooding. We expect to see Alliance back up
in partial operation by year’s end.

Some 100 offshore production platforms were destroyed by the storms. After hur-
ricane Rita, nearly all of the crude oil production in the Gulf of Mexico was shut
in, as was 75 percent of the industry’s natural gas production. Today about 800
thousand barrels per day or about half of federal Gulf of Mexico crude oil produc-
tion, and 4.7 billion cubic feet per day, or nearly half of the natural gas production
remain shut in. Additionally, many other sectors of energy, including utilities and
pipelines suffered significant damage from these storms. We are pleased to report
that ConocoPhillips was able to restore 100 percent of its operated production within
five days after Hurricane Katrina made landfall, and 97 percent of its operated pro-
duction within 10 days after Hurricane Rita made landfall.

Right now, the focus of attention is supply security and price but when we look
back, it will be recognized that the energy industry did a commendable job in get-
ting the infrastructure back on its feet in a hurry, and that we avoided what could
have been a much larger supply disruption. Despite the fact that the 1,100
ConocoPhillips employees were personally impacted by the hurricanes, many were
immediately back working on returning our facilities to production as rapidly as
possible. As a testament to industry’s success in bringing in new supplies after the
hurricanes, AAA reported on November 2 that gasoline prices have declined for the
26 consecutive day, and the U.S. average price, and prices in most states, are lower
than they were prior to the hurricanes. The data also shows that retail prices in
the Gulf Coast rose by a much smaller percentage than spot gasoline prices after
both storms, demonstrating pricing restraint by the industry.
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While gasoline prices were on the front page prior to the hurricanes, there is little
doubt that the back-to-back storms greatly exacerbated price increases, especially in
the impacted states. As a result of massive refinery shutdowns, there was an imme-
diate increase in the spot price of gasoline. This price rise encouraged gasoline sup-
plies from around the world to be diverted to the United States. Gasoline imports
from the beginning of September through the end of October were 35 percent higher
than they were during the same period last year. With increased supply, prices then
readjusted downwards rapidly. This demonstrates that the market works.

Diesel supplies have proved to be more difficult to import than gasoline supplies
because of the tight global diesel supply/demand balance, and particularly strong de-
mand for diesel fuel in Europe, which prevented some product from being diverted
to the United States. This also demonstrates the risks of biasing consumers towards
one fuel over another. Diesel has benefited from advantageous tax treatment for
decades in several European countries. As a result, diesel demand now exceeds gas-
oline demand, prices are rising and U.S. customers who use the same product as
heating oil are paying more. Diesel market tightness in the U.S. has also been exac-
erbated by refineries maximizing gasoline versus diesel production to meet imme-
diate consumer gasoline needs. As the refining industry prepares to meet the con-
gressionally-mandated deadline for producing low-sulfur diesel by June 1, 2006, you
may continue to observe erratic pricing in diesel markets next year.

There continue to be concerns about home heating oil and natural gas as we enter
the winter months. Weather, and its impact on demand, will determine how prices
react. The problem with natural gas is that there is still 9 percent of U.S. supply
shut in and there is little additional liquefied natural gas supply available for im-
port this winter. In fact, there have been reports of several European and Asian
buyers paying U.S. price levels of $12 per million British thermal units for spot
LNG cargoes so that the cargoes wouldn’t be redirected to the United States. Thus,
it is important that governments at all levels encourage consumers to conserve nat-
ural gas this winter.

There will be substantial new supplies of LNG starting in 2008-2009, when the
first slate of LNG projects dedicated to U.S. markets comes on line. However, it
should be noted that virtually all of the LNG receiving terminals currently being
constructed are in the western Gulf of Mexico. Given our recent experiences with
hurricanes, it would seem prudent to also build some of the LNG terminals on the
east and west coasts.

OUR RESPONSE—HURRICANE IMPACTED SUPPLIES AND PRICES

ConocoPhillips, one of the largest refiners in the United States, temporarily lost
one-third of its domestic capacity as the result of the shutdown of three refineries.
Of the three refineries, one was down for about one week, another for 45 days and
the alliance refinery mentioned previously is expected to be back up in partial oper-
ation by year end.

I am proud of the performance of our employees as they handled this supply short
fall. We carefully managed our limited, available gasoline and diesel inventories to
ensure that local and federal emergency responders were given top supply priority
within the areas impacted by the hurricanes.

To increase gasoline supplies to affected areas, ConocoPhillips redirected supply
from some of its other refineries, deferred turnaround work at three other company
refineries, imported gasoline from Europe, and worked around the clock to safely re-
store operations. Affected ConocoPhillips plants worked diligently to restore tem-
porary power and operations that allowed rapid blending and shipping of all avail-
able products stranded in storage just prior to the hurricanes.

With respect to diesel, when all three of our refineries were down, we lost 200,000
barrels per day of diesel production. This created a shortage and severely limited
our ability to supply our normal spot and term diesel customers in Texas, the South-
east and Oklahoma. We couldn’t import a significant volume of diesel fuel because
of the strong demand in Europe, and because of the limited import capability on the
Gulf Coast. To help balance available supply with demand, ConocoPhillips had to
discontinue all discretionary spot sales and purchase additional supplies on the spot
market to fulfill all of our term contracts.

Getting two 100-year hurricanes in four weeks that temporarily shut down 30 per-
cent of the nation’s refining capacity led to product price increases in the physical
and financial markets. But immediately after Katrina’s and Rita’s arrival,
ConocoPhillips froze gasoline prices in the impacted states at all company-owned
stations and convenience stores for a few days, and then lagged price increases in
the spot market by nearly 50 percent. We also requested our independent marketers
to use restraint in setting prices and not to do anything to tarnish our branded
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name. Essentially all of ConocoPhillips’ branded sales are done through independent
marketers. Anti-trust laws prevent us from giving our independent marketers any
specific guidance on pricing. We only own 350 outlets in the United States, which
represents three percent of ConocoPhillips’ refining capacity. At no time did we lead
price increases; we showed restraint and intentionally lagged behind prices in the
financial and physical markets.

The petroleum industry has routinely been accused of price gouging whenever
there are sudden changes in oil and natural gas prices. In a report published earlier
this year, the Federal Trade Commission stated that the vast majority of its inves-
tigations have revealed market factors to be the primary drivers of both price in-
creases and price spikes. ConocoPhillips is and has always been against any form
of price gouging. If we became aware that any of our independent marketers were
doing this, that would be grounds for revoking our branded name from that dealer.
We know that many state attorney generals are requesting reviews, and we are
ready to open our records to them to show that we do not conduct, condone or tol-
erate price gouging.

EARNINGS AND INVESTMENTS

Since there has been a lot of focus on energy company earnings in the third quar-
ter, we want to explain our earnings and how much of them we have reinvested.

COP reported third-quarter 2005 net income of $3.8 billion, up 89 percent from
this quarter last year. 48 percent of this increase comes from our worldwide oil and
gas exploration and production operations, 38 percent of this increase comes from
our worldwide refining and marketing operations and 15 percent comes from our
s%rategic alliance with LUKOIL, which we entered into during the fourth quarter
of 2004.

With respect to U.S. refining & marketing income, this income represents 33 per-
cent of the 89 percent increase. Earnings from our U.S. refining and marketing op-
erations were about $1.1 billion in the third quarter of 2005, compared with $505
million a year ago. Earnings per gallon sold were only up 4 cents per gallon from
last year, from 5 cents per gallon in third-quarter 2004 to 9 cents per gallon in
third-quarter 2005.

The industry average retail price for gasoline went up 67 cents per gallon from
third quarter 2004 to third quarter 2005 ($1.93 per gallon to $2.60 per gallon). Con-
trasting the retail price increase with ConocoPhillips’ 4 cent per gallon increase,
begs the question:

Where did all of this difference go?

e 54 cents per gallon went for higher crude oil and feedstock costs that we must
pay to run through our refineries. Normally, the oil that we purchase represents
85 to 90 percent of the total cost of running our refineries.

e operating and marketing costs remained flat on a per gallon basis, while taxes
increased 3 cents per gallon due to higher earnings.

e in addition, 6 cents per gallon represents retail industry taxes and margins that
ConocoPhillips is not exposed to because our U.S. marketing operations are pre-
dominately wholesale activities.

e that leaves 4 cents per gallon profit or 6 percent total increase in the gasoline
price.

ConocoPhillips’ third-quarter revenues of about $50 billion generated about $3.8
billion of income. This represents a profit margin of 7.7 cents per dollar of sales,
near or below the average of all industries. With this level of profit in the highest
price environment our industry has experienced in 22 years, adjusted for inflation,
we don’t see a windfall.

We also fear that people are mistaking the size of our earnings for a windfall, not
realizing the enormous levels of investment required to achieve those earnings and
bring new energy supplies to the market.

Let me tell you how much ConocoPhillips is investing, and the rate which spend-
ing has ramped up in recent years. ConocoPhillips invested about $6 billion in 2003,
growing to $9.5 billion in 2004, an estimated $11.4 billion in 2005 (annualized year-
to-datle thlird-quarter actuals) and $12 billion forecasted in 2006, which is double the
2003 level.

ConocoPhillips has been investing its earnings back into maintaining and expand-
ing supplies. We have had 2005 earnings of about $10 billion year-to-date—about
$1 billion a month, but our capital investments are also close to $1 billion a month.
In fact, over a three-year timeframe, using 2003-2004 reported results and 2005
annualized year-to-date third-quarter actuals, ConocoPhillips earnings are about
$26 billion but investments are just over $26 billion. In 2006, we intend to increase
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our capital spending despite the fact that we expect to have a lower price environ-
ment, increased cost pressure and lower earnings.

OUR INVESTMENT STORY

ConocoPhillips has been aggressively investing in refining, and in developing new
natural gas supplies for the United States. The projects described below are all very
large and will require significant capital expenditures in the future.

Industry analysts, some of whom questioned the economics of our decisions, will
tell you that we have been at the forefront in recent years in growing the company’s
refining business when most of our competitors were focusing on exploration and
production. Over the past five years, ConocoPhillips has spent $4.0 billion world-
wide, of which $3.2 billion was spent domestically, to expand and modernize our re-
fineries and upgrade marketing operations.

Going forward, we are planning an expanded incremental investment program,
whereby we expect to invest $4-5 billion, on top of our maintenance and other refin-
ery investments of $1-2 billion per year. This investment program is aimed at grow-
ing our U.S. refining capacity by about 11 percent and improving our capability of
handling lower quality oils in order to make 15 percent more clean fuels such as
gasoline, diesel and heating oil by 2011. These expansions will add enough clean
fuels product to be the equivalent of adding one world scale refinery to our domestic
refining system.

ConocoPhillips will continue to be proactive and we applaud industry efforts to
expand capacity and add new refineries. We do not need any new government incen-
tives to make these investments. However, we do need thorough—but expedited—
permitting and regulatory environmental reviews so we can quickly make the in-
vestments, thereby adding capacity and refined product supply.

ConocoPhillips 1s making major investments in North American arctic natural gas
through the Mackenzie Delta pipeline and Alaskan North Slope pipelines. The ini-
tial development of the Mackenzie Delta will access 6 trillion cubic feet of gas,
which is expected to come on stream in 2011 at approximately 1 billion cubic feet
per day. As other fields are added, the pipeline will have the capacity to be ex-
panded to 1.8 billion cubic feet per day. The total cost of this pipeline is estimated
to be at least $6 billion.

The Alaskan North Slope presently has an estimated 35 trillion cubic feet of nat-
ural gas, which would increase total U.S. gas reserves by approximately 20 percent.
When the pipeline connecting this gas with the lower 48 market is completed, about
4.0-4.5 billion cubic feet per day will be added to natural gas supplies. This equates
to about 8 percent of present U.S. natural gas production. This project exemplifies
what we have been saying about capital intensive projects that require many years
before we see a return on the investment. The Alaska pipeline alone is expected to
cost about $20 billion and take ten years before the first cubic foot of gas is sold
on the market. Two weeks ago, ConocoPhillips joined Governor Murkowski of Alas-
ka in announcing that we have reached an agreement in principle on terms and con-
ditions that would move the Alaskan natural gas pipeline closer to reality. Once
agreement is completed by all gas owners, the Alaska legislature will, hopefully, act
on that agreement, passing it quickly. While it is not a short term solution, gas from
Alaska will, eventually, make a sizable contribution in addressing the market prob-
lems we are anticipating for natural gas.

ConocoPhillips is also investing aggressively in bringing liquefied natural gas
(LNG) to the U.S. market. We are progressing LNG projects in Qatar and Nigeria
and aggressively pursuing projects in Russia, Venezuela and Australia. These are
all multi-billion dollar projects. We will bring our first cargo of Qatari gas to the
United States in 2009. We are also developing an LNG supertanker to bring gas
to the United States. We are participating in the construction of an LNG regasifi-
cation facility at Freeport, Texas. We are pursuing a second LNG regasification ter-
minal in Compass Port, offshore Alabama, although it is currently bogged down in
the permitting process. We are committed to making the investments in these two
facilities, which total over $1.5 billion. We are also pursuing permitting of regasifi-
cation facilities on the east and west coasts as well as an additional Gulf Coast ter-
minal.

To bolster U.S. and global oil supplies, ConocoPhillips is expanding conventional
crude production in Venezuela, Russia and the Far East. There is likely to be a
bridge of unconventional heavy oil and natural gas before the world transitions to
alternative fuels in a large way. ConocoPhillips has invested and continues to invest
heavily in unconventional heavy oil production in Venezuela and Canada. Our com-
pany announced just last week that we will be partnering with a Canadian company
to develop the $2.1 billion Keystone pipeline, which will bring over 400 thousand
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barrels per day of much needed Canadian heavy oil production to our U.S. mid-con-
tinent refineries.

There is an estimated 7 trillion barrels of unconventional heavy oil in place versus
conventional estimates of 3 trillion barrels. Technology improvement will be impor-
tant in raising the present low recovery rates of unconventional heavy oil. We are
also building additional upgrading capacity in our refineries to process unconven-
tional heavy crude. We have also developed technology for turning natural gas into
a slate of clean refined oil products, which will enhance clean diesel supplies.

As for alternative energy sources, ConocoPhillips is presently focused more on re-
search and development and monitoring versus making large capital investments,
given the tremendous uncertainty about which technologies will be accepted in the
market place and how much their cost can be reduced so they can compete with con-
ventional forms of energy. However, we recently had a successful experiment with
renewable diesel, and we are conducting other tests to evaluate technologies to
produce gasoline and other liquid fuels from non-petroleum feedstock. We are cog-
nizant of U.S. Department of Energy and International Energy Agency projections
that the market share of renewable fuels, including hydropower, will likely be less
than 14 percent by 2025-2030 due to the technological, economic and environmental
challenges of most of these alternatives.

AVOIDING FUTURE SUPPLY DISRUPTIONS & PRICE RUN UPS

Before we get to solutions for supply and price issues, we would like to point out
that you can not completely avoid supply disruptions and price run ups when you
have incidents such as two 100-year back-to-back hurricanes and massive shut-
downs of energy infrastructure. However, the industry and markets do respond rap-
idly, although never as quickly as the consumer would like. And even after these
devastating hurricanes, prices are now below where they were before the storms.
Market forces work and interfering with the market would exacerbate supply short
falls and stifle investment. And representing a company who participates in the
market every day, I can’t say it more emphatically—ConocoPhillips will not condone
or tolerate price gouging.

What this country sorely needs is additional refining capacity, pipelines, and other
critical energy infrastructure. The private sector will likely make these investments
without need of any new government incentives. However, the industry does need
governments at all levels to be thorough—but at the same time—to streamline per-
mitting and environmental review processes so we can make these investments and
add energy supplies.

Our company would also support moving away from “boutique” fuels to more
standardization of refined products. This will make it easier to redistribute products
during times of shortage and should reduce price volatility in normal market condi-
tions.

Our company is particularly concerned about permitting and the NIMBY issues
associated with building new LNG receiving terminals. LNG offers the most prom-
ising option for meeting the growing natural gas needs of American consumers in
the near term. ConocoPhillips and other companies here today have searched the
four corners of the globe to find and contract for new sources of LNG to bring to
the U.S. market. We have made these arrangements on the premise that there will
be regasification terminals built and ready when the gas arrives. But, the permit-
ting and approval of new regasification terminals is occurring significantly slower
than we expected and many are being delayed or may be cancelled, altogether, due
to the “NIMBY” or “not in my back yard” attitude that exists in many communities
where they are planned.

The siting of LNG terminals was addressed in earlier energy policy legislation.
However, Washington, the states and the individual localities where these facilities
are planned need to have continued dialogue and cooperation on siting issues. There
also needs to be better cooperation among the various federal agencies charged with
evaluating and permitting these facilities. If America does not secure these badly-
needed supplies, you can be sure that companies representing other nations that are
hungry for new energy supplies will step in and secure available LNG supplies in
the not-too-distant future.

If you asked us what you could do that would have the greatest positive impact
on supplies, it would be to give more serious consideration to the issue of access to
resources. Let me emphasize that ConocoPhillips is not pursuing the opening of na-
tional parks, the Everglades and other such sensitive areas to energy development.
But with the entire east and west coasts, the eastern Gulf of Mexico and key areas
in Alaska all closed to entry, it is understandable why supply/demand is tight. The
industry’s only access to new offshore development remains the central and western
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Gulf of Mexico. Immediately after the hurricanes, industry was criticized by some
members of Congress for concentrating too much of its resources in the Gulf region.
We are concentrated there because that is where the available resources are and
that is where policies from Congress have kept us.

The eastern Gulf of Mexico probably has more natural gas potential for consumers
than about any place in the lower 48 states. When Outer Continental Shelf Lease
Sale 181 was withdrawn from development, another key prospect for finding badly-
needed natural gas reserves was removed from consideration. We would encourage
the Senate to consider reinstating that sale and revisiting access in other areas. Our
industry has the technological know-how and the track record necessary to protect
Florida’s treasures and, at the same time, explore and produce in the eastern gulf
in a safe and environmentally-responsible manner.

The Rocky Mountain region of the country is another area where new natural gas
production can make a difference. But the leasing and permitting process has ham-
pered development in areas such as the San Juan basin of New Mexico and the
Powder River basin to the north. Funding and staffing appears to be improving but
continues to be a key problem in these areas. Local BLM personnel are doing a com-
mendable job with what they have but more funding for permitting and related
staffing must be directed to those areas.

The last area that we wanted to express support for was the development of all
energy sources—coal, nuclear, alternative energy with appropriate environmental
safeguards—as well as conservation and efficiency standards. We will need to in-
clude all of these to diversify supply sources and put some needed slack back in our
system.

These are the areas where we need your help to better enable us to meet the en-
ergy demands of America and help our country continue to grow. What we do not
need are ideas that sound good to some but have never worked and invariably re-
duce investment and supplies. We are against windfall profit taxes, price controls
and mandatory allocations.

According to a 1990 report of the Congressional Research Service, the windfall
profits tax that was signed into law in 1980 and repealed in 1988 drained $79 bil-
lion in industry revenues during the 1980s that could have been used to invest in
new oil production—leading to 1.6 billion fewer barrels of oil being produced in the
U.S. from 1980-1988. The tax reduced domestic oil production as much as 6 percent,
and increased oil imports as much as 16 percent. In addition, this tax would not
take into account the significantly higher costs the industry is facing today.

Finally, any tax that drains investment dollars from U.S. oil companies reduces
their ability to compete with foreign companies. Of the world’s currently known con-
ventional oil and gas reserves, only 7 percent is held by the international oil compa-
nies. This means America’s energy companies face a tremendous challenge in gain-
ing access to large, reliable sources of oil and gas around the world. Federal tax poli-
cies that jeopardize the competitive strength of America’s energy representatives
could weaken our ability to meet the nation’s needs now, and for years to come.

We are not in favor of any special taxes levied on our industry to support the Low
Income Home Energy Assistance Program (LIHEAP). While we believe this is a very
worthy program, we think it is a bad precedent to have private industry support
a federally-funded program. In addition, this will reduce the level of investment we
will be able to make, thereby reducing the development of new supplies.

We agree there is a need for added supply and we want to participate in providing
it. Levying additional taxes will obstruct our ability to do that. There is a direct cor-
relation between energy investment and energy supply.

Our company and the industry are fully aware of the public distrust and concern
about the rapid rise in energy prices. However, the higher prices were caused in
part by sub-par returns that led to under-investment in the energy sector for several
decades. Only now are returns approaching levels that economically justify a major
step up in energy investments, and there is no guarantee that current return levels
will persist over the life of the investment. We are making the necessary invest-
ments in added production and refining capacity but are concerned that proposed
legislation will hinder our ability to make future investments.

CONCLUSION

Meeting U.S. and global energy needs over the next 30 years will require a tre-
mendous amount of investment. The International Energy Agency calculated that
$16 trillion would be required to meet global energy needs and $3.5 trillion would
be needed to meet U.S. energy needs. We need to work together to meet such an
enormous challenge. Our industry should do what we do best—finding new energy
supplies and bringing them to the market. We ask that you do what you do best
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. . . help American companies stay strong competitors in the global energy market
. and streamline the regulatory processes and remove other barriers that dis-
courage energy investment at home.

I would like to commend Chairmen Domenici and Stevens for your committees’
tireless efforts over the past few years to address energy policy. The legislation that
has been enacted, thus far, is a notable start in addressing the energy needs of this
country. But there is more work to be done in removing barriers to investment.

We need to have better communication and work more closely in a transparent
way with key stakeholders—governments and consumers—to develop a sound long-
term energy program, which we have not had for many decades. This program needs
to stress investment, supply expansion, conservation and alternative energy sources.
Our company plans to play a proactive role in meeting U.S. and global energy chal-
lenges and looks forward to working with you to achieve this mutual goal.

Chairman STEVENS. Thank you very much.

Our next witness is Mr. Ross Pillari, chairman and chief execu-
tive officer of British Petroleum America.

Mr. Pillari.

STATEMENT OF ROSS J. PILLARI, PRESIDENT AND CEO, BP
AMERICA, INC.

Mr. PiLLARI. Thank you. Good morning, Chairmen Stevens and
Domenici and members of both committees. As I have submitted
my written comments for the record, I will just summarize the key
points in my oral comments this morning.

BP America employs 40,000 people in the United States and we
are a major producer of crude oil and natural gas. We operate five
refineries and supply gasoline and distillate fuels in 35 States.

As you have already heard, 2005 has been an unusual and chal-
lenging year for our industry and company, both in the United
States and around the world. We have experienced very tight sup-
ply-demand in global crude oil markets, resulting in high crude oil
prices. This tightness reflects strong economic growth and in-
creased demand throughout the world, particularly in the Far East.

Combined with reduced production from Iraq and Venezuela at
times this year, the overall impact on crude supply was a reduction
in the historical excess crude oil capacity by nearly two-thirds, to
less than one million barrels per day, significantly impacting the
price of crude oil.

In the second half of the year, the refined product supply-demand
picture was also affected by a series of natural disasters in the
world, including Hurricanes Katrina and Rita here in the United
States. These disruptions to refinery production and logistics infra-
structure resulted in a sharp increase in finished product prices.
Markets with disrupted supply sources sought to attract supply
from unaffected areas of the United States and the world product
markets.

There has been extensive media coverage and analysis of the im-
pact the hurricanes have had on the communities in the Gulf Coast
region. The difficulties faced by these areas in the recovery con-
tinues to be a concern for all of us. BP operations in the affected
areas, particularly in Texas and Louisiana, were also severely im-
pacted. Producing platforms, pipelines, and terminals in the Gulf
of Mexico were shut down during the most severe periods of the
storms, suffering damage and lost production. Onshore distribution
facilities were damaged by both storms, resulting in an interrup-
tion to logistics, infrastructure, and refinery supply.
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Refineries had to be shut down or curtailed and thousands of em-
ployees were displaced from their homes. We estimate that our lost
production was nearly 135,000 barrels per day in the third quarter
and nearly 160,000 barrels a day of oil equivalent in the fourth
quarter, and that damage to our facilities will clearly be in the tens
of millions of dollars.

We do expect most of the BP-operated production facilities to be
back onstream by year end. Importantly, the severe impact of these
storms made it impossible to respond as quickly as we would have
liked to the immediate needs of many of our customers and com-
munities. Displaced staff, utility outages, damaged equipment, and
the inability to operate terminals and refineries in many of the af-
fected areas hampered initial recovery efforts.

In the face of these unusual external conditions, the market re-
sponse was what you would expect in a global commodity market.
Available product supplies were bid up as demand exceeded supply.
Geographic areas not affected by the hurricanes experienced in-
creased demand from buyers looking to move supply to the storm-
damaged areas, causing upward price movement in both the storm-
damaged and the unaffected areas. Product prices in Europe also
increased as domestic marketers began importing product imme-
diately to meet demand in the United States.

Consequently, while consumers experienced difficult and rapid
increases in prices throughout the country, these same increases
resulted in a market that was able to attract supply.

We recognized these effects are not desirable for our customers
and we made every effort to increase supplies and minimize the ex-
tent of these disruptions. We regret any continuing problems and
are working diligently to solve them.

In recent weeks, fuel prices have dropped dramatically, down to
levels similar to last spring, reflecting the increased supplies arriv-
ing from unaffected areas, including the global markets. Additional
supplies will reach the market as Gulf Coast refinery operations re-
turn to normal and we would expect the market to react again.

Specific actions taken by BP in response to the storms included:
providing housing, transportation, and temporary relocation for
employees and their families displaced by the storms; we
prioritized fuel deliveries to emergency service and health organi-
zations; contributed to date over $12 million to relief agencies in
all of the affected areas; we have imported over 30 million barrels
of gasoline, diesel, and jet fuel for delivery into markets in the
Northeast, Florida, and the Gulf Coast. We have reversed the pipe-
line at our Texas City refinery dock to accept marine shipments
and deliver imported product into the Colonial pipeline. We have
arranged offshore loading from platforms to permit delivery of
crude oil while awaiting the startup of pipeline operations.

I would like to note that recovery of offshore operations was
greatly aided by government response to requests for expedited
permits and waivers. At retail, the Government support of tem-
porary fuel spec waivers allowed us to redistribute available fuels
to the most distressed areas. We are very grateful for this support.

In recent months, our efforts have been focused on repairing our
facilities and returning to normal operations. In the future we look
forward to continuing to invest and build on our extensive U.S.
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asset base. In the last 5 years, the BP group has averaged $13 to
$15 billion each year in new capital investment. The largest single
placement of that investment, approximately $31 billion or roughly
half of our global total investment, has been here in the United
States.

Our non-U.S. investment is also important to the United States
as it provides secure options for incremental supply. This is par-
ticularly important in times of market disruptions, as seen recently
with the hurricanes. For example, BP was able to quickly bring
fuel from our Rotterdam refinery to the East and Gulf Coast mar-
kets immediately following the storms.

Our U.S. investments have included continued expenditures in
mature operations, such as $700 million per year in Alaskan North
Slope field, a 30 percent increase in lower 48 natural gas invest-
ment over the last 2 years to nearly $1.5 billion already this year,
and over $650 million per year in refinery investment.

For the future, we see continued opportunities to invest in the
United States. Projects currently announced include: $2 billion for
new development and infill drilling in the Wamsutter natural gas
field in Wyoming, increases U.S. natural gas supplies; two proposed
LNG projects, one on the east coast and one on the Gulf Coast, at
a cost of nearly $1.2 billion. These projects will allow us to further
access our natural gas position in Trinidad and elsewhere in the
world and bring this product to the United States. Nearly $2 billion
planned spend to increase the use of Canadian heavy oil and im-
prove our upgrading capability in BP’s refineries here in the
United States, which also provides a secure North American source
of crude oil supply.

We plan to invest over $2 billion per year over the rest of the
decade as part of our continuing program to invest a total of over
$15 billion in exploration and production in the Gulf of Mexico. We
also plan to invest in our share of the nearly $20 billion Alaska
natural gas pipeline to bring Alaskan gas to the lower 48.

Also, outside of the normal oil and gas area, over the past 5
years we have invested more than $500 million in our solar and al-
ternative energy business and continue to see this as a growing
area of importance for our company and the country.

In closing, we believe the events of 2005 reflect unusual chal-
lenges to the global markets for oil and gas. We know we have a
responsibility to help meet these challenges and we have been
working hard to fulfil that role. BP has a long history of business
activity and significant investments in the United States. We will
continue to offer quality products, enhanced energy options, and
continue to invest in support of our customers and the energy
needs of the Nation.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Pillari follows:]

PREPARED STATEMENT OF ROSS J. PILLARI, PRESIDENT AND CEO, BP AMERICA, INC.

My name is Ross Pillari and I am President and CEO of BP America. BP America
is the U.S. holding company for the BP Group. BP America employs 40,000 people
and produces 666,000 barrels of crude oil and 2.7 billion cubic feet of natural gas
per day. We operate five refineries that process nearly 1.5 million barrels a day of
crude oil, and a system of pipelines and terminals throughout the United States
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that supply over 70 million gallons per day of gasoline and distillate fuels to cus-
tomers in 35 states.

2005 has been an unusual and challenging year for our industry, both in the
United States and around the world. We have experienced very tight supply/demand
in global crude oil markets resulting in high crude oil prices. The tightness reflects
the continued growth in demand in the Far East combined with strong global eco-
nomic growth. Together with reduced supply from Iraq and Venezuela, the overall
impact on crude supply in 2005 was a reduction in the historical excess crude oil
capacity by nearly two thirds to less than one million barrels per day. During the
year, crude oil prices ranged from $45 per barrel WTI early in the year to nearly
$70 per barrel WTI in the third quarter and are now again near $60 per barrel WTI
as supplies are more in balance with demand.

In the second half of the year, the refined product supply/demand picture was also
affected by a series of natural disasters in the world including Hurricanes Katrina
and Rita here in the United States. These disruptions to refinery production and
logistics infrastructure resulted in a sharp increase in finished product prices as
markets with disrupted supply sources sought to attract supply from unaffected
areas of the United States and the world product markets.

There has been extensive media coverage and analysis of the impacts the hurri-
canes have had on the communities in the Gulf Coast Region. The difficulties faced
by these areas, and their recovery continues to be a concern for all of us.

Many BP employees were directly affected by the storms including the need to
evacuate, and in many cases the loss of their homes and property. BP operations
in the affected areas, particularly Texas and Louisiana were severely impacted. Pro-
ducing platforms for both oil and gas in the Gulf of Mexico were shut down during
the most severe periods of the storms, suffering damage and lost production. Under-
water pipelines and onshore distribution facilities were damaged by both storms re-
sulting in a logistical interruption to refinery supply. Refineries had to be shut down
ﬁr curtailed and thousands of employees were temporarily displaced from their

omes.

The impact of these extraordinary storms on our operations has not yet been fully
determined but we estimate that lost production was nearly 135 thousand barrels
of oil equivalent a day during the third quarter and nearly 160 thousand barrels
a day of oil equivalent in the fourth quarter, and that damage to our facilities will
be in the millions of dollars. We expect most of the BP operated production facilities
to be back on stream by year end.

More importantly, the severe impact of these storms made it impossible to re-
spond as quickly as we would have liked to the immediate needs of many of our
customers and communities. Displaced staff, utility outages, damaged equipment
and the inability to operate terminals and refineries in many of the affected areas
hampered initial recovery efforts.

In the face of these unusual external conditions, the market response was what
you would expect in a global commodity market. Available product supplies were bid
up as demand exceeded supply. Geographic areas not affected by the hurricanes ex-
perienced increased demand from buyers looking to move supply to the affected
areas causing upward price movement in both the storm damaged and the unaf-
fected areas. The rest of the world was also impacted. Product prices in Europe in-
creased as domestic marketers began importing product to meet demand in the
United States.

Consequently, while consumers experienced difficult and rapid increases in prices
throughout the country, these same increases resulted in a market that was able
to attract supply and minimize large scale supply disruption. We recognize these af-
fects are not desirable for us or our customers, and we made every effort to increase
supplies and minimize the extent of the disruptions. We regret any continuing prob-
lems and are working diligently to solve them.

In recent weeks, fuel prices have dropped down to levels similar to last spring,
as the market has shown the balancing effect expected when supply moves to meet
demand. The market has attracted increased supplies from unaffected areas includ-
ing the global markets and the price has fallen to reflect the market driven supply/
demand equilibrium. Additional supplies will reach the market as Gulf Coast refin-
ery operations return to normal.

In addition to the expected workings of the market, the industry responded to the
crisis by adjusting its operations to meet the circumstances and restrictions created
by the storms.

Specific actions taken by BP in response to these conditions include:

e Provided housing, transportation and temporary relocation for employees and
their families displaced by the storms.
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o Identified emergency service and health organizations and prioritized fuel deliv-
eries to meet their needs.

e Contributed, to date, over $12 million to relief agencies in all of the affected
areas (from BP, employees and branded partners).

e Imported over 30 million barrels of gasoline, diesel and jet fuel for delivery into
markets in the Northeast, Florida and the Gulf Coast.

e Reversed a pipeline at our Texas City refinery dock to accept marine shipments
and deliver product into the Colonial Pipeline while the refinery recovers from
the storm damage.

e Optimized the use of available supplies of boutique fuels through waivers of fuel
content requirements to help meet the needs of highly impacted areas.

e Arranged offshore loading from platforms to permit delivery of crude oil in the
face of pipeline interruption.

Recovery of offshore operations was greatly aided by government response to re-
quests for expedited permits and waivers. On the downstream side, the govern-
ment’s support of temporary waivers of fuel specifications allowed us to redistribute
available fuels to the most distressed areas.

While some areas continue to have tight supplies, including unfortunately, occa-
sional runouts, the supply situation is returning to normal and as noted above,
prices at the wholesale and retail level are returning to levels similar to earlier this
year.

In recent months, our efforts have been focused on repairing our facilities and re-
turning to normal operations. But, it is important to recognize that BP has contin-
ued to maintain and grow a significant base of United States production and refin-
ing assets.

In the last five years, the BP Group has averaged $13 to $15 billion each year
(excluding acquisitions) in new capital investment. The largest single placement of
that investment, approximately $31 billion or roughly half of our global total invest-
ment, has been here in the United States.

It is important to recognize the global nature of oil markets, means that invest-
ment outside of the United States significantly affects our nations crude and prod-
uct availability by creating secure options for supply. This is particularly important
in times of market disruptions as seen recently with the hurricanes. For example,
BP was able to quickly bring fuels from our Rotterdam Refinery in the Netherlands
to the East and Gulf Coast markets.

Our investments in the United States, of $6 billion per year, have included contin-
ued expenditures in mature operations such as $700 million per year in Alaskan
North Slope fields, a 30 percent increase in lower-48 natural gas fields over the last
two years to $1.5 billion this year, and over $650 million per year in refinery invest-
ments. Additional investments have also been made to maintain terminal and pipe-
line capability and to meet new regulations affecting distribution and marketing.

For the future, we see continued opportunities to invest in the United States.
Projects currently announced include:

e $2 billion for new development and infill drilling in the Wamsutter natural gas
field in Wyoming. This investment is expected to double BP’s net production to
250 million standard cubic feet by the end of the decade.

e Two proposed LNG projects, one on the East Coast and one on the Gulf Coast
at a cost of $1.2 billion. These projects will allow us to access our natural gas
position in Trinidad and elsewhere in the world; and if approved, potentially
and 2.4 billion cubic feet send out capacity to supply markets in the United

tates.

e $2 billion planned spend, to increase the use of Canadian heavy oil and improve
our upgrading capability in BP’s refineries, also securing a North American
source of crude oil supply.

e $2 billion per year sanctioned investment through the rest of the decade as a
part of our continuing program to invest over $15 billion in exploration and pro-
duction in the Gulf of Mexico.

e BP has publicly announced its intention to participate in the nearly $20 billion
Alaskan Natural Gas Pipeline to bring Alaskan gas to the lower 48. We, to-
gether with other interested parties, are nearing completion of a commercial
agreement with the State of Alaska.

e Over the past five years, we have invested more than $500 million in our solar
and alternative energy business and continue to see this as a growing area of
importance.

In closing, we believe the events of 2005 reflect unusual challenges to the global
markets for oil and gas. We know we have a responsibility to help meet these chal-
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lenges and we are working hard to fulfill the role we play in helping the nation re-
cover from these extraordinary events.

BP has a long history of business activity and significant investments in the
United States. We will continue to offer quality products, enhanced energy options
and invest in support of our customers and the energy needs of the nation.

Chairman STEVENS. Thank you very much, Mr. Pillari.
Our next witness is John Hofmeister, president and chair of the
Shell Oil Company of America.

STATEMENT OF JOHN HOFMEISTER, PRESIDENT, SHELL OIL
COMPANY

Mr. HOFMEISTER. Mr. Chairman, members of the committee:
Thank you for the opportunity to be here. I would like to discuss
the elnergy issues of concern to you, to Shell, and to the American
people.

We face serious energy challenges here and also around the
world, for which there are no perfect solutions or easy alternatives.
Every avenue—increasing crude supplies, building refinery capac-
ity, repairing hurricane damage, developing new technologies—pre-
sents a challenge and requires a significant and sustained invest-
ment. Basically, demand for energy around the world is growing,
thanks to strong economies. In fact, I fear the alternative.

Consequently, there is a fragile supply-demand balance, leading
to current energy prices. And yes, industry profits are large in total
dollars, but they represent an average return on sales in cross-in-
dustry comparisons. Shell earned $9 billion in the third quarter of
this year, a 50 percent improvement, for three quarters of the year.
But three points I would make about those profits.

First, they are determined largely by the price of crude and the
price of crude is set on world markets. We do not set or control the
price of crude.

Second, as profits rise so do our tax payments. Shell’s global tax
Fayments are up 55 percent this year, totaling more than $14 bil-
ion.

Third, where do these profits go? They go back into the business.
Over the past 5 years Shell has reinvested the equivalent of 100
percent of our U.S. profits in U.S. energy projects. And future in-
vestments of billions of dollars will be required to meet future en-
ergy demand.

Energy projects are becoming more complex, more costly, more
technologically demanding, and many take a decade or longer to
reach fruition. The EIA estimates $20 trillion—that is $20 tril-
lion—will be needed by 2030 to develop the necessary supplies and
infrastructure to meet global demand in the future.

The surge in demand has had a dramatic impact on the costs of
doing business. The cost of an onshore rig in this country this year
has more than doubled. The cost of a deep water rig is now up to
or over $300,000 or more per day. The cost to develop a deep water
field, reaching $2 billion. The cost to build or expand a refinery, for
example a 200,000 to 300,000 barrel per day refinery, costs in the
range of $3 to $3.5 billion. The cost to build a major greenfield
LNG facility can be in the range of $5 to $6 billion.

But these investments are critical if the energy needs of today
and tomorrow are to be met. At Shell we are making those invest-
ments and we are making them here in the United States. In the
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offshore, Shell will continue to be an industry leader in the deep
water Gulf of Mexico, a frontier we pioneered more than a decade
ago. In the past 5 years we have produced nearly one billion bar-
rels of oil and invested more than $7 billion just in the Gulf.

Onshore, Shell has new natural gas prospects, both conventional
and unconventional, under way in Washington, North Dakota,
Texas, and across other regions of the United States. In Alaska we
just invested $45 million to acquire 84 licenses this year to develop
Alaska’s vast resources and we are working on additional opportu-
nities.

In the oil sands, Shell Canada’s major Athabasca oil sand project
is unlocking significant resources and plans to expand this project
will require many billions of dollars.

Oil shale. We have an exciting project in Colorado where we are
testing a unique process designed to release huge oil shale re-
sources. Shell’s technology has the potential to recover more than
ten times per acre as much as traditional retort technologies and
in a more environmentally sensitive way.

Coal. I am in discussions with ten or more States about how to
tap the Nation’s abundant coal resources using our coal gasification
process to efficiently and cleanly convert coal to power, gas, chem-
ical feedstocks, liquid fuel, and hydrogen.

LNG. Shell is investing to bring more LNG to the United States.
We currently have LNG import capacity at two existing LNG ter-
minals and have proposed to build two additional LNG projects,
one in the Gulf and one in the Northeast, to serve U.S. markets.

In refining, our joint venture company, Motiva Enterprises, is
considering a major investment to increase capacity at one or more
of its Gulf region refineries. Expansion projects are being consid-
ered in the range of 100,000 to 325,000 barrels per day.

In pipelines, in Louisiana, Shell is investing $100 million in an
interstate pipeline to help transport refined product to markets in
southeastern, mid-Atlantic, and Northeastern States.

In renewables, Shell Hydrogen is a leader in pursuing realization
of a hydrogen future. Shell Wind has nearly 700 megawatts of
power in the United States, a figure we expect to grow. We are in-
vesting hundreds of millions in alternative energy and alternative
fuels each year and we are committed to continuing these invest-
ments in the future.

But I cannot talk about Shell’s investments in the United States
without mention of the tremendous costs involved in recovering
from recent hurricanes. Hurricanes Dennis, Katrina, Rita, and
Wilma and others brought into sharp focus the fact that the Na-
tion’s energy supply-demand balance is fragile. Katrina and Rita
tore through the Gulf of Mexico production sites, blasted the refin-
ery belt in the Southeast, and roughed up the terminal and pipe-
line networks that feed products to half the country. Key parts of
the Nation’s energy infrastructure were brought to a standstill. Re-
covery costs are estimated between $18 and $31 billion to the in-
dustry, and Shell bears its share of that cost.

But it is Shell people and their response that I would like to tell
you about in this instance. Nearly one-fourth of Shell’s U.S. staff
was directly affected by the storms, about 5,000 people and their
families. Despite their own losses, losses in some instances horrific,
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these dedicated professionals returned to work only hours after the
storms passed. We had employees lifted from their roofs in New
Orleans and we had employees in the convention center. But these
employees returned to work and have been there 24 hours a day
7 days a week, fixing damaged platforms, refineries, pipelines, ter-
minals, and service stations. They did so efficiently and safely. I
commend them and I thank them.

We continue the task of bringing our facilities back on line. Just
this week, I am pleased to say that we announced our commitment
to return full well to New Orleans, a city that we admire, in early
2006, to bring 1,400 staff back to their offices in central New Orle-
ans.

Let me close with a comment about how we see ways policy-
makers can help the industry and help secure an energy future.
Congress might consider policies that will in the first instance
allow responsible access to more domestic resources; secondly, to
encourage conservation; third, to streamline regulatory require-
ments to speed the delivery of projects; and fourth, to educate the
work force of the future, to train the next generation of energy pro-
fessionals, men and women who will develop future energy re-
sources, future energy innovations, and future energy solutions.

The facts are we have in this country the natural resources, the
financial capacity, and the human capability to secure our energy
future. The long-term success of American energy development can
and should be predicated on government enabling a responsible in-
dustry to work on behalf of American energy requirements.

Thank you, Mr. Chairman.

[The prepared statement of Mr. Hofmeister follows:]

PREPARED STATEMENT OF JOHN HOFMEISTER, PRESIDENT, SHELL OIL COMPANY

I am John Hofmeister, President of Shell Oil Company. I appreciate the oppor-
tunity to appear before you today to discuss the energy issues important to the Con-
gress, to America’s energy providers and to consumers.

Shell Oil Company is an affiliate of the Shell Group, which operates in more than
140 counties and employs more than 112,000 people worldwide. About 22,000 people
work for Shell in the United States in a diverse range of energy activities:

e Shell produces approximately 700,000 gross boe/d (Shell gross) of oil and nat-
ural gas in the U.S.

e Shell operates or has an interest in seven U.S. refineries with a capacity of
more than 1.6 million barrels per day.

e Seventy-five percent of Americans live within five miles of one of our approxi-
mately 17,500 retail sites (Shell-branded gasoline stations and Jiffy Lube facili-
ties) in the U.S., where an average of more than six million customers are
served per day.

e We operate five chemical plants in the U.S., which focus on the production of
bulk petrochemicals and their delivery to large industrial customers who, in
turn, use them to make many of the essential materials of our modern world.

e We are a key capacity holder at two of the nation’s existing Liquefied Natural
Gas (LNG) facilities, Cove Point and Elba Island, and have announced proposals
to build two additional, large LNG receiving terminals in the U.S., which will
be critical in meeting the nation’s growing need for natural gas with potentially
lower-cost global supply sources.

e Shell Trading Gas & Power, through Coral Energy, has more than 5,000
megawatts of electricity capacity in the U.S.

e Shell WindEnergy has interests in more than 630 megawatts of clean, renew-
able wind power capacity in the U.S., and we have just announced a major wind
project in West Virginia.

. Sﬁlel{lJ Ssolar Industries, based in California, manufactures solar photovoltaics in
the U.S.
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e Shell Hydrogen opened the nation’s first hydrogen fuel dispenser at a Shell re-
tail station. It’s about 10 minutes from the Capitol and I invite you to visit to
experience what we hope will be a common retail experience in the future. More
hydrogen dispensing sites are under development.

e Shell is leading the way on other fuels of the future with its investments in
biofuels, cellulosic ethanol and gas-to-liquids fuels.

I would like to use my time this morning to discuss four areas of interest:

| 1. The economics of the energy business and the growing demand/supply chal-
enges;

2. The impact of hurricanes Katrina, Rita and Wilma on our business and on
the price of energy;

3. What Shell is doing to increase energy production in this country and
abroad; and

4. Initiatives Congress might take to help address the energy concerns that
are becoming increasingly apparent and urgent.

My primary message is that we face fundamental and pressing energy challenges.
There is no soft option or soft landing. Every route forward has significant economic,
environmental and technological challenges. Every solution will require significant
investment.

ECONOMICS OF THE ENERGY BUSINESS

Mr. Chairman, high energy prices and industry profits are matters of concern to
Congress, to your constituents and to our customers. Our industry is extremely cy-
clical, and what goes up, almost always comes down. That dynamic has proven to
be true time and time again. For example, the U.S. Energy Information Administra-
tion (EIA) reported that only three years ago (in 2002), returns on investment for
U.S. petroleum companies were only 6.5 percent, and refining and marketing re-
turns were negative. The challenge is to manage our business in the face of these
severe price fluctuations.

As to profits, oil and gas industry earnings per dollar of sales are in line with
all U.S. industry during the second quarter of 2005. The energy industry overall
earned 7.6 cents for every dollar of sales, compared to an average of 7.9 cents for
all U.S. industry. True, the total dollar numbers are large, but so are the billions
of dollars that petroleum companies have invested to supply energy to U.S. con-
sumers—and will need in order to re-invest to meet future demand in a safe and
environmentally sustainable way. It is this re-investment potential that is critical.

Shell companies are in business to create economic value through the reinvest-
ment of earnings in new technology, new production, refining and product distribu-
tion infrastructure and environmental and product quality improvements. As such,
we continue to build our portfolio of integrated gas, unconventional resources and
material oil projects. Recognizing that the energy consumed today is made possible
by investments made years or even decades ago, we continue to reinvest earnings
to help ensure a secure energy future. For example, over the past five years, Shell
companies have invested approximately 100 percent of U.S. after-tax earnings in
U.S. projects to meet the future needs of consumers. Investments of this magnitude
require long-term fiscal stability.

The prices of oil and natural gas—which are set on the world market—fluctuate
substantially and dramatically. Today we have $60 per-barrel oil; just six years ago
oil was under $20. Similarly, we have recently experienced $12 per mmbtu natural
gas; just six years ago, natural gas was under $3, while unleaded gasoline was aver-
aging less than $1.20 per gallon, including taxes. In fact, with warm weather and
the return of supply lost to the hurricanes, the price of natural gas dropped $3 per
mmbtu last week (week of 10/31/05).

Even further, the first hearing of the Senate Energy and Natural Resources Com-
mittee held during the 106th Congress just six years ago related to the low-price
environment and the state of the petroleum industry. The Committee recognized the
potential impact of the low-price environment—noting, for example, the number of
wells being shut in and the drop in rig counts across the country.

These low prices were largely attributed to two factors. First, the return of Iraqi
crude oil to global markets caused an increase in supply, driving prices down by $5-
6 dollars per barrel, according to the EIA. Second, the Asian financial crisis caused
a drop in demand, again affecting price.

Today, the market forces of supply and demand are driving prices up. Oil prices
reached an all-time high last year, an average of more than $41 a barrel for West
Texas Intermediate (WTI). So far this year the average is over $50, with prices ris-
ing to around $70.
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The U.S. is not self-sufficient in energy, importing more than 60 percent of its raw
energy materials from other countries. The U.S. has to compete for oil in world mar-
kets. For crude oil, it competes with large refining centers such as Rotterdam and
Singapore. For petroleum fuels such as gasoline, diesel and heating oil it competes
with Germany, Japan, China, India and others.

The prices for many fuels are determined in the global marketplace. Buyers and
sellers of fuels—energy companies, marketers, futures traders—continually compete
via auctions or other transparent mechanisms to balance their needs. Auctions and
fuel trading take place around the globe, but there are major centers in London,
Singapore and New York. Fuel prices move up and down based on world demand
and supply pressures.

For example, brownouts in China last summer raised the demand for diesel fuel
to run generators, which in turn bid up the price of diesel. Asian buyers were suc-
cessful bidders for cargoes, but diesel prices were higher around the globe. A
drought in Spain this summer increased LNG requirements to run generators. To
obtain additional LNG, Spain bid for excess cargoes and the result was higher LNG
prices around the globe.

The September hurricanes created shortages of gasoline and other fuels, resulting
in higher prices in all global trading markets. In the aftermath, Shell imported gas-
oline and other fuels—purchased at prices that were set in the global marketplace—
to compensate for lost production from our damaged Gulf Coast refineries.

Similarly, natural gas prices in most markets in the United States are determined
by the interaction of many buyers and sellers. The shut-in gas production during
the past two months has averaged over 10 percent of total U.S. output. This produc-
tion loss raised the fear of not meeting appropriate start-of-winter storage levels. As
a result, the market bid up gas prices to levels that encouraged switching and avert-
ed a storage shortfall.

As in the late 1970s and early 1980s, we expect that high prices will stimulate
supply and reduce demand. But these responses take time. There are indications
that Americans have reduced demand for vehicle fuels. Yet on a global basis, high
economic growth is stimulating global energy-demand growth in spite of high prices,
particularly in major emerging economies like China.

On the supply side, large projects can take a decade or longer to reach fruition
and the projects are riskier and require higher capital investment. Industry invest-
ments in oil and gas production, refining and LNG facilities are accelerating.

As we look to the future, there are major challenges. Global demand for primary
energy is likely to continue to grow, and for the foreseeable future, must largely be
met by oil, gas and coal. Keeping pace with this growth will be challenging. IEA
estimates that some $16 trillion will be needed by 2030 to develop supplies and
build energy infrastructure. It will require very large investments in complex, costly
and technologically demanding projects.

This demand is already placing upward pressure on costs:

e An onshore rig that cost $9,000 per day one year ago costs $15,000 per day
today. In the deepwater, the cost of floating rigs has doubled to $300,000 per
day. The cost to develop a major deepwater field is between $1.5 and $2 billion.

e On the refining side of our business, building a new refinery or greatly expand-
ing capacity at existing refineries is a multi-billion-dollar proposition. The
American Petroleum Institute (API) has estimated that a 200,000 to 300,000
barrel-per-day greenfield refinery could cost up to $3 billion to build in the U.S.

e To develop one Bef/d of LNG requires an investment of $5-6 billion, which
would mean, according to the U.S. ETA, that the industry would have to invest
$50-60 billion if U.S. LNG imports grow by approximately 10 Bef/d in the next
10 years.

So, while energy prices are high, the cost of energy projects is also rising in tight
markets for equipment and skills. We must foster and fund technological innovation
in an atmosphere of uncertainty. We must work to maximize recovery from existing
fields, access more difficult and unconventional resources, develop more efficient
ways of producing energy and cleaner fuels, and curb emissions from energy proc-
esses.

HURRICANE IMPACT AND RECOVERY

Shell and Motiva People. The landfall of Hurricane Katrina and the subsequent
devastation of New Orleans and surrounding Gulf Coast communities affected some
of our key facilities and nearly 4,600 of our staff and their families. Our first pri-
ority immediately following the storms was ensuring our staff and their families
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were safe and providing assistance to them so they could return to work as soon
as possible to assess damage, begin repairs and restart facilities.

We invested heavily in locating and ensuring the safety of our staff and their fam-
ilies—including going door-to-door, when necessary, to make sure everyone was
okay. Following Hurricane Rita, we moved quickly to locate our nearly 1,000 em-
ployees who work and live near our Motiva Port Arthur refinery. All told, during
the course of the hurricanes, we had nearly a quarter of our U.S. staff directly af-
fected by the storms.

After Hurricane Katrina, we began a large-scale temporary movement of staff
from New Orleans to Houston and surrounding facilities. We moved rapidly to gain
adequate accommodations in and around the impacted facilities or the new tem-
porary work sites. I am very pleased to share that on Monday of this week (11/7/
05), Shell Exploration and Production announced its commitment to return to its
New Orleans office. We expect to have a substantial number of currently displaced
New Orleans Shell employees back home and back at work in the city we cherish
early next year and expect almost all to return within the first half of 2006. We
also have offered to the Governor and the Mayor some of the best minds in the
world to assist with a successful, transparent and integrated rebuilding program
that will help New Orleans.

More than 4,400 pay, loan, employee assistance and payroll re-direct requests
have been implemented to date in association with these disasters, totaling nearly
$23 million. These requests consist of 2,360 employee interest-free loans for $20.7
million, and 1,642 assistance payments of $250 each—totaling $407,000—for em-
ployees who have been housing displaced friends and family, and 190 relocation sup-
plements totaling $1.4 million.

Shell and Motiva Operations. A fragile supply/demand balance and vulnerable en-
ergy infrastructure were facts prior to the hurricanes. But the devastating impact
of the storms on the energy industry gave these facts visibility and sharper focus.
Like all of the companies represented here this morning, Shell plans and invests
for the long term, but we live in the present, and we must deal with major disloca-
tions such as those caused by hurricanes Katrina, Rita and Wilma.

Hurricanes Katrina and Rita tore through the heart of the Gulf’s oil and gas pro-
ducing areas, through the Gulf Coast refinery belt, and through the heart of the in-
dustry’s terminal and pipeline networks that feed products to half the country. Our
Mars platform withstood winds of 175 miles per hour for four hours; it was dam-
aged, but the damage is repairable and it will be back in service again.

As of today (11/09/05) Shell has restored Gulf of Mexico production to more than
200,000 boe per day (Shell share) of the approximately 450,000 boe per day (Shell
share) prior to Hurricane Katrina (operated and non-operated). Good progress con-
tinues to be made on key assets, including Ursa, Mensa and the Auger pipeline and
an additional 150,000 boe per day (Shell share) is expected to return to production
during fourth quarter 2005. Approximately 15 million barrels (Shell share) were de-
ferred in third quarter 2005 and approximately 18 million barrels are expected to
be deferred in fourth quarter 2005. Production from the Mars platform is expected
to resume in the second half of 2006.

To give you an idea of the enormity of the challenge ahead of us, I can tell you
that one of our tasks is to examine every foot of pipeline 3,000 feet below the surface
of the Gulf of Mexico—something that has never been done before. The Congres-
sional Budget Office has estimated that Hurricanes Katrina and Rita inflicted losses
on the energy sector estimated at $18 to $31 billion—and Shell certainly bore its
share of that damage.

Critical operations continued while our employees, retailers and wholesalers suf-
fered from the same devastation as their neighbors. I am extremely proud to rep-
resent these dedicated professionals who began to return to our manufacturing sites,
pipelines, distribution terminals and service stations only hours after the storms
passed. Despite their own losses, they continued to work to bring our critical facili-
ties back on line for the American people—and that they did so without incurring
any health, safety or environmental incidents.

MEETING FUTURE ENERGY CHALLENGES

Today’s profits will finance re-investments and new projects that will lay the foun-
dation for greater energy supplies. As in the past, both energy prices and costs are
expected to be cyclical, but Shell is committed to providing growing energy supplies.
As stated, developing these energy resources will require a tremendous capital in-
vestment by our company, year in and year out, in periods of prices high and low.
Let me highlight some of our plans and projects.
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North America Exploration and Production. Shell’s Exploration & Production
(E&P) North American businesses are dedicated to growing the North American en-
ergy supply. Our commitment is underpinned by a history of investing billions of
dollars every year in the development of future domestic energy sources and defin-
ing new frontiers. Years of investment in technology and people enabled Shell to
lead the industry into the Deepwater Gulf of Mexico, beginning with the develop-
ment of our Auger field more than a decade ago. Over the past five years in the
Gulf of Mexico alone, Shell gross production has been nearly one billion barrels of
oil equivalent, and over the same period Shell has reinvested almost $7 billion in
new offshore supply capacity. That same level of determination and commitment
continues today.

Shell is aggressively pursuing natural gas prospects in a number of onshore North
American basins. It is our goal to build new supply positions by developing both con-
ventional and unconventional gas resources. Today Shell is drilling for new natural
gas supplies in the Gulf of Mexico, Washington state, North Dakota, Texas, and the
US. and Canadian Rockies.

Alaska Gas Pipeline. Alaska holds vast resources of natural gas that can be
brought to market in the Lower 48. Shell is making significant investments in Alas-
ka in the search for more supply. This year alone we have spent $45 million pur-
chasing leases in the Federal waters of the Beaufort Sea and the recent State’s sale
in the Bristol Bay area. Shell is excited about the opportunities that exist in Alaska.

Unconventional Resources. Shell is making significant investments in unconven-
tional resources—oil sands, oil shale and coal. By 2010, EIA estimates that uncon-
ventional gas reserves will account for more than 50 percent of total U.S. reserves,
up from 46 percent in 2002.

We have a major oil sands resource project in Athabasca, Canada, with bitumen
from the Muskeg River mine piped 500 kilometers south to be turned into synthetic
crude in the world’s largest hydro-upgrader adjacent to Shell’s Scotford refinery.
Most bitumen is upgraded by coking. The Scotford upgrader is the only one based
exclusively on adding hydrogen—enabling it to provide a 103 percent yield rather
than the normal 85 percent. The plan now is to expand capacity from the present
155,000 barrels a day to more than 500,000 by 2015. This will require many billions
of dollars of further investment in mining and upgrading facilities.

Shell is investing in oil shale in Colorado, where we are testing a process to
unlock very large oil shale resources by conversion in the ground—using electric
heaters to gradually heat the rock formation to release light oil and gas. This tech-
nology has the potential to recover more than 10 times per acre as much as tradi-
tional retort technologies, in a more environmentally sensitive way.

In order to meet growing U.S. energy needs, the entire portfolio of domestic fuels
will be required. Given the abundant coal resources in the U.S., Shell also is looking
at technologically sophisticated ways to use coal more efficiently and cleanly. Given
the very large remaining coal resources—particularly here in the United States—
it is important to make these technologies viable. Currently, Shell is working with
12 states—including New York, Pennsylvania, West Virginia, Ohio, Indiana, Mon-
tana, Colorado, Wyoming, Utah, California, Arizona and Texas—on the opportuni-
ties that exist with coal.

Coal gasification offers an efficient way of using coal for power, town gas, chem-
ical feedstock, liquid fuel and hydrogen. New technology has made coal gasification
cleaner and more efficient. The Shell process provides more than 99 percent carbon
conversion efficiency. Integrated coal gasification combined cycle power—IGCC—
produces 10 to 15 percent less carbon dioxide emissions than the best conventional
coal generation. It should be as cost-effective as traditional coal-fired generation
with full modern environmental clean-up equipment.

In the U.S., for example, new IGCC offers an attractive way to use coal with the
added advantage of the potential to capture the carbon dioxide—produced as a high-
pressure concentrated stream in the gasification process—for sequestering under-
ground. We are working with the Queensland government in Australia on the feasi-
bility of building an IGCC power plant with 85 percent of the carbon dioxide seques-
tered in this way. The aim is to have it in operation by 2010. Coal gasification for
power generation is likely to expand significantly in the coming years.

Liquefied Natural Gas (LNG). It is clear to Federal and state government that
clean-burning natural gas is critical as an energy bridge to future renewable and
other energy resources, and LNG is a key component of this fuel portfolio, even with
northern frontier gas. LNG is safe with a proven track record, easy to handle, clean
burning with low carbon emissions and utilizes environmentally friendly operations
in which to provide energy.

According to the EIA, today the U.S. consumes one-quarter of the world’s natural
gas and is forecasted to outpace other major markets in year-over-year LNG import
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growth. World demand is estimated to increase from 6.4 tcf in 2004 to 22.4 tcf by
2020, with the U.S. making up 15 to 20 percent of the total forecasted LNG demand.

As a global industry leader, at Shell we are committed to leveraging our strong
global supply position and industry experience to rise to the challenge of providing
imported LNG as a critical supplement to domestic gas and other fuel sources in
order to meet the country’s growing energy needs—because we believe it is right for
America. We are proceeding with the Broadwater project in Long Island Sound and
the Gulf Landing project for offshore Louisiana.

Given the opportunity through approval of proposed facilities in the U.S., LNG
can be a significant source of the North American gas supply, as it represents the
potential to provide approximately 10 percent of the North American natural gas
supply by 2010. In fact, by 2010, we estimate that Shell’s projects alone could result
in 2 to 3 Bef/d of LNG import capacity to serve U.S. markets, growing to 4 or 5
later in the next decade. However, this fuel source opportunity for the American
public represents a significant, long-term capital investment for many energy com-
panies, including Shell.

Downstream [ Refining. Our joint venture refining company, Motiva Enterprises
LLC, is considering a capital investment strategy to increase refining capacity at
one or more of its Gulf region facilities. Expansion projects being considered range
from 100,000-325,000 barrels per day. In Louisiana, we are investing in a $100 mil-
lion intrastate pipeline project to facilitate the transportation of refined product into
existing interstate pipelines that serve markets in Southeastern, mid-Atlantic and
Northeastern states.

WHAT SHOULD POLICYMAKERS DO?

Let me address the role that policy initiatives might play in increasing domestic
production and refining capacity to enable us to meet the increasing demand for
natural gas.

Outer Continental Shelf (OCS) Access. Given the sustained high energy demand
in the U.S. and globally, the key driver impacting oil and gas prices is supply. Al-
though our company is actively exploring for oil and gas in all the areas in North
America currently available, we are doing this with one hand tied behind our back,
as most of the Outer Continental Shelf (OCS) is off the table for exploration and
development.

The U.S. Government estimates that there are about 300 trillion cubic feet of nat-
ural gas and more than 50 billion barrels of oil yet to be discovered on the OCS
surrounding the Lower 48. When you then add the Alaska OCS, you contribute the
potential for another 122 trillion cubic feet of natural gas and 25 billion barrels of
oil. If Congress wants to address high oil prices, they must address domestic supply
issues, such as the limited access to oil and gas exploration off our coastlines.

U.S. dependence on the Gulf Coast for domestic oil and gas supply and refining
capacity became obvious to every American in the aftermath of Hurricanes Katrina
and Rita. The strategic importance of the Gulf of Mexico production and refinery
capacity was highlighted after Katrina shut in 92 percent of the Gulfs oil output
and 83 percent of its natural gas production. For years, the Gulf of Mexico has
shouldered the burden of the U.S. offshore energy production. Urgent action is need-
ed to broaden the U.S. oil and gas production base to other parts of the country if
we are to ensure reliable and adequate energy supplies for all Americans in the fu-
ture.

A step in the right direction for Congress would be to pass OCS revenue-sharing
legislation to provide funds, needed by states and communities with production off
their coasts, to mitigate the impacts of offshore development.

Earlier I mentioned Shell’s interest in Alaska. In order for us to continue to grow
in this area, two things need to occur:

1. Ensure fair and equitable access to the proposed natural gas pipeline; and
2. Continue to provide new opportunities for exploration leasing.

Streamline Government Processes. Governments at all levels—federal, state,
local—should take the initiative to remove unnecessary bureaucratic barriers that
inhibit investment. If the bureaucracy is too slow or too uncertain, investments will
go elsewhere. Permit streamlining is an admirable goal, one that should be pursued
to attract needed investment, not as a tactic to avoid responsible environmental be-
havior.

Conservation. Energy efficiency and conservation dearly affect demand and that,
in turn, affects the market. The political viability of conservation policies is unclear.
I will just note that at Shell, we have found significant cost savings in our own fa-
cilities from energy conservation. I would encourage all industries, governments and
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individuals to stress the need for conservation and efficiency in daily operations and
activities.

Workforce. We welcome Congressional initiatives that will help secure a future en-
ergy workforce. Today, nearly 50 percent of all oil and gas industry workers are over
the age of 50. Only 15 percent are in the age range of 20s to mid-30s. The available
skilled workforce is aging, and interest in energy-related educational opportunities
is shrinking. University enrollment in petroleum engineering is down from 11,000
students in 1993 to 1,700 today. And the number of universities with petroleum en-
gineering degrees has fallen from 34 to 17.

It is the engineers, scientists, inventors, drillers, geologists and skilled trades peo-
ple who will actually do the work needed to meet our energy needs. To this end,
Shell has funded a number of initiatives, including two training facilities—one in
Wyoming and one in Louisiana—that will train returning veterans and others.

Finally, we respectfully request that Congress “do no harm” by distorting markets
or seeking punitive taxes on an industry working hard to respond to high prices and
supply shortfalls.

CONCLUSION

In conclusion, the world faces fundamental and pressing energy challenges. De-
mand is likely to be robust despite high prices. The investment necessary to meet
this demand will be significant. Prices are high, but input costs are rising every-
where, driven by tight capacity along the supply chain. As I said in my opening re-
marks, every route forward has major challenges—economic, environmental and
technological. I trust that my remarks have given you a sense of how we can meet
these challenges.

Thank you.

Chairman STEVENS. Now we will enter a period for questions. In
the beginning I am going to yield to Senator Domenici and Senator
Bingaman to start the questions.

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

For the Senators, let me suggest that we both decided on the
rules for how we are going to do this. We are going to follow a kind
of modified early bird rule, meaning we are going to go back and
forth between Republican and Democrat. As I have it on my side,
so you will know, I am first, followed by Senators Bingaman, Alex-
ander, Dorgan, Murkowski, Wyden, Craig, Feinstein, Martinez and
Salazar, and we will go on from there.

But I think we both have agreed on a second proposition. If your
turn comes up under the early bird and you are not here, then you
will go to the bottom of the list and start over again. Now, we have
to do it that way or else we are not going to know where we are
and Senators are not going to know when they have to be here.

Now, that is not counted against my time, I assume, because 1
do not have very much time.

First of all, I did want to say something—I did want to say some-
thing that would maybe make you smile, and I hope witnesses will.
We are glad to hear the constructive suggestions you have made.
I am very hopeful. You must know we know most of them. You are
repeating what we have heard. Most of them ought to be done. We
will try in the future to see what we can do together to implement
them.

But obviously we have some very serious questions to ask you be-
cause our people are asking us. I will tell all of you, I come from
an energy State, but in almost every occasion upon my return to
New Mexico the first person that puts out their hand and says,
hello, Pete, or hello, Senator, follows up with a question: Why don’t
you bring the price of crude oil down, Pete? What is happening?
Who is setting the price of that oil?
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So my first question is, since most of my people and I believe
most Americans that we hear from want to know, how is the price
of oil set? Who sets it? Why does it go up? How does it come down?

Actually, my constituents and I believe most Americans think
that somebody rigs these prices, that in the process somebody is
getting ripped off, and they think it is them, the constituents who
have asked me and the constituents of America who ask this ques-
tion.

So I want to ask you, and please, in the few minutes you have,
somebody describe in detail how the price of oil is set, because I
close by saying if that is not rational, then are you rigging the price
of oil or is somebody rigging the price? Who chooses to answer the
question first?

[No response.]

Chairman DOMENICI. No volunteers? We will go the way we
started. Mr. Raymond?

Mr. RAYMOND. I will volunteer.

Chairman DoOMENICI. Thank you. That is called an involuntary
volunteer.

Mr. RAYMOND. Senator, that is an extraordinarily complex ques-
tion that you have just asked. I think, as I made in my comment,
in the comments I made, the U.S. companies that are represented
here in terms of the total amount of production that they have,
that they contribute to the world supply, is relatively modest. Our
gwn company is less than 3 percent and we are the largest pro-

ucer.

The facts are that the world supply pool, many, many countries
contribute to that and many companies operate in those countries.
But obviously the big actors in the equation are Russia and the
Middle East countries and OPEC.

Chairman DoOMENICI. Now, Mr. Raymond, let me interrupt. I
want to know something as simple as this. Oil comes out of the
ground. It is either put in a boat or put in a pipeline. It then
moves. At some point somebody buys it. At some point it assumes
a price. That price may be only fixed one time or it may be fixed
a number of times. Then it goes to another place and gets refined.

I need to know from you, tell me from the time it comes out of
the ground, how is the price set?

Mr. RAYMOND. Well, let us talk for a moment about the easiest
place to talk about is Saudi Arabia.

Chairman DOMENICI. Okay.

Mr. RAYMOND. A month before the month in which we are going
to lift the crude, the Saudis tell us what the crude price will be for
that month, and we have the alternative of either saying we will
nominate and they will tell us we can lift, we can lift that crude.
If we lift that crude, we are going to pay the price that they have
said what you have to pay in order to buy that crude oil.

Chairman DoMENICI. What does “lift” mean?

Mr. RAYMOND. To have a ship show up and take it away.

Chairman DOMENICI. Be ready to take it.

Mr. RAYMOND. That is exactly right. At this point there are no
pipelines out of Saudi Arabia, so it all goes out by ship.

They say, here is the price, and the alternative we have is to buy
it or not buy it.
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Chairman DoMENICI. Okay.

Mr. RaAyMOND. Now, how they determine what that price, what
the price is that they are going to set would only be speculation on
my part, but I would have to say when you look at that data that
the prices they set for the forthcoming month generally are very re-
flective of world market conditions apparently as they see them.

Ch‘z;irman DoMENICI. What does that mean, world market condi-
tions?

Mr. RaymoND. Well, they look around the world and see what
people are willing to pay per barrel of crude oil. It is traded in the
North Sea, it is traded in Singapore, it is traded all over the world.

Chairman DOMENICI. So if the price is short they can ask high
prices and they will get it; is that right?

Mr. RAYMOND. That is exactly right.

Chairman DoMENICI. Okay. Now, when we hear the word “specu-
lators;’ purchase it or it is bought in bidding, where does that
occur?

Mr. RAYMOND. Well, that happens basically on the mercantile ex-
changes. That could happen in New York, it could happen in Singa-
pore, it can happen in London. Those exchanges, those markets,
Senator, are open 24 hours a day all around the world.

Chairman DOMENICI. But Mr. Raymond, what we would like to
know is what does that mean? Do they also respond to Saudi Ara-
bia or do they bid up the price afterwards?

Mr. RAYMOND. They bid up the price afterwards. The Saudis—
to be specific about the Saudis, the Saudis will only sell to end
users. That is to say, the Saudis will only sell to refiners. The
Saudis have never had any interest in being involved in, I will call
it, the speculative market. As a matter of fact, if we were to con-
tract—we have a long-term contract with the Saudis. If we buy
crude oil from them, if for some reason, say for example we had
a hurricane, had to shut down the Baytown refinery, we have some
crude oil, we do not know what to do with it, before we could sell
it to somebody else we would have to go back to the Saudis and
tell them that we intend to sell it to someone else and who that
other party is, because they want to make sure they sell only to
end users.

Chairman DOMENICI. Mr. Raymond, let me interrupt now. Why
don’t you do this for me. Put yourself in my shoes. I am there talk-
ing to that person and they say: How is the price of oil set? How
do I answer that person?

Mr. RAYMOND. The price is set on the world market by willing
buyers and sellers as to what willing sellers are willing to sell it
for and willing buyers are willing to pay for it.

Chairman DOMENICI. All right. Now, who makes the profit in
that, in that—I do not think my constituent would understand
that, nevertheless.

Mr. RaymoND. Well, okay. Well, let’s stay on the example that
we are on. The Saudis set the price. At that point that establishes
the price for Saudi Aramco or the Saudi government. We then, in
the case say we bought the cargo of crude oil, we will take it to
a refinery. We run it through the refinery and the product markets
then determine what the margin was in the refinery. But we
bought the crude oil at world market price.
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Chairman DoOMENICI. All right. Thank you very much. My time
has expired. I am not sure my constituent is pleased with the an-
swer, but nonetheless. Not unpleased; they do not understand it.

Senator Bingaman.

Senator BINGAMAN. Thank you again for being here. I wanted to
ask about what can be done over the next 6 months, particularly
as we go through this winter, to deal with the high prices that con-
sumers are going to be faced with, both at the pump and in heating
their homes. It strikes me that not a whole lot more can be done
other than what is being done to affect supply over that period,
being the next 6 months, but a significant amount could be done
on the demand side to encourage conservation. I think each of you
have indicated that you believe that the Government has a legiti-
mate role in conservation.

I have been urging the Secretary of Energy to have a high profile
public education campaign to encourage conservation over these
next several months, and it occurs to me that each of you and your
corporations have substantial advertising budgets. Would it make
sense and would you be willing to participate in a public-private
partnership that would try to put on this kind of a public informa-
tion campaign for the American people to assist to the extent pos-
sible in reducing demand over this period?

Let me ask you, Mr. Raymond, and just down the line if people
have responses?

Mr. RAYyMOND. Well, Senator, I think it is fair to say as best I
can recollect every person that is a member of this panel in one
form or another over the last couple of years have made a lot of
public statements about the need for America and the world, not
only America, to become more efficient in its use of energy. I think
all of us feel very strongly about that, and through the API of
course we continue to support programs to do that. I think that is
the appropriate vehicle for the industry to deal with the question
that you have just raised.

In terms of whether there can be a viable corporate and/or API,
industry relationship with the Government through the Secretary
of Energy, I would think that that is something that we ought to
10(1>k at very, very carefully and see if there can be a constructive
role.

Senator BINGAMAN. Thank you very much.

Any of the rest of you have thoughts on that?

Mr. O’'REILLY. Senator, I agree, energy conservation is probably
one of the cheapest sources of additional supply that we can gen-
erate in the near term. Our company is running advertising cur-
rently and we are also participating with API and would be inter-
ested in working with the DOE to the extent that something con-
structive can be done.

I think it is important that we look at both the demand side and
the supply side, however, and I would not want to lose—each side
is important here. We need to be conservation-minded, but we also
need to recognize that supply is an important factor.

Thank you.

Senator BINGAMAN. Mr. Mulva.

Mr. MULVA. Senator, with respect to supply, first on the refin-
eries, we have to get them up and running, the ones that are down
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as a result of the hurricane. So we need to make sure we do every-
thing we can, and we are, to restore that capacity because that
adds supply. I know all the companies, including our own, will be
looking at how can we import additional supplies because it may
be in one part of the world, in Europe, it may be it is a warmer
winter or whatever, that we can take some supply from one part
of the world and bring it in and add supply.

With respect to conservation and more efficient use of energy, we
certainly have supported your ideas as a company and I am sure
as an industry we are very willing to explore just those concepts
of working together with the government to see what we can do to
really work on conservation and more efficient use of energy.

Senator BINGAMAN. Mr. Pillari.

Mr. PILLARI. Senator, I will not repeat the comments on supply.
We are working very hard to get it there. On the conservation mes-
sage, I think, yes, we would be willing to explore what we might
be able to do. I do not think it is enough. I think each one of us—
certainly in our company we believe that there are things that we
should do, particularly in those markets where we are very active.
So in California, for example, this year we will have several million
dollars in a program called A-Plus For Energy, which is about
teaching conservation in secondary high schools. I believe those
kinds of programs need to continue.

Mr. HOFMEISTER. Senator, as soon as we saw the production
shutdowns in the Gulf of Mexico we launched a conservation com-
munication program with our 17,000 stations around the Nation.
We believe in that quite firmly. Very specific steps that Americans
can take.

Then I would support Mr. Mulva’s comments on improving im-
ports in order to meet supply requirements.

Senator BINGAMAN. Let me ask one other question before my
time expires. Most of the growth in demand for oil in this country
is in the transportation sector. Would you agree with me that it is
time that we go ahead and raise fuel economy standards on vehi-
cles in this country?

Mr. Raymond.

Mr. RAYMOND. Well, I do not want to get into the political as-
pects of that. I think that is more appropriately in your bailiwick.
But I think the general proposition that we have to find ways to
make the transportation system in this country more efficient in
the use of energy is one that I would strongly support.

Senator BINGAMAN. Thank you very much.

Anybody else want to comment on that? If not, I have gone
through my 5 minutes.

[No response.]

Senator BINGAMAN. Thank you, Mr. Chairman.

Chairman DOMENICI. Senator Stevens.

Chairman STEVENS. Thank you very much.

I have a letter,* gentlemen, from the American Petroleum Insti-
tute referring to the request from the chairman of the Senate Fi-
nance Committee to determine whether the industry would con-
tribute to the program we call LIHEAP. In it—I do not know if you

*The letter can be found in the appendix.
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have seen the response, but in it Red Kavenny points out that the
estimated cost to restore all of the industry assets that were af-
fected by the storms in the Gulf, as you mentioned, some $18 to
$31 billion, will all be shouldered without government assistance.

But I do not find that it has really taken a position with regard
to whether at this time the industry has in mind being willing to
take any action that might assist in terms of this Low Income
Housing Home Energy Assistance Program that is really growing
considerably.

Is it possible that your industry would join, at least to the extent
of helping to find ways to make it more efficient? It just seems we
have this program every year and the impact of the LIHEAP ex-
penditures do not reduce the costs. They do not bring about more
efficiency. Could you go together and help design ways that that
program could in effect use less energy in order to help people meet
the costs? Anyone been involved in this?

[No response.]

Chairman STEVENS. I hate to do it, Jim, but you are the chair-
man of the board.

Mr. MULVA. Mr. Senator, first of all, as an American I can say
that we all feel very much for those who are less fortunate with
respect to heating bills and whatever. We want to make sure that
they get the energy and what they need. But as an industry we feel
that it is not a very good precedent to be looking at one industry
to help fund necessarily those, government programs as such. We
think that is more in the realm of the Government should be doing
that.

What we need to be doing as an industry, though, is what we
have been talking about, and that is spending all of our money to
add capacity and be pushing very, very hard on energy efficiency.
One of the things that I would see is certainly we support the Gov-
ernment programs, the LIHEAP program, but not as an industry—
it is not necessarily a good precedent.

For our company, we would like to see what we can be doing to
help more than what we have already done over the short period
of time, but the medium and the long period of time, is helping the
Gulf Coast areas where we have our facilities, our employees and
constituencies and residents and stakeholders, so we can help them
recover from the hurricanes.

So we want to do all these things, but we also want to do what
we can with respect to energy efficiency over time so we can reduce
the cost or have more affordable energy for all consumers.

Chairman STEVENS. Hopefully I will be back with other ques-
tions, but, addressing BP, I was amazed to find recently that there
is a provision in the Marine Mammal Act that provides that the
refinery in the State of Washington is prohibited—all government
agencies are prohibited from doing anything to assist the refinery
there to refine oil other than for consumption in the State of Wash-
ington.

Now, Idaho has no refinery. Oregon has no refinery, and the oil
from our State goes right by there. If we repeal that, would that
assist the area by having increased refinery capacity for the North-
west States?
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Mr. PiLLARI. Yes, it would, Senator. As you know, we are sup-
portive of doing that. Currently the way the Magnuson Act works,
if there are not changes made there we will have to reduce our gas-
oline production by about 10 percent at our Cherry Point refinery,
which would reduce the amount of gasoline that would go to Or-
egon, Washington, and California.

I think the second point would be, with that kind of a restriction,
a refinery like Cherry Point, which has good options for expansion,
those options would just not be able to be taken up.

Chairman STEVENS. If we repeal that section there would be a
possibility that that Billingham refinery could be enlarged, particu-
larly if we can get more oil back in the pipeline from production
in ANWR, is that right?

Mr. PiLLARI. We would like to take a look at expanding that re-
finery if this is removed, yes.

Chairman STEVENS. Very well.

I will have later questions.

Senator Inouye.

Senator INOUYE. Thank you very much.

Two months ago on September 9, AAA Mid-Atlantic issued the
following press statement: “A growing chorus of Exxon dealers in
the Washington metro area are raising their voices and accusing
the world’s largest oil company, ExxonMobil, of profiting from the
exorbitant prices at the pump in the wake of Hurricane Katrina,
a spokesman for AAA Mid-Atlantic confirmed today. In candid con-
versations with AAA Mid-Atlantic, a handful of local dealers ac-
cused the oil giant of raising the wholesale price to service stations
by 24 cents in a 24-hour period.”

Since then, two members of this panel have introduced measures
to prevent price-gouging. They define price-gouging as “unconscion-
ably excessive.” Mr. Raymond, would you consider 24 cents in a 24-
hour period as being unconscionably excessive?

Mr. RaymoND. Well, I think, Senator, first you need to realize
that I am sure all of those stations or nearly all of them, we have
nothing to say about the price that is at the pump. That is the indi-
vidual dealer who makes that decision. It is only in our company-
operated retail stores, which in the United States is only about 7
percent of the stores that bear the Exxon logo, do we actually con-
trol the price. In all the rest of the stores, the dealer individually
decides what to do with that price.

Now, in terms of what happened to the wholesale price of gaso-
line at the end of—or at the beginning really of Katrina, I can only
comment to you the directive that our people had, which was that
in the directly affected hurricane areas, which we really had dif-
ficulty with operations simply because we had no electricity, so sta-
tions cannot operate, the roads were not passable so you could not
get trucks on the roads to deliver gasoline anyway—but outside of
that area, the directive was to minimize the increase in price while
at the same time recognizing if we kept the price too low we would
quickly run out at the service stations and have shortages.

So it is a tough balancing act, because we were not interested in
ever having our stations be in the position where it appeared that
there would be a shortage, because we all remembered very clearly
what happened in the 1970s when that happened.
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So whether the number you have in fact is accurate I do not
know. But I can tell you the philosophy we had was related not at
all to the concept of gouging. The concept we had was to try and
maintain orderly supply wherever we could around the country.

Senator INOUYE. Would you suggest that the local dealers who
accused you of raising their wholesale prices to service stations by
24 cents in a 24-hour period, they were not being quite honest?

Mr. RAYMOND. I do not know if they are being honest. I just do
not know if that data is accurate, frankly. But I can tell you what
the philosophy that the company had in terms of trying to deal
with the issue we had after the hurricanes.

Senator INOUYE. When your company heard about this press re-
lease by the AAA, did you respond?

Mr. RAYMOND. As a matter of fact, I think as I recall—this is a
long way from Dallas, Texas. But as I recall, the comment was
made that a couple of our people in the company did have con-
versations with the AAA and did talk with the dealers.

Senator INOUYE. I gather that all of you are in favor of alter-
native sources of fuel, such as hydrogen, and you would be in favor
of improving CAFE standards?

Mr. RAYMOND. I think for me my comment has been again, I do
not want to get into the politics of that. That is in your bailiwick,
but I am and I have been supportive for a long time of having the
transportation sector become more efficient. Whether that is CAFE
standards or some other way to do that, that is a decision, I think
a political decision you have to deal with.

Senator INOUYE. Thank you all very much.

Chairman STEVENS. Thank you.

We will now come to a period of individual members being recog-
?ized under the early bird rule, and the Energy Committee will go
irst.

Chairman DOMENICI. Senator Alexander, you are next, then Sen-
ator Dorgan.

Chairman STEVENS. For 5 minutes each, gentlemen.

Chairman DoMENICI. Right, 5 minutes each.

STATEMENT OF HON. LAMAR ALEXANDER,
U.S. SENATOR FROM TENNESSEE

Senator ALEXANDER. Mr. Hofmeister, the focus of these hearings
like this always seems to be on gasoline, which is a big problem.
But to my way of thinking natural gas prices are a bigger problem
for our country. If gasoline prices had gone up recently as fast as
natural gas prices have, gasoline would be at $6 or $7 a gallon. We
hear many statistics about tens of thousands of good blue-collar
jobs moving overseas. At the moment there are 50 new chemical
plants being built in China, where natural gas as a raw material
is much cheaper than it is here; one new chemical plant being built
in the United States.

Now, all of you have something to do with natural gas. Mr.
Hofmeister, I believe Shell even helps make electricity from natural
gas, which is increasingly a way we have been using natural gas
in this country. My question is, as a way of reducing the price of
natural gas for homeowners, farmers, and manufacturers so we can
keep more jobs in this country, would it not make sense to require
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that the newer natural gas plants, which use about half as much—
which are twice as efficient as the old natural gas plants—would
it not make common sense to require in this emergency that we use
the newer natural gas plants to make electricity rather than the
old ones or instead of the old ones or before the old ones? We call
that the more efficient dispatch of natural gas.

I understand there are some issues on the other side. But help
us come up with a common sense way to use these natural gas
plants that are twice as efficient as the old ones as a way of bring-
ing down prices. The estimates we have are that if we were to do
that it would save enough—it would lower retail natural gas prices
by 5 percent within a few years and it would save enough natural
gas to equal 600,000 homes, which is the size of the city of Mem-
phis or the size of the city of Fort Worth.

Mr. HOFMEISTER. Senator, I think the expertise that we have on
this subject is on the supply side. I do agree with you that natural
gas is perhaps the single most critical energy issue that the Nation
is facing. In part it is directly related to the hurricanes. In the case
of our own platforms producing natural gas offshore Gulf of Mexico,
we have a serious pipeline damage problem which came about from
the drifting of oil rigs due to the force of the storms, in which some
of these oil rigs, which are temporary structures and move around
the Gulf, actually were forced by the storm to drag their anchors
and their anchors attached to our pipelines, seriously damaging our
pipelines.

Senator ALEXANDER. We had big problems in natural gas long be-
fore the hurricanes, and we had new natural gas plants that we
could have been using instead of old ones. Don’t you have some of
these new ones?

Mr. HOFMEISTER. We are actually not in the gas—we are in the
gas distribution business, not in the gas usage business. So the
utilities would probably be more expert in this, to your specific
question.

But the real supply side issues I think are access to more gas
fields, in which we have been working with members of Congress
to try to achieve more access, but also LNG. LNG is

Senator ALEXANDER. Sir, I understand all that and I have a lim-
ited amount of time. But you do not believe that using new, more
efficient natural gas plants would make common sense rather than
older, less efficient natural gas plants as a way of lowering the
price?

Mr. HOFMEISTER. I think my point is that is a question for the
utilities which are using our gas, not for the suppliers.

Senator ALEXANDER. So you do not know the answer to that?

Mr. HOFMEISTER. Correct.

Senator ALEXANDER. Mr. O’Reilly, when I talked to auto company
executives—Toyota, General Motors, Nissan—they are investing
hundreds of millions of dollars in fuel cell vehicles and hydrogen.
Some of them give surprisingly optimistic views about how soon
they will be able to produce a commercial vehicle at a price people
can afford and drive, which will go a long way toward reducing de-
mand for oil and therefore hopefully stabilizing or reducing the
price of gasoline.
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I am interested in what any of you can tell us, starting with Mr.
O'Reilly, about whether your companies in effect are turning from
oil companies into energy companies? I start with Mr. O'Reilly be-
cause I know you have been interested in hydrogen. How soon—
assuming one of the automobile companies does produce such a fuel
cell vehicle at a competitive price, how soon will one of our large
companies or some other company be able to do with hydrogen
what we do now with gasoline, take it from the place it is produced
to the automobile itself?

Mr. O’'REILLY. Senator, we are working on hydrogen distribution
and hydrogen manufacture as part of a DOE-auto company com-
bination experiment in California. We see the challenges of hydro-
gen as how do you distribute it efficiently to the automobiles. So
we are looking at distributed hydrogen production at service sta-
tions and loading facilities at the service station as well as com-
mercial refueling centers in California, as I say, with the coopera-
tion of DOE and in this case Hyundai.

The issue I think is distribution, and then one has to remember
that at the source we still have to make hydrogen. We are making
hydrogen today in California from natural gas. So it kind of comes
back in a full circle to natural gas supply and then learning how
to distribute hydrogen. If we can overcome those two, with time
there will be hydrogen vehicles on the road.

But I think it is a little way off. The near term, I think the hy-
brid vehicle is a more pragmatic solution, and they are already in
the markets, much more efficient than conventional automobiles.
Of course, we are working in that area, particularly with the long-
lived batteries that will support those automobiles. So we are work-
ing on these areas. There are some challenges to be overcome.

Chairman DOMENICI. Senator, your time is up.

Mr. O’'REILLY. But I think we are on track.

Chairman DoMENICI. Thank you very much.

Senator ALEXANDER. Thank you, Mr. O'Reilly.

Chairman DoMENICI. Thank you, Senator.

Senator Dorgan.

Senator DORGAN. Mr. Chairman, thank you.

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

I thank the witnesses for being here today. Mr. Raymond, you
and others said, and I quote you, “Increases in oil prices following
the hurricanes have put a strain.” The fact is that oil prices were
Well‘?above $60 before the hurricanes formed up; is that not the
case?

Mr. RAYMOND. Yes, Senator. The facts are—and I have said this
publicly for a long time—the oil prices have been moving steadily
up for the last 2 years, and I think I have been very clear in saying
that I do not think that the fundamentals of supply/demand, at
least as we have traditionally looked at it, have supported the price
structure that is there.

Senator DORGAN. I understand that, but my point was you all
seemed to make the case, and you started with it, that somehow
this oil price problem is a result of hurricanes. I understand the
dislocations of the hurricanes
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Mr. RAYMOND. No, I think the point I would make is that the
hurricanes aggravated whatever problem was there to begin with.

Senator DORGAN. That is certainly true, and the price of oil was
over $60 a barrel before we heard the news of hurricanes. That is
true as well, and I think an important point because it relates to
the question of price and supply and demand.

Second, I would ask the question Senator Inouye asked of you.
Your answer to him about this issue of the AAA and a 24-cent in-
crease in 24 hours of Exxon’s wholesale price, which angered your
local dealers, you obviously did not investigate that because you do
not know about it. I wonder why you would not investigate some-
thing like that. That is the sort of thing that would make notice
here of people trying to evaluate what is going on. Your own brand-
ed dealers are complaining. Why would you not investigate that?

Mr. RAYMOND. As a matter of fact, my point I think to the Sen-
ator was that the people who are in charge of that, which are over
here in Fairfax, did look into that. I think the comment that they
have made back to us was that what was done—and I am not sure
that 24 is the right number; that is the point I am making—was
consistent with the directive that we had made in terms of trying
to moderate the pricing, but at the same time maintain continuity
of supply.

Senator DORGAN. Well, I understand your answer. My point is
when you see these kinds of things I would expect they would be
investigated with some great concern. But there are people here—
I think Senator Inouye talked about oil and gas with respect to
gouging. None of us know much about what is happening with re-
spect to pricing. We see the pain of the consumers, we see the gain
of the companies.

Let me ask, if I can, something that Senator Domenici tried to
elicit from you. How do you respond to a consumer—you know, the
notion with most challenges in this country is that we are all in
this together. But with respect to this challenge, for consumers at
least, it seems to be we are all in this alone, because on the one
side you have those that have the energy exhibiting substantial
pricing capability and the consumers having to pay substantial
prices.

I think Senator Domenici was asking—I do not mean to para-
phrase him, but—a consumer says to us, you know, Mr. and Mrs.
Politician, what I see are big economic interests getting rich here.
Your profits are very handsome. In fact, your individual compensa-
tion is very substantial. You are doing really well. On the other
hand, there is dramatic pain for consumers.

In my part of the country, people going into the winter under-
stand heating your home is not a luxury, it is a necessity, and they
are going to pay a substantial amount more to heat their homes
this winter, while they open the paper and they say: Boy, it is nir-
vana for you all, personally and for the companies.

How do you respond to those consumers in a way that says to
them, well, this is the right thing and this is a fair thing? Anyone?
Mr. Raymond, you want to answer that?

Mr. RAYMOND. I think, Senator, the point is when you say we are
all in this together, I would broaden that to a world view: We are
all in this together everywhere in the world. And the United
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States, as has been demonstrated by the hurricanes, is just one of
many players on the world stage that affect petroleum prices.

If tomorrow a number of refineries were to go down in Europe,
the price of heating oil in your State would go up. That is the re-
ality that we are in. And our job I think is first of all to make sure
that the customers in fact do have supply. As all of us who have
been around a long time remember, shortage is a disaster, and we
do not want to go there.

That means we are going to have to pay the world market price
for these products, no matter where they come from. In doing that,
we recognize the consumers in the United States sometimes are
going to have difficulty realizing that they are part of that world.
But in fact they are, and our job is to get it to them at the most
competitive price we can.

Senator DORGAN. Mr. Raymond, you have used the term “world
market” many times. I notice you did not use “free market,” be-
cause when I heard you describe the price you pay to the Saudis,
you pull up to the Saudi pump, they say here is what it is going
to be. That is not a free market. It is a longer discussion we ought
to have at some point, but I think the consumers bear the brunt
of a market that is not free, and your companies at this point are
experiencing very substantial profits as a result of it. I think most
consumers find it terribly unfair. Talk is cheap. They are saying to
Congress: We want some action.

Chairman DOMENICI. Senator, your time has expired.

Senator DORGAN. Thank you very much.

Chairman DOMENICI. We will go to Senator Stevens for his side
now.

Chairman STEVENS. We will now recognize Senator Burns, fol-
lowed by Senator Boxer, for 5 minutes each.

STATEMENT OF HON. CONRAD BURNS,
U.S. SENATOR FROM MONTANA

Senator BURNS. Thank you very much for coming today, and I
will tell you that my number one concern right now is the business
of agriculture. We cannot increase the price of our product off of
the farm. We cannot pass along our costs. I want you to write this
down: It costs a bushel of wheat to buy one gallon of diesel. Gaso-
line has come down, diesel has not.

Then we get our product to the market and we are charged a
surcharge from the rails and the trucks, which further depresses
our price on the farm and it takes us out of our ability to compete
with our product on the world market.

I understand what you are saying, Mr. Raymond, because I come
out of the auction business and I know when you go to an auction
that is the truest form of supply and demand. Who wants it and
how bad do they want it?

So my concern now is the diversity of supply. We have heard of
no new refineries being built in the past 30 years. Reason, we are
not going to go into that. Are oil companies willing to invest in the
use and/or expanding the refinement of biofuels or coal to fuels,
that is gasification technologies? And if not, why not? Anybody can
take a swing at that that can pick up a bat.
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Mr. RaymoND. Well, I will take a quick swing at it, Senator.
First of all, I think, as the comments I made earlier, in fact while
there has not been the construction of what we would call a new
grassroots refinery, there has been continual expansion of the re-
fining industry. As I commented, effectively in this country in the
last 10 years we have built in essence three new refineries. They
are inside the fence where refineries already were, and as a result
they are much more efficient than if we had gone off in some green-
field site and tried to do it.

In terms of are we willing to look at biofuels, we are willing to
look at any feedstock that would enable us to be able to provide
competitive supplies. In terms of coal gasification, we had projects
on that 20, 30 years ago. The problem with them is that they are
not economically competitive with traditional oil and gas supplies.

Senator BURNS. Now, I have a follow-up question on that and
then I will let somebody else.

Mr. RAYMOND. Please.

Senator BURNS. Are refineries and biofuels or gasification plants
treated the same as far as policy, taxation? Do they work under the
same definitions as far as policy is concerned?

Mr. O’Reilly.

Mr. O’REILLY. Senator, biofuels, and if you include ethanol in
that, obviously have additional tax incentives for manufacture. So
they are not quite under the same policy. As far as I know, the un-
derlying structure other than the tax incentives themselves are
similar.

Senator BURNS. I just think that somewhere along the line our
policy up here does not put them both on the same level so that
the investments not only could flow to refinery capacity, but also
into the use of more diverse areas of our supply. Am I going down
the wrong road here, Mr. Mulva?

Mr. MULVA. No, Senator, I do not think you are going down the
road. Anything that can support diversity and expansion of refining
capacity is really something that we need to do and should do.

I will come back to your initial question, though, with respect to
diesel. In our own company we lost three refineries as a result of
the hurricane. They are coming back on stream. But we lost
200,000 barrels a day of diesel capacity. To put it in perspective,
(Iithirllk the State of Mississippi uses about 40,000 barrels a day of

iesel.

We cannot really import it from Europe like we can gasoline be-
cause Europe has moved into, you might say, dieselization. So we
cannot bring it in in the form of export from Europe imported into
the United States. So what is really absolutely important for us is
to get our capacity and our refineries back on stream. The best
thing we can do is adding supply by efficiently running our refin-
eries and getting them back on stream. It is going to be the best
thing we can do to get diesel prices down.

Senator BURNS. Let the American people understand: Agriculture
is going to get shut down. We are not going to turn on one tractor
to produce food and fiber for this country under these kind of condi-
tions. We have to do something different.

I thank the chairman.

Chairman STEVENS. Senator Boxer is recognized for 5 minutes.
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Senator BOXER. Thank you, Mr. Chairman.

STATEMENT OF HON. BARBARA BOXER,
U.S. SENATOR FROM CALIFORNIA

I would like to put into the record a copy of a front page story
in the Washington Post Tuesday, January 22, 1974, given to me by
Senator Cantwell, showing Senator Scoop Jackson swearing in oil
company executives. The headline: “Firms Say Oil Crisis Is Real,
Deny Holding Supplies Back From the Market.” I would like to put
this in the record as a reminder of the way things used to be done
around here, if I might.*

Chairman STEVENS. The chair has no objection, but we do not
print photographs in the record.

Senator BOXER. Well, we can describe it then. That is fine.

Mr. Chairman, today’s hearing in the mind of most of my con-
stituents is about shared sacrifices in tough times versus big oil
company greed.

Gentlemen, to all of you, I hope I can give you a bit of a reality
check. Working people struggle with high gas prices and your sac-
rifice, gentlemen, appears to be nothing. I want to get to a very
simple thing that everyday people can understand, and that is oil
executive bonuses versus average U.S. salaries. I have a chart, and
I do not go into all of you because some of you work for companies
that do not have to file this information.

[Chart.]

In 2004, Mr. Raymond, your bonus was over $3.6 million. This
was on top of your salary of $3.2 million and stock gains and other
compensation of $19 million.

Mr. O’Reilly, your bonus was almost $4 million, in addition to a
salary of $1.5 million and stock gains and other compensation of
$11.2 million.

Mr. Mulva, your bonus was a little over $4 million, on top of your
$1.5 million salary and $2.7 million in stock gains and other com-
pensation.

Gentlemen, this compares to an average American who makes
$23,276 per year. Each of your bonuses was more than 155 times
greater than the typical American’s yearly salary. And compare
your bonuses to a worker on minimum wage, which Congress has
not raised in 9 long years. That minimum wage worker makes
$10,713 per year. Each of your bonuses—forget the rest of it—each
of your bonuses was more than 300 times greater than a minimum
wage worker’s annual pay.

So let me just ask you a question here. Will you consider making
a major personal contribution and major corporate contributions
from record profits to a charitable fund set up, hopefully with your
efforts and community efforts, to help America’s working families
get relief from higher home heating oil prices or higher gas prices?
Just a yes or no, if you would consider this.

Chairman STEVENS. We will stop the clock right here for you,
Senator. We are permitted to have charts to show information that
pertains to our issue. This chart is really publicity. I want you to
know we are going to have a question about that later in our busi-

*The article has been retained in committee files.
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ness discussion. But I would urge Senators to bring charts that
demonstrate some information that is necessary for the consider-
ation of the subjects before us. This does not seem to be that case.

Senator BOXER. Well, Mr. Chairman, if I could have 30 seconds
without it being taken away since you interrupted my train of
thought, let me just tell you something. I think that this is very
much on point. People in our country are concerned about fairness
and justice at a time of sacrifice.

But that is a difference between us, we should not try to stop
each other from saying what we want to say. But we will discuss
that, because I know at the end of the day you are a fair person.

Now, if I could have a second question and, Mr. Hofmeister, it
is to you. Two years ago this month, your company Shell an-
nounced it was closing its oil refinery in Bakersfield, California, an
oil refinery that supplied 2 percent of our State’s gasoline. We al-
ready had some of the highest gasoline prices in the country and
the community was up in arms.

In the end the refinery was sold, not closed, but only because of
elected officials, in particular the attorney general of California.
Now, today is your chance to please let us know why you told the
people a number of falsities. And I want to say your company, not
you personally, your company. You said that the refinery was not
making money. You said it was not economically viable.

It was not true. Internal documents showed Bakersfield refinery
was making about 55 cents profit per gallon, the biggest marginal
profit of any Shell refinery in the country. The truth is it also was
the most reliable Shell refinery in the country for 2003.

I ask consent to put those documents in the record that prove
what I am saying is accurate. I ask consent to put those documents
in the record, Mr. Chairman.

Chairman STEVENS. What documents?

Senator BOXER. If I could have a moment to explain the docu-
ments without it coming off my time, please.

Chairman STEVENS. If they are official documents

Senator BOXER. They are official documents.

Chairman STEVENS. Without objection.

[The material referred to follows:]

SHELL OI1L Propucts US,
Houston, TX, April 13, 2004.

Hon. BARBARA BOXER,
U.S. Senator, Hart Senate Office Building, Suite 112, Washington, DC.

DEAR SENATOR BOXER: Thank you for your letter of April 9 regarding Shell’s deci-
sion to close the Bakersfield refinery by October of this year. We appreciate your
seeking information from Shell on this matter.

Shell has always been and remains willing to entertain any credible offers for the
Bakersfield refinery. Shell has received nine inquiries from prospective buyers, but
none of them has resulted in a credible offer to date. One inquiry came from an oil
company, but they have indicated that they will not pursue further. Seven inquiries
came from energy-related companies or other concerns, and another inquiry came
from a company that was not interested in running the refinery as an ongoing con-
cern. Out of all the inquiries, we have received only one written expression of inter-
est thus far. In our view, a credible offer would begin with a written expression of
interest and information showing adequate financial capability. While we are shar-
ing information with this one party, it has not resulted in a credible offer to date.

As Shell representatives informed your staff during a briefing in Washington,
D.C. last month, the decision to close the refinery is based on the fact that the refin-
ery is not economically viable due to the continual decline of the crude which sup-
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plies this land-locked facility. And we believe potential buyers would reach the same
conclusion that we have about its economic viability. For this reason, we have not
expended time or resources in an attempt to find a buyer and do not intend to do
so. We will, however, continue to respond diligently to all inquiries and are prepared
to negotiate with any credible potential buyers.

To give you a better understanding of how we reached our decision, let me share
with you some facts. The Bakersfield refinery is configured to process San Joaquin
Valley heavy crude, which it only gets from the Kern River Field, upon which the
refinery has sat since 1932. Production from the Kern River Field declined by 6.4
percent in 2002 alone, according to production reports published by the California
Department of Conservation. Transmission pipelines take San Joaquin Valley heavy
crude away from the Kern River Field to several other refineries, including Shell’s
larger Martinez refinery near San Francisco, but there are no transmission pipe-
lines or other economical means to bring crude to the Bakersfield refinery from
other San Joaquin Valley fields.

Declining access to economic crude for this facility is a financial drain. The Ba-
kersfield refinery lost $24 million in 2001 and lost $33 million in 2002. It made only
$4.7 million in 2003, which is an inadequate return on investment given Shell’s in-
vestment of over $200 million in the refinery. The refinery was projected to lose $5.7
million in 2004. Even if the refinery is slightly profitable in 2004, we will not
achieve an acceptable rate of return to justify continued investment in the facility.
Furthermore, in February of this year, even with rising margins, we could utilize
only 64 percent of the refinery’s capacity largely due to our limited access to crude.
Thus, with the low utilization rates projected to continue due to lack of access to
enough crude, Shell cannot justify continuing to make investments in this facility.

Shell announced this closure decision eleven months in advance in order to give
its employees, customers, the city of Bakersfield, the market, and other concerned
parties as much time as possible to plan for the closure. As noted above, we remain
receptive to any credible offers that we may receive over the next several months.
But given what we believe to be the inevitable—the closing of the refinery based
on economic reality—it would be a disservice to now introduce uncertainty into this
process by delaying or indefinitely postponing the closing of the facility. Therefore,
we do not intend to postpone closing the refinery.

I thank you again for your correspondence. Please feel free to contact me if you
have any additional questions.

Sincerely,
LYNN L. ELSENHANS,
PRESIDENT AND CEO.

Base Oils Manufacturing
Port Arthur—Operations are running well.

Refining Margins

Wow.
Difference from plan
Location As of Margin
g Latest 7 day MTD n&ilstth I;iit
NOICo ..ocvvenvverierieenne. 9.18 4.75 5.88 4.90 3.97 4.90
Port Arthur .. 7.85 3.81 4.46 3.92 3.15 3.92
Convent ......... 10.19 541 6.08 5.49 4.56 5.49
Delaware City 7.19 2.82 3.56 2.98 2.77 2.98
Bakersfield 23.01 16.78 10.79 16.45 3.54 16.45

Los Angeles .. 22.93 17.54 11.06 16.91 3.81 16.91
Martinez ....... 21.82 1595 10.04 15.75 2.11 15.75
Puget Sound .............. 14.96 10.94 5.73 10.47 0.92 10.47

Fellow Bakersfield Refinery Employee,

My best wishes to you and your loved ones this holiday season. May you experi-
ence the joy and promise this time of year represents.

As we have discussed before, we turned in excellent operational performance this
year. We are the most reliable Shell U.S. refinery in 2003, and achieved world-class
performance two years in row now. We have made quantum step improvements in
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our environmental compliance, finishing well under our target again for the second
straight year. We have reduced the expenses we control 15+ percent year over year,
and have been one of the few Shell U.S. refineries to turn a profit. And, while we
struggled with our attention to safety in a difficult first quarter, we’'ve stepped for-
ward and created a new culture and attitude for protecting ourselves and our co-
workers; reducing injuries over threefold in the last half of the year.

We’ve done all this with the lowest personnel index in Shell refining in the coun-
try, making us comparatively the most productive and effective workforce in the sys-
tem. All in all, an outstanding year by an exceptional group of people. Great, great
job and I thank you for your contributions to this success.

As you well know, 2004 will bring its fair share of challenge and life change for
us. Yet despite the level of difficulty, I am convinced there is no better group of peo-
ple to face it with. I look forward to positive outcomes for all of us as we navigate
the new year.

Sincerely,
JEFF KRAFUE.

Senator BOXER. Thank you.

At the end of the day there was a credible buyer. The refinery
is up and running. So could you please explain why your company
put out that word? That there were no buyers, that was not true.
That the refinery was not reliable, that was not true. That the re-
finery was not making money, that was not true.

Was it because you wanted to control the supply of gasoline and
make gasoline even more expensive to my people in California?

Mr. HOFMEISTER. Senator, I would like to thank you and the at-
torney general for the help that you gave us ultimately in the sale
of that refinery.

Senator BOXER. Well, you were not happy when we intervened
initially, but I am happy you are happy now.

Mr. HOFMEISTER. And the refinery is up and operating and Shell
continues to support the new owners of that refinery in its tech-
nical requirements and in a smooth handover from one owner to
the next.

Fundamentally, we had shopped the refinery around unofficially,
but did not find buyers. We then decided to close it. The reason for
closing it is that this is a refinery that is one of the oldest in the
country, it is one of the smallest in the Shell system, and it is on
multiple sites. So in other words, the refinery is not contiguous. It
operates in different plots of land in the city of Bakersfield. So in
terms of future investments as we look at the need for world-scale
large manufacturing operations, what we really require are world-
scale factories, and this was not going to get to world scale. It was
impossible to expand it. It was impossible to link it up in the way
in which refineries are to be linked up to meet our investment cri-
teria.

So in the end it was sold. It is operating. We are delighted that
the employees are still employed.

Senator BOXER. Well, Mr. Chairman, if I just might say this to
you. This was a struggle to get Shell to cooperate with us. The at-
torney general had to force them, in essence, to open up their
books. I just would say to you, I am very happy that you now think
it was a good thing. At the time the people in charge there were
not happy with us. It seemed to us and in retrospect still does that
there was a desire to short the market even more.

Mr. Chairman, thank you.

Chairman STEVENS. Thank you very much.

Senator Domenici will yield now to his committee.
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Chairman DOMENICI. On our side, Senator Murkowski and Sen-
ator Wyden.

STATEMENT OF HON. LISA MURKOWSKI,
U.S. SENATOR FROM ALASKA

Senator MURKOWSKI. Thank you, Mr. Chairman, and welcome to
the members of the panel here this afternoon or this morning.

I would like to talk a little bit about the natural gas situation,
following up on Senator Alexander’s comments. People were
shocked with the hit in the price of gas at the pump, but I think
it is fair to say that this winter people across the country are going
to be shocked when they look at their natural gas bills that we an-
ticipate all across the country.

As we all know, Alaska has 35 trillion cubic feet of known nat-
ural gas reserves just waiting for a means and a mechanism to get
to the market. Now, for about the past year or so the gas owners,
Exxon, BP, ConocoPhillips, have been in negotiations with the
other owner of the gas, the State of Alaska, to work a deal so that
we can get the gas moving. Mr. Mulva, I appreciate your comments
here this morning insofar as the tentative agreement that
ConocoPhillips has reached with the State and we appreciate that.

Now, given that the third quarter profits that we have seen from
the three companies that I just mentioned exceed the estimated
$20 billion cost of the entire pipeline project, I would like to direct
a question to you, Mr. Raymond, and you, Mr. Pillari. What is hold-
ing Exxon up, what is holding BP up, from reaching a firm agree-
ment with Alaska and actually committing to build this very vitally
needed pipeline? Gentlemen?

Mr. RAYMOND. Well, Senator, I think we have been involved with
the State of Alaska in discussing the building of a gas pipeline now
for some 30 years. Fortunately, we did not do it earlier because it
would have been an economic disaster for both the companies and
the State.

The comment about the structure of the natural gas market I
think is one that we are all concerned about, and the National Pe-
troleum Council 3 years ago had an exhaustive report on that and
it was updated a year ago. Frankly, the position that the country
is in in natural gas is exactly what the NPC said was going to be
the case.

In terms of our current discussions with the State and with the
Governor, I am told by our people that we continue to make
progress. The specific issues that are out there I think are more ap-
propriately handled between the Governor and the people up there
who are trying to negotiate it. I think the intent is, as we have had
for a long time, is to come to a successful conclusion. But I think
we have to recognize that it would probably be the largest single
private project anywhere in the world, and therefore it is absolutely
critical from our point of view that all the elements of the agree-
ment be clear and the interaction between the gas operation and
the oil operation at Prudhoe Bay also be clear.

Senator MURKOWSKI. Mr. Pillari.

Mr. PILLARI. The only thing I would add to that is I think
progress has been made. We would like to see this pipeline built.
My understanding is people are working 7 days a week to get the
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details done. I think every company approaches a negotiation a dif-
ferent way. We would like to see all the details resolved before we
agree to go forward, but we believe this project is a good project
and we believe it will get done shortly.

Senator MURKOWSKI. I appreciate that air of optimism from you,
Mr. Pillari. We do not want to be sitting here 30 years from now—
as you point out, Mr. Raymond, it has been 30 years in the making
already. And I appreciate the confidentiality of the terms of the
agreement and the effort that has been made. But I think we need
to be aware that there will come a point when the American con-
sumer is going to say: Well, wait a minute; you have got all the
gas up there, you have been trying to get this line going; is it these
companies that are trying now to manipulate the price of natural
gas and holding off and not moving forward with the project?

It may cause us here in Congress to question or revisit some of
the incentives that we moved forward just last year to help facili-
tate this project. So I want to just put that on the record, that we
do not want to be sitting here in another hearing a year or two
from now saying, what happened, why have you not participated.

I just have a couple seconds remaining here. I want to put out
also the issue of access to a natural gas pipeline and what it would
mean under the FERC order that covered the gas line. There are
some parameters to ensure access to others so that we guarantee
line expansion in an equitable and an economic way, and I would
just like to know that you would be willing to work with the State,
essentially guarantee that access to expansion to the line. If I can
have either Mr. Raymond or Mr. Pillari speak to that.

Mr. RAYMOND. If I may, Senator, I think the issue of access to
the expansion of the line, while it is an interesting question, is not
really the key question right now. The key question is to build the
line to begin with. The question is not access to expansion.

The facts are—and I think people need to realize it—that even
if we come to an agreement with the State on the construction of
the line, it will be probably 10 years from now before that gas
flows. The issue of natural gas in this country, while that can make
a significant contribution years down the road, the more important
question is in the near to medium term when we have to start
dealing with imports of gas through LNG terminals. The facts are,
Senator, we need to do it all.

Senator MURKOWSKI. We need to do it all and I understand from
your full-page advertisement a couple days ago that you have got
a $14 billion commitment over in Qatar to assist with that LNG
facility. We would just like to do what we can domestically. We rec-
ognize that it takes a while to get the Alaska gas on line, but we
have got to get moving sooner than later.

Thank you, Mr. Chairman.

Mr. RAYMOND. I do not disagree with that.

Chairman STEVENS. Senator Wyden is recognized for 5 minutes.

Senator WYDEN. Thank you, Mr. Chairman.

STATEMENT OF HON. RON WYDEN,
U.S. SENATOR FROM OREGON

Gentlemen, the President said, and I quote: “With $55 oil, we do
not need incentives to oil and gas companies to explore. There are
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plenty of incentives.” Now, today the price of oil is above $55 per
barrel. Is the President wrong when he says we do not need incen-
tives for oil and gas exploration?

If I could just have a yes or no answer, going right down the row
beginning with you, Mr. Raymond.

Mr. RAYMOND. No, I do not think our company has asked for any
incentives for exploration.

Senator WYDEN. Sir?

Mr. O’REILLY. Agreed.

Mr. MULVA. In my oral comments I said we do not need. What
we do need, though, is access

Senator WYDEN. Just a yes or no.

Mr. MULVA. Yes.

Senator WYDEN. Sir? The President is correct?

Mr. PIiLLARI. He is correct.

Senator WYDEN. Sir?

Mr. HOFMEISTER. Yes, he is.

Senator WYDEN. All right. Now, your companies have been
charging record prices and getting record profits, but also getting
record tax breaks. Now, the President says they are not needed.
You have just told me they are not needed. But Congress just a
couple of months ago gave you several billion dollars in new tax
breaks on top of the tax breaks you already get.

My question to you is, why shouldn’t Congress take back the bil-
lions of dollars in brand-new tax breaks, breaks that you have just
told me are not needed, and use that money to help people who are
hurting in our country? Mr. Raymond, your response?

Mr. RAYMOND. I have heard that comment made many times
since the passage of that legislation and I have asked my people
many times if they could identify what so-called tax breaks are in
that legislation that would apply to ExxonMobil. The answer they
come back with is, when you add it all up, that energy legislation
is zero in terms of how it affects ExxonMobil.

Now, how it affects the industry, some other people can respond
to.

Senator WYDEN. So you would have no problem, because I am on
the Finance Committee and I am going to offer an amendment to
take back the $2.6 billion of brand-new tax breaks and use that
mOI}?ey to help people who are hurting. You said you are not getting
any?’

Mr. RAYMOND. As far as my company is concerned, it does not
make any difference whether it is there or not.

1 Senator WYDEN. Good, I am glad you will support me on Thurs-
ay.

Mr. RAYMOND. That is a different question.

Senator WYDEN. Sir?

Mr. RAYMOND. That is a different question.

Senator WYDEN. I think you have summed it up.

Just a yes or no answer. Sir?

Mr. O'REILLY. Senator, it is impossible to——

Chairman STEVENS. The Senator will suspend.

Our rules provide that the chairman has the duty to maintain
good order, and any public demonstration of approval or dis-
approval indicated by people in the audience, it is the duty of the
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chair to enforce on his own initiative and without any order by any
Senator the decorum of this hearing. When the chair feels it is nec-
essary to maintain order, he shall have the power to clear the room
and the committee will continue in closed session so long as there
is any doubt about the continued disruption of the hearing.

The Senator will proceed.

Senator WYDEN. Sir, right down the row?

Mr. PILLARI. Senator, it is impossible to give a yes or no answer,
but if you permit me a sentence or two I will answer.

Senator WYDEN. I think what I need to know—you have told me
the tax breaks are not needed. I want to take them away.

Mr. O’REILLY. I did not say that.

Senator WYDEN. You said the President was right that we do not
need tax breaks. The price is over $55 a barrel.

Mr. O’REILLY. If you forgive me, Senator, I would like to answer
the question. That is, from our perspective it will have a minimal
impact on our company, minimal. However, I think my under-
standing of those breaks, because they must affect others, is that
whatever steps are taken by the Government, they should be done
on a prospective basis so they do not penalize people that have
made decisions based on the act that has already been adopted.

Thank you.

Mr. MULVA. Senator, with respect to oil and gas exploration and
production we do not need incentives. What we need is access so
that we can explore. Second, the recent energy——

Senator WYDEN. You will support my effort Thursday to take
them back?

Mr. MULVA. The recent energy legislation that was passed, while
it is a good step, did not do very much with respect to supporting
and enhancing additional supply, which is what we really need, ad-
ditional supply. And that goes back to access.

Senator WYDEN. The next witness?

Mr. PiLLARI. I would agree with what has just been said and say
it is a minimal impact on us. I would add that included in that bill
is something about LNG siting, which I believe is very important.

Mr. HOFMEISTER. The bill for us is not material in any way, but
I do think we are a large, diverse, and complex industry, in which
many of the industry players see it differently than we do. I would
say that there are some areas of the bill, such as coal gasification,
which offers benefits to States, not only to industry.

Senator WYDEN. I just want the public to know you got $2.6 bil-
lion of tax breaks, you have told me they are not needed. I hope
you will support my effort to take them back and give that money
to people who are hurting.

One last question for you, Mr. Raymond, if I might. You have
been quoted as saying that speculation accounts for about $20 of
the current per barrel price of oil. Yet you have given us now sev-
eral times multiple discussions about how the markets are work-
ing. Should we not rein in those speculators who by your own ad-
mission are accounting for $20 of the current per barrel price of oil,
in order to make markets work? Will you support legislation to rein
in those speculators?
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Mr. RAYMOND. Well, I think the point, Senator, is that that is
part of the market. That is part of the market system. Now, in
terms of——

Senator WYDEN. So speculation is good?

Mr. RAYMOND. I think you will find that many times speculation
is a requirement for an orderly market. Now, I am not going to be
here to defend the speculators on Wall Street. That is not my role
in life. But I think the point I am trying to make to you is that
that is an extraordinarily complex interaction to try and deal with
that. The facts are that in the petroleum markets and the scene
that has been set for the petroleum markets the uncertainty, polit-
ical, all around the world, leads to speculation and that speculation
does impact on the price of petroleum.

Beyond that, what you want to try and do with it, that is up to
you.

Senator WYDEN. My time is up, Mr. Chairman. I am only saying
that when you yourself say that speculation is such a big factor in
this clobbering people are taking at the pump, it seems to me you
owe it to the public to be aggressive in terms of trying to root out
some of these abuses, and I hope you will try to do that when a
group of us try to make those changes as well.

Thank you, Mr. Chairman.

Chairman STEVENS. Senator, I look forward to that debate on the
floor. Since primarily that tax relief was for small refineries, we
will be happy to have another panel of them come and answer your
question and tell you why it is necessary.

The next Senators to question are Senator Smith and Senator
Cantwell.

STATEMENT OF HON. GORDON H. SMITH,
U.S. SENATOR FROM OREGON

Senator SMITH. Thank you, gentlemen, for being here. Obviously
this is a most important hearing to the pocketbooks of the Amer-
ican people.

It is my understanding that, while the price of crude has gone
up about 40 percent this year, the price of gasoline has gone up 60
percent. Given that refining costs are essentially constant, can you
explain to me or, more importantly, to the American people this
growing disparity between crude oil and gasoline prices?

Mr. RAYMOND. Was this to me?

Senator SMITH. Any of you.

Mr. O'REILLY. I will take a turn.

There really are two markets at work, Senator. First of all, the
crude oil market has a bearing on all of refined products, whether
they are gasoline, jet fuel, or diesel, because underlying gasoline,
jet fuel, and diesel you have inherently the raw material cost is
crude. That is by far the biggest factor in the cost.

Crude is a global market and it functions, it moves up and down.
Gasoline is not quite as global in a sense. It has regional character-
istics that are both geographic and quality in nature. Some gaso-
lines are different than others. For example, Oregon has a different
gasoline than California. So you will see differences in gasoline
markets that are related to supply.
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Senator SMITH. Is 20 percent what it takes to account for those
differences?

Mr. O’REILLY. Well, clearly if 15 percent of refining capacity
comes out of the market, as it did during the period of the hurri-
cane, you will have dramatic impacts on the product markets that
are independent of crude, and I think that is what you are seeing.
There has been more volatility in product markets, particularly
this year, than in typical years.

Senator SMITH. I suppose I understand those kind of things. I
have run a commodity business myself. But the concern that I have
is that, while the Gulf can probably be explained by these incred-
ible hurricane and natural events, however, the States these three
Senators represent were not affected by that. We get no crude from
the Gulf, yet the prices on the west coast spiked as well. I think
that increase is really hard for me to explain in a town hall in Pen-
dleton, Oregon.

Mr. O’'REILLY. Well, as a west coast-based company I think I owe
you help with the answer to that question. A lot of people do not
fully appreciate that the west coast is deficit products and we typi-
cally bring product to the west coast from the Gulf Coast, from
i’&sia, and at times from Europe, because the supply lines are so
ong.

When the Gulf Coast refineries went down because of the hurri-
canes, there was literally a bidding for the gasoline that is coming
from these areas, and obviously prices in the Gulf Coast were so
high that that is where the products moved. Then it caused an ab-
normal supply situation to occur on the west coast. It was not as
dramatic as what happened in the Gulf or as volatile, but neverthe-
less it did impact the markets in California, it impacted the mar-
kets in Asia, as well as in Europe.

Senator SMITH. Well, look, I want——

Mr. MULVA. If I could answer one point.

Senator SMITH. Yes, please.

Mr. MULVA. All these points, the oil market certainly is a world-
wide market and we have regional situations as a result of the hur-
ricane or whatever. But there is something else that as an indus-
try, when asked earlier when we started the hearing today what
could be done, we have so many different fuel requirements and
specifications from one season to the next across the United States
that one of the things that we feel quite strongly that we need to
do and certainly, as I think you working here in Congress and in
the Senate could help us, is to go to more standardized fuels and
get away from the boutique fuels.

That can help somewhat with respect to the changes and dra-
matic changes from products from one season to the next and with-
in regions of the United States.

Senator SMITH. Let me also say, I do not know petrol, but I know
the pea business. That was my business. If I owned the farm, if I
owned the food processing plant, if I owned the distributorship and
I owned the grocery store, then I am totally integrated. If I then
posted enormous profits the likes of which the petroleum industry
has posted, I would get a lot of attention.

My concern is your vertical integration on the west coast. When
I see profits posted at $9.9 billion, $3.6 billion, after you have al-
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ready accounted, as I understand it, for your capital investments,
your taxes and more, I am hard-pressed to feel good about defend-
ing these kinds of increases when all of this vertical integration
has taken place from the ground to the gasoline station.

This is a public relations problem that you have and it is a public
policy problem we have. We need your help to solve it.

Thank you, Mr. Chairman.

[The prepared statement of Senator Smith follows:]

PREPARED STATEMENT OF HON. GORDON H. SMITH, U.S. SENATOR FROM OREGON

We are here today to discuss the oil industry, recent profits, and the effect of con-
tinued high gasoline prices on U.S. consumers. In this era when major oil companies
control oil production from the ground to the gas pump, we need to ensure the
American people that their isn’t profiteering along the way.

Long after the winds and the water have subsided, Hurricanes Katrina and Rita
are affecting our entire nation. The loss of life and the scope of the destruction in
the Gulf region is almost beyond comprehension. We must continue to offer federal
assistance as individuals and communities seek to rebuild.

The impact of higher gasoline prices on the rest of the nation, while less dramatic,
is hampering our entire economy. Drivers felt the immediate impact on their wallets
at the gas pump. Soon these higher costs will be reflected in higher prices for all
the goods we buy.

The huge jump in gas prices nationwide in the days immediately following Hurri-
cane Katrina spurred allegations of profiteering and price gouging. Even in Oregon,
which is less reliant on Gulf of Mexico production, we had price spikes in the week
following Katrina. That is why, as Chairman of the Subcommittee on Trade, Tour-
ism and Economic Development, I requested early on that the Federal Trade Com-
mission launch an investigation into these allegations.

This disaster also revealed a gap in federal laws pertaining to consumer protec-
tions and interstate commerce. Even though almost 30 states have enacted price
gouging laws, there is no federal statute to protect consumers from price gouging
in the wake of a major disaster.

That is why I introduced legislation aimed at ensuring consumers are protected
in the future. My bill, S. 1743, the “Post-Disaster Consumer Protection Act of 2005,”
will provide additional authorities to the Federal Trade Commission to prevent oil
and gas price gouging in the immediate aftermath of a declared disaster.

Under my bill, the President must declare a major disaster under the Stafford
Act. For 30 days following the disaster declaration, 1t will be unlawful to engage in
price gouging of oil or gas products.

The bill defines price gouging as a gross disparity in the price for the product
charged after the disaster declaration as compared to prices charged by the same
supplier during the 30 days immediately preceding the disaster. Price gouging will
not include price increases attributable to increased wholesale or operational costs,
international market trends, loss of production capability or loss of pipeline trans-
mission capability.

The bill authorizes the Federal Trade Commission to determine what represents
a gross disparity in pricing. The FTC will to punish violations under this act using
its existing authorities under the Federal Trade Commission Act. Those authorities
include seeking civil penalties of $11,000 per violation; assessing fines or repayment
of illegal gains; freezing assets; and seeking preliminary injunctions, cease and de-
sist orders or temporary restraining orders.

I believe my bill provides needed authority to the Federal Trade Commission to
protect consumers from being victimized in the wake of a disaster without ham-
pering the normal functioning of the free market.

We are heading into the winter heating season, and the high cost of energy—par-
ticularly for home heating—is only going to put additional strains on family budg-
ets. Individuals on fixed incomes, many of whom are elderly, are going to be among
the hardest hit.

As Chairman of the Special Committee on Aging, I chaired a hearing earlier this
year on the impact of high energy prices on seniors. Statistics revealed that energy
prices were highly burdensome for this population. In the Coos-Curry County area
of Oregon, 60 percent of seniors receiving assistance struggle to pay their utility
bills or medications. Households in this part of my home state experienced an in-
crease in utility bills by as much as 40 percent. Similar increases are being felt by
retirees on fixed incomes across the state of Oregon and throughout the country.
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On average, many low-income elderly citizens pay 10-20 percent of their annual
income toward energy bills. With the high cost of gasoline and home heating ex-
pected to reach historic record highs this winter, the amount that older Americans
on fixed incomes pay for energy can be expected to represent an even larger propor-
tion of their income. No one should be forced to choose between heating their home
and affording medicine and putting food on the table, but that is a decision many
elderly households may be facing this winter.

I look forward to hearing from the witnesses here today and working with the
Members of both committees to address these issues in the months to come.

Chairman STEVENS. Senator Cantwell.

STATEMENT OF HON. MARIA CANTWELL,
U.S. SENATOR FROM WASHINGTON

Senator CANTWELL. Thank you, Mr. Chairman.

Gentlemen, this committee was billed as an investigative hearing
and I think you can imagine as the public looks at what some are
saying will be $100 billion in profits this year for the oil industry,
while my constituents are losing their jobs or losing their pensions,
that Americans want answers. So I am going to try in my 5 min-
utes to ask you some questions, and if you could give me yes or no
answers that would be helpful.

First, I would like to know whether your companies in 2005 ex-
ported fuel, gasoline, diesel, outside of U.S. markets prior to
Katrina? Just a yes or no answer.

Mr. RAYMOND. Well, Senator, there are no easy yes or no an-
swers in this business.

Senator CANTWELL. Did you export fuel outside of the United
States prior to Katrina in 20057 It is just a simple question.

Mr. RAYMOND. No, it is much more complex than that. Histori-
cally this country has exported some products. It is basically the
way that the Caribbean and Central America live. So to the extent
you say you cannot export to places that have been traditional ex-
port areas we go to, they will continue. If you are asking the ques-
tion have we had discretionary exports that would be not in the
historical pattern, for our company the answer to that is no.

Senator CANTWELL. I am asking a simple question: Did you ex-
port any fuel, gas or diesel, out of the United States during 2005?
It is a simple question. Prior to Katrina.

Mr. O’Reilly, yes or no?

Mr. O'REILLY. Senator, we import a lot more than we export, but
we always export because the Caribbean is dependent on our refin-
eries in the Gulf Coast.

Senator CANTWELL. Mr. Mulva? Yes or no will do.

Mr. MULVA. Senator, we as a result of the hurricane, we did not
export product

Senator CANTWELL. Prior to Katrina. I am asking prior to
Katrina.

Mr. MUuLvA. We did export product prior to Katrina.

Senator CANTWELL. Thank you.

Mr. PILLARI. I do not have the details, but I would think we did,
to places like Mexico and Canada and the Caribbean.

Senator CANTWELL. Thank you.

Mr. HOFMEISTER. We both import and export.

Senator CANTWELL. Thank you.
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Did any of you sell product outside of the United States in this
same time period for a smaller profit than you would have made
if you would have sold the product in the United States?

Mr. RAYMOND. I do not know the answer to that question.

Senator CANTWELL. Mr. O’Reilly, do you know?

Mr. O’REILLY. Impossible to answer without checking.

Mr. MULVA. I do not know the answer.

Mr. PILLARI. I do not know.

Mr. HOFMEISTER. Do not know.

Senator CANTWELL. Thank you.

Will you gentlemen provide information about how much gas and
diesel your companies exported in 2005 and whether you sold any
of that product for a lower profit than you would have made in the
United States? Will you provide the committee with that informa-
tion?

Mr. RAYMOND. Sure.

Senator CANTWELL. Could you answer for the record?

Mr. O’REILLY. We will get it for you.

Mr. MULVA. Yes, we will.

Mr. PILLARI. Sure.

Mr. HOFMEISTER. Yes.

Senator CANTWELL. Do you know of any instance in which your
companies might have diverted supply, that is any instance where
you had a ship heading towards the United States destined for the
U.S. market with supply and the petroleum products en route to
the United States were diverted?

Mr. RAYMOND. No.

Mr. O’REILLY. Senator, the other way around. Without bringing
in products from places like Europe and Asia to the west coast, we
would

Senator CANTWELL. I am just asking

Mr. O’REILLY. I would just like to clarify. We would have been
shorter of product on the west coast.

Mr. MULVA. Senator, no, not that I am aware of.

Mr. PiLLARI. No, I do not believe so.

Mr. HOFMEISTER. Senator, there were cases where ships were on
their way to this country but there was no more capacity, no room
to bring the imports into this country, particularly in the New York
harbor, where the capacity was simply unable to take more im-
ports.

Senator CANTWELL. Would you provide this information to the
committee as well?

Mr. HOFMEISTER. Yes.

Senator CANTWELL. Thank you.

Now, I only have a few minutes left and I would hope that the
members before us today would speak to the issue of the spot mar-
ket, because, having dealt with this situation with Enron, where all
my colleagues here heard that this was about the fact that we just
did not have enough supply and it was environmentalists that were
holding things up or it was the process, only to find out it was not
so much about production but about manipulation of supply.

I want to know whether you gentlemen will help us reform the
spot market sales and lack of transparency that occurs in the off-
market exchanges, the fact that we do not know what these records
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and trades were, there is no ability to track that. So would you dis-
close your sales in this off-exchange, in the spot markets, for this
same time period in 2005?

Mr. RAYMOND. I have no problem with that. We are basically not

in those markets.
hMr. O'REILLY. With clarification, I would be happy to provide
that.

Mr. MULVA. Yes, I think with further clarification we would pro-
vide it. We are essentially in the physical markets, not necessarily
the financial markets. So we would share that information.

Mr. PiLLARI. We would be happy to work with you on what it is
you are looking for and then provide it.

Mr. HOFMEISTER. The same.

Senator CANTWELL. Thank you.

Thank you, Mr. Chairman. I think this is a very critical, impor-
tant issue, the fact that we have lack of transparency and product
inventories have changed drastically. This industry has moved to
just in time inventories and so, instead of having 26 days of re-
serves, we now have 5 days of reserves or something of that na-
ture. Let us find out.

But I think that that leads to a manipulation of supply that in-
creases price prior to Katrina. The spot market fluctuation has to
have transparency.

Thank you, Mr. Chairman.

Chairman STEVENS. We now recognize Senator Martinez and
Senator Landrieu for 5 minutes each.

STATEMENT OF HON. MEL MARTINEZ,
U.S. SENATOR FROM FLORIDA

Senator MARTINEZ. Thank you very much, Mr. Chairman.

Mr. O’Reilly, the first question is to you. I heard your testimony
about the area of the Destin Dome, which happens to be in my
State of Florida, and one of the questions—well, frankly, one of the
things I hear when I go home is folks not only asking what is going
on with the prices, but they also do say: Thank you for protecting
our beaches, thank you for protecting Florida.

So in that vein, in addition to economic considerations, environ-
mental considerations, I wonder if you are aware of the fact that
very close to the Destin Dome is one of the largest Air Force bases
in the United States, in fact the largest land area in the United
States, the Eglin Air Force Base, which utilizes extensively the
Gulf of Mexico for military training missions? Are you aware of
that presence there?

Mr. O’REILLY. Yes, I am, Senator.

Senator MARTINEZ. Would it be also part of the consideration of
not drilling immediately 25 miles off the coast of Florida imme-
diately south of Eglin Air Force Base, the fact that military mis-
sions and training and testing would be impeded if there were plat-
forms in that immediate area just south of Eglin Air Force Base?

Mr. O’REILLY. Senator, I do not—I think it is a policy decision
that the Government should make. This was done on what I would
call a bipartisan basis. I am just pointing out it is a policy decision.
We can either develop the gas or we can leave it there. It is a gov-
ernment choice.
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Senator MARTINEZ. But there are policy considerations in why we
make certain decisions.

Mr. O'REILLY. That is correct.

Se(lilator MARTINEZ. Which then have ramifications I do under-
stand.

Mr. O'REILLY. That is correct. That was the point in one of my
recommendations. Policy alignment is I think a very critical issue,
and I am just pointing out that it is difficult for us to develop re-
sources unless the policies are there to support them.

Senator MARTINEZ. Your example then went on to talk about lig-
uefied natural gas from Angola. The fact is that there are other
means by which gas product can get to Florida, through pipelines
over land, and those are really the more normal routes by which
gas comes to Florida, since there are no liquefied plants that I am
aware of in the State of Florida anyway?

Mr. O’REILLY. No, there are not, that is correct, Senator.

Senator MARTINEZ. So that is not really how Florida receives its
gas product, Angola?

Mr. O'REILLY. It will be, because it will get into the pipelines and
ultimately arrive in Florida.

Senator MARTINEZ. Not today.

Mr. O'REILLY. In a few years, Senator.

Senator MARTINEZ. This is for all of you now. I recently had an
opportunity to become aware of some of the things that are being
done in Brazil and have been done over the years in Brazil with
the use of ethanol in their mix of fuels. As the leading energy com-
panies in our country as it relates to gasoline and servicing of our
folks that attempt to move about in our transportation network
with the fuels that we currently have, I want to know what each
of your companies is doing about the future. I want to talk about
the thinking that we have as to what we will do for tomorrow that
will be different than what we have been doing in the past.

In Brazil they are utilizing ethanol extensively as a mix into
their gasoline. In addition to that, I understand from what I was
told while there that every single gas station outlet in the country
has a pump that will pump ethanol. I know that the automobile
companies there, Ford and GM for two, are developing vehicles
that will soon be on the market that will allow them to run on ei-
ther ethanol or on more traditional gasoline.

I do believe in the ingenuity of our industry. I do believe in the
ability of the American know-how to be re-energized and for us to
become not so wedded to what someone decides on a given day in
Saudi Arabia that they will sell us crude oil for, but that we will
be independent of that and that we will be independent of irra-
tional and unstable dictators south of the border that control a sub-
stantial percentage of our fuel.

What are each of your companies doing for us to develop that in-
genuity and that know-how into independence of fossil fuels as we
have known them in the past, utilizing renewables, utilizing eth-
anol and maybe other technologies as well? We will begin with you,
Mr. Hofmeister. I noticed we have started at the other end of the
table. I want to give you an equal opportunity.

Mr. HOFMEISTER. Thank you, Senator. We are heavily involved
in the ethanol business in Brazil and that is a good business.
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Senator MARTINEZ. Why are we not doing it here?

Mr. HOFMEISTER. Well, in fact we are the world’s largest mar-
keter of ethanol and we are doing it here. We are shipping daily
tens of thousands of gallons—barrels, I should say—of ethanol to
different parts of this country. We are also investing in cellulose
ethanol, which is a more derivative form of ethanol. We are both
passive investors in companies that are doing it and in which we
are funding their research, but also in our own laboratories.

We are investing in biofuels, in a wide range of biofuels, not just
ethanols, to test their viability. And we are working closely with
the auto manufacturers on their engine designs to see to it that the
long-lived nature of engines is protected with the introduction of
these biofuels in such a way that we can also handle the climate
change issues. What I mean by that is the existing climates of
North and South and East and West of this country.

We are also—4 miles from here, we are selling hydrogen in a re-
tail station and we believe that the hydrogen business, working in
a partnership with General Motors, is a very good future business
for us. But it is many years into the future before it really does
touch many of the consumers in the United States.

Senator MARTINEZ. Gentlemen, I realize my time has expired. If
anyone can give a similar answer, that’s fine. If not, I would take
it in writing from each of you.

Mr. PiLLARI. Senator, I would just add that we are an extremely
large user of ethanol. We will continue to grow our ethanol use. We
have hydrogen sites, pilot sites, now in Florida, Michigan and Cali-
fornia. We are working with auto manufacturers on what they are
going to do with engines. So it is a very similar story.

Chairman STEVENS. The Senator’s time has expired. I am sorry.

Senator Landrieu.

Senator MARTINEZ. Thank you, Mr. Chairman.

Chairman DoMENICI. Now Senator Feinstein.

Chairman STEVENS. I had made a mistake.

STATEMENT OF HON. DIANNE FEINSTEIN,
U.S. SENATOR FROM CALIFORNIA

Senator FEINSTEIN. Thank you very much, Mr. Chairman.

Welcome. It is my impression that refineries in the United States
are virtually at capacity and yet no new refineries are planned. I
wrote to each CEO earlier asking what you were going to do to try
to see that prices are lowered or whether you would cooperate to
see that prices are lower, and I received no affirmative answer. I
did, however, receive a letter from Mr. Bindra, Mr. O’Reilly, of
Chevron, which with respect to refinery production indicates that
Chevron is increasing the total California refinery production ca-
pacity by roughly 20,000 barrels per day. That is 800,000 gallons
a day. It is a 10 percent increase as I understand it in production.
And that the Richmond refinery has already submitted permit ap-
plications for the city of Richmond and the Bay Area Quality Man-
agement District, and that modernization is under way at El
Segundo. So I think that is good news.

But Deutschebank reported that refining margins on the west
coast have doubled in 2 years, going from $11.99 in 2003 to ap-
proximately $24.60 in the third quarter of 2005. So it appears that
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oil companies are holding back adding refining capacity because it
helps increase margins.

Now, I know you have spoken about expansion, but I would like
to know how much of your profit margin is due to refining and
what justification you have for such huge refining margins?

Mr. RAYMOND. Well, Senator, if I may, I recall the letter you
sent, but I think in our case as I recall it was directed primarily
toward California. You probably do not recall, no need that you
would, that at the time that Exxon and Mobil merged each one of
the companies owned a refinery in California. The Federal Trade
Commission and the State of California made it very clear that we
could only own one refinery and they were not interested in our
making any additional investments in any refining in California.
So, given that that was the circumstance a few years ago and we
now only own one refinery, we probably are not the right people
to talk to.

Senator FEINSTEIN. Mr. O’Reilly?

Mr. O’REILLY. Senator, with two refineries—and of course we are
in the process, as you point out, of expanding both; they are in the
permitting phase. The one at El Segundo is under way. The one in
Richmond is in the permitting phase and we hope to be able to ex-
pand there in the coming year if the permits are all approved.

The issue in California is really twofold. It is also an issue of the
investments that have been required there to meet the unique Cali-
fornia gasoline and the very strict environmental regulations. And
I am not squabbling at all about the fact that we need strict envi-
ronmental regulations, but the capital that has been invested in
California is enormous over the last decade to meet those.

So I think the issue for us is to continue to work on expansion
and to try to assure that we can meet the market needs. Today we
bring gasoline into California from places as far as Europe to sup-
ply the needs because of its unique formulation and the fact that
the expansion prospects at our refineries are difficult to accom-
plish.

So I think we are on the right track, but it is a constant battle.

Senator FEINSTEIN. I think perhaps I was a little too subtle.
What I am trying to get at is it would appear if you look at the
profit margins that the industry is purposely keeping refining ca-
pacity low. I tried to say, to recognize your expansion at Chevron,
but it would appear that overall there is a purposeful effort to keep
refining capacity tight because it increases profit margin. That is
what I am trying to get at, because the profits have been enormous
due to this.

It seems to me—and I have always been told, we do not have re-
fining capacity in California, you cannot add any more regardless.
Therefore it seems to me that what we need to do is increase refin-
ing capacity all over this Nation.

Mr. Mulva?

Mr. MULVA. Senator, we are one of the largest refiners in the
United States and we operate in all regions of the United States.
Several years ago we started embarking on a program to expand
capacity as well as to modernize our refineries to handle the lower
quality crude oils that will be made available over time that are
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imported from Canada, from Central America, as well as from the
Far East and from the Mideast.

So what that does is not only are we adding capacity—and we,
our company, announced a $4 billion program over and above what
we normally do to add capacity and modernize our refineries, so we
can make more jet fuel, more heating oil, more gasoline, more die-
sel. So we have looked upon— historically this business has not
had the returns that we have experienced in the last several years.
But the utilization of capacity, refining capacity, has moved up
from less than 80 percent years ago to essentially full utilization.

So we are, our company and as you heard from the other people
on this panel today, we are significantly putting money to add ca-
pacity and increasing our capability to handle the lower quality
crude, so we make the transportation fuels and the clean fuels that
the consumer and the public needs.

Chairman STEVENS. The Senator’s time has expired. I am sorry.

Senator FEINSTEIN. Thank you.

Chairman STEVENS. We yield 5 minutes to Senators Hutchison
and Pryor.

STATEMENT OF HON. KAY BAILEY HUTCHISON,
U.S. SENATOR FROM TEXAS

Senator HUTCHISON. Thank you, Mr. Chairman. Mr. Chairman,
I was looking up some of the tax breaks that were mentioned ear-
lier and trying to determine where those might be applied to oil
companies. One is allowing natural gas distribution lines to be de-
preciated over 15 years instead of 20 to encourage more gas dis-
tribution lines. Another is an incentive for deep drilling in the Gulf,
which we have had for a long period of time because of the risk
and the cost that is added, and the Gulf being one of the few places
that we can really drill on our shores.

So my question is this. You say, well, we can do without the tax
breaks, but when you are making the decisions about where you
can put your money most productively do 15-year depreciation
rules instead of 20-year depreciation rules, or incentives for some-
thing as expensive and risky as deep drilling in the Gulf, does it
make a difference in where you start making allocation decisions
as opposed to not needing it?

Mr. RAYMOND. Senator, I think the problem you get into here is
that each company views that somewhat differently. I think in our
own case when we look at the specific issues you talk about the
conclusion we came to is that they will not significantly alter the
programs that we have in any of those areas. That does not—but
in saying that, that does not mean that is the case for every com-
pany.

Senator HUTCHISON. Let me just ask anyone else, because we are
trying to do things that will spur building of refineries, building of
pipelines, and more production in our country, and we are trying
to determine the best way to do that. So I am trying to see if there
are certain incentives for doing things that you might not do mak-
ing a business decision in those areas that have been put in our
tax bills.

Mr. O’'REILLY. Senator, I think that from our perspective the
more important thing for refining is the permitting side of the busi-
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ness. It is one thing to have a 15 or a 20-year depreciation sched-
ule, but it is another thing to get it started. One of the problems
that we face are things like new source review, which is in litiga-
tion, and the rules around new source review.

If you take it—if you fix the furnace in your home, you should
not have to go back and re-permit all of the other energy-con-
suming efficiencies in your home. Yet that is what we have to do
in refineries. So it is a complex issue.

Frankly, I would much prefer from our company’s perspective to
see streamlined permitting than to see—to me, that is a much
more important barrier to overcome than tax incentives.

Mr. RAYMOND. I would share that view, Senator. I do not think,
at least in the last 20 years that I can speak for, that we have ever
come here and asked for a financial incentive to do anything. If
there are things to be done, it is more in the regulatory process and
the access issues that are more fundamental to our investment out-
look in this country.

Senator HUTCHISON. Could I just pursue that, because if you are
saying that the regulatory environment—and I will tell you that I
have heard this many times from other companies’ CEQ’s, not just
oil and gas—that the reason refineries or other investments in
manufacturing are not made in the United States but are instead
made overseas is because the regulatory environment is more sta-
ble and more predictable in other places—are you saying that that
is the issue that we need to address more than any other for incen-
tives for building refineries?

Mr. Mulva?

Mr. MULVA. Senator, I think the prior comments are certainly
applicable, but what we definitely need is really the streamlining
of regulations and permits to allow us to expand. One of the things
we do on refineries is our ability to expand capacity generally
speaking is about half the cost of building a new refinery. So if we
can have accelerated permitting and whatever to expand, we can
bring on capacity far more quickly.

With respect to the upstream part of the business, exploration
and production, we really need access. Now, the panel that is here
today are representing the larger integrated companies. But as you
know, we have numerous, many, many independent producers in
the United States who develop a great deal of oil and gas. From
all of us, integrated companies and the independent producers,
what we really need is access to explore, to drill and add capacity
of oil and gas versus incentives on the upstream part of the busi-
ness.

Senator HUTCHISON. Thank you, Mr. Chairman.

Chairman STEVENS. You must stop there, Senator.

Senator Pryor is recognized for 5 minutes.

STATEMENT OF HON. MARK PRYOR,
U.S. SENATOR FROM ARKANSAS

Senator PRYOR. Thank you, Mr. Chairman.

Senator Sununu and I were talking a minute ago about how we
feel like we are at Thanksgiving dinner and you have put us at the
children’s table. Is there a reason for that?
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Chairman STEVENS. I remember a Senator told me once how
much time you have to log to get from your seat to mine.

[Laughter.]

Senator PRYOR. Fair enough, fair enough.

Let me just say that I have a concern and maybe even a sus-
picion, and it is basic Adam Smith economics, and that is in a mar-
ket economy you have supply and demand and that works pretty
well unless there is market manipulation. I think what you are
hearing voiced from us and our constituents is that we have con-
cerns about market manipulation. I do not have any evidence of
that. I cannot point out four or five things that I am basing that
on. But I will tell you right now, that is something I am very con-
cerned about and I am looking at.

Mr. Raymond, if I can start with you. One of the disconnects in
this price of gasoline issue and the oil industry right now, one of
the real disconnects in my mind, is your profits—and not to single
you out, but your profits have risen dramatically in what you post-
ed in the third quarter. That is obvious to everyone. Many times
today the panel has talked about the hurricanes and how disrup-
tive the hurricanes have been and what the adverse effects of the
hurricanes have been.

Are you telling the committee today that had we not had the
hurricanes that your profits would be even higher?

Mr. RAYMOND. That is a hard question to answer. I do not be-
lieve I would say that that is the case. I think the focus on the hur-
ricanes is related to the question about what happened to gasoline
prices in this country as a result of when 30 percent of the refining
capacity had to go off line because of the hurricanes.

The broader issue of the general level of profitability I think is
somewhat different. As I commented, 75 percent of our profits come
from outside of this country. They have nothing to do with our U.S.
operations. When you then start to focus on the U.S. operations, I
will be the first to comment to you that we are at the high point
of a cycle. We go through many cycles. I can recall with pain when
the crude oil price was $10 a barrel. Consumers of course were very
happy because gasoline was less than a dollar a gallon. We are now
on the other end of the cycle.

But in our business we have to manage through the cycles, and
the question is what is the profitability through the cycle, not at
any point in time.

Senator PRYOR. You understand the concern I have on that,
though?

Mr. RAYMOND. I understand that, and I think I made that com-
ment earlier today. I certainly do understand it. But the other side
of it is people need to realize we are in a commodity business, there
are ups and downs in a commodity business, and our job is to man-
age through the ups and downs with a view towards the long-term,
which is what we try and do.

Senator PRYOR. Mr. Hofmeister, let me ask you, and I hate to
ask you to keep your answers very brief because we just have 5
minutes today. In your opening statement you talked about crude
prices going up, and we all have seen that on the world market.
What is the connection between the price of crude and profits?



77

The reason I ask that is it is intuitive to me that when your
crude price goes up, in other words your feedstock price goes up,
you are probably—and actually you are, going to have to pass that
cost on to the consumer and your profits would go down. But it ap-
pears that we are in a market right now where your crude oil
prices have been at an all-time high and your profits have been at
an all-time high. So what is the relationship between crude prices
and profits?

Mr. HOFMEISTER. Well, I think it is largely driven by demand.
The demand is what is driving up the end price that consumers
pay. It is also driving up crude. In other words, the availability of
crude is simply not sufficient at this point in time to meet all of
the demands put upon that crude and as a result the pull on the
available crude is keeping crude prices high, the demand for prod-
ucts is keeping product prices high. That is yielding the profits that
we see.

Senator PRYOR. Okay. We know that from the ground up it is
very expensive to build a new refinery. Is that correct? What is the
estimated cost on a new refinery?

Mr. HOFMEISTER. It really depends on the size of the new refin-
ery.

Senator PRYOR. Okay. Well, here is my question for you, because
I notice that Shell had posted about a $9 billion profit in the third
quarter. Is it your intention

Chairman STEVENS. Senator, this is your last question, please.

Senator PRYOR. Yes, sir.

Is it your intention to take those profits and build a new refin-
ery?

Mr. HOFMEISTER. Senator, in September we commissioned an en-
gineering study to look at alternatives between several hundred
thousand barrel per day expansions up to a 325,000 barrel per day
expansion in a single site. We will see the results of those studies
probably in the first quarter and then be in a position to make a
decision whether to go forward or not.

Chairman DOMENICI. Back on our side, if I have got it right it
is Senator Thomas and then Senator Landrieu.

STATEMENT OF HON. CRAIG THOMAS,
U.S. SENATOR FROM WYOMING

Senator THOMAS. Thank you, Mr. Chairman.

Thank you, gentlemen, for being here. I have got several ques-
tions. I will do it quickly and hope you can do it quickly.

In terms of the industry, it seems like in business usually as
your volume goes up you make more profits, but the percentage of
profit on the sales remains about the same. Is that true over the
last 5 years, 10 years, in the industry? Has the profit as a percent-
age of total sales remained somewhat the same or has it increased?
Anybody?

Mr. RAYMOND. I think the answer to that over the last 10 years
is it has gone up somewhat, because in the early part of that period
they were extraordinarily low.

Senator THOMAS. Okay. But the profit——
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Mr. RAYMOND. They have gotten now up to about the average of
all U.S. business. In the early part of that period they were well
below that.

Senator THOMAS. So these higher profits are at least a funda-
mental part of having higher sales?

Mr. RAYMOND. That is right.

Senator THOMAS. Okay. Coal remains our largest fossil fuel re-
source. Generally, are you guys interested in looking at the diesel
fuel from a coal kind of alternative? Is that something that you
look at and are willing to be interested in?

Mr. RAYMOND. We have over a long period of time, Senator. We
have had a number of research projects going back to the mid-
1960s that looked at converting coal into liquid fuels, and continue
to be interested.

Senator THOMAS. So you do not see that as a conflict with your
interest in 0il?

Mr. RAYMOND. No, no.

Senator THOMAS. Okay, good.

Mr. Raymond, I guess you specifically. You indicated that in
1998 crude oil was $10 a barrel, your company made $15 billion in
capital expenditures. Last year your prices were over $40 and you
still made $15 a barrel. Do you invest more money when you make
more profit?

Mr. RAYMOND. What we generally try and do, Senator— the
numbers were back in 1988 we made $8 billion and we invested 15;
last year we made 24 and we invested 15; this year we are going
to invest 18 or 19. Our objective over time is to clip off the peaks
and the valleys and try and have it generally up-trend with regard
to the investments. Year to year you have to be careful because
there can be big projects in one year versus another. So you have
to be careful.

Senator THOMAS. So you try to even it out over a period of time.

Mr. RAYMOND. Yes, that is the intent.

Senator THOMAS. Specifically, I guess in Wyoming, for example,
one of the alternatives is to have CO, secondary recovery, and we
are doing quite a bit. Anadarko, for example, has a program. You
produce a good deal of it at the Chute thing.

Mr. RAYMOND. Yes, we do.

Senator THOMAS. But you do not put it on the market. Why not?

Mr. RAYMOND. The CO,?

Senator THOMAS. Yes.

Mr. RAYMOND. Well, I think all the studies have indicated, given
what the location is of the Chute Creek plant versus where the lo-
cation is for the CO, to be injected into the reservoirs, generally up
until the prices that have gone up in the last year the transpor-
tation was uneconomic.

Senator THOMAS. But now that the price—for instance, you have
a pipeline going up to Salt Creek. That is a long ways.

Mr. RAYMOND. But the point is that if people felt that the crude
price were sustainable even close to the current levels then it
would likely be that the CO, would become economic.

Senator THOMAS. I got you.

We talked some earlier or you talked some earlier about, impor-
tantly I think, educating the public as to what some of the issues
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are in your industry. You have been talking about for some time
an educational program. Exxon has not joined in that. What is your
position on that?

Mr. RAYMOND. Actually, we have had an educational program
that the company has funded for 15 or 20 years.

Senator THOMAS. I know, but the industry has talked about one.

Mr. RAYMOND. Well, that is the API. I hate to just pass it off to
the API, but Exxon has supported programs like that for years.

Senator THOMAS. This is the one that has to do with like the live-
stock deduction for contribution and so on.

Mr. RAYMOND. I understand.

Chairman DOMENICI. Senator, I hate to interrupt, and do not
charge this to him, but I just wonder, do you mind when you ask
the questions if other than Mr. Raymond might answer some of
them?

Mr. RAYMOND. Please.

Chairman DOMENICI. Just because he was first does not mean he
should handle all of them.

Senator THOMAS. Well, a couple of those were specifically for
Exxon.

Chairman DOMENICI. Oh, I am sorry.

Senator THOMAS. I might ask Shell if you are interested in shale
oil in Wyoming as well as Colorado?

Mr. HOFMEISTER. Absolutely, Senator.

Senator THOMAS. I know that.

No, I understand. I just want to say specifically, to say that I
know your companies, and Shell specifically to mention, and the
others have, too, have made considerable contributions to environ-
mental kinds of things and are interested in making sure that as
we move toward access— and I agree with you entirely on access;
there is a great deal more access available, but we have to do it
in a way that is environmentally sound, and I think we can do that
and I appreciate it.

So I will yield my time.

Chairman DoMENIcCI. Thank you very much, Senator.

I think on our side Senator Mary Landrieu from Louisiana.

STATEMENT OF HON. MARY L. LANDRIEU,
U.S. SENATOR FROM LOUISIANA

Senator LANDRIEU. Thank you, Mr. Chairman.

I thank the panel. It has been a long morning and we are going
to continue on for a while. But first let me begin by thanking each
of you and the companies for what you did to save lives, to save
property, to restore the communities along the Gulf Coast.

Sometimes the Members of Congress do not quite understand the
tremendous investments and number of people that it takes to sup-
ply gas and oil for this country. But those of us from Louisiana and
Texas, Mississippi, Alabama, have a little better idea. I know the
heroic work that all of your companies did to save lives, to get peo-
ple out of the Gulf, out of harm’s way. I know that your employees,
having lost their own homes, and some of your suppliers lost their
own businesses, stayed up 24/7 so that we could keep the lights on
in New York and California and New Jersey and Florida. So I just
want to thank you all for what you did.
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No. 2, I understand that there is angst, as it should be, by con-
sumers, residential and industrial consumers, because the prices
are high. When prices are high, our economy is affected in negative
ways. But I do want to say to the members of this committee that
look at Louisiana as a producer that we are also a great consumer
of energy. So the Senators from Louisiana and Texas can argue
both sides of this argument, and I would say we serve as a pretty
good bellwether about trying to hit the right balance.

In other words, when prices are high we make a little money be-
cause we are producers, but because we consume so much energy
to produce for our industrial base we also feel the burden of those
high prices. So Louisiana’s policies are a good bellwether because
we are a balance.

Having said that, let me just go on the record to say the tax in-
centives that, Senator Wyden, you inferred in your comments are
mostly directed to independent petroleum producers. For the
record, they produce 85 percent of the wells in the United States
are run, not by the big oil companies that are represented here, but
by independent producers.

Sixty-five percent of the country’s natural gas are produced by
these independent companies, which are smaller, many of them lo-
cated in Louisiana and Texas, but some of course in Wyoming and
the Midwest. They need these tax incentives because they are
smaller. They do not have the international reach. They are not
able to basically hedge against the volatility of the price. That is
why most of these tax cuts or tax credits, tax incentives, are in the
record. So I just wanted to submit that for the record.

Let me ask. One of you mentioned that it takes so long to put
a new refinery in the United States that it really diminishes your
interest in doing so. Would any one of you want to answer for the
record how quickly you can build a refinery in either Brazil or
China compared to the building of a refinery in the United States?
Just roughly, does it take you half the time, a fourth of the time,
or about the same time?

Let us start with

Mr. RAYMOND. Well, Senator, we are in the midst of starting to
construct a major refinery in China——

Senator LANDRIEU. Just quickly, if you can, just generally.

Mr. RAYMOND. An integrated chemical plant—it will take about
3V years.

Senator LANDRIEU. What does it take here?

Mr. RAYMOND. The comparable time would be 7 or 8.

Senator LANDRIEU. What about you, Mr. O’Reilly?

Mr. O'REILLY. 4 years for the last one we built, which was in
Thailand.

Senator LANDRIEU. How long would it take you here?

Mr. O'REILLY. Double that.

Mr. MULVA. Similar experience in terms of time of construction,
but it takes quite a bit longer on the permitting side in the United
States compared to other locations.

Senator LANDRIEU. So would it be fair to say that for all of you
it takes about at least twice as long to build a refinery here?

Mr. MULVA. I do not know if it is twice as long, but ——

Senator LANDRIEU. 40 percent, 35, 40 percent more?
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Mr. MULVA. It could be. But the other thing that is very impor-
tant is we think we can add an equivalent amount of capacity by
expanding our current facilities than to build, and get the same ef-
fect. We get the supply into the marketplace and the consumer far
more quickly.

Mr. PiLLARI I think an important part in the United States is
we have multiple layers of government and in some parts of the
world it does not exist that way. So if we can do parallel processing
of permitting I think it would be helpful to us.

1Chairman STEVENS. Senator, this will be your last question,
please.

Senator LANDRIEU. Okay, thank you, Mr. Chairman.

Let me ask on the OCS access. Are you aware that only 2.5 per-
cent of OCS has been explored in the Nation? And are you aware
that there would be additional supplies of oil and gas that could
supply and help us with the demand situation? And do you support
fér}llyugort of revenue-sharing, starting with Mr. Hofmeister from

ell’

Mr. HOFMEISTER. We are fully aware and we look forward to the
inventory that the energy bill calls for, and we would support more
revenue-sharing.

Mr. PiLLARI. We are interested in what the report will say. We
want to take a look at each part of it. And while I have not person-
ally been involved in revenue-sharing, we would be interested in
looking at anything.

Chairman STEVENS. Thank you very much.

Senator LANDRIEU. Can they just finish, Mr. Chairman?

Mr. MULVA. We certainly support and are willing to consider all
alternatives in revenue-sharing.

Mr. O'REILLY. The same answer.

Mr. RAYMOND. The same.

Senator LANDRIEU. Thank you very much.

[The prepared statement of Senator Landrieu follows:]

PREPARED STATEMENT OF HON. MARY L. LANDRIEU, U.S. SENATOR FROM LOUISIANA

The one-two punch of Hurricanes Katrina and Rita has focused this country’s at-
tention on our energy situation like never before. The short term impact to oil and
gas production in the Gulf of Mexico is unprecedented and the full impacts are like-
ly to be still felt for months to come.

As a result of Hurricanes Katrina and Rita blowing through the Gulf Coast last
month, almost 45 percent of normal daily oil production in the Gulf of Mexico—
which represents thirty percent of the nation’s oil production—and 41 percent of the
normal daily gas production in the Gulf of Mexico—which represents over 20 per-
cent of the natural gas produced domestically—were offline as of yesterday. 11 per-
cent of the nation’s refining capacity is down or in the process of re-starting—40
percent of nation’s capacity when fully operational. A number of natural gas proc-
essing plants with an aggregate capacity of just under 8 billion cubic feet a day were
not active as of last week. That equates to about 13 percent of our daily consump-
tion of natural gas.

While prices were up significantly even before these storms hit they have been
at record levels in their aftermath: oil hovering at or above $60 a barrel and natural
gas over $14 per thousand cubic feet.

The past two months have made clear something to the rest of the country that
those of us who live along and represent the Gulf Coast have known for years: as
oil and gas production goes in the Gulf of Mexico so goes the price and supply of
oil and gas for the rest of the country.

Production on the outer continental shelf requires thousands of miles of pipelines
and onshore refining capacity. Louisiana is the heart of this activity, hosting some
80 percent of the production in the OCS.
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Just a snapshot would show that 34 percent of the nation’s natural gas supply
and 30 percent of the nation’s crude oil supply is produced in or offshore Louisiana
or flowing through the state. 16 percent of the total U.S. refinery capacity, half of
the Strategic Petroleum Reserve facilities and the nation’s only deepwater super-
tanker port, LOOP, as well as several major LNG terminals are located in Lou-
isiana.

With the companies represented here today experiencing record profits and the
discussion focused on what can and should be done with those profits, I can only
hope that some of the discussion will focus on re-investing some of these profits back
into the areas that have served as this industry’s platform over the last fifty years.

Most of the testimony today from these five witnesses touched upon the need to
develop other areas of the OCS where production is currently prohibited. It is esti-
mated that sixty percent of the oil and natural gas still to be discovered in U.S. will
come from the OCS. However, today only 2.5 percent of the 1.76 billion acres that
make up the OCS are leased. 97 percent of all OCS production is restricted to the
Central and Western Gulf of Mexico with most of the Pacific Coast and the Eastern
Gulf of Mexico as well as the entire Atlantic Seaboard off limits.

While I support this effort, I must remind my colleagues and witnesses at the
table today that the areas where oil and gas presently takes place in the Gulf of
Mexico are going to continue to supply our country with a substantial amount of
its oil and gas for the foreseeable future. Therefore sharing of the current revenues
to provide a robust and stable source for coastal impact assistance for host states
is critical.

Louisiana and the other Gulf Coast states have experienced the boom and bust
nature of the oil industry over the years. Now as you experience record profits we
expect reinvestment in our region.

Some of the companies represented here today recognized the value of my state’s
coast to its interest well before either Hurricane Katrina or Rita made landfall. I
hope in the aftermath of these storms that role is clear to everyone.

Prior to Hurricanes Katrina and Rita, Louisiana was losing more than 24 square
miles of our coastal land each year. Katrina and Rita may have accelerated the land
loss by several years. The erosion of Louisiana’s coast is of fundamental interest to
all of us because these coastal wetlands and barrier islands are the first line of de-
fense for protecting the offshore and onshore energy infrastructure in the Gulf of
Mexico against the combined wind and water forces of a hurricane. In fact, a recent
report by Louisiana State University found that every 2.7 miles of healthy marsh
can reduce storm surge by as much as a foot. As a result of coastal erosion, many
pipelines that were once well protected are now exposed and subject to open sea con-
ditions.

Preserving these vital wetlands and the billions in energy investments they pro-
tect are vital for the continuation and expansion of the energy production in the
Gulf of Mexico the country so desperately relies on every day. Yet, as the barrier
islands and coastal wetlands of Louisiana continue to wash away, more offshore and
onshore infrastructure will be damaged by storms less destructive than Katrina and
Rita. Without energy assets like Port Fourchon, LA-1 and the 20,000 miles of pipe-
line that crisscross our state, it would literally be impossible to access the mineral
resources of the OCS.

To maintain and even increase production from off our coasts we must reinvest
in the infrastructure that makes all of the activity possible: port facilities, roads to
transport equipment and supplies, erosion control or barrier island and wetlands
storm protection. The high prices and disrupted supply we confront today due to the
impact of Katrina and Rita have only made the situation more urgent. The contin-
ued erosion of Louisiana’s coastal wetlands presents a clear and present danger to
our national energy security and makes our trading and commercial position in the
world economy more vulnerable.

Thanks to the leadership of the Chairman and Ranking Member of this Com-
mittee and the good work of the Energy Conferees in the House and Senate, Lou-
isiana, as well as other coastal producing states, will receive a significant amount
of coastal impact assistance through the Energy Policy Act of 2005. The wisdom of
that policy should be clear to everyone. The need to do more apparent.

I call on the companies represented here today follow Shell Oil Company’s lead
and take a public stand in support of robust revenue sharing with coastal producing
states and join our efforts to accomplish this important goal in the near term.

Chairman STEVENS. We will now call on Senators Sununu and
Bill Nelson.
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STATEMENT OF HON. JOHN E. SUNUNU,
U.S. SENATOR FROM NEW HAMPSHIRE

Senator SUNUNU. Thank you, Mr. Chairman.

I apologize to you, I suppose, in a manner of speaking, in that
I do not have a list of questions for the panel. I think the panel
in very reasonable opening statements tried to make a few points
from their perspective. Their profits are about 8 percent of reve-
nues. It is a lot of money because they are very big companies. 8
percent of revenues for net income is about what the national aver-
age is at the moment. And obviously, being large companies, you
have invested a great deal in capital expenditure, and I suppose
that is fine as far as it goes.

For our part, State and Federal regulators have passed a lot of
byzantine regulations that result in about 100 different formula-
tions of gasoline and other fuels to be sold. We all know that no
one wants a refinery built in their back yard, and I think those are
some of the access issues and the regulatory issues that we abso-
lutely need to deal with.

But we all know what is really on the table here or what is really
being discussed, and that is some kind of discriminatory tax pro-
gram, a windfall profits tax of sort. I do have great concerns about
that, in that we have a pretty clear picture of what that means al-
ready, both theoretically and in practice. One of the things that
were handed out, this is a memo, “Joint Committee Staff.” I as-
sume this was put together by all the staff. There is a summary
of a Congressional Research Service report, which is a nonpartisan
group that supports all of us.

I want to read from this summary of a 1980 CRS report on the
windfall profit tax on crude oil, which sounds great when you are
making a ton of money and we want to show that we are trying
to do something about gas taxes. But I think it is important that
we talk about what a windfall tax really is.

In 1980—this is reading from the summary—“the Federal Gov-
ernment enacted a windfall profit tax. The windfall profit tax was
a tax on oil produced domestically in the United States. In eco-
nomic terms, the windfall profit tax increased the marginal cost of
domestic oil production.” I do not know if we are really for increas-
ing the domestic cost of oil production, but that is what a tax tends
to do, is increase the cost of things.

“It reduced domestic oil production from between 3 and 6 per-
cent.” Are we for reducing domestic production? I hope not. “And
increased oil imports from between 8 and 16 percent.”

The CRS, Congressional Research Service, went on to say that
“The windfall profit tax would reduce domestic oil production and
increase the level of oil imports,” which at the time was above 50
percent of demand. The profits tax was repealed in 1988 because
it was an administrative burden on the Government and a compli-
ance burden to the oil industry and because it made the United
States more dependent upon foreign oil.

I will cut the summary of the Research Service report there. But
I think it is important to understand that, as much as we all want
to be seen as doing something here in Washington about high gas
prices or what might be perceived as excess profits in the oil indus-
try, we should not undertake legislation that has been proven in
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the past to increase demand and increase dependence on foreign
imports of oil.

Taxes that discriminate against specific industries, even one that
may be as popular as the oil industry at the moment, are a bad
idea. Tax surcharges on energy and the energy industry have been
tried and they have failed in practice. That does not mean that
there are not a whole lot of things that should be done better or
practices that should be improved in your companies or legislation
that even might be passed that could address concerns we have.
But taxes and windfall profit tax are not one of them.

Even more troubling to me is the fact that these are being pro-
posed now, on the heels of a huge energy bill that everyone on this
combined committee voted for except for I think four of us. Senator
Wyden voted against it, I voted against it, maybe two or three
other members sitting in the room here today voted against this,
because we do not need to be subsidizing oil and gas production,
for all the reasons that were described in a very fair and reason-
able way.

I think Senator Wyden is spot on when he talks about the need
to go back and look at these provisions. There were over $12 billion
in different kinds of tax subsidies in that energy bill, not all of
course going to the oil industry. There were billions more in spend-
ing, programs that subsidize research for oil and gas, for coal, for
other areas of the energy industry, that simply are not needed. And
I think it

Chairman STEVENS. Senator, I am going to have to ask you to
wind up, if you will.

Senator SUNUNU. I absolutely will wind up. I appreciate being
given the 5 minutes, but my point is one of caution. I think we
need to be a little bit more circumspect in the kind of policy ideas
we are proposing. I think we need to go back and look at that en-
ergy bill, and I think it does not serve anyone’s interest to just
start trying to pass legislation to make it look like we are doing
something when it is going to have counterproductive results.

Thank you, Mr. Chairman.

Chairman STEVENS. Senator Bill Nelson is recognized for 5 min-
utes.

STATEMENT OF HON. BILL NELSON,
U.S. SENATOR FROM FLORIDA

Senator NELSON. Thank you, Mr. Chairman.

To the oil industry’s credit, in the immediate aftermath of Sep-
tember 11 you froze gas prices. That was a patriotic thing to do,
so thank you. There was panic. Why did you not freeze gas prices
in the aftermath of Hurricane Katrina?

Mr. O’REILLY. Senator, I can tell you that in our company’s case,
looking back on the affected areas in Mississippi, Louisiana, and
southern Alabama, we did. However, outside of that area, to pre-
vent a run on the bank we had to respond to the market, although
I know from looking back historically our prices were conservative.

Mr. MULVA. Senator, for both hurricanes our companies in the
three or four-State area, we froze prices for several days, but then
in all of the markets what we looked at was the spot price went
up very quickly. We set our prices and lagged the run-up in spot
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prices by 50 percent. We lagged it slowly and used moderation.

That was our approach because we felt supply would respond rath-

er quickly and over time the spot market would come down, and

so we lagged the market, the spot market, in every situation, and

now we are back into a more orderly situation where you have the

1s{pot market at a little bit less for gasoline than the physical mar-
et.

Senator NELSON. In the aftermath of September 11, the price
jumped about 40 cents a gallon and you all stepped in, froze the
prices, and assured the distribution, and things settled down. In
the aftermath of Katrina, likewise the price rose about 40 cents al-
most overnight, exactly overnight as a matter of fact, in gas sta-
tions. So why would there not be the similar response?

Mr. RAYMOND. It was a different set of circumstances. In 9/
11—

Senator NELSON. Which is?

Mr. RAYMOND. In 9/11 the industry was not concerned about
whether there was adequate supply. No refinery was affected, no
shipment anywhere was affected. In Katrina and Rita, we were
very concerned about the adequacy of supply since we had lost, A,
a lot of refining capacity and, B, in the early days the ability to
move the product around. The pipelines were shut down. We could
not get supplies to service stations.

So from an industry supply point of view the circumstances were
quite different. In our own case, in the directly affected areas we
froze the price. As I commented earlier, outside those areas what
we tried to do is maintain continuity of supply and at the same
time avoid a shortage.

Mr. HOFMEISTER. Senator, from the point of view of Shell, we
also froze prices in the area itself for a period of time, and then,
like any non-economic decision, which it was, it had an unintended
consequence, which was when the price was lifted it moved very,
very rapidly, having other consequences for local citizens. Nonethe-
less it was the right thing to do at the time.

I think in addition, the debate that took place within our own
company with respect to a wider freeze option is that the unavail-
ability of supply for quite some time, which we knew would be
weeks and in some cases turned out to be months, would create an
artificial demand situation, in which we very seriously were con-
cerned about outages in various markets around the country. And
knowing that price is a rational mechanism to keep the balance
there, we decided as we did.

Mr. PILLARI. Senator, I would, without repeating everything that
has already been said, we also did freeze prices for a while. But
I would not underestimate the importance of the fact that even
today, unlike 9/11, we still have refineries and we still have infra-
structure that is not in service. It is a very different situation.

Senator NELSON. Mr. O’Reilly, let me ask you. You have the
leases that are left on Destin Dome off of northwest Florida. What
are your plans for those leases?

Mr. O’REILLY. Senator, we relinquished the leases. I believe there
are a few of them still in the hands of another company not rep-
resented here today. But we relinquished them after we settled out
of court following our attempt to move forward with development.
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Senator NELSON. All of yours were bought back, then?

Mr. O’REILLY. Correct, Senator.

Senator NELSON. Which company is it that still has the leases
outstanding?

Mr. O’'REILLY. I believe it is Murphy, but that is something that
I would have to check.

Senator NELSON. And that is in an area about 20 miles off of
Florida?

Mr. O'REILLY. That is 20 to 25 miles from the Panhandle, correct,
Senator.

Chairman STEVENS. Senator, your time has expired. Sorry.

We now have Senators Allen and Burr, Snowe and Craig, and
those will be the last Senators to question the panel this morning.
We will not come back to this panel this afternoon. We will come
back to another panel of attorneys general and the FTC.

Chairman DOMENICI. On our side, Senator Allen, you are next.

STATEMENT OF HON. GEORGE ALLEN,
U.S. SENATOR FROM VIRGINIA

Senator ALLEN. Thank you, Mr. Chairman.

Thank you, gentlemen, for being here. Let me go real quickly
through some ideas where we can act presently to actually amelio-
rate and reduce the cost of gasoline, and a big picture view from
you on how we can become less reliant, less dependent on foreign
sources of energy.

Every spring around Memorial Day gas prices go up, regardless
of hurricanes. It is because of the change in formulations. We have
a proliferation of boutique, is what they are called, fuel specifica-
tions. Senator Burr from North Carolina and I have teamed up. I
am trying to bring some common sense and expand refinery capac-
ity, reduce prices at the pump. Rather than having 100 different
blends or boutique fuels, which impact our limited refinery capacity
which of course have a big impact on the pipelines that have to
clean out that other blend before they bring in the boutique fuel.
What we aim to do is get it harmonized and to say the three or
four cleanest burning fuels to be used in the nonattainment areas,
regions with poor air quality, and have that as a national standard.
Let those jurisdictions or regions choose.

Some of you mentioned this in your remarks, the large number
of fuel types that limit flexibility and product distribution, and par-
ticularly end up disrupting supply and increasing costs. In the
event that this measure passed that Senator Burr and I are intro-
ducing, right quickly if you could, could you estimate for us what
impact that would have in lowering the price per gallon at the
pump for American consumers if that were in effect next year? Go
through sequentially.

Mr. RayMOND. I think, Senator, it is really impossible to do that.
You would have to look at it area by area. But there is no doubt
that the system would be much more efficient and that would be
passed on to consumers.

Mr. O'REILLY. Senator, I agree with that comment. When the
EPA waived some of the restrictions temporarily in the aftermath
of the hurricanes, it enabled a much faster response because we
were able to move gasoline from, say, Alabama into the Atlanta
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market, which was very deficit and in trouble in the aftermath of
Katrina. So you could see right away that the artificial barriers
that exist and how much more efficiently the system could func-
tion. So I certainly support what you are trying to accomplish.

Senator ALLEN. Thank you.

Mr. MULVA. Senator, we support what you are trying to do. The
initiative going away from boutique fuels to more standardization,
it would not only be more efficient, but you will have fewer outages
in a given location by having standardization of fuels.

Senator ALLEN. Thank you.

Mr. PiLLARI. I do not think you can predict what the price would
be, but what you can predict is that we could move fuels around
much more efficiently and more flexibly, which means supply and
demand would move into equilibrium more quickly, which would
then have an impact on the market price.

Senator ALLEN. Lowering it, right?

Mr. PiLLARI. It will certainly move into equilibrium.

Mr. HOFMEISTER. We believe that energy is a national resource
rather than a State resource, so we would support simplification.
Simply, we have a lot of experience in Europe with this and I think
we could learn some lessons from looking across the ocean.

Senator ALLEN. Let me ask you all a question looking into the
future. Obviously we need more production here in the United
States for American consumers since it has a big impact on our
economy, on jobs, and this is a national security issue as well. Hav-
ing to worry about getting jerked around by some of these people
in the Middle East or Venezuela is not the way the United States
ought to be worrying about its national security.

There are innovations and some of you have touched on them,
whether that is solar photovoltaics, obviously we need to have more
nuclear, and clean coal. But as far as fuels, in the next 10 years
what can our government do to help or stop hindering the actual
use of, whether it is hydrogen, whether it is fuel cells, whether it
is clean coal or these renewables, these biofuels? What can we do
in 10 years to get our automobiles, rather than looking at just fos-
sil fuels, looking at these renewables and innovative approaches?
What can we do in your view to actually achieve this greater en-
ergy independence?

I am going to go the other way. Mr. Hofmeister?

Mr. HOFMEISTER. I really think this is the challenge for industry
rather than government.

Senator ALLEN. What can we do to help or stop harming?

Mr. HOFMEISTER. I think in the area of research grants, in the
area of enabling experimentation, in the area of enabling the auto
companies in particular to test a variety of alternate ways of doing
their business. I think in the case of hydrogen, though, we have to
be careful. I think we have to take that one step at a time. I do
not think we want to rush that because for the main purpose that
this is something that is going to simply—we have to learn as we
go. This is a whole new technology. We do not want to push that
too fast.

Mr. PiLLARI I think, as was just said by Mr. Hofmeister, this is
a role for us. I think a consistent fiscal policy so we know how we
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will be treated for the long term I think would be helpful. I think
reducing permitting issues

Chairman STEVENS. I am sorry, Senator; your time has expired,
and we have two extra Senators, two Senators who have come back
after I announced there would be no more Senators. So we have a
real problem here about time.

Senator ALLEN. Understood, Mr. Chairman.

Gentlemen, if you would please provide the answer to that ques-
tion in writing, I would appreciate it.

Thank you, Mr. Chairman.

Chairman STEVENS. Senator Burr, you are recognized for 5 min-
utes, and then we will decide what to do with the other Senators.

STATEMENT OF HON. RICHARD BURR,
U.S. SENATOR FROM NORTH CAROLINA

Senator BURR. I thank the chair. I do not think I will take 5 min-
utes and that may help the chair’s quandary as it relates to speak-
ers. I think every question has been asked.

Let me thank all of you for your openness and willingness to be
here. Is there anybody that disagrees that new refineries, defined
as either expansion of current facilities or new facilities, is in fact
needed? Anybody that disagrees that we need new capacity in re-
fineries?

[No response.]

hSenator BURR. Let the record show that nobody disagreed with
that.

Several of you have mentioned that the new ultra-low sulfur die-
sel regulations that will take effect soon, which set new specifica-
tions for on-road highway diesel fuels, that would allow new heavy-
duty trucks to reduce emissions by 90 percent, older trucks to run
cleaner, and light-duty diesel vehicles such as SUVs to get signifi-
cantly better fuel mileage, and for a greater range of diesel retrofit
technologies to be used, that this is problematic right now from a
standpoint of the date certain that is set.

Can I have each one of you comment on whether you can meet
that date certain? Let us start with Mr. Hofmeister.

Mr. HOFMEISTER. Technically, we can. I think our big concern is
in the distribution of the fuel and the fact that as it moves through
pipelines it could pick up other sulfur molecules.

Senator BURR. Mr. Pillari?

Mr. PILLARI. That is the real issue for us as well. We can make
it, but moving it is still problematic.

Mr. MULVA. Same issue for us.

Mr. O'REILLY. We can meet it at the refinery.

Mr. RAYMOND. Same comment, Senator. We can meet it at the
refinery. The National Petroleum Council made some comments on
that in the last year with some suggestions to the EPA as to how
that would be managed.

Senator BURR. Well, my hope is, and I would encourage all of
you, if we can solve the refinery issue, which you have said there
is not an issue, hopefully collectively we can solve the distribution
issue, which is moving it through a pipeline. I think it is important
that we remember that, just like you have suppliers, there are
manufacturers out there that have developed engines that are de-
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signed with the intent of running on low-sulfur diesel, and any-
thing that does not meet a time line that is in sync cheats one side
or the other.

Mr. Chairman, I thank you for your indulgence. I yield back the
balance.

Chairman STEVENS. Thank you very much.

Senator Snowe and Senator Craig, you are recognized for 5 min-
utes each.

STATEMENT OF HON. OLYMPIA J. SNOWE,
U.S. SENATOR FROM MAINE

Senator SNOWE. Thank you, Mr. Chairman.

I want to welcome all of you here today to answer some obviously
very significant questions, certainly for the State that I represent,
where 78 percent of Maine people depend upon home heating oil
for their fuel. And all the more concern, given the prospects of win-
ter. We have already experienced a 30 percent increase this year,
which is 20 percent higher than it was last year as well. So more
than a 50 percent increase and we have not yet had the onset of
winter.

Home heating oil, natural gas, these are not your run of the mill
commodities. These are basic necessities of life, and certainly that
is true in Maine, as it is elsewhere throughout the country. There
is a recent survey that indicated one in five people over the last
few years went a day without some basic necessity, whether it is
food or prescription drugs or forgoing paying their mortgage or rent
payments, in order to pay for their fuel.

So it does stretch credibility in many ways, in listening to your
responses here today, given the fact we are at record-breaking rev-
enues, record-breaking profits. And that is understandable. You are
in the profit-making business and you should be. But the question
is is that in the final analysis in making those record-breaking
profits, it mirrored a time where people experienced historical in-
creases in their fuel prices, whether it is home heating oil, natural
gas, or gasoline.

It is really hard to understand, and certainly most difficult to ex-
plain to my constituents, as to exactly what would suggest that
that was necessary during that period of time. I really would like
to have a more direct explanation as to what we say to our con-
stituents as to exactly why that would happen.

Can we start with you, Mr. Raymond?

Mr. RaymMmoND. Well, we can, Senator. I think the point still is
that we operate in worldwide commodity markets. The prices that
we charge reflect those markets. I think our primary focus, number
one on our list is always to make sure that there is adequacy of
supply. We are not interested in shortages. In order to maintain
that adequacy of supply, we have to participate in those worldwide
markets, and that is ultimately what gets reflected to the con-
sumer.

Senator SNOWE. Well, could you explain to me why— my office
was approached by a captain of a tanker who said that there was
a tanker that went to Chile a month after the hurricanes that was
full of gasoline, that left for New Jersey?



90

Mr. RAYMOND. I cannot explain that, but I can assure you it was
not one of ours, because other than the traditional exports that the
country has always had to support the Caribbean and part of Latin
America, we have not participated in exporting products from the
United States.

Senator SNOWE. Have any of you? Did any of you in recent time
during the hurricane and the aftermath?

[No response.]

Senator SNOWE. Is that true of all of you?

Mr. O’REILLY. Well, I am not sure what the question is, Senator.
We had a question earlier about imports and exports of products
and I think I made the point that for every one barrel—there are
three barrels imported for every barrel exported. We are linked to
Mexico, we are linked to Canada, and we are linked to the Carib-
bean. All of those markets kind of run as one, so there is traffic
back and forth.

Senator SNOWE. Well, we get much of our supply from Canada,
but we saw spikes, as everybody else did in America, for these
major increases during this time.

Mr. OREILLY. I think the hurricane—if I could get past—the
hurricane definitely caused a spike in prices, Senator. But I think
for heating oil there is a longer term concern, and that is that that
part of the barrel, the heating oil and diesel part of the barrel that
we call the distillate part of the barrel, is in high demand. Europe
is converting its automotive fleet systematically from gasoline to
diesel, which is putting more worldwide pressure on the supply of
diesel.

That is why expanding our refining capacity in this country is so
important, so that we can make more products such as diesel, and
hence the comments I made in both my opening remarks as well
as in my submitted written remarks about what government poli-
cies need to be in place to assure adequate supply to citizens of
Maine and other States.

Senator SNOWE. Well, I would hope the industry would consider
a supplemental fund for low income fuel assistance. I think that
that certainly would be an appropriate gesture under these cir-
cumstances, given the profits that you are making, given the fact
they are recordbreaking, certainly, even in the history of corporate
America.

Chairman STEVENS. Thank you very much.

Senator Craig is recognized for 5 minutes.

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

Senator CRAIG. Mr. Chairmen, thank you both for the hearing.

Gentlemen, I hope you feel your time before this committee was
productive. I think any objective person listening to the dialogue
today that has gone on between this joint committee and you would
come away a much better informed consumer than they did prior
to listening, and I trust that you believe that to be a beneficial ex-
perience.

There is a great deal we know about your industry. There is a
great deal the average citizen does not know. That gap of knowl-
edge will probably never be completed or totally understood, as to
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why you market the way you do, why you price the way you do,
world markets, fungibility, and all those kinds of things that we on
these committees look at on a regular basis.

Most of the questions have been asked. One specific to my State
of Idaho has not been asked. I have an attorney general out there
now scratching his head as to why Idaho gas prices are higher. I
always try to go out into Virginia to fuel up because they are al-
ways 20 cents cheaper than they are here on Capitol Hill. But
when Capitol Hill is cheaper than Idaho—and it is at this mo-
ment—I am frustrated.

Gas in Boise was $2.50 a gallon, $2.56 a gallon this weekend. It
slipped a few cents in the market. So it is awfully difficult region-
ally in this country to understand why there are anomalies of the
kind that we have, but we have them. So my attorney general is
looking at it at this moment and a bit frustrated. But so are my
consumers.

Two town meetings this weekend, and I can tell you of the 300
some total people who attended those town meetings with me what
the number one question was. It was about you and your profit-
ability. I must tell you, it is not terribly fun defending you, but I
do, and I attempt to explain the markets. But I cannot explain this
one.

Can you tell me why Idaho’s price is now higher than Wash-
ington, D.C.’s, by a factor of 15 cents on the gallon? I doubt it. Go
ahead, Mr. Raymond. You started to reach for the button.

Mr. O’REILLY. I was going to try, but go ahead.

Mr. RAYMOND. Well, I am going to let Dave answer, because my
first comment to you, Senator, is since we hardly market anything
in Idaho I do not have a dog in that fight.

Senator CRAIG. No, I know. I should have called Earl Holding
down in Salt Lake with Sinclair, but I know what his answer is.

Mr. O'REILLY. We do market in Idaho, Senator, as you know. I
think your question is a reasonable one and I can certainly under-
stand why consumers would be concerned. I just have a couple of
comments.

You made the point that, and I think I made it earlier, I think
you might have heard, that we do have regional markets in the
gasoline system. You have underlying crude prices that drive the
general level of price for products, but then the regional markets
have their own supply and demand characteristics. One of the
issues in the inter-mountain area is that there has been tremen-
dous economic growth and population growth in that area, and it
is supplied by relatively small refineries. You mentioned Holding,
for example, in Salt Lake. Well, there are other smaller refineries
in that area that are faced with some very challenging investment
propositions to meet the new fuel requirements. Some of these in-
vestments, I think the affordability of these investments for the
small refiners to continue to supply the markets in the inter-moun-
tain region is a big question.

So I think you are seeing a tightness in the market. I would as-
sume that those prices will moderate, as they have been in other
parts of the country.

Senator CRAIG. They are moderating, yes.
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Mr. O'REILLY. And that should help. But it is becoming more of
a challenge to supply product in the inter-mountain region, where
in past years it was a relatively easy market to supply.

Senator CRAIG. Well, gentlemen, thank you all. One last concern.
It has been expressed by others here on the panel in different
ways, and that is the cost, the price of diesel today. When you look
at rural States like Idaho that are tied to markets and economies
around the country by truck, substantial disadvantages begin to
occur. Diesel at the pump, certainly not wholesale or even large
volume buying, this weekend in Idaho was about $3.20 a gallon.
For my farmers, who are seeing horrendously large input costs
today because of what is going on in the diesel market along with
the natural gas for fertilizers, are very, very frustrated at this mo-
ment.

I must tell you that, while the gas prices in Idaho are moder-
ating, the diesel prices are just sitting there. To my knowledge they
have not moved at all in the last month, except up. They have lev-
eled off but they have not come down. I do not know that you can—
you have already talked to the issue. You have talked what is going
on in Europe. You have talked of trying to expand capacity in that
area. But great economic dislocations are occurring today as a re-
sult of that price.

Thank you all very much.

Chairman STEVENS. Thank you, Senator Craig.

Senator Talent.

STATEMENT OF HON. JAMES M. TALENT,
U.S. SENATOR FROM MISSOURI

Senator TALENT. Thank you, Mr. Chairman. I understand you
are in a hurry. I have two questions——

Chairman DOMENICI. Senator, we need to hear from you. You
were here early and you are entitled to be heard.

Senator TALENT. Thank you, Mr. Chairman. I will try and be as
brief as I can.

Mr. OReilly, I appreciated one part of your—well, a lot of your
testimony, but one part of it especially I want to just read to you.
It is on page 15: “Historical divisions are irrelevant in the energy
equation we now face. When a single hurricane can knock out near-
ly 10 percent of our Nation’s gasoline supplies, it is clear that a
new approach to dealing with energy issues is needed. This is no
time for a divisive business as usual energy debate.”

Then the next page you say: “We need to shift the framework of
the national energy dialogue to acknowledge that improving Amer-
ica’s access to oil and natural gas, investing in new energy sources,
such as hydrogen, fuel cells, and renewables are in fact complemen-
tary goals that can help create affordable, reliable energy supplies.”

So investing in renewables is a complementary goal with invest-
ing in other kinds of energy, that is what I hear you saying here?

Mr. O'REILLY. Yes, Senator. I think the point I was trying to
make in my testimony is I think we need to approach all forms of
energy supply and not necessarily one at the expense of another,
because I truly believe we are going to need it all.

Senator TALENT. Well, and I do too. I will say to you, sir, it
would have been good to have that kind of help a couple of months
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ago when we put the renewable fuel standard on the energy bill
in this committee, and your industry uniformly fought it to prevent
us setting a renewable fuel standard that would help us encourage
the production of ethanol and biodiesel. So I do not know whether
this is an eleventh hour conversion or maybe whether you were a
dissenting voice at the time. But it would be good if we could work
together in the future.

Are you in agreement with that?

Mr. O’REILLY. Absolutely.

Senator TALENT. Yes, I think so too.

One other thing I wanted to, area—because you answered the
question about diesel, which is a question my farmers have got as
well. Mr. Mulva, this is in your testimony. On page 4 you say:
“Until recently, accelerated levels of investment were not encour-
aged because growing global demand could be met largely from
spare oil production in Russia and in OPEC countries, and by tak-
ing advantage of spare global refining capacity and spare capacity
in oil field services and supplies. That situation has changed and
today the industry can offer the prospects of profitable growth as
it steps up its investment in huge complex energy projects around
the world.”

What you are describing it seems to me is the fact that you all
view, and I think this is understandable, you view this as a glob-
al—it is a global market, and investment opportunities are global
for you. That is a perspective I can understand. Now, Senator Allen
touched on the point that for us, while we understand that the eco-
nomics of this is global, we have particular interests in the United
States of America that we have to protect as well.

So in other words, my concern is that if we just let global eco-
nomics dictate investment and the creation of capacity, we may be
in a situation where in some kind of a perfect world where there
were no political differences between countries everybody would
have adequate supply at affordable prices, but with that we may
be in a situation where we have plenty of capacity around the
world, but we are cut off from it because other governments control
it and they do not want us to have it. Of course, we have seen that
with OPEC and other situations.

Now, what would you suggest from our perspective that we can
do to make certain that we have adequate capacity here and access
here? We have talked about renewables, which is one way because
that is produced here. But do you or any others have any sugges-
tions along those lines?

And that is then all I have, Mr. Chairman.

Mr. MULVA. Senator, I did not have the opportunity of respond-
ing to the Senator before, but really

Senator TALENT. Senator Allen raised the same point, which as
you have no doubt noticed, the fact that one Senator raises a point
will not keep other Senators from raising the same point. It is al-
most an encouragement.

[Laughter.]

Mr. MULVA. Senator, so I was prepared and I will give you the
three points that I think that could really help us with respect to
the upstream part of the business and the downstream refining
part. We need access, access so we can explore. We need stream-
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lined approvals in permitting and regulation. That is going to help
us upstream and downstream. The third is it helps us if we have
the flexibility of doing these things—in other words, I am saying
no mandates as to how this is going to be accomplished. That helps
us do what we do best, which is develop energy and supply for the
marketplace.

Senator TALENT. So you are asking to be allowed to explore in
areas where energy exists in the United States?

Mr. MULVA. Absolutely, and both upstream and downstream, in
the refining side and the infrastructure side, the pipeline, we need
streamlined permitting and regulation, not at the expense of the
environment in any way, but we just need to get the permitting
process and regulatory process streamlined.

When it comes down to renewables and whatever, we are all for
that, but we do not need mandates as to how to do that.

[The prepared statement of Senator Talent follows:]

PREPARED STATEMENT OF HON. JAMES M. TALENT, U.S. SENATOR FROM MISSOURI

This past summer we passed the first significant energy legislation in 13 years.
One of the key features of that legislation was the promotion of ethanol as a means
of increasing our domestic supply of energy by growing it and thereby decreasing
our dependence on foreign oil. As I recall, the companies you represent vigorously
opposed ethanol then and continue to discourage its production and distribution
now.
