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PROCEEDI NGS

MS. DeSANTI: Why don't we all get started.
Pl ease take a seat.

MR. MURI'S: Good norning. Welconme to our second
public conference on the factors that affect prices of
refined petroleum products. |I'mTimMiris, and |I'm
certainly glad that you are here. This is an inportant
topic and this conference could not be nore tinely.
Gasoline prices have again been in the news and al so the
subj ect of congressional hearings. As prices at the
pump rise and fall sharply with seem ngly increasing
regul arity, consuners question the causes of price
volatility. They also ask what drives the average |evel
of gasoline prices.

Last August, the FTC began to study these
products. O course the Conm ssion already has
| ong- st andi ng expertise and authority with respect to
the oil and refined petrol eum products industries. The
FTC has reviewed and required substantial divestitures
In several oil mergers over the last two years. Last
year, for exanple, the FTC conducted two investigations
into gasoline prices on the west coast and in a nunber
of m dwestern states. Starting |ast August, we have
br oadened our focus beyond | aw enforcenment to analyze in
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4
a nore conprehensive way the central factors that affect
the level and volatility of refined petrol eum product
prices.

The wealth of expertise during our |aw
enf orcenent investigations has infornmed that work, and
the informati on gathered and anal ysis that we are
currently undertaking will further help our enforcenent.
Today | want to briefly outline the projects that we are
undertaking. They fall into three categories:

Research, reports, and review and nonitoring.

I will discuss sonme of the questions we have
been asking and a few of the observations that we have
made thus far. We began our research by holding a
public conference | ast August 2nd. W heard from
busi nesses, consuner groups, trade associ ations,
econom sts, governnment agencies, and other experts.

They told us what they saw as inportant factors
warranting further study, and in many cases, al so gave
us the benefit of their own experience.

Today's conference provi des anot her opportunity
to | earn about the central issues. To give a few
exanpl es of issues to be discussed in the next day and a
hal f, one paper asked to what extent and how qui ckly
crude oil prices, both increases and decreases, are
passed through to whol esale rack prices. This is an
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| nportant topic, given that crude oil represents about
40 percent of the retail cost of gasoline.

Anot her paper exam nes the extent to which the
density of conpetitors surrounding the |ocal station
affects the elasticity of demand at i ndividual gas
stations. This is another inportant topic for those of
us tasked with understanding |ocal retail conpetition.

| ook forward to a lively discussion of these
and ot her papers during this conference. | want to
t hank each of you who have agreed to participate for
sharing your time and expertise with us.

Of course our research goes beyond these public
conferences. W receive public comments and we have
reviewed literature and other data. EIA data and
reports have been particularly hel pful as have many
ot her sources of information.

Let me note one recent news source: Last week,
the Majority Staff of the Permanent Subconm ttee on
I nvesti gations, Senate Conmttee on Governnent Affairs,
rel eased a report entitled Gas Prices: How Are They
Really Set? Senator Levin chaired two days of hearings
on this topic. | want to conplinment the Senator and the
majority staff on the conpletion of a very anbitious and
i mportant project. We whol eheartedly agree with Senat or
Levin about the inportance of this topic to U.S.
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consuners and to the U. S. econony.

The report has raised very inportant issues
about the refining and marketing industries. It has
pi npoi nted crucial facts that we, too, have identified
in our research, such as the high rate of refinery
utilization, the inportance of inventory |evels of
refined products and the enmergence of hypermarkets as a
conpetitive force in retail gasoline sales. This report
Is a significant effort and we will be studying it
closely as we proceed with our own work.

Let me share what we hope to produce fromthe
FTC s research: W have begun working toward two
reports, both to be issued later this year. The first
w Il review nmerger and acquisition activity by major
petrol eum conpani es and structural changes in the
I ndustry, including changes in concentration at various
| evel s, such as crude oil, refining and marketing. W
have been exam ning data from 1985 through 2000. This
report will basically update the FTC s previous oil
merger reports of 1982 and 1989.

The second report will review nore broadly the
factors that affect prices of refined petrol eum
products. We do not expect to find any one true factor
t hat determ nes gasoline prices - rather gasoline prices
result froma conplex interaction of factors. Research
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teaches that the price of crude oil is the nost

I mportant factor in determning the price of gasoline.
El A data consistently show that over tine, prices of
gasoline rise and fall with prices of crude oil.

VWi ch of the other relevant factors are of nost
significance? As witnesses at the congressional
hearings | ast week indicated, and as our research has
shown, there is roomfor disagreenent about this key
question. There are often two or nore sides to an
issue. In antitrust, we face that fact daily, as our
work requires us to consider not only possible
anticonpetitive effects, but also efficiencies that
transactions or practices may create, thereby |owering
costs to consumers.

For exampl e, although vertical integration in
certain contexts may cause anticonpetitive effects,
vertical integration also can creat significant cost
savi ngs that benefit consuners. [It's inportant for us
to consider both effects in evaluating conpetitive
ci rcumnst ances.

We are studying all sides of the issues
surrounding price volatility and price levels for
refined petrol eum products. W hope that our report
will contribute to a better understandi ng of which
factors are nost significant.
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Finally, to conplenent this work, we are
actively review ng and nonitoring gasoline prices. W
have purchased data fromthe Ol Price Information
Service on daily average retail prices for approxinmtely
300 cities and data on daily average whol esal e or rack
prices for 20 key urban areas covering regi ons across
the country. The retail prices are gathered fromfl eet
card transactions at 60,000 to 80,000 gasoline stations
representi ng about 40 percent of all gasoline stations
in the United States.

This review will help to identify anonmal ous
prices in specific cities or larger regional areas. FTC
econom sts have devel oped a statistical nodel that uses
hi storical gasoline prices to forecast the relationship
bet ween gasoline prices across urban areas. The basic
nmet hodol ogy | ooks for instances when actual prices in
sone particular city or region deviates significantly
fromtheir historical relationship with other parts of
the country.

This programwi ||l allow FTC staff to identify
and track gasoline price spikes on a realtinme basis and
to identify the nost likely contributing factors. Price
spi kes may be due to refinery or pipe line disruptions,
changes in demand, a changeover in the types of gasoline
bei ng manufactured, a change in conpetition, or sone
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conmbi nati on of these and other factors.

We are al so watching for other circunmstances
that m ght contribute to higher gasoline prices.
Through its advocacy program FTC staff conmmented on
proposed legislation in the Virginia | egislature that
woul d penalize some forms of price cutting likely to
benefit consuners.

FTC staff noted the potential for the proposed
| egi slation to harm consunmers by raising the price of
notor fuels. CQur staff also commented on EPA's recent
VWi te Paper on boutique fuels, suggesting a nore
devel oped anal ytical framework for assessing the
conpetitive effects associated with state and federal
envi ronnmental mandates on particul ar fuels.

As you can see, we've been quite active in this
area of gasoline prices over the |last year. Besides
enf orcenent actions, we've been conducting research in
preparation for reports and devel oping nore refined
means for nonitoring gasoline prices. W intend to
continue our high |level of activity. These issues are
extrenely inportant to U.S. consunmers and to the U. S.
econony, and they nerit significant attention.

To return to the reason why we are here today,
| et us begin today's discussion of these i ssues and
further enhance everyone's understandi ng of them
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Thank you very nuch.

(Appl ause.)

MS. DeSANTI: Thank you very nmuch, M. Chairman.
| think that those remarks franme sone of the issues that
we're going to be |looking at today. M nane is Susan
DeSanti, I'min the Ofice of General Counsel, |I'mhere
with Mchael Woblewski, also in the Ofice of General
Counsel, Ji m Mongoven is farthest to ny right on this
side of the table, fromthe Bureau of Conpetition, and
Lou Silvia, who makes sure that we all take accurate and
full account of everything, fromthe Bureau of
Econom cs.

We're very pleased to have four panelists this
norning to | ook primarily at issues involving crude oil.
As the chairman nentioned, crude oil accounts for about
40 percent of the price of the retail cost of gasoline.
And so we thought we better start here, in |ooking at

these factors. This is where we started | ast August as

wel | .

We will have two presentations and then we w |
nove into a panel discussion. | would |like to introduce
our participants first, and then we'll have the

present ati ons.
David Montgonery is sitting over to my right.
He is vice president of Charles River Associates and
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11
co-head of CRA' s energy and environnent practice. He's
been involved in energy policy making and anal ysis for
over 25 years. As an assistant director of the U S.
Congr essi onal Budget O fice, as an official at the
Depart nent of Energy, and the Energy |Information
Adm nistration. In these capacities, he has dealt with
i ssues that include oil supply vulnerability, price
instability, and the influence of regulatory progranms on
supply and price.

Over to ny left in the same position is Dr.
Janmes Giffin, who is the Cullen Professor of Econom cs
at Texas A&M University, and Director of the Bush
School's Programin the Econom cs of Public Policy.
Both his teaching and research interests center on
regul atory econonm cs, antitrust econom cs and natur al
resource, and his presentation today is focused on how
changes in crude oil prices are passed through to
regi onal gasoline whol esal e prices.

Now we swi ng once again over to this table, and
John Felmy is Chief Econom st and Director of the
American PetroleumlInstitute's Policy Analysis and
Statistics Departnent. He was with us |ast August, and
we very much appreciate having you back. His departnment
is responsible for all statistical publications and
econom ¢ analysis of API. We welconme him back today.
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Al right, and here from EI A, Joanne Shore was
going to join us, but due to an enmergency, she has not
been able to, but fortunately we have M chael Burdette
here to join us. He has served in a consulting capacity
for the U S. Energy Information Adm nistration since
1986, specializing in analysis of donestic petrol eum
product markets. He has recently worked on the topic of
retail gasoline price pass-through. And prior to his
work with EIA, M. Burdette worked in the marketing
departnment at a major U. S. oil conpany.

So, we're very fortunate to have all of you and
we thank you very much for your participation. And with
that, let's nove to our first presentation, and that
wi Il be by David Montgonery.

MR, MONTGOMERY: Thank you, | appreciate your
invitation, and it's a pleasure to be here.

As both of the previous speakers noted, one of
t he fundanental factors driving gasoline and heating oi

price volatility is crude oil price volatility. So, |

w |l open the conference with a di scussion of crude oil
Issues and | will try to lead into the discussion that |
expect Professor Giffin will be providing of

rel ati onshi ps between crude and product prices.
Let me begin with some of just the fundanentals
of crude oil. Crude oil has beconme a very typica
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commodity market. The process which appears to underlie
crude oil prices shows all of the characteristics of the
classic nean reverting process with a very slight trend.

Now, |'m going to show a picture, because |I'm
visually oriented, even though several of ny friends and
col | eagues suggested that | was going to need an
i nordi nate anmount of tinme to explain this, but in front
of the audience of the FTC, | think we should be able to
do this fairly efficiently.

This chart plots, first of all, spot prices from
crude oil from January 1st, 1989 to alnost literally the
present. We can see that the prices are clearly
volatile. W had price spikes in 1990, due actually to
the Iraqgi invasion of Kuwait. That price dropped
rapidly back to the m d-twenties once the U S
denmonstrated that Saddham Hussein had no capacity to
harm Saudi Arabia's oil fields. Prices then bounced
around froma high of $40 to | ows of about $15. They
clinbed again to about $25 a barrel in the md-nineties.
We had a trenendous col | apse of prices to about $12 to
$13 a barrel in '98 and '99. Since then, we've seen
prices clinmb back to another peak about a year and a
hal f ago, they dropped to another valley, actually at
the end of |ast year and the beginning of this year and
they've started to clinmb up again. So, the process is
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clearly a volatile one.

The colored |ines that you see here, the little
pennants flying off the starboard, are plots of the
futures prices. The plot starts at -- for the price --
the futures price for the next day closing, and then it
runs out 36 nonths. And we can see those futures prices
are confirmng the sanme thing that we see | ooking at the
averages of this volatile process, which is that
whenever prices are above the low twenties, the futures
mar ket s expect themto return back down to the | ow
twenties. \Whenever prices are below the [ ow twenties,
the futures prices expect themto cone back up to the
| ow twenti es.

And this is a classic pattern for a process
which is basically bouncing around a | ow twenties |evel.
But it's a very volatile process. The conbination of
short run inelasticity of demand for refined products,
of capacity restraints that sonetines appear in the
worl d market, and that frequently appear in the refining
sector, and the tine lags for basically getting around
capacity restraints and for shifting oil from one place
to anot her produce sone large swings in prices. But I
think the nost inportant thing we note fromhere is that
t hose price increases have been tenporary, go back to
these points, and nore so when there is excess capacity.
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This is particularly the case in 1990, when the
wor |l d had about as nuch excess capacity as it has today.
And i medi ately after fears of the Iraqgi invasion went
away, that excess capacity canme online, and dropped
prices back down to pretty nuch normal |evels.

So, we often have a cushion in world oil markets
that allows us to -- that makes it possible for
tenporary price spikes to go away.

Now, oil is an exhaustible resource. Many of us
started our career as studying oil as sonething that is
going to be depleted and whose price nmust therefore
i ncrease over tine. How can we see this very long and
steady process in which crude oil prices have pretty
much remained in the |ow twenties.

The literature is al nbst unani mous on this and
t here have been three devel opnents in technol ogy that
have kept costs of production down, despite exhaustion
and the need to go to nmuch nore difficult and expensive
territories. We have the devel opnment of 3-D seismc
expl oration technol ogy, the devel opnent of horizontal
drilling that makes drilling much cheaper and nekes it
possi ble to access resources with drilling fewer --
putting fewer holes in the ground and through a snaller
footprint on the ground, and advances in deep water
t echnol ogy, which has basically thus far kept costs
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falling -- unit costs have been falling at about the
same rate as the depletion that we would have expected
to push things up. The question for the future is which
of those factors is going to w n.

It has been hard for forecasters to becone
convinced that prices are not always going to rise.
This is analysis of forecasters that has been provided
by the Energy Information Adm nistration in nost of
their annual forecasts. You can see that with a couple
of exceptions back in the md-eighties, which were
forecasts | was responsible for producing, generally the
forecasts were going up, but since about 1994, the
forecasting is pretty nuch in line with the statistics
of prices in the low twenties with, if anything, a
gradual trend goi ng upwards.

Now, I'll look a little bit at the institutions
behind the crude oil pricing. The first basic part is
the role of OPEC. The Organization of Petrol eum
Exporting Countries had about a 40 percent market share
of global oil production in the beginning of 2001. The
production cuts which it undertook at the begi nning of
this year have dropped that market share to about 37
percent. OPEC has efficiently targeted a price band of
$22 to $28 per barrel, which OPEC would like to
mai nt ai n.
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One ot her comment about the current -- no, there
I's a huge anount of debate, which I will not go into at
all, about the effectiveness of OPEC as a cartel. One

observation I would have is that for the |ast 20 years,
Saudi Arabia's behavior has been very consistent with
its acting as a unilateral profit maxim zer based on its
mar ket share and the residual demand elasticity it

faces. And in particular | did some cal cul ati ons a week
ago.

It | ooks like currently Saudi Arabia's market
share, given the production cuts it took, is less than
10 percent of the market. The elasticity of demand for
crude oil based on demand el asticities for refined
products in the very short run is alnost certainly
greater than 0.1, therefore the residual demand
elasticity that Saudi Arabia faces is certainly around
one or greater, which inplies that Saudi Arabia has no
i ncentive to drive prices up further through production
cuts.

Now, OPEC actually engaged in production
restraint at the end of |last year. |t announced |ate
| ast year production cuts for January 1st, 2002 of 1.5
mllion barrels a day. Sonme non- OPEC countries, Norway
and | think it was Mexico, also cut production by about
460 -- well, officially by 462,500 barrels, so that's
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about two mllion barrels a day out of the world oi
mar ket that has caused prices to rise this year in crude
mar kets, after they hit bottomin |ate Novenmber. But
t hese production cuts also created significant excess
capacity, sonmething like 10 percent of the world oi
producti on capacity. Most of it unfortunately is still
in the Persian Gulf, but that capacity does provide a
significant cushion against further -- against future
di sruptions.

Al so, for the last 20 years, it's been very --
only for very rare and isol ated periods have we seen the
OPEC countries other than Saudi Arabia willing to
produce bel ow capacity. The tenptation to cheat is
sinply too great, and so for |ong periods of that tine
we see all the rest of the OPEC countries producing
pretty much all they can, whether or not it violates
t heir quot as.

Al l of these things suggest to ne that although
price volatility will remain, further price increases
fromwhere they are today are unlikely w thout sone
wor seni ng of the political situation.

Now, let me nove fromthere to crude oil prices
in the United States. This world oil market is what
determnes U.S. crude oil prices. There's a single
world crude oil market. Crude oil is fungible, you can
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buy and sell it, you can nove it anywhere you pl ease,
It's substitutable at refineries on pretty well defined
terms. Once it's on the ocean, you can nove it anywhere
t hat the ocean goes, at quite conparable costs. Cargos
are frequently redirected on the high seas to go to
wherever they're going to be returned the best price.

There are differences in crude oil prices that
are quite systematic. They've changed over tine, but
they're due to quality and the needs of refiners for
di fferent kinds of quality. And they are to sone extent
due to transportation costs and transportation capacity.
Especially when we | ook at nmarkets that are somewhat
nore renote from ocean transportation

Qutside OPEC, | think that there's w despread
agreenent that there certainly are rents in crude oi
production, some areas can produce oil nore cheaply than
others. Sonme areas have | ocati on advant ages, sonme areas
have quality advantages. So, there is a uniformprice.
There is nothing to resenmble a uniformcost to
production in different areas of the world. Overall,
out side OPEC, the market has every evidence of being
hi ghly conpetitive.

Now, another thing that we observed is that
crude oil prices nove together very strongly around the
world. 1"ve plotted here or actually ny coll eague, John

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



© 0 N o o b~ w NP

N NN N NN R R R R R R R R R
ag A W N P O © 00O N OO 0o O N P+ O

20
Hayes, in a presentation he did sonewhat earlier,
pl otted seven different types of crude oil. W see
novenents that are very, very highly correlated. The
one interesting trend that we see here that | thought I
woul d tal k about for a few mnutes is ANS crude, which
is Alaskan North Slope crude oil delivered in
California. |Its price started out relatively | ow
conpared to the other crudes, and since the -- well, |
woul d say since 1993, which is when I'mgoing to start
tal king about it, it's gradually crawl ed up to sonething
close to parity with the other groups.

Why does that happen? Well, although the world
crude oil market is in general tightly connected, and in
general indicator crudes nove together, changes in
supply in narrower markets don't always affect prices.

And therefore, and also in narrower markets, sonetines

crude prices will nove relative to other crudes. 1In the
west coast market, where Al askan ANS crude oil is now
entirely consuned, what we call inport arbitrage

conditions determ ne crude oil prices. They actually

create a price band. And the band is between the price

that a producer could receive by exporting the crude

oil, the netback of exporting the crude oil to the best

market it can get to, and the price of inports which is

the price that no one will pay anything -- no one wl|
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pay anything above the price of inports for oil that's
produced in Al aska or the west coast of the United
St at es.

Since the md-nineties, ANS crude has been up
agai nst one of these pricing constraints. |t has not
been the marginal source of crude oil for California,
and therefore hasn't affected California refined
products prices. This is an argunment which actually ny
col | eague, John Hayes, was planning on speaking here
until a fam |y emergency canme up, and so | wanted to
cover sone of the topics, but | also wanted to credit
hi m and his coll eague Carl Shapiro, our other coll eague
Carl Shapiro with this analysis.

Before 1993, PADD V was a net exporter, and the
price floor was the netback fromthe Gulf Coast, which
was the best price to export crude oil to, and the price
ceiling was in parity with inmports. Around 1993, PADD
V, Western United States, became a net inporter of crude
oil. At that point, ANS crude noved up the inport
parity, because the inport arbitrage condition becane
bi nding, that is the marginal source of crude oil was
| nports, there was not enough ANS crude to supply the
full market, therefore it was no |longer determ ning the
price.

Under these conditions, ny colleagues al so
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concl uded when they were working on the BP/ ARCO nerger
that they' Il conpete with a change in ANS supply woul d
have an inpact on the price of ANS crude or on refined
products pricing in California, and that particularly
ARCO s production at the time of the nerger did not
exerci se any discipline on the BP prices.

So, we can find sone interesting issues that
need to be analyzed in particular crude oil markets, in
order to determ ne what's the marginal price or what's
t he margi nal source of supply that's deterni ning prices,
and what is it that actually is influencing refined
product prices.

So, let me show another chart. | tend to prefer
visual correlations to others, and this chart is one
which is actually taken froma very interesting EIA
report, which I think one of our panelists may have been
associated with, on price changes in gasoline nmarkets.

It shows that crude oil prices and spot gasoline prices
clearly nove together, that we see periods when crude
price go up and gasoline prices don't, we see tinmes when
gasoline prices go up and crude prices don't, but that
overall, we don't see, at least | don't see, any general
pattern of divergence between crude and refined product
prices.

However, there are circunstances in which crude
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and refined product prices do becone di sconnected,
because al t hough crude prices are clearly a fundanental
I nfl uence on gasoline price volatility, gasoline and
ot her refined product markets have other factors that
appear. Because you take crude oil, and you process it,
in a refinery, that has a certain capacity, in a region
that has a certain capacity in a country that has a
certain capacity and then you sell those products.

So, there are other things that are going to
jump up and confuse both our econonetric analysis, and
sonetimes policy makers, about why gasoline prices are
changi ng and why what's called the gross margin, the
difference between at which price gasoline is sold to a
refiner and crude oil is sold to a refiner m ght go up.
That gross margin includes costs and it includes
scarcity rents.

There have been a significant nunber of changes
i n processing costs both in the past and we coul d expect
to see in the future. Sone of the really inmportant ones
t hat have occurred in the |ast few years are the cost of
produci ng refornul ated gasoline, both California
ref ormul ated gasoline and the new federally refornul at ed
gasol ine, which was required a few years ago. Second,
Unocal has successfully asserted patents on nost ways of
bl endi ng refornul ated gasoline for which its claimnmng
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royal ties that have been reported fromone to three and
a half cents a gallon. That may be a transfer in
econom st's ternms, but it's clearly a marginal cost to a
refiner for actually producing RFG and renewabl e fuels
mandat es or bans on MIBE will also raise refiners'
costs. They will increase gross margins, drive and
create again differences between product price
| mprovenents when they conme into effect.

There are also scarcity rents. There have
clearly been scarcity rents in refining and marketing a
number of tines in the past five to ten years. Wat |
mean by scarcity rent is sonething which | kind of
illustrate in the next chart, for econom sts, which is
that to a first very crude approxi mati on, we can think
that the supply curve for refined products, the bl ack
line, is basically flat. Average cost equals margina
cost, up and to until you get close to, say, 95 percent
of capacity for the refinery. Then costs begin to rise
rapidly until you hit a wall, which is the capacity of
the refinery. This is true for a geographic market as
well as for an individual refiner.

What happens is, when prices are down -- when
capacity is down in the range where the spike curve is
flat, where average costs, where costs really -- unit
costs don't change over a pretty wi de range of output,
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then increases in crude prices shift the supply curve
upward, 100 percent of the crude oil price increase is
refl ected by product prices.

But we can also get to other situations where
what | call the high demand market equilibrium where we
have a demand curve that is up at a | evel that cannot be
reached by the refinery at the, you know -- well, where
if the price were at average cost, there would be excess
demand.

In this case, we see scarcity rents. The price
is bid up to a level which is high enough to reduce
demand to the avail able capacity. This is a normal -- a
normal outcome in markets. Generally the refinery
i ndustry has been very rapid in creating nore excess
capacity so that they conpete away all their profits,
relatively quickly, but we see this happen occasionally.
And the reason we see it happen is because of events
|l i ke supply shocks, which nove the capacity down.

The Comm ssion has investigated several of these
in the mdwest, |'ve done some work on -- and ElI A has
had several investigations of these. Spike shocks are
due to refinery outages, ruptured pipelines, or
occasionally due to product inport interruptions. W
like to think that sonme of the reasons gasoline prices
i ncrease were due to interruptions of product inports

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



© 0 N o o b~ w NP

N NN N NN R R R R R R R R R
ag A W N P O © 00O N OO 0o O N P+ O

26
during the problems in the Venezuelan refining industry.

Demand shocks have al so played a strong role.
Col d weat her contributes to both the demands for heating
oil and combined with unusual electricity demands was
probably responsible for a |arge part of the run-up of
the heating oil prices in New England a couple of years
ago. It was not the capacity to get the gasoline to New
Engl and.

Sonme precautionary demand, which again we nmay be
seeing this year or we did up to a few weeks ago, as
traders were worried about, you know, events in the
M ddl e East and events in Venezuela. W saw refined
product stocks get up to the very high end of the normal
range. So, we may have seen sone precautionary demand
that was putting pressure on the system

And finally | ooking forward a little bit, an
MIBE ban woul d be a significant demand shock. MIBE is a
conponent of gasoline. In reformul ated gasoline, MIBE
presents about 11 percent of the volunme. |It's produced
fromnatural gas, not fromcrude oil, so its production
actually diverts -- the use of MIBE actual ly suppl enents
crude oil supplies and there are proposals in a nunber
of states to ban MIBE at some point in the next several
years because of its concerns about its effect on water.

I f that happened, even if the MIBE was repl aced
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by ethanol, we would see a | oss of about five to five
and a half percent in our capacity to produce gasoline,
whi ch woul d be a significant supply shock in many parts
of the country, and likely to disconnect gasoline prices
fromcrude prices there.

Finally, the issue of boutique fuels, as the FTC
staff has noted, regional fuel specifications can cause
regi onal price spikes for refined products even in a
mar ket where there's plenty of product avail abl e near by,
but it can't be brought in because it doesn't neet the
narrow specifications of the particular market,
particularly a problemfor ethanol in the mdwest -- in
the M| waukee and Chi cago area.

Let me finish, then, with the current situation.
Si nce January, crude oil prices in the U S. -- in Texas
rose by about 21 cents a gallon, gasoline prices have
ri sen by about 30 cents a gallon, |eaving about nine
cents unexpl ai ned by crude oil. There are a nunber of
reasons for this. Chairman Muris nmentioned sone of them
at the very start. Refornulated gasoline costs nore to
produce than nonrefornmul ated gasoline. During the
summer, we are in the transition process to summer RFG

There may have been sone precautionary buil ding
of stocks, which tightened markets. There is a nornal
swing in prices, to where a rise in gasoline prices
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i nduces refiners to maxi m ze gasoline yields. Perhaps
even nore inportant in the first quarter this year,
refiners were in deep trouble. The refinery industry
experienced | ong periods of depressed profitability in
the eighties and the nineties. It got sone tenporary
relief in 2000 and 2001, but that was followed by really
an abnormally |low price in the margins in |ate 2001 and
early 2002.

So, about a ninety cent increase in refinery
margins in many ways is noving towards -- is noving net
margins toward a nore normal |evel that same tinme it's
probably sone significant increases in cost and is
certainly associated with tightening of the markets.

A final coment, there's nothing unusual that |
can see in any of these devel opnents. They're all the
nor mal consequences of the operation of supply and
demand in a fundamentally commodity-based i ndustry with
i nel astic demand, tight capacity constraints at tines,
and a lot of uncertain events that can create both
demand and supply shocks.

Thank you.

(Appl ause.)

MS. DeSANTI: Thank you, David. Now we'll npve
to our next presentation by Dr. JimGiffin.

MR. GRIFFIN. Thank you, it's a pleasure to be
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here.

Today | want to talk -- I"mafraid | may bore
you with a | ot of academ c things that academ cs worry
about, and a | ot of you policy folks could care |ess,
but the two subjects do interact.

' m presenting a paper that |I've done with a
graduate student of mne who is just finishing this
year, Lance Bachneier, and the question is Rockets and
Feat hers or Efficient Markets? Evidence From Gasoline
Mar ket s.

Now, |I'm particularly concerned about the issue
of the relationship between shocks in crude prices and
how t hey affect gasoline prices. And the rockets and
feathers paradigmwas first set forth by Robert Bacon in
a paper in 1991 |ooking at UK data on how gasoli ne
prices in the UK responded to crude price shocks. And
the way the story goes is that when crude oil prices
spi ked upward, gasoline prices shoot up |ike a rocket.
And then when crude oil prices tank, gasoline prices
drift downward |ike a feather in the w nd.

And if any of you have ever been out to west
Texas, where George W is from where the wi nd bl ows
really strong, that feather may never reach the ground.
So, and so this imediately has raised the question,
well what are the policy inplications, if this rockets
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and feathers paradigmis really true, about gasoline
prices as the explanation oligopolist behavior? Of
course that seenms to be the fashion in Washi ngton these
days.

I f you | ook, though, at sone of the econom cs
literature, there's an inventory adjustnent story that
woul d argue that this can happen under nor nmal
conpetitive market conditions. But the other thing that
| would like to say is that if this paradigmis false
and gasoline price responses are rapid and symetric,
underline rapid and symmetric, this is support for a
very efficient market story.

And so, the question is, if we're going to | ook
at asymmetry, we need to think about the various |evels
at which asymmetry can manifest itself. And if you
t hi nk about a crude price shock, then affecting spot
gasoline markets, |like in Houston or New York or mmjor
whol esal e markets, and then they're translated to
i ndividual city termnals, and then that shock could go
t hrough to the deal er tank wagon, and all the way to the
retail punp. And the question is, well, asymetries can
potentially mani fest thenselves at all of these |evels.

What |'mgoing to talk with you about today is
this linkage here between the refiner and the spot
gasoline market. And in large part that's dictated by
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the fact that the data are so nuch better in analyzing
that particular |evel.

There's been a variety of studies that have
| ooked at asymmetries. And it's sort of disappointing
for a policy type to look at all this and say, gosh,
it's just a matter of you pick your -- you pick your
report and you can get any answer you want. It's sort
of a sad state of affairs.

The best paper of the lot is by Borenstein,
Canmeron and G | bert that appeared in QJE '97. They used
weekly U. S. data, they -- the nodel they used was based
on first differencing the data. |1'mgoing to argue to
you that that's very inportant. They found that there
was asymetry particularly at two levels. They found
that there was significant asymmetry in this |inkage
here. Then given that asymetry, the transm ssion from
this market to this market showed symmetric responses,
and then the other asymetry they noted was down at this
| evel, at the retail level. And they -- their paper is,
I think, a very excellent paper, probably I would urge
you if you're interest at all in the issue, you should
read their QIE paper.

Anot her paper was by Robert Bacon, | nentioned,
he was the first one to |look at this data. He used a --
an econonetric specification using price |levels, and
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there's a fundanental problemw th using price |evels,
when the -- when you're trying to test for asymetries
where prices are changing, and apparently this is kind
of slipped himby, but it really doesn't -- there's sonme
real nethodol ogi cal problenms with doing that.

And I'lIl note that the Borenstein, Caneron and
Gl bert used first differences, which is the correct way
to approach the problem But Bacon found that there was
slight evidence of rockets and feathers.

Anot her paper by Bal ke, Brown and Yucel, Federal
Reserve Board out of Dallas, close to nmy honme in College
Station, they said well, you can kind of pick -- you can
pi ck whatever data source you want and get whatever
results you want. And they used |evels data and cl ai ned
the market was symetric, and then they used first
di fference and they found asymetry. Well, if that's
true, and levels is not the way to go, then their
results using first differences agrees with Borenstein,
Cameron and G | bert.

Finally the EIA did a study, they used first
di fference data, and at the level -- now, |et ne say
this: They found symmetry in |ooking at this -- at this
| evel, at the transm ssion between the crude price shock
and the regional spot, they found asymmetries there at
the | ast stage, at the gasoline punp.
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Well, you say, well, how am | going to advance
the state of knowl edge? 1Is this just going to be the
fifth paper we |list and you say, well, Giffin cane up
with yet another result, and unfortunately, we tend to
just do our econonetrics and we never ask, well, why are
our results different than theirs, and we usually start
it like to say well, it's just due to the data, we used
alittle different data set, because Borenstein, Caneron
and G | bert used weekly data from oh, | think it was

"85 to '92, our data set was used daily data from 1985

t hrough 1999 -- '98, |I'm sorry.

The basic -- what we've done is we use what's
called an error correction nodel. And the idea is this:
That if we observe a change in -- we want to |ook at the

observed change in gasoline prices. As a response to an
initial shock in tine period T, what is the shock
that -- and this is the initial inmpact, if, for exanple,
price of crude rises by a dollar, beta here, if beta was
0.8, that would say that gasoline prices would rise
initially by 80 cents. And then you have this paraneter
here that basically neasures an adjustnent process, and
that's where the name error correction nodel.

The idea is that there exists a |ong
rel ati onshi p between gasoline and crude prices. And of
course we're holding constant issues |like capacity
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utilization, inventory levels and so forth. But the
I dea i s that when gasoline prices get up above --
significantly above crude prices, that's going to set in
notion -- this data is a negative term that it wll
tend to reduce gasoline prices back down to the desired
| evel .

The asymetric version of this nmodel is very
sinple, you sinply have different beta and a different
theta for periods where prices are increasing, and then
when they're decreasing. And the issue obviously is are
these statistically different.

Now, let me grab a little water. Excuse ne.
Okay.

Wel |, what happens when you adopt this error
correction nodel, and we |ook at first of all we
estimated this thing allowing for different betas and
different thetas to see what the difference in the
response was. We're using daily data, and that's very
I mportant, because ours is the first study that's used
dai l y dat a.

And what we found was very surprising. At |east
conpared to these other studies. That the black |ine
here shows the inpact of a dollar crude price shock, an
i ncrease of a dollar. And this is saying that about 77
cents occurs in the very sanme day that you observe the
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crude -- that crude prices shoot upward, you're going to
get a 77 cent adjustnent in gasoline prices in that sane
day.

And then the theta termthen sets in notion an
adj ustment -- a subsequent adjustnment, and you can see
that it adjusts upward here and is on the order of about
90 cents out there. At the far end. These |lines here
are the two -- the two standard devi ations, confidence
intervals. Don't worry about them for now.

Now, that -- until the black line is a crude
price increase, now let's ook at a crude price
decrease. And let's play like this is mnus 80 cents,

m nus 60 cents, mnus a dollar, and let's |et crude
prices go down by a dollar, and what do we get? W're
going to get actually a slightly higher, not
statistically different, but about an 80 cent reduction
in that very same day, and then the adjustnment process
is alittle slower, but ultimtely the two wll
converge, okay?

So, but the difference, the differences here, |
mean we' re tal king about, you know, a nickel on a one
dol l ar crude price shock. So, these are very, very
smal | differences. And certainly when you map the two
standard devi ation confidence intervals, they're not
statistically different.
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Well, there was a bothersone result. And the
question is, well, that it's just conpletely alien to

what Borenstein, Caneron and G | bert got, and so the

question is, well, why? And so the first thing we
wanted to do was, well, let's get their data, which was
weekly data, and let's estimate -- let's try to

replicate using their data, let's use their nodel the
way they estimated it, and let's use -- and let's -- and
when you do that, sure enough, this is the Borenstein
and Caneron result, and it's very simlar to what --
this is estimated by OLS, theirs was two stage | ead
squares, but this was the same result that they got in
their QJE paper.

So, there's your price spike up, and in fact, it
actually shoots up by nore than a dollar. It shoots up
to about a $1.30, and then gradually works its way down.
On the other hand, here is the negative shock, you know,
there's your -- there's certainly your feather.

And so | ooking at this why difference, you can
see how they got the result of the symetry. And so,
you know, having replicated what they found, the
question is, well, is this -- they did sonething a
little different, though. And this -- probably no one
in this audience will appreciate this, but when you're
estimating, and only time series aficionados, this is
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i nportant to them but, you know, if Engle and G anger
were here, they would tell us that if you want to
estimate this nodel here, you should -- you should first
go and estimate this relationship separately, deterni ne
what is the long-run co-integrating relationship between
crude oil and gasoline.

And the reason is these are integrated to order
one, and these variables here are integrated to order
zero. And when you m x and nesh them you get all kinds
of statistical problems. And the correct econonetric
nmethod is to first estimate this relationship and then

if you want to go out and test for these differences,

do so.

They didn't do that in their QIE paper, and the
referee didn't catch it. Okay? | still like their
paper, incidentally. | mean, it's great. They wote

this paper in '97, and here | amin 2002 saying that |
can do better. Well, you ought to be able -- any paper
that's been witten, you ought to be able to do better
five years later.

But if you -- if you inpose in the first stage
estimating this long-run relationship correctly, what
you get is here's the spike up, here's the spi ke down,
and | ook how we've conpressed the differences. And they
basically go away. Very quickly.
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So, a mpjor problemw th their analysis is the
way they estimated the relationship. Another thing that
ought to tell you there's sonething funny about their
results, look at -- ook at the long-run effect here.

Do we really believe that if crude prices rise or fall
by a dollar, that gasoline prices in the long run are
only going to change by 60 cents? | don't think so.

You know, where's the other 40 cents going to conme from
unl ess those other product prices are going to rise nore
t han proportionally and gasoline is good for half of

t hat barrel

So, and on the other hand, | ook what you get
fromthis relationship, and it's right on the dollar.
Okay? Which is what theory would tell us.

So, probl em nunmber one from what they've done is
you've got to estimate the thing correctly. And now
this is using weekly data. The other thing we did is
that we used daily data. And the question is, well,
what effect does using daily data have? And so what we

did, using again the same tinme period, but now using the

daily data over that period, we estimated -- | decided
I'll standardize on their -- the way they estimated
their nmodel, so I'mgoing to -- even though it's not --
Engl e and Granger would say no, but I'mgoing to use

t heir approach, and of course you can see, they're both
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converging down to 60 cents, okay, which is -- which
doesn't nmake any sense, but | ook what happens when you
go to daily data.

Here's your daily data differences, which are a
|l ot smaller than if you just -- if you just took weekly
data, took observations at five-day trading intervals,
now what's the intuition, why is it that -- that you've
got these -- these kind of responses here at five-day
Intervals? Basically when you're drawi ng data over a
five-day interval, you don't know when crude prices
spi ke upward whet her they adjust conpletely in day one,
you know, or whether they adjust evenly over five days,
or whether they wait until just the eve of the fifth
day, and then they adjust all at one tine.

And so this illustrates, | think, pretty
convincingly that -- that daily data is just a whole |ot
richer, and of course if you use daily data and then you
use the correct specification, these differences just
shrink to very little, and it's not really statistically
| mport ant .

So, what are the conclusions that | would | eave
you with, in terns of policy inplications? First of
all, I think this is the inportant picture to renenber,
and this is saying that for a dollar increase or a
dol | ar decrease, you're going to get about 80 cents in
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that very sane day. And the subsequent adjustnment on up
to that -- it's going to get very close very quickly to
that -- that |ong-run adjustnent, okay?

And this tells nme that, you know, what's the big
deal ? This market is behaving exactly the way we woul d
expect a conpetitive market would exist. W know
that -- that if this very active spot market for
gasoline, don't you think that if crude prices spiked
upward and gasoline prices didn't adjust, don't you
think that we could all nmake a little noney?

Arbitraging these differences away. And in fact, you
know, that's the -- that's exactly what we're seeing
her e.

So, if we're worried about -- if we're worried
about asymmetries, let's -- | don't think we need to
worry about them between crude oil and the -- these
whol esal e book spot sales. There may be sone
asymetries that show up at the retail level. And I --
| don't know whether to believe Borenstein, Cameron and
G lbert's results or not, after what |I've been through
her e.

You know, ny whole frame of reference is
gasoline prices in College Station and Waco, Texas where
| go through on ny way to the ranch and | al ways kind of
see which market adjusts faster than the other. Waco
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for sonme reason adjusts faster than Bryan/ Coll ege
Station. | don't know that in -- and | don't know the
explanation for that. | don't know that that's a
critical public policy issue anyway, but, you know,
there may well be -- at different markets, there may be
certain rigidities, there may be certain -- the
conpetitive nature of the market can vary somewhat from
one area to the next.

But | do think that this issue -- | think this
i ssue of asymmetry is probably not nearly as inportant
as the kinds of issues that you' re going to be comng to
grips with later in that these boutique fuels, and
di fferent gasoline standards, quality standards, where
they're different all over the country, that can really
I ntroduce sone rigidities in the system because you --
you' ve got a conplex system where these refineries have
been built, they've been optim zed to produce the
certain types of gasoline.

They have associated with that m x a whol e set
of processing units that have all been in place, capital
I nvest ments made, environnmental standards met, and now,
you know, you cone along and you -- and every little
change by itself probably, you know, by itself, really,
okay, this refinery can nake that adjustnent, and
provi de that type of gasoline for New York City, or
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what ever. But when you keep -- keep adding different
| ayers of these constraints one on top of the other,
then little things |ike one particular refinery going
down that happened to produce one of these boutique -- a
| arge fraction of a particular boutique fuel, that can
really create big price spikes.

And this -- | don't know the answer to it, |
just think that the American consuner needs to know that
If we're going to keep adding nore and nore of these
bouti que fuels, they should expect price spikes and
ot her types of disruptions, and they're going to occur.

And | did a study, doctoral dissertation many
years ago, | would hate to tell you how many, but one of
the things | | ooked at was how to neasure capacity in a
petroleumrefinery. And what | found was that -- that
as you approach 100 percent of distillation capacity, in
fact, even before you get there, you start maxing out on
i ndi vi dual processes within the refinery. And in fact,
the margi nal cost curve starts to rise, and | think it's
even when you went above 90 percent of distillation
capacity, it started to rise, and as you approach 100
percent, it just becones vertical.

And so, we need to keep that in m nd, because
we're operating in a world where capacity utilization is
very high, and then we've got these fuel specs that are
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addi ng additional conplexity.

Ckay.

(Appl ause.)

MS. DeSANTI: Thank you both for very
i nteresting presentations. | would like to start by
seei ng whet her our other panelists have sone comments
that they want to make or questions to ask, and | also
want to put out on the table for discussion -- a
guestion about the relationship between the devel opnent
of futures markets, since the 1980s. And the extent of
i nvent ory hol di ngs and whet her the devel opnment of the
futures market has affected inventory hol di ngs and t hen
any connections between that and retail prices. So, but
first if there are other coments or questions that you
want to raise in response to the presentations, please
go ahead.

MR. BURDETTE: | just have a brief question for
Dr. Giffin, inthat | did participate in the EI A study
that you referred to, and | am not an econonetrician, so
don't worry, | amnot going to take issue with any of
that. But a curious question, not having read all the
details of your study, when you conpared crude -- spot
crude to spot gasoline prices, how broadly did you
define the spot gasoline prices? Did you limt yourself
to, say, the @ulf Coast?
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MR. GRIFFIN. We in this particular study, yeah,
we did, we used the Gulf Coast, but we | ooked at -- we
| ooked at a couple of other markets and saw that the
results were going to be very simlar.

MR. BURDETTE: Because | know that in our work,
one of the interesting aspects of it and one of the nore
difficult aspects was the differential nmovement of spot
gasoline prices at a given tinme, particularly, say, the
west coast versus the rest of the country where world
crude oil prices were certainly noving together, if we
assunme that they are -- as well correlated as both
speakers showed that they are, and yet different
suppl y/ demand i ssues going on, say in a west coast
mar ket versus the rest, it's difficult to filter out
that noise fromthe type of analysis that you're doing,
isn't it?

MR. GRIFFIN. Well, the west coast is
geographically isolated fromthe other -- fromthe rest
of the country. And refinery -- if you have a refinery

shut down or sonme such on the west coast, it's not going

to have any inpact at all in the other districts east of
t he Rockies, but it can -- it can have a big effect
there. And, you know, | would say that the estinates of

t hose long-run co-integrating relationships would be
different probably for California than they would --
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than they would be for the east of the Rockies, but | --

I"mtotally convinced that -- that this kind of analysis
could equally be applied on the west coast. | haven't
| ooked at it, | don't know whether it's symetric or

asymetric, but it would be easy to deterni ne.

MR. BURDETTE: That's the next paper, right?

MR. GRIFFIN. No, no, this is it. 1've got to
nove on to other things.

MR. BURDETTE: Thank you.

MS. DeSANTI: John?

MR. FELMY: Yeah, | would like to start by
t hanki ng the FTC for holding this conference. | think
it's very inportant to get this information out to the
public, to discuss what really does drive gasoline
mar kets, and we especially appreciate being invited to
present our views this week, because |ast week
unfortunately we weren't able to.

| think these two papers by Dr. Giffin and Dr.
Mont gonery really articulate sonmething that we' ve been
saying for a long tinme, and that's gasoline prices are
determ ned fundanmentally by crude oil prices as the nost
| nportant conponent and that it's a function of the
normal |y functioning market, as disturbed by a nunber of
regul atory changes that Dr. Montgonery pointed to in
terms of the investnents we've had to nake on both
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I nvesting in upgrading refineries for em ssions, and
al so for producing new fuels.

| have a chart back there that unfortunately I
don't think I can get the easel to work, but it shows
all the different types of boutique fuels we face.
Basically there's 18 that are required, either directly
as a result of the Clean Air Act or as state
I mpl enent ati ons, and then one generic product,
conventional gasoline. And this really brings it hone
to everyone who doesn't know that these exist.

VWhat a difficult problemit creates for the
petrol eum i ndustry, where you have situations where
Maryl and has three types of gasoline, it's a relatively
smal | state. Texas has, what, four | guess, and so on.

These presentations al so show that the symetry
Is in the market, that you have -- that you don't have
t he rocket and feather assertions that you typically see
that, and if you look at daily price data for gasoline,
just as going to the retail |evel, you see that over the
past -- the past year, and | can provide this graph to
anyone, the price increases and price decreases were
perfectly symmetric. You can fit a parabola next to
themand it's a perfect fit in terms of the increases
and the decreases.

But it's also inportant that we've seen this
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year price increases in gasoline, that as David
menti oned, were substantial. Crude oil prices went up
by over 50 percent, over 55 percent, gasoline prices are
up over 25 percent, and that's not surprising. W've
al so had strong demand this year for petroleum it's
running according to EIA estimates | guess year to date
so far around two percent, and so when you' ve got strong
demand, we've got also record | evels of production for
gasoline this year. It shouldn't be a surprise to see
what's happening. Prices ran up to in the $1.42 range
by the m ddle of April and basically flat four nonths as
crude oil prices have been flat over that period.

So, | want to conplinment the presenters for
putting forth an articul ate position on what has
happened in markets so far.

MS. DeSANTI: Okay, thank you. Let ne go back
to one of the questions that | would |like to get to,
which is the role of the futures market. We would
typically think about futures markets as providing sone
kind of insurance against price volatility. But as your
data seens to indicate, crude oil price volatility
continues. So, |'m wondering, do you have views on the
role of the futures markets and its relationship to spot
mar ket prices?

Davi d?
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MR. MONTGOMERY: Yes. | think -- | don't think
there is a direct connection between futures markets and
the volatility that we see in oil markets. That is kind
of two statenments. One, | don't think that the -- it
does not appear that the introduction of futures markets
has changed the kind of large |low frequency volatility
that we've seen in futures markets, and | woul dn't
expect it to, because | see futures markets as sonething
t hat have certainly contributed to the efficiency of oi
mar kets. They have provided opportunities for hedgi ng
t hat were probably much nore costly and difficult to
arrange, therefore probably to sonme extent, made it
possible to reduce some of the risk that traders see in
the market, but futures markets do not create or destroy
oil. Therefore, they are not going to be able to change
t he fundanentals of when there's a war in the Persian
Gulf, there's less crude oil in the market and the price
is going to go up

Also, | think the |linkage between futures
mar kets and i nventory behavior is really inportant.
That's one of the things that futures markets all ows
themto do is to lock in the arbitrage gain on
inventories. | buy if | see the futures pricing going
up and | buy additional oil for inventory and | know
that 1've locked in a price for it. Therefore to sone
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extent you m ght say that oil -- that futures markets --
you know, futures markets probably have many parti al
effects.

One partial effect | think is to encourage nore
i nventory building when there's an expectation that
prices m ght go up. Therefore they would tend to
noderate price increases, because if the market sees
that inventories are being built in the expectation that
futures prices are going up, well, then, rising --
rapidly rising futures prices will not be in
equi l i brium because there is enough stockpiling going
on in the current market to offset themin the future.

The third factor that | think certainly matters
I s whether the expectation of future problenms, that is,
for exanple, this year, the concerns that the war in the
M ddl e East is going to becone worse, that Iraqgq's kind
of , you know, public relations gesture actually neant
sonet hi ng about cutting production by a mllion barrels,
that the Saudis m ght restrain production further, al
that led to worries about the markets, that this al
m ght fall apart. Those were future events, if the
futures market goes up, that's going to have a
consequence for current behavior.

It's not clear to me that the futures market is
doi ng anything nmore than providing a better way of
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centralizing the market's guesses about what's
happeni ng, and then we see people, you know, responding
to those in incentives with changes in inventory
behavi or, which can have a real effect on the current
pricing.

But all along |I thought that the real and the --
there's a real market and there's a financial market,
the two of themare tightly connected to each other, the
financial market is not going to be able to do anything
in the long run, or even the noderately short run,
that's different fromwhat the underlying fundanentals
-- physical fundanmentals dictate, but it provides for
much nore efficient ways of risk bearing and price
recovery than we've seen ot herw se.

MS. DeSANTI: Ot her observations? M chael?

MR. GRIFFIN. Well, | basically agree with
David's analysis. | think the one thing that | woul d
add is that, you know, prior to the existence of these
futures markets, conpanies inmplicitly make its
calculations in ternms of their decision to add inventory
or fundanentally sell at today's prices and so forth,
but the good thing about these spot nmarkets and these
futures markets is it gives us a -- it gives us
transparency that we didn't have, and | think that's
terribly critical in that it allows -- it allows parties
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ot her than major integrated oil conpanies to conme in and
take financial positions, and, you know, and the ability
of arbitragers to cone in, |I think makes these nmarkets a
| ot nore efficient than they woul d have been ot herw se.

So, | think it's been a -- it's been a good
thing. Even though in terns of David -- David's
fundanental point is that if we have a major supply
di sruption out in the Mddle East, you know, Wall Street
has never -- or the NYMEX have never produced a barrel
of oil that's going to help us with any problens. So,
we're still subject to the vagaries of very inelastic
supply, we've got a cartel out there that makes
deci sions not only on what's profit maxim zing, but what
achieves their political goals at any point in tinme, and
in addition to that, we have a very inelastic short-run
demand for petroleum products, and that's just a fornula
for price volatility. And it's been here forever, you
can go back and | ook at the data all the way back to the
1920s and it's -- that's just the world we live in.

MS. DeSANTI: M chael ?

MR. BURDETTE: Well, building on what Dr.
Giffin was saying, | was going to make the sane point
about the transparency. | think it's very valuable from
t he standpoint of the consunmer who questions what's
going on with gasoline prices that at |east at the spot

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



© 0 N o o b~ w NP

N NN N NN R R R R R R R R R
ag A W N P O © 00O N OO 0o O N P+ O

52
and futures price level, you m ght question what goes on
In the cushy spot market because it's relatively been
t hese days on a gl obal scale. You m ght question, you
know, the handful of refiners in a given product's spot
mar ket , but when you | ook at the NYMEX and the nunbers
of contracts that are traded on any given day, and the
presence in that market of both the comrercials, the
producers and the refiners, say, buyers and sellers of
crude oil, and the fact that specul ators can participate
in that market, you have a very broad coverage there,
and the consuner and the political spectrum and everyone
el se can be assured that there's full participation,
full and open participation in that market, and that
what ever influences there are being passed through.

The second thing is, too, and | think Dr.
Giffin touched on this in his presentation, that when
you | ook at the pass-through fromcrude oil to, say,
spot gasoline prices, spot prices trading very closely
with futures, the fact that there is the availability to
arbitrage between -- just by a track spread trading --
bet ween crude oil and gasoline prices, say on the NYMEX,
means that that pass-through is going to be al nost
i nst ant aneous, the sanme way the pass-through as he
poi nted out, because you don't have to be a refiner, you
don't have to build a termnal, to participate in that
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mar ket. Anyone with the noney can go into the NYMEX and
via futures or options arbitrage between crude oil and
product markets. And that just assures that it's going
to be passed through quickly.

MS. DeSANTI: Thank you.

MR. FELMY: If | could add a couple of nore of
just comments. |1've |ooked over time at the inventory
hol di ngs of course, fromthe data, you saw inventories
of oil products and crude peak in the |late seventies,
and going into the eighties, you saw a decline. That's
coi nci dent somewhat with the futures markets, and so if
you just look at it at that |evel, that woul d suggest
it. But there's also several other things going on.

First of all, you had introduction to conputers
I n that period, where people could nmanage their
I nventories nmuch better so you could keep track of it,
you didn't need to have excess inventories and so on.

Second of all, in the recent past, ny
perspective on inventory holding is nore a function of
two things. It's cost of inventory holding, and if you
| ook at the relation between what the price |levels are
and inventory |levels, you see an inverse relationship,
and the nore expensive it is, the nore expensive
inventory is to hold, and so as a consequence you hold
| ower inventory.
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But al so, because we do have a refined product
area, we have capacity constraints. W're really on a
treadm ||l where the past several years we've been unable
to build inventories because we're running flat out. In
addi tion the boutique fuel problemconplicates it
because you can't inport product to supplenent that as
easily because of the product specifications.

MS. DeSANTI: Can we clarify? Are you talking
about refined product inventories or crude inventories?

MR. FELMY: The latter discussion is on refined
product, but if you look in the former, if you | ook at
crude, | think the managenent of it in terns of using
conputer control systenms and so on

MS. DeSANTI: So, would you say that over the
| ast ten years, that inventory |levels have tended to
decline on average because of the introduction of just
in tinme inventory nmethods through conputers?

MR. FELMY: | think it occurred before ten years
for the inventory controls. Over the last -- you saw
going into the seventies and the eighties you had a
sharp decline, | think it was sonething |ike, for
exanpl e, gasoline was in like 260 mllion barrels of
inventory in the |ate seventies and now it's roughly 200
or so. But that down ratcheting occurred nore of the
mddle to the end of the eighties, so | think we've
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experienced for the |ast ten years those inprovenents
al ready.

MS. DeSANTI: And would you say the sane is true
for refined petroleum products, then, that that's the
time period during which those changes and typica
i nventory | evels occurs?

MR. FELMY: Yes, they're the sane.

MR. MONTGOMERY: If | could just add to that, I
am actually having a nenory of this, because | was in
t he Energy Information Administration through the |ate
seventies through the late eighties, and through that
entire period, every season we discovered that inventory
| evel s were bel ow what we held was the m ni nrum practi cal
| evel , the previous season, and we got through it
w thout any difficulty at all.

So, the technology change clearly started in the
| ate seventies, because we were seeing, like | said,
every year we went bel ow what we thought was the m ni num
| evel at which the system would start to be disrupted.
And | think it's probably -- John is right about
conmput er technol ogy managenent, it may have had to do
with the rationalization of the refining industry as,
you know, small refiner buys went away, we had nore
efficient, larger operations, a |lot about the |ogistics
and |'m not sure we do have a full understanding of, but
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it clearly was starting in the |late seventies and early
eighties that we began to watch the necessary
I nventories decline dramatically.

MS. DeSANTI: Do you have any questions? |f you
have sonet hi ng, go ahead.

MR. SILVIA: Yes, | wanted to shift the focus a
little bit and ask a broad question, which | think is of
general interest to people looking at this industry. |
think both presenters today nmade reference to the
i ndustry being conpetitive. M. Mntgonery used a
supply and demand di agram for instance, which is what
an econom st typically uses to represent a very
conpetitive market. Dr. Giffin also saw a conpetitive
expl anation for the price behavior he was exam ning.

My general question is this: Sone people
| ooki ng at this debate perhaps see a bit of a di sconnect
fromthis kind of evidence -- characterization of
everything as driven by supply and demand -- and ot her
ki nds of evidence that tends to surface now and then.
Perhaps in antitrust, we see this nore often because we
are able to |l ook at the internal workings of mgjor
conpetitors in the industry.

And specifically, I would ask the panel, if they
have any reaction to the foll owi ng kinds of evidence or
stories that energe where we see that individual firns
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clearly are not behaving as price takers in markets.
That there seemto be some instances at |east where
firms nove product around with the expectation that if
they're going to have sone inpact on price through that
decision. And that kind of debate cane up, for
i nstance, in the BP/ ARCO case, at the Conm ssion |evel,
where there was this exam nation of BP' s practices of
shi pping crude oil to the Far East and having sone
| mpact on ANS prices.

So, | would ask the panel if they have any
general reactions of how does one square these kind of
views of firnms seem ngly departing frompure price
t aki ng behavior with characterizing the industry as
wor ki ng very conpetitively?

MR. FELMY: Well, | could start. First of all,
that's in terns of price taking behavior versus your
novi ng product around, that's the duty of every
business. In a conpetitive econony, you have to namnage
your business, the oil business is no different.

I f an auto conpany overproduces vehicles, they
cut down on production. Just as if you've got too nmuch
product as a conpany, you wll cut your production, if
you're |l osing noney on them So, that's -- that is not
i ndi cative of anything other than proper business
manager noving his busi ness.
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The inmportant thing is it is w thout collusion.
And if it's the individual actions on recognizing that
you have a market and that may be oversupplied, then you
reduce your supply.

MR. MONTGOMERY: Actually, some of ny
col | eagues, as you know, worked on sone of the cases
that you tal ked about, so | don't want to generalize too
much. | think that in seeing -- | guess sort of offer
t hree observations.

One is that seeing that firnms -- seeing that
soneone has witten a meno within a firm tal king about
i nfluencing a market does not nmean that they accurately
perceive the market or that they are correct that they
coul d succeed in doing that. It's sinply expressing a
perception. They need to actually | ook at the market
Itself to ask whether, in fact, the conpany in which,
you know, in which sonmeone was expressing that desire or
belief or wish did, in fact, have the power to affect
t he market.

The second one is, if we define our tenporal
mar ket narrowl y enough, we wll always get to the
Marshal lian very shortly. Back when I was in graduate
school, you know, Alfred Marshall tal ked about the fish
mar ket, and when we get to 5:00 in the afternoon at the
fish market, supply is inelastic, demand is inelastic
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and the price is going to go to whatever it takes to get
rid of the fish before they spoil.

Therefore, anybody who has sone fish on that
mar ket can probably have a significant influence on the
price in the very short run. That does not inply, and
what that mght nean is there is one fisherman who still
has a |l oad of fish that he hasn't sold and that
fisherman is going to have substantial influence on the
price by deciding whether to try unload all of them or
fry them

That does not change the fact that a market in
whi ch 100 fishernen arrive in the norning every day is a
conpetitive market. And | think that's probably what we
saw in many of the cases that we're concerned in the
transaction you're tal king about that sure, it may well
have been that one cargo, if it went to one place on one
particul ar day, you could see that it would affect the
price on that particular day, but that's the wong tine

period and the wong market to |l ook at in asking about

conpetition, you know, overall |evels of conpetition in
refining.

MR. SILVI A Okay.

MR. GRIFFIN. | think there probably are
i nstances where -- where a particular crude oil, because

of its availability and because of its unique
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characteristics, a conpany nmay very well decide that
maybe | should sell it in market A as opposed to B. |
think that the inportant point, though, is that if you
| ook at the long-run relationship anong different
crudes, those differences are very, very small, and even
t hough ANS crude, you know, even if you accept that
there m ght be some small market price effect, that
price effect has got to be so small, just because of the
exi stence of other crudes of simlar quality that can be
brought in.

So, what |I'm saying is, yeah, there's -- there's
mar gi ns where a conpany does have sonme power over their
price, but the relevant question is how big is that
mar gi n, over what range can they exercise discretion,
and it's got to be small.

Now, one thing that concerns nme from a

conpetitive point of viewis | guess if | was here on

behal f of the petroleumrefiners, | would probably be
saying, right on, EPA, keep on -- we want even nore
bouti que fuel types. 1In fact, we want one for every

city in America. Because, you know, the effect of this,
you tal k about creating little margins and little market
ni ches for certain refiners that you can actually confer
little pockets of nonopoly power on certain refiners
because they happen to be right there, they've got a
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refinery that's configured to make this particul ar
flavor of gasoline and they'll -- they will exercise
mar ket power in that kind of world.

And | think that the -- so, you have a
conbi nation -- you've got a conbination of things that
are at work here. You've got regulations can actually
create little pockets of market power. And we ought to
recogni ze that that's one of the side effects of doing
so.

You' ve al so got -- you've got narkets that --
that are already operating at a high | evel of capacity
utilization. So, and those are precisely the markets
where an individual refiner, they don't have to be --
they don't have to be colluding. If you're in the fish
mar ket and you're the only guy with fish left, you can
deci de whether you want to sell half a load of fish or
the whole load, and I'lIl bet they make a cal cul ation and
figure out which one would yield the nost noney.

And so, what we're doing is when we get into
periods of tight capacity utilization, conmbined with
t hese boutique fuels, it really does create sone

rigidities in the system where the market doesn't work

particularly well. But | think the inportant thing
you've got to renenber, | guess because | go back and
tell consuners in general, is that if the refining
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busi ness is such a great industry, why have the returns

been so terrible? You know, in terns of the |ong-run

return on -- in petroleumrefining and marketing, it's
been a |l ousy industry to have invested in. | still
wonder why the mmjors are still out there doing this,
but they do.

MS. DeSANTI: Al right. Well, we were supposed
to end at 11:30, but | am curious about one point,
David, that | would like to follow up on from your
presentation, which is | believe that you said that if
MIBE, if the MIBE requirement were elimnm nated, that
woul d be a significant demand shock that could cause the
|l oss of five to five and a half percent of capacity,
even if it's replaced with an ethanol mandate, and |I'm
wondering if you could tell us sort of nore about the
data on which -- on the basis of which you're saying
t hat, because obviously this is a current topic, and so
| think we would like to know a little bit nore about
it.

MR. MONTGOMERY: Thank you. Yes, let ne just
wal k through the cal cul ation in about four steps.
First, this applies directly -- the calculation | am
going to do applies directly to refornul ated gasoli ne.
It applies to sone extent to other kinds of gasoline,
but |'ve done it for refornul ated gasoline, which
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constitutes about, what, 60 percent of total gasoline,
50, 407

MR. FELMY: About 30.

MR. MONTGOMERY: About 30, okay. So, for about
a third of the gasoline, there is an oxygenate
requi rement, that the gasoline nust contain two percent
by wei ght of oxygen. That requirenent is satisfied
today by MIBE, by blending in approximately 11 percent
MIBE in order to get to that two percent oxygen. The
reason why |I'msaying |I'mdoing this on refornul ated
gasoline areas, in refornulated gasoline areas, there's
maxi mum oxygenate content that's al so specified.

Et hanol -- so, if we sinply ban MIBE and
refiners don't put in any oxygenate at all, we would
| ose that full 11 percent of the volume of gasoline, and
you would be -- it would have to be replaced by
sonet hing to nake up the volunme, and by particularly
expensi ve conponents, al kylates, to nake up the octane
and the other good characteristics that MIBE has for
maki ng a cl eaner brand of gasoline.

I f we conmbined the ban on MIBE with either
mai nt enance of the two percent oxygenate requirenent or
with a mandate for a renewabl e fuels mandate, which ends
up essentially requiring ethanol, ethanol contains about
twi ce as nuch oxygen by wei ght as MIBE. So, to replace
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t he same anount of oxygen, you only need half as nuch
ethanol. W also have Iimts on kind of ethanol
capacity and how much et hanol could be produced to
substitute for MIBE.

But just doing the straight calculation, it's
two percent oxygen requires 5.7 percent by vol une of
et hanol, requires 11 percent by volunme of MIBE, the
difference between the 11 percent and the 5.7 percent is
what | shoul d have calculated at 5.3 percent. So, it
woul d be a 5.3 percent |oss of volume on at |east the 30
percent of gasoline in which MIBE is required before
oxygen, but in large -- but MIBE is used in a | arge
remai ni ng fraction of the gasoline pool and there would
al so be a loss in volune there, too.

MS. DeSANTI: Thank you very much. Any final
comments from our panelists? Particular points we
shoul d be paying attention to?

MR. BURDETTE: Well, 1 was just going to throw
in one, and it's fuzzy conpared to the econonetrics and
cal cul ati ons we've tal ked about here, but | think one
big concern in tal king about the drivers behind gasoline
prices, particularly with regard to conpani es behavi or,
is that it's really in the eye of the behol der whether a
certain behavior by a crude oil seller or a gasoline
seller is rational corporate behavior or unreasonable
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gr eed.

And | think it's necessary to tone down the
rhetoric a little bit and | ook at what the refiners say,
refiners and producers say, what they are doing, as well
as how it looks to the regulators and consunmers in termns
of what happens to gasoline prices. It is a nuch nore
conplicated calculation than sinply do I sell that next
barrel, do I make that next barrel based on what the
price is.

For instance, there was a situation that was
hi ghlighted in the FTC s m dwest investigation and
repeated in the one done recently by Senator Levin's
staff about were there those who held back extra product
in the mdwest at a tine of shortage, and | think the
I nportant thing to | ook at there is just briefly, if you
have extra product in a market |ike that, does it make
sense to you as a corporate actor to dunp that product
into a tight market, not merely for the inpact that you
get fromselling that, but the inpact it has on the
price of all the rest of the product that you're
sel ling.

And there are things that m ght nake great sense
froma consuner's standpoint that make no sense from a
st ockhol der's standpoint. And so one just has to
understand that there's a spectrum of interests that
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work there, and there's not one solution that equally
benefits everyone in the market.

MS. DeSANTI: Thank you.

MR, FELMY: If | could just add a coupl e of
points. | would like to thank you again for having this
hearing, because it's a marked contrast to what we heard
| ast week where the four points were fromthe Levin
hearings and study were that we have high concentration,
so we have a |ack of conpetition in the industry and I
t hi nk anyone who | ooks at that knows that that's not
necessarily true. Concentration does not nmean a | ack of
conpetition and you use the Intel/AMI decision as an
exanple of that. There were a |ot of discussions about
price novenents together by gasoline stations as sonehow
bei ng conspiratorial when, in fact, we know that's the
wor ki ngs of a free market, that you're going to conpete
with your conpetitor across the street, and | think
today's discussion reflected all of that.

So, | would like to thank you for holding this
hearing, | think it's good to bring all of these other
| ssues out, and of course Mke's coment on the eye of
t he beholder is very inportant in all of these.

MS. DeSANTI: Thank you. Well, | appreciate the
contributions you all have made, we are indeed taking a
| ook at all of the different factors, including the
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Levin report and all of the other sources that are out
there on this, but | think this has been very hel pful
t hi s norning.

W will start again this afternoon at 1:00 to
talk primarily about refining issues.

Thank you.

(Wher eupon, at 11:45 a.m, a lunch recess was

t aken.)
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AFTERNOON SESSI ON
(1: 00 p. m)

MR. WROBLEWSKI : Why don't we go ahead and get
started so we can end around 4:00 this afternoon.

Good afternoon and wel cone back to the FTC s
second public conference on factors that affect the
prices of refined petrol eum products.

My nane is Mchael Woblewski, and I'"'mwth the
General Counsel's O fice here at the FTC.

This afternoon's panel will concentrate on
refining, bulk supply and transportation issues.

Simlar to the format we used this norning, we wll
start with four presentations that will provide a
foundation for the discussion of issues to follow. The
presentations will be on the fuel requirenents of the
Clean Air Act of 1990, price variability and volatility
i n whol esal e gasoline markets and perspectives on the
refining and pipeline industries.

Before we begin with the presentations, | would
like to introduce ny co-noderators. To ny right is Nick
Franczyk. He is an attorney in our M dwest Regi onal
O fice who was instrunental in pulling together the
FTC s M dwest Gas Report |ast year.

And then Jay Creswell, who is actually doing a
quick little duty in getting a nanme tag for our first
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speaker, Jay is an econonm st in the Bureau of Econoni cs,
and he's played a key role in the review of several of
the recent nergers in the industry.

Susan DeSanti, who was noderating this norning,
will also be joining us a little bit later.

Before we start with the presentations, let ne

go around and I will introduce each of the panelists
first, and then we will start with the presentations.
The first presentation will be given by M.

Robert Larson, the Acting Director of the Environnental
Protection Agency's Transportati on and Regi onal Prograns
Division. In that role, he is responsible for assessing
transportation's role in conformty and state

I npl ement ati on plans, reducing air pollution and

I mpl enent ati on of prograns ai med at reducing the inpact
of notor vehicle fuels and fuel additives on air
pollution and toxic em ssions. W are pleased to have
M. Larson with us this afternoon, and we | ook forward
to his presentation.

The second presentation will be by Dr. Thomas
Hogarty. Dr. Hogarty is an oil industry consultant and
Adj unct Econom cs Professor at Virginia Tech. Prior to
hi s academ ¢ and consulting career, Dr. Hogarty was a
seni or econom st and research nanager at the Anerican
Petroleum Institute for over 18 years. Dr. Hogarty wl|
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be di scussing sonme general trends in volatility and

variability in whol esal e gasoline markets.

In the third presentation we will hear from
Robert Sl aughter, president -- recent president,
congratul ations -- of the National Petroleum and

Refiners Association, the national trade association
conposed of those who own or operate 98 percent of U S.
petroleumrefining capacity and petrocheni cal

manuf acturers with processes simlar to refining.

As | said, M. Slaughter was recently elected
presi dent of NPRA after serving as its General Counsel
and Director of Federal Relations. M. Slaughter wll
di scuss the nost pressing issues facing the refining
I ndustry as it noves forward to nmeet the demand for
refined petrol eum products.

The | ast mpjor presentation we will have will be
from Steve Jacobs, who is team | eader for Business
Devel opment and Optim zation at Col oni al Pipeline
Conpany. In this capacity, he is responsible for
devel opnment and enhancenment of Colonial's core
busi nesses. He will provide a perspective of the
chal l enges facing the pipeline industry in a world of
vari ed refined petrol eum gasol i ne products.

We have two panelists that will be acting as
di scussants. First we have Mary Morgan, Vice President
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for Kinder Mdrgan's liquid petrol eum operations since
2000. She's responsible for business devel opnent,
custoner service, scheduling, control center operations,
regul atory pl anning and conpliance for the pipelines and
term nal s associated with Kinder Mdrgan's West Coast and
Pacific pipelines and its Plantation Pipeline.

Prior to the discussion, Ms. Morgan will provide
a brief overview of Kinder Modrgan's operations so that
we have a better grasp of its operations here in the
U. S.

Also joining us as a discussant will be Dr.
Edward Mur phy, Downstream General Manager for the
American Petroleum Institute. The downstream segnment
I ncludes the refining, marketing and transportation of
petrol eum products, including the delivery of these
products to service stations across the U S. W thank
Dr. Murphy for agreeing to participate again on behalf
of APlI, as he participated in the first conference we
hel d | ast August.

One ot her qui ck housekeeping note, we have had a
number of people ask about the presentations that were
presented this nmorning and the ones that we will hear
this afternoon, as well as the two papers that the
Chai rman referenced in his opening remarks earlier
today. All of the materials are on the Conm ssion's web
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site. It's alittle bit conplicated to get there, but
I f you're on the honepage, there's a button that says
"Formal Actions, Opinions and Activities.” Cick on
t hat and you'll see another button that says "Public
Conferences,” and the first public conference listed is
today's, and all of the presentations will be listed
t here.

So, on with the presentations. Dr. Larson, if
you would like to go first? Thank you.

MR. LARSON: Thank you, M chael. Thank you for
the introduction and turning the screen on, sonetimes
the nost difficult job.

As M chael nentioned, I'mgoing to be giving a
little background on fuel fromthe Clean Air Act
perspective, but first a little bit of background on the
nobi | e source sector and why we think it's an inportant
sector to | ook at.

First of all, we're interested in trying to do
our best to reduce nobile source em ssions, and the
nobi |l e source sector is a very significant contri butor
to air pollution, representing over 50 percent of the
Nox inventory; 42 percent of the VOC, volatile organic
carbon, inventory -- these are the two constituents,
primary constituents that go into ground-level snpg --
25 percent of the PM 10 inventory and 80 percent of the
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car bon nonoxi de.

As sonme background fromthe Clean Air Act, the
1990 Clean Air Act anendnents were very instrunmental in
establishing the fuel progranms that we have today. It
put in place both the refornul ated gasol i ne program
which was initiated in 1995 after a very | engthy
st akehol der and rul emaki ng process, as well as
aut hori zing state fuel progranms, which | wll speak to
In a couple m nutes.

The Clean Air Act established that the 10
dirtiest nmetropolitan areas in the United States were
required to have RFG and it also all owed ot her areas
that had significant air quality problens to opt in to
RFG. Approximtely 30 percent of the gasoline consuned
I's this cleaner burning refornul ated gasoline, and as a
result -- these are very major netropolitan areas -- an
estimated 75 mllion Americans are breathing cleaner air
as a result of the RFG program The em ssions inpact of
RFG in just these areas is estimated to be equivalent to
removi ng about 16 mIlion passenger vehicles from our
roads.

This is a slide depicting the federal mandated
RFG prograns, the opt-in progranms. California' s is
desi gnat ed separately. And then there's a snmall area
there where -- to designate the Phoenix area
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cl ean- burni ng gasol i ne program

The Clean Air Act mandated that refornul ated
gasoline contain 2 percent oxygen. This has been
achi eved through -- primarily, at least -- through the
use of MIBE, nethyl tertiary butyl ether, and ethanol,
with MIBE being a very |arge portion of the oxygenate
used right now.

However, there's growi ng concerns with the water
contam nation from MIBE, both real and potential, and as
a result, a nunber of states have already banned or are
consi dering banning the use of MIBE in their state from
the water quality perspective. And the pending Senate
energy legislation would elimnate the use of MIBE

In addition to that, the amendnments woul d renpve
t he oxygen mandate for RFG and replace it with an
et hanol usage.

We have estimated the cost of RFG conpared to
conventional gasoline for sumerti me use and have used
t hese nunbers over -- in many fornms and over a nunber of
years and really haven't had them significantly
chal | enged, so the cost of producing a gallon of
refornmul ated gasoline is estimated to be in the range of
4 to 8 cents per gallon conpared to the production cost
of conventional gasoline. Four to 8 cents is intended
to reflect the range of refiners as well as the
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particular fuels that -- or oils that they're starting
with.

When you | ook at just the summerti ne gasoline,
however, there's also RFG requirenents for w nter grade
gasoline. |If you |look at the difference between the
w nter grade RFG and the summer grade RFG requirenent,
the difference is not that large, and it drops to about
2 to 3 cents per gallon. This is the increnment that we
woul d expect froma refinery cost perspective as you
transition fromw nter grade to sumrer ¢grade RFG

The states are preenpted from adopting their own
fuel programs, but they are allowed to do so if it's
necessary to neet their national anmbient air quality
standards in their areas, and a nunber of states and
| ocalities have received EPA s approval to adopt their
own state fuel progranms other than RFG, primarily
| ooki ng at reducing the gasoline volatility.

It's notable from our perspective that in
adopting the state fuel prograns, the states go through
not only a public process but we think pretty nmuch it's
common practice for themto consult closely with the
refining industry during the devel opnent of those state
fuel programs and pretty much uniformy are receiving
the strong support of the refining industry as they
adopt those state-specific fuel prograns.
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The National Energy Policy Devel opment G oup
about a year ago cane out with recommendati ons that
directed EPA to study the issue of state and | ocal, and
what was coi ned at that tinme, boutique gasoline fuel
prograns, you know, a specialized fuel requirenment that
m ght be unique to a relatively small geographic area.
The goal was to |look for ways to maintain and inprove
the environnmental benefit that you would get fromthe
variety of progranms, but in doing so, to |l ook at ways to
i mprove the flexibility in the fuel distribution system
so that there would be a greater availability of fuel
and which | guess would have the potential inpact of
i mproving the price picture for fuel. It certainly
woul d hel p address issues of |ack of fuel availability
in times of crisis when there's a pipeline or refinery
di sruption.

There are a range of existing fuel prograns with
conventional gasoline having a 9 RVP nati onw de, but
there's a southern tier of states that use a 7.8 RVP.
There are simlar difference and requirenents between
t he northern and southern RFG progranms, then also
whet her or not you're using ethanol or MIBE as the
oxygenat e.

State fuel prograns, again, |largely focus on
reduci ng the read vapor pressure of the fuel, and as you
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can see, there's a range of requirenents there, from38
down to 7 psi, and at least in one case |ooking at | ower
sul fur as well.

We did a boutique fuels study. W consulted
with the -- all of the stakeholders that we could get a
hol d of, including many of the refiners represented and
associ ations represented here today, to | ook at just
what was the state of the boutique fuels out there and
what could be alternatives available to inprove the
fungibility of fuel.

It focused on the sumrertine fuel. W --
following the mandate fromthe NEPD, we are |ooking at
ways to inprove not only the fungibility of the fuel but
al so the opportunity for inmproving the air quality
benefits.

We understood that as the states | ook at their
water quality problens, there's a growing trend for MIBE
bans. We al so understand that as states are | ooking for
i mprovenments to air quality, especially as they | ook

forward to the eight-hour ozone PM standards, that their

fuels will -- the specialized fuels will again be
prom nent, | think, in their efforts to reduce
em ssi ons.

One of the conclusions that we did get fromthe
refiners was that the oxygen mandate is a primary driver
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of sonme of these boutique fuels. 1In order to avoid the
mandate, they will go with a lower RVP alternative in a
nunmber of areas.

Is there a problemw th boutique fuels? Well,
it certainly has the air quality benefits, so fromthat
perspective there is not a problem |In establishing the
bouti que fuel prograns at the state |evel, state and
| ocal level, as | nentioned earlier, there was an
extensive consultation with all the stakehol ders,

i ncluding the refinery industry, which generally
supported the establishment of those programns.

So, they are all put in place with a |ot of
forethought of what the supply -- you know, anticipating
that there will be good supply avail able of the boutique
fuel, and that system works well as |ong as, as pointed
out here, there is not sonething that will cause a
di sruption in the fuel.

However, we have experienced some disruptions,
and when that happens, then the primary issue is how do
you get that boutique fuel? Sonetimes there's not a
| ocal refinery that's able to feed that area with its
uni que fuel requirenents, and that has caused sone
ongoi ng concern of the availability of fuel.

We al so | ooked at the winter to sumer
transition, and a | ot of other people have as well. W
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did so because we recogni zed over the | ast few years
that there's a consistent, seem ngly, price spike that
occurs in the springtime. W proposed a range of
options to try to address that w nter-to-sumrer
transition. Refornulated gas here we're speaki ng about,
just that one segnent of the fuel narket.

After review ng the comments and the information
t hat we gai ned through that process, we finalized three
sets of changes allow ng the upgradi ng of conventional
gasoline to reformul ated gasoline. W elimnated sone
bl endst ock accounting regul ations that we deened were
unnecessary and burdensone, and we all owed greater use
of a testing tolerance during the transition from sunmer
to winter.

It's our understanding that a nunber of
refineries or termnals, | guess is a better
desi gnati on, have been able to take advantage of this
test tolerance inmprovenent and flexibility during this
past transition period.

So, in conclusion, we think that there have been
tremendous inprovenents in U S. air pollution, even
t hough vehicles are still a major source of pollution.
The number of cars and trucks on the road are increasing
and the number of vehicle mles traveled continues to
i ncrease for that population. So, the nobile source
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segnent of air pollution continues to be a concern, and
because of that, we think that clean fuel prograns, just
as they have in the past, will play a significant role
i n hel ping keep our conmunities' air clean.

Thank you. | think that does it. That's it.

(Appl ause.)

MR. VWROBLEWSKI: Thank you very much

Dr. Hogarty, please go ahead.

DR. HOGARTY: It's good to be with you. M
presentation, witten presentation, is rather |ong, and
it's on the FTC website. Today 1'd just like to nake an
observation and then get on to three points.

| think the best way to start is I'Il just run
t hrough the observation and the three points and then
tal k about each of the three starting fromthe first.

The observation is that bulk prices of gasoline
are notoriously volatile and geographically vari abl e.
And then the three points:

First, the causes of the volatility and the
variability are not really the problem The probl em
really is low profitability in the refining marketing
segnent .

The second point, nopdest increases in refining
mar keting price margins would mtigate that whol esal e
price volatility but m ght make consunmers worse off.
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The third point, consolidation anong the biggest
refiners and new conpetition fromother refiners have
both contributed to | ower but nore volatile and vari able
gasol i ne prices.

Okay, back to the first point. The proxi mte
causes of volatility or variability really are not the
problem As just nentioned, occasionally there are
price spikes, and sonetines those price spikes are
directly attributable to an accident. 1In California in
1999, there were a couple of refinery fires, and there
was a pipeline explosion. You can go back into the
hi storical record and you can trace a good part of the
price spike problemin California at that tinme to those
refinery shut-downs and the pipeline shut-down, clearly
had a specific accident or accidents, and those were
causes for the event, the price spikes.

At other times, including in California in 1999,
fuel mandates have at |east been inplicated in the price
spi ke. Now, while the accidents in California were the
specific cause, this price spike was greatly aggravat ed,
made nmuch, nmuch worse, by the fact of a unique
California bl end.

Simlarly, in the Mdwest in 2000 and at other
pl aces and tinmes, special fuels have greatly contri buted
to the observed price spi ke regardl ess of what may have

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



© 0 N o o b~ w NP

N NN N NN R R R R R R R R R
ag A W N P O © 00O N OO 0o O N P+ O

82
happened to the physical structure.

Anot her possi bl e cause, a general cause of price
spi kes, would be the low price elasticity of demand for
petrol eum products, especially gasoline. 1In the very
short run, a matter of days, the price elasticity is a
very small nunber. Simlarly with the supply
elasticity, so if there is some mshap, it's hard to
conmpensat e.

Now, the FTC, in its Mdwest Gasoline Price
| nvestigation, clearly identified |I think a fundanental
cause, and that is the chronically scarce refining
capacity. Throughout the U S. and especially in certain
areas, refining capacity is very scarce, and that
scarcity makes the whole systemor parts of the system
hi ghly vul nerable to these price spikes. Alnopst any
small interruption is liable to lead to a sharp run-up
in prices at the punp.

Lately | understand Energy Secretary Abraham has
concurred in that assessnent, at |east going forward,
saying that in the future we have to be nore attentive
to the rising capacity utilization in refining, and it
may present a problem | understand the Anmerican
Petroleum Institute also is somewhat concerned about the
future availability of capacity and whether or not high
and rising capacity utilization rates m ght nmake the
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U.S. nore vulnerable in the future.

But my contention is that the underlying problem
Is low profitability. Low profitability undercuts the
i ncentive to invest, and the lack of incentive to invest
means a chronic scarcity in capacity. |In turn, the
chronic scarcity of capacity nmeans that sone areas are
especially vul nerable to accidents, and lastly, the
chronic scarcity of capacity in turn caused by | ow
profitability makes any price spi ke nuch worse. It
makes a boutique fuel problemworse than it night
ot herw se be.

Well, how bad is the profitability in the
refining market? It's really terrible. Over the | ast
20 or so years, in a typical year, the rate of return in
refining marketing has been 5 percent. Now, think about
that, 5 percent over a 20, maybe | onger, year period.
That low rate of profitability is just not enough to
actually induce the investnment that consuners say they
woul d want, and certainly it's not enough to induce the
I nvest nent that would prevent price spikes.

Now, why have profits been so low? A couple of
reasons. One is that a significant fraction of the
i nvestnment in the refining marketing sector has been
directed toward pollution abatenment and the production
of cleaner fuels. These are worthy goals. As soci al
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goal s, they may be anong the highest, but unfortunately,
they don't exactly conport with what consuners are
wlling to pay. The tendency for consuners is to seek
t he cheapest fuel, and generally refiners have had
troubl e recovering their investnents in cleaner fuels.

In addition, refiners face a difficult problem
of making costly investnments with long |lead tinmes that
depend on relative pricing, the relative price of crude
relative to products and prices anong crude oils and
among different products. For exanple, a refiner m ght
invest in facilities to process | ow grade crude oi
based on historic price differentials between high grade
and | ow grade crude oils. By the time that investnent
cones to fruition, the relative prices may have changed,
so the expected profits are not realized.

Simlarly, a refiner mght invest in a capacity
to produce higher octane gasolines. By the tinme that
i nvest nent begins to generate the higher octane
gasoline, the demand may have fallen. 1In fact, that has
happened. And indeed, to sonme extent, car manufacturers
have been reducing the octane requirements of the cars
t hey manufacture. So, again, the refiner finds hinself
maki ng an i nvestnent well in advance of antici pated
events that do not materialize.

One of the biggest reasons for the | ow
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profitability in ny opinion, at least, is refiners face
an all-or-nothing choice. Under the EPA rules, refiners
face a choice of either produce the refornul ated fuels
and make the pollution abatenment expenditures required
to comply with the aw, or shut down. Mbst refiners
nost of the tinme have el ected not to shut down. That
means that they've been required to make these expensive
I nvest nents, which as | said, generally have not paid
of f.

Over tinme, the cunul ative inpact of these
i ncreased i nvestnents adds up. So, you find fromthe
hi storical record that refiners or the refining
mar keti ng sector has been increasing capacity slightly
and investing nore than has been depreciated and
certainly investing nore than they've earned in profits.
A result has been sort of a capacity creep.

Well, there is a little bit of good news in the
recent record. Profits of refining and marketing went
up quite a bit in the late eighties. For a couple
years, there were a couple good years, and recently,

'98 -- pardon ne, '99, 2000 haven't been too bad. So,
occasionally the profits do go up, and when these
profits go up, there usually is a pretty strong response
in terns of investnment. | say that's encouraging
because it's indicative of the hypothesis or possibility
For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



© 0 N o o b~ w NP

N NN N NN R R R R R R R R R
ag A W N P O © 00O N OO 0o O N P+ O

86
that if refining and marketing profits are nmuch higher,
much hi gher than they are now or have been, that the end
result would be a great increase in investnment, which
woul d al l eviate that problem of chronic underlying
capacity -- |l ow capacity.

VWi ch brings me to the question raised by the
second point. The second point is that if you had
nodest increases in the refining marketing margin, the
rate of return would rise, and investnent would
i ncrease, and capacity utilization -- capacity woul d
rise, prices would tend to stabilize, all for the good,
but consumers mght be a little worse off.

| did a very crude calculation. | observed that
the net refined margin as conputed by DOE recently for
the |l ast 20 years has been on the order of 2 cents a

gallon. Associated with that 2-cent-a-gallon profit

margin is a rate of return of 5 percent. M
back- of -t he-envel ope cal culations -- and | enphasize
"back of the envel ope,” they nmay be wwong -- are to get

a 15 percent rate of return, which I would call adequate
to induce the investnent to help stabilize prices, the
refined margin would have to rise from say, 2 cents up
to 7 or 8 cents per gallon.
Now, that's a tripling or a quadrupling in the
refined product margin, but in ternms of the per gallon
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I npact, it's probably not too bad.

The upshot seens to be that based on ny rough
cal cul ations, an increase of a nickel or perhaps a dine
in the average gasoline price would induce investnent
sufficient to greatly stabilize prices, raising the
question, well, what good does that do? Actually, that
probably woul d make the refining marketing sector better
off, but it m ght nmake consunmers worse off.

As | said in my August 2001 witten
presentation, it's my opinion or judgnent that consuners
are better off with unstable prices, as they have been.
Unst abl e prices as they have been have been prices that
fluctuate around a declining average. |In general,
gasoline prices at the punp have been declining, and I
think that's worked to the benefit of the consuners, and
to a large extent that decline can be attributable to
t hese occasional fluctuations.

Last, the third point. Consolidation anong the
bi ggest refiners and new conpetition fromother refiners
have contri buted to | ower but nore volatile and vari able
prices. In the last five years especially, there's been
a trenmendous consolidation of refining capacity, and the
bi ggest refiners today are bigger than the biggest ones
ten years ago.

VWhat is interesting is that nuch of this has
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occurred through the nmerger and acquisition process, and
furthernore, the conpani es that have succeeded in the
consol i dati ons have | ess capacity than those entering
into it. That is denonstrated, as far as | can
determne, in that the conbined firm ExxonMbil has |ess
capacity than Exxon and Mobil did beforehand. Generally
| believe that the biggest nergers have reduced the
capacity in the hands of the biggest firms, and what has
happened is that a lot of the refining capacity has
wound up in the hands of what | m ght call independent
or merchant refiners.

Formerly, independent refiners |like Tosco and
now Phillips-Tosco and I'm told now Conoco-Phillips-
Tosco have becone extrenely big, but Exxon, Mbil and
Chevron, the big ones fromfive or ten years ago, are
relatively smaller. Simlarly, Valero, a refinery that
was relatively small a few years ago, is now one of the
bi ggest, Val ero-plus perhaps | should call it.

Along with this consolidation of refining
capacity has conme a new distribution channel, and a new
di stribution channel principally conmprises the
hyper markets, and that's really a topic for tonorrow,
but it concerns today in this sense, that the
hypermarkets |i ke Wal -Mart offer a new distribution
channel previously unavail able, and the significance is
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that refiners |ike Murphy, Tesoro and many ot hers that
previously |l acked access to retail custoners now have it
t hrough the hyper markets.

It's ny belief that in the long run this wll
encourage entry into refining and enhance the
conpetition that can be brought to bear by these
i ndependent and nerchant refiners. Very sinply stated,
| think that Murphy G| Conpany is a nuch nore
form dabl e conpetitor to all the other conpanies when it
hooks up with Wal-Mart than when it has to go out on its
own. Murphy, in effect, by joining with Wal-Mart is
elimnating -- is preventing -- is saved the necessity
of trying to recruit its own dealers and entice
mar keters to sell its brand.

So, in sum | would want to | eave you with the
nost i nportant point, | think, of those |I made, which is
at least in my judgnent that |low profitability is the
cause of the chronic underlying scarce capacity, and in
turn, this aggravates the problem of fuel spikes caused
by fuel mandates and aggravates the general problem of
acci dents thenselves |leading to price spikes.

Thank you very nuch.

(Appl ause.)

MR. WROBLEWSKI : Thank you.

M . Sl aughter?
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MR. SLAUGHTER: Thank you very nmuch. | wanted
to thank the Comm ssion for the invitation to come back
and talk a little bit about refining issues. |'m Bob
Sl aught er, National Petrocheni cal and Refiners, and we
have a broad menbership across the refining industry, as
M chael nenti oned.

l"d like to say just at the outset of this, I'm
going to nove relatively quickly through a bunch of
slides, and a | ot of people have seen nmuch of this
i nformation before, and through a few key points | want
to make and focus on.

One of the things I want to say, and Tom has
really set the table for this pretty nicely by talking
about the low profitability in the refining industry.

We have a lot of problens in the refining industry. One
of my chairnmen told nme that he appreciated the fact that
my constant nessage is how tough a business the refining
i ndustry is, because he thinks it is, too. He' s an

i ntegrated. So, he sees all the different parts of the
busi ness, and he thinks that refining is the toughest,
and it is.

But | would like to say one thing, that even
t hough it is a tough business and we have | ots of
chal | enges ahead of us, that the refining industry is
really incredibly diverse today. W have a very diverse
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refining industry. W have sone of the |argest
conpanies in the world that are participating in the
American refining industry in very significant ways,
ExxonMobi |, Shell, BP, ExxonTexaco.

We have other integrateds that are not quite
that big, |ike Marathon/ Ashl and, that are participating,
Phillips. W have strong independent conpanies |ike
Val ero, which has been nentioned, Sunoco, Tesoro and
others. W have nore regional refiners like Sinclair
and Frontier. W have a really diverse industry, and
one of the things that | think people should take note
of is that fact and also that it's very inportant |
think to maintain the diversity of the refining
I ndustry.

There are sone things that could be better for
our industry, but there are sone good things about it,
too, if it is getting the participation of so many
di fferent kinds of conpanies. So, | think we ought to
ki nd of adopt as a policy goal going forward that we
should try to maintain the participation of all those
ki nds of players in this business, because it results in
a heal thier business and is better for American
consuners.

These are facts that | think pretty much
everybody knows, basically the basic stats on what is
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produced and what is -- what the demand currently is. |
point to the bottomof this page, the EIA forecast, is
t hat petrol eum demand will increase by 1.5 percent per
year to 2020. As | renenber, they see an increase in
crude plus product inports going from10 mllion barrels
a day to 15 mllion barrels a day by 2020. Sixty-five
percent of the growth in inmports is in refined products,
not in crude, and | think that's very significant,
because it shows you where the future of the country is
headed under, you know, kind of a steady-state policy.

It means significant increases in refined
product inports, where essentially if things are not
done, we will be tal king about how did the nunber of
refined product inports get so high a few years from now
and what was it that we didn't do? So, this is a very
| nportant stat that at this point hasn't gotten | think
quite as nmuch attention as it shoul d.

Again, this is a chart that really shows that
the capacity of the average refiner has gone up;
however, the nunmber of refineries is significantly down
over what it was in particularly the 1980 period. There
are roughly 149 refineries operating now. W' re |osing
one, the Hartford refinery, in Illinois in August.

We're down a few refineries over the | ast several years.

Agai n, typical petrol eum products, just pointing
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out far and away on the average the | argest vol unme
product is gasoline. Still, that's only half the output
of refineries.

Refinery production and petrol eum product
demand, just showi ng something that | think everybody
knows now, that even now we are producing -- we are
reliant on sone inports, because demand for petrol eum
products is higher than the donestic industry's ability
to produce, and as |'ve just indicated, EIA at |east for
one and | think many others believes that we're going to
see a significant bunp up in the dark blue line in years
to come unl ess sonething's done to counteract that.

Again, here is petroleum product inports.
Gasoline, | think we usually run at about 400, 000
barrels, sonmetinmes peak nonths 800,000. | think total
I nports are sonmething in the nei ghborhood of 2 mlIlion
barrels a day.

Capacity and utilization, as you'll see, we
utilize our refining capacity at near total utilization
figures. | think we're currently in the area of 94
percent. Last spring, we got up to 99 percent in the
run-up to the summer nonths. W never get |ower than
86-ish. This in any other industry would be consi dered
full utilization, and, you know, the only way you get by
with steadily increasing demand, significant increasing
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demand and fewer refineries is you have to use the
refineries that you have full tilt all the time, and
that puts a | ot of stress on the systens, and it neans
t hat sonmetimes there are outages, and then there are
sone supply inplications with that.

The new regul ati ons we face are many and vari ed.
As you can see here, the projected investnent
requi rements for several of themare quite significant.
The potential cost for these prograns approaches $21
billion in this current decade that we're in. Many
folks in the industry who have | ooked at the overal
i nvestnent requirenments for the industry feel that we're
going to need nore than $30 billion of investnent in the
refining segnent in this decade, this anount of noney in
environmentally related i nvestnents, the rest of the
I nvest nent necessary to maintain current capacity and
hopefully to increase it.

This is what we call the blizzard chart, which
just shows cunul ative regulatory inpacts on refineries,
2000-2008. It shows the various progranms that we're
facing, gasoline sulfur, on-road diesel, very demandi ng
progranms, $8 billion for Tier Il gasoline sulfur, on the
same order of $8 billion for the on-road diesel rule,
and nore to cone. There are a |ot of investnent
requi rements here.
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Just the on-road diesel sulfur rule is extrenmely
challenging. |It's a very deep reduction. The industry
Is going to have to nake -- on top of the gasoline
sul fur rule by the m ddle of 2006, the investnents have
to be made, and there are separate investnents on top of
the gasoline sulfur investnments. W had urged the
previous Adm nistration to postpone the effective date
to get us out of doing two different investnments in
prograns in the sane tine frame, and that really was not
done, and one of the problenms there, which was
hi ghl i ghted by a National Petrol eum Council report, is
t he i nmproper sequencing of these rules really puts a
tremendous burden for capital investnment on the refining
I ndustry, and it will result in refinery closures and
further concentration in the industry.

As a matter of fact, the Prencor Corporation, in
announcing the closure of its Blue Island facility | ast
year and the closing of its Hartford facility this year,
said basically it could not justify the gasoline and
di esel sulfur investnments in those facilities. So,
we're al ready seeing sonme inpacts.

We think there's still time for a better highway
diesel rule. W litigated this along with severa
others as petitioners. W lost that suit |ast Friday.
There is going to be a review under FACA, under the
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Cl ean Air Advisory Council at EPA of this rule. | know
APl has already witten a letter to that group urging
themto take a nunber of serious considerations into
account as they go forward. We're wanting to work with
t hat group to see what we can do to snooth the
i npl ementation of this very challenging rule.

Mobil e source air toxics | wanted to nmention.
There is a problemin this rule, which is essentially
established to prevent a back-sliding in air toxics
achi evenents in refornul ated gasoline and conventi onal
gasoline. The problemis that refiners, regardless
of -- well, the refiners were left with their own
baseline as to what they were doing in ternms of toxics
i n 1999 and 2000 gasoline. They may have a very
chal | engi ng baseline, for instance, the stat -- the spec
on refornmul ated gasoline benzene content is 0.095. Sone
of them were actually at 0.048, and their baseline hol ds
them t here.

You know, the benefit of over-achieving in the
environnmental area is being held to continue to
over-achi eve and spend extra noney. This is potentially
a very serious problem particularly if MIBE di sappears,
because if you | ose MIBE as a bl endstock, it's going to
be very difficult for refineries to produce this
gasoline and maintain these | ow baseline |evels.
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We're unfortunately reduced to going in on a
case-by-case basis to EPA on this to ask for relief if
and when this happens, and NPRA for one has been talking
about this with the Agency for a while, and we are
concerned that particularly if we | ose MIBE, there's a
probl em wi th gasoline producibility.

The other thing is this puts various kinds of
gasoline in different boxes. For instance, it limts
your ability to switch back and forth in your production
bet ween RFG and conventi onal gasoline, because they have
separate baseline requirenents. Essentially it created
a boutique fuels programright here within the MSAT
rule, because it's very difficult to make different
ki nds of gasoline, because if you affect your toxics
em ssion on one of the pools, you' re out of conpliance,
Sso you can't switch back and forth as easily as you
m ght because of supply requirenments, outages, whatever.
Anyway, this is something that bears watching.

New source review reformwe think is extrenely
I mportant. We tell everyone that there really is --
this is the single nost inportant thing that can be done
to protect the vitality and diversity of the Anmerican
refining industry. The current NSR program we believe
has been re-interpreted. We think it is msdirected.

As currently interpreted, it can require permts for
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al nost anyt hing you do, including routine maintenance at
refineries and other industrial facilities.

We think we're very much in need of further
clarification of what these requirenents are. W
beli eve that we need additional market-oriented
flexibility, like plant-wi de applicability limts, the
ability to go to those if we want to, which is basically
a cappi ng nmechani sm that takes you out of sonme of the
el ements of the NSR program

We need to have a better understandi ng of what
constitutes routine maintenance and repair. The
Adm nistration has initiated a study of this program
We' ve participated, as have many others. W had a
meeting with 12 of our refining menbers. We gave the
Adm nistration 32 instances in which we felt this
program had hindered our ability to increase supply. W
are hoping that we will get sone proposed changes on
this situation.

In the nmeantinme, there are enforcenent
activities taking place under the re-interpretation of
the rule. W' re very concerned about those, and they
are an additional investnment requirenent on an already
bel eaguered i ndustry. The settlenents that have been
announced of those who have had enforcenment actions
agai nst them which they have settled constitute already
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over a billion dollars in additional investnent in
capital plant within those refineries covered by those
agreenents over the next several years, and that's an
addi tional investment required in the donmestic industry
that we feel in many cases is just not required by |aw.

At a tinme when we have to make all the other
i nvestnments in our plant, it's very bad to have to
basically do things that are unnecessary and
counter-productive to settle NSR actions that we think
are really inappropriately brought. W're hoping that
the Adm nistration recommendations to clarify this
situation and hopefully inprove it will be out soon.

On boutique fuels, a lot has already been said
about this. Frankly, you know, a ot of this comes from
the colored maps that we took up to explain to Congress
what was going on in the Mdwest in 2000, and to sone
extent they've been m sinterpreted, because we were
trying to show people what the problens were in noving
supply around the country and, you know, how many
different requirements there were in individual areas.

It's the industry's job and expertise to
optim ze whatever the requirenents are, and it does |
think a fine job of optim zing them and as pointed out
in the EPA slides, | nmean, when we have a disruption,
there is a problem but generally, we are able to take
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care of the boutique fuel situations, and they are
| argely a reaction in our opinion to the 2 percent
requi rement for oxygenation in RFG which sonme areas
chose not to adopt for various reasons and decided to go
to their own particul ar recipe.

Al so, because of federalism we understand al so
it is fairly difficult to turn a state or locality down
I f they have a fairly well-reasoned claimthat they want
one of these fuels. So, one of our concerns is that we
don't want the existence of the boutique fuel programto
result in the creation of additional gasoline
specification changes at this time when we have so many
other things to do that require investnent.

Refineries just don't need another fuel change,
and the fact of the matter is that if there are two
gasoline specifications and you're going to go to one,
you're going to go to the nost stringent one of the two
environnentally, and it's going to require the nost
i nvest ment and probably al so have a supply inpact as
well. So, we've urged people to | ook at the boutique
fuel situation, and that's being done.

EPA has done some of that. | think both the
House and the Senate bill tal k about boutique fuel
studies, but we do think that the people who | ook at it
should bear in mnd that they should do no harm because
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the industry doesn't really need additional investnment
requi rements at this tine.

Just a couple things on the Senate Energy Bill
| was asked to talk about that. It contains an MIBE ban
and ethanol mandate, 5 billion gallons by 2012. There's
a small refinery exenption. The RFG oxygenate
requi rement essentially goes away, it's waived
I mmedi ately in California and everywhere in nine nonths.

NPRA opposes mandates and bans, and we're
worried about the supply inpact of this provision. So,
we're not supporting it. There is another industry
point of viewon that, and I'll defer to Ed Murphy for
that during the discussion section. W do have supply
concerns about this, and, you know, we're hopeful that
we can get sone changes, particularly in the Senate
pr ovi si on.

A couple things, there is a credit trading
program It makes things a little better, but we're not
sure that it nakes things enough better. W're still
worried, again, that just because sonebody can buy
ethanol credits, it doesn't replace the volunme. It
gi ves them a paper electronic credit. It doesn't
repl ace the volune foregone when you've |ost 10 percent
of your supply in places on the East Coast and West
Coast by losing MIBE. So, we have sonme concerns there.
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Again, | was talking to Mary earlier, that we
al ways have problems with all of our transitions, and we
al ways underestimate the problens that we're going to
have with transitions, and politicians are in the
busi ness of being always optim stic about the chance of
ot her peopl e doing what they've asked themto do. That
means we need to be cautious, | think, going forward
with a big change like this, and I'm not sure that we
have up to this point really been cautious in |Iooking at
what we're going to have to do over the next four years.

This is a little nmore on the MIBE ban. 1've
just gone over this. There are future and potenti al
costs fromlosing MIBE. W basically at NPRA have
favored elimnation of the 2 percent. W're not opposed
to a phase-down of MIBE, but we are concerned about a
ban, as | nmentioned earlier.

The House bill doesn't address MIBE usage or the
et hanol mandate, and we'll see what the conference cones
up with.

There are sone regional concerns on it.
California just brought this up, but the governor, of
course, extended the time for the California ban for one
year because of concern about sonme of the necessary
facilities to inplement that and the inpact on gasoli ne.

The Northwest al so seens to prefer gasoline

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



© 0 N o o b~ w NP

N NN N NN R R R R R R R R R
ag A W N P O © 00O N OO 0o O N P+ O

103
wi t hout either MIBE or ethanol, and air toxics
reducti ons achieved with MIBE are hard to replicate with
et hanol or with no oxygenate, and that was a point | was

maki ng earlier. You have inportant problens if you | ose

MIBE t here.

Just, again, noting what our position is. [|'m
sure Ed will have sone nore to say about that.

The Unocal patent, | just wanted to nention, we

have problens with the Unocal patent. W have urged the
Patent Office and have actually urged the FTC as well to
take a | ook at these patents for their inpact on supply.
We appreciate the fact that both those entities are
currently | ooking at these patents. W think they don't
add anyt hi ng except costs, and they're

count er - producti ve.

The future outlook is this -- | wanted to say
sonet hing for just a second about the Subcommttee
hearing | ast week on gasoline prices. The
recomrendati ons that canme out of those hearings
basically is that FTC should be nore cauti ous about
mergers. | have referred everybody to Fornmer Chairman
Pitofsky's statenent before the Commerce Conmmttee in
April of 2001 in which he details how careful the FTC
has been with mergers and how pai nstaking, and | think
anyone who thinks that they take merger proposals
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| ightly here should take a | ook at that testinony and
al so the track record of the current Comm ssion over the
| ast year. We don't think there's any reason for any
merger noratorium which was di scussed by sone of the
Wi t nesses there.

Al so, for changing the law in cases of parallel
pricing, one of the econom sts who appeared the second
day pointed out that there was sonme di sagreenent as to
what parallel pricing is and also what it indicates.
Shifting the burden this way, the problemthat you have
i's, as suggested by the Chairman in the Subcommttee
hearing, could be you significantly increase the cost of
doi ng business. You' ve increased your litigation costs,
and that's not going to do anything but increase the
costs to consuners and al so concentrate the industry
further as the cost of participating in the industry
goes up. It's not sonmething that we think is at all a
positive change, putting aside the fact that we think
it's unfair.

The other is to require oil conpanies to
mai ntain inventory to avoid shortages. That also adds
costs. It's not economic to maintain all of that
i nventory or the conpanies would be maintaining it, and
several of the witnesses pointed out the very
substantial cost of mmintaining inventory and
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recommended strongly against this particular
recomrendat i on.

And, you know, basically I've just gone over
t hese. You know, one of the things that is of concern
to me, |1've been around here since 1970, |ike sone other
people in the room People seemto be reverting to a
desire for some kind of adm nistered pricing systemfor
gasol i ne, which was nothing but a disaster when we tried
It in the seventies. The problemis that the prices
tend to be stabilized, as Tom | think and others have
mentioned, at too high a level, and you get a |lot of
i nefficiencies and extra costs built into the system
and you | ose the volatility, but people end up paying
nore in terns of higher prices, plus also shortages,
things like gas |ines.

Sant ana said, "Those who don't renenber the past
are condemed to repeat it." | think there aren't
enough peopl e around who renenber the seventies or sat
in those gas lines or this type of thinking I think
woul d not be occurring.

Not really much nore here that | haven't already
said. | just pointed out that, you know, just one thing
"1l leave you with is there's a |lot of discussion about
environnmental investnment costs. As Tom pointed out,

t hose are for a very good cause, but again, the
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environmental investnents need to be made cost
efficiently. They're a very significant burden on the
I ndustry. They're not free. And we're hoping that we
can find a better bal ance between our energy and
envi ronnental policies, regulatory policies and
everything el se.

We think that will be one of the nobst positive
things that can be done for the refining industry going
forward, and again, to maintain that healthy and al so
diverse industry that I think we still have now.

So, thank you very nuch.

(Appl ause.)

MR. VWROBLEWSKI: Thank you. Can | ask you one
qui ck question before Steve starts? You turned off the
graph, but you had one graph up there that was a -- it
was earlier on, and it had light blue bars and the dark
blue line, and it tal ked about capacity and utilization.

MR. SLAUGHTER: Ri ght.

MR. VWROBLEWSBKI: And it had capacity, | think,
as the bars and the utilization was the |line that was
above, and between 1992 and 1997, the utilization was --
there was a big gap between the utilization and the
capacity, and | didn't understand that. | would have
t hought it would have maybe been the other way.

MR. SLAUGHTER: You know, you're right.
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UNI DENTI FI ED SPEAKER: | don't understand the
questi on.

MR, WROBLEWSKI: If it's just a production
error, that's fine, | just wanted to --

MR. SLAUGHTER: | think it's a production error,

because | think the blue line should be up near the

top --
MR. VWROBLEWSKI: The bars shoul d be up hi gher?
MR. SLAUGHTER: Shoul d be up higher.
MR. WROBLEWSKI: | was thinking, | didn't know
i f there was anot her explanation that -- okay.

UNI DENTI FI ED SPEAKER: No, | think it's just the
way the axis on the left is, you know, goes from 14 to
17, where a different axis on the |left was used by going
from1l4 to 17 and it went from1l to 17, that's the
difference. That's all it is.

MR. WROBLEWSKI : Okay, thank you.

Steve Jacobs will talk about transportation
| ssues.

MR. JACOBS: Good afternoon. |If we have any
production errors in this presentation, you can bl ane
me, because | was the one that put it together, so |
will take full and conplete responsibility.

The first thing I'd like to do is apol ogi ze,
apol ogi ze because the nmessage you're going to hear from

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



© 0 N o o b~ w NP

N NN N NN R R R R R R R R R
ag A W N P O © 00O N OO 0o O N P+ O

108
me is going to be a repeat of what you heard in earlier
presentations. There's a conmmon thenme to these
presentations, and | ask that a repeated nessage gets
remenber ed.

In this presentation, first I'"'mgoing to talk
about pipelines in general. |'mgoing to give a very
crude -- ny very crude estimte of econom c theory as
applied to pipelines. 1'll discuss factors affecting
t he pipeline supply of gasoline, and I will close with
several recomrendati ons.

This is a map of the United States show ng
product pipelines in general. There are approximtely
80,000 m | es of product pipelines in the United States
delivering 75 percent of refined products. Wen | say
refined products, | nean gasoline, diesel and jet fuel.

Pi pel i nes deliver the product fromrefining
centers to popul ation centers. You can see on this map
the | argest refinery center is in the Gulf Coast, in
Corpus Christi, through Houston, Baton Rouge and New
Ol eans, and therefore, many pipelines originate from
this region.

In this map, Colonial Pipeline is shown in blue,
which travels from Houston to New York City. Col oni al
transports product fromthese refineries to the Gulf
Coast to the Southeast, Md-Atlantic region up to the
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Nort heast. We also ship product from several refineries
within the Northeast in the New York Harbor area. W
operate from 13 states and indirectly serve the M dwest
and New Engl and by delivering products to other
pi pel i nes and bar ges.

Col oni al delivers approximately 2.2 mllion
barrels per day of finished product or 90 mllion
gallons daily to custoners in these and in adjoining
mar kets. We ship product for approxi mately 80
custoners, from30 refineries, to nore than 250
marketing termnals. Twenty percent of the product in
the United States that is shipped on pipelines ships on
Col oni al .

As you can see fromthis slide, for |ong
di stance transport, pipelines are generally the | owest
cost node available. Pipeline costs are a very snmall
part of the final cost of gasoline to the consuner.

This slide shows that it costs about 2 cents a
gallon to move a gallon of gasoline a thousand m|es by
pi peline. This is the sane as it costs for a | ocal
truck delivery froma termnal to a service station
w thin approximately a 30-m | e radius.

This is a sinple graph of supply and demand t hat
shows that demand increases as price drops, and supply
i ncreases as price goes up, conventional econom cs. The
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degree to which supply and demand respond to price
changes is referred to as elasticity. Froma pipeline
perspective, the factors that affect elasticity are
|isted here. The availability of substitutes; if there
is interruption of supply to a market, the price wll
react different depending if gasoline from adjacent
mar kets can be substituted as an alternative supply.

The second factor is the time required for
substitutes to enter the market. Can a pipeline deliver
it in one day or in one week? The price reaction in the
market will be very different if a city will be w thout
a significant portion of its gasoline supply for an
ext ended period of tine.

The third factor is how inportant the product is
In a typical consuner's budget. Although we al
conpl ai n about high gasoline prices, nost U S. citizens
continue to drive the sane vehicles the same amunt if
gas is priced at $1.50 than it was when it was only $1 a
gal | on.

In this slide, | show the same supply/demand
graphs but now add a new supply curve. In this case, it
assunmes supply is reduced due to an interruption in
operation or product availability. As the supply is
reduced, the supply curve shifts to the left. This is
the new bright green line. |If you assume no substitutes
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are available in the i nmedi ate market area, the actua
supply curve will shift to the left, and the market wl|
be willing to pay a higher price to prevent running out
of gasoli ne.

It is only appropriate that | nmention in my own
def ense that as the price increases, pipelines do not
realize any different fee. The tariff is the sane
whet her the gasoline is priced at $1 a gallon or $2 a
gal | on.

Si nce pipelines do not have a very noticeable
effect on demand, the bal ance of this presentation wll
focus on what causes changes in supply. Wth the rest
of this presentation, I will get out of theory and talk
about pipeline reality.

This is one graph that sunmarizes ny entire
presentation. So, if you need to |eave, wait until I'm
done with this slide. This is what consuners saw in
Chicago in the summer of 2000. This graph is the
differential in gasoline price between Chicago and the
Gul f Coast for the cal endar years 1999 and 2000.

The black line shows that in the summer of 1999,
Chicago prices were in the 3 to 5 cent range above the
Gul f Coast, about the cost of pipeline transportation
from Houston to Chicago, a steady-state condition.

However, in 2000, prices spiked 40 cents a

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



© 0 N o o b~ w NP

N NN N NN R R R R R R R R R
ag A W N P O © 00O N OO 0o O N P+ O

112
gal l on higher than normal. This was caused by several
factors. The industry was delivering a new refornul at ed
grade of gasoline in Chicago. Inventory levels were
| ow, as suppliers were nmanaging the transition from
wi nter gasoline and heating oil production to sunmer
gasoline. Pipelines were at or near capacity. Then,
one of the main pipelines supplying this region had a
| eak, and it was forced to |ower its operating pressure
and consequently lower its supply to this market.

Now, where | live in Atlanta, we have been | ucky
not to have had a simlar experience. This is because
of several factors. The Southeast region receives
gasoline, as | nentioned, fromnore than 30 refineries.
The region has nore than 80 suppliers delivering through
nore than 250 termnals. The region is not only served
by Col oni al Pipeline but also Plantation Pipeline. The
conbi nati on of these two systens include five main |ines
capabl e of delivering nore than 3 mllion barrels a day
of refined product.

This does not nean we are conpletely insul ated
fromthis kind of price volatility, however. In fact,
Atl anta has the type of gasoline that is unique to
anywhere in the United States, and not many refineries
can make it without significant change. Therefore, the
cost of substitution is expensive. Maybe we have j ust
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been lucky in Atlanta.

This slide lists several factors that affect
pi peline supply, and I will walk through them point by
point in the next few slides.

First, safety is nunmber one with every pipeline
operator in the United States. The public and
regul ators are requiring increased vigilance from
pi peline operators. Leak-free and error-free is the
obj ective of every pipeline operator.

However, operations can be interrupted for a
vari ety of reasons. The instance that makes the front
page news i s when | eaks occur. The factor causing the
nost | eaks in pipelines in the United States is from
third-party damage, from others digging near a pipeline
and causing an accidental rupture. As supply is
reduced, the marketplace reacts quickly with increasing
price. Speculation grows about additional shortages and
prol onged outages. The greater the outage or |oss of
supply, the greater the price response will be. The
worse the fact or the worse the runor, the higher the
price will go.

Pi pelines react quickly to return to operation
after nmeeting all of the safety requirenments. DOT,
Departnent of Transportation, recently passed an
integrity managenent plan for all pipelines to further
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reduce the risk of leaks. It is in the interests of al
pi pel i ne operators to prevent |eaks, because the direct
and indirect costs froma | eak can be substantial.

Anot her factor affecting the pipeline's ability
to supply all the product to the market is the nunber of
di fferent products required. The nore different types

of unique fuel that are required in a region, the less

substitutes can be available to help fill the supply
shortfall. Also, a pipeline |oses effective capacity
the nore grades it nmust handle. |If you spend a | ot of

time switching between grades rather than run a
st eady-state, common operation with one type of
gasoline, you | ose capacity.

The next page shows the explosive growth in
nunber of products that Colonial Pipeline ships. These
are actual nunbers of grades that Col onial Pipeline has
shi pped over the last 30 years. Life was good back in
the seventies. There were six different types of
gasoline, two types of jet fuel and kerosene and three
types of diesel. This existed for several decades prior
to this, and this is what npbst product pipelines were
desi gned to handl e.

The eighties brought the phase-in of unleaded
gasoline. In the 1990s, the industry began havi ng nore
di fferent grades of gasoline to neet industry
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regul ations. The different types of gasoline generally
had a different volatility as neasured by read vapor
pressure. These specifications varied by market area
and by season. Refornul ated gasolines were introduced
in several netropolitan areas that did not neet EPA' s
cl ean air requirenents.

Also in this tinme period, several regions
I ntroduced speci al blends of gasoline as boutique fuels,
as we've heard earlier today. For exanple, Atlanta,
Georgi a and Bi rm ngham gasol i ne each require gasoline
that is different than anywhere else in the country and
different from each ot her

The future | ooks even worse as we continue to
see rapid growth in the nunmber of specialty products,
unl ess we get some form of regional or national
standardi zati on. Mre changes are on the horizon as
we' ve seen | ocalized banning of MIBE in certain cities
and states and not others. Cities and states adopt nore
boutique fuels. Atlanta gas in 2003 will be different
than in 2002, and additional counties in Georgia wll be
required to burn this new, special gasoline.

Ot her states expanding areas for boutique fuels
is North Carolina will have a unique grade of gasoline
in 2004. Utra |ow sulfur diesel is scheduled to be
phased in between 2006 and 2010, and EPA is considering
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addi ng a new grade of off-road diesel.

The next factor is we have | ower days supply of
I nventory at pipelines and termnals as conpanies try to
i mprove their financial return on capital since extra
i nventory generates zero return. Also, demand has been
I ncreasing wi thout building additional tanks because of
the | ow economic return of investnent in tankage.

Gasoline that is shipped on a pipeline has
different quality characteristics that vary throughout
the year. This is done primarily to | ower the vapor
em ssions in the sumrer's warm weat her, as we heard
earlier. Therefore, gasoline sold on May 1st is
required to be different than the gasoline requirenents
sold the prior day on April 30th. This causes conpanies
to conpletely drain their inventory of one product and
replace it with a nore expensive, appropriate grade for
t he sumrer season. Therefore, whatever inventory safety
stock may have existed may no | onger be present.

Supply interruptions during this transition
period, as we saw in the Chicago price graph earlier,
can have a significant effect when there's insufficient
substitutes in the marketpl ace.

The last factor |I'Il address on supply is that
many pi pelines or segnents of pipelines in the United
States are reaching capacity. It is increasingly
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difficult to build a new pipeline, and therefore many
systens are reaching their limt. This causes supply to
be tight in certain markets as demand continues to
i ncrease. Also, |ess spare capacity is available for
make-up capacity or make-up supply in the event of
i nterruption.

We are fortunate in the Southeast and
M d-Atl antic region that our main |lines are not full,
al t hough we are spending significant noney as we expand
our lateral lines to adjacent narkets.

| mentioned it's difficult to build a new
pi peline. There are many issues that need to be dealt
with in this assessnent. | will |list them here and then
el aborate on the next few slides.

The first is will it be allowed to be built?
This speaks to the nyriad of steps that nust be
successfully negotiated in permtting a new
cross-country pipeline.

The next is the amount of risk the business nust
be willing to absorb in trying to build a new |ine.
This includes the tine, effort and financial risks that
may not have a high success ratio. The costs continue
to clinmb, and nmany pipelines are not able to recover
themw th the FERC i ndex nethod of tariff setting.

This page lists a portion of the many agencies

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



© 0 N o o b~ w NP

N NN N NN R R R R R R R R R
ag A W N P O © 00O N OO 0o O N P+ O

118
required to be involved for building a new cross-country
pipeline. This is a 225-mle line we were building
across Al abama to supply additional product into
Nashvill e, Tennessee. Although the process is going as
wel |l as can be expected, we will have spent four years
and nmore than $50 mllion before we turn over the first
shovel of dirt and begin construction.

This is a good exanple of what is not adequately
conpensated for in the current tariffs. The nmethodol ogy
used today does not conpensate for the risk inherent in
building a newline. This is one of the reasons you
have not seen significant noney invested in new pipeline
construction. The struggles of Long Horn Pipeline serve
only to discourage other possible investors.

| mentioned tariffs earlier. The tariffs we
charge are indexed per nethodol ogy devel oped by the
Federal Energy Regul atory Conm ssion. This nethod
allows for a rate increase or decrease equal to the
producer price index for finished goods m nus 1 percent.
Qur actual tariff is shown in the blue |ine.

As you can see over the |last eight years, since
this index nmethodol ogy has been in effect, the tariff
charged by Colonial to ship a barrel of gasoline from
Houston to Atlanta has increased in sone years and gone
down in others. Overall, the rate increase from73.6
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, Si x/one-

ease in eight

years, six/one-hundredths of a penny. | want to repeat

that, that's a little nunber. This i ncrease has

averaged |l ess than a half a percent per year.

Al so shown on this plot is the change in

Consuner Price Index for urban markets. Thi s shows what

t he underlying costs have done, and their i

ncreases have

averaged al nost five times this amount or 2.6 percent

per year. Qur actual tariff is 13 percent

i ndexed with the CPI

|l ess than if

To close, let ne summari ze and suggest sone

actions to inprove the future prospects for

reliabl e, adequate and cost-effective fue

saf e,

di stri bution.

More use of tariffs that are based on nmarket dynam cs

and not on out-of-date index nethodol ogy.

multi-use right of way corridors for utilit

Est abl i sh

i es and

pi pelines. A streamined permtting process that is

coordi nated at the Federal and State |evel.
St andardi zati on of fuel specifications at t
and regional |levels to reduce the nunmber of

types and maxi m ze the capacity of our fuel

he Feder al
pr oduct

di stri bution

system We believe the pipeline industry needs to

exceed the requirenents of the public for safe

operation. W operate because they allow us to.
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Wth these or simlar changes, we as an industry
will be able to grow our vast network of pipelines to
support the growi ng needs of the Anmerican consuner.

Thank you.

(Appl ause.)

MR. JACOBS: This is -- you're not supposed to
see this one.

MR. WROBLEWSKI : Thank you, Steve.

Mary, do you want to go and give a quick
overvi ew of Kinder Mrgan, and then we will take a
ten-m nute break, and then we will start into the
di scussi on.

MS. MORGAN: Sure.

Good afternoon. |'m Mary Morgan wi th Kinder
Morgan. | want to thank the Conmm ssion for the
opportunity to be here and everyone in the audi ence.

" mgoing to hopefully very briefly just show you sone
of the maps to give you an idea of sone of the assets
t hat Ki nder Morgan operates. Obviously many of the
things said in the previous presentations apply to us
also. There's just a few mnor differences that ']
poi nt out.

Just a quick overview of our system W have
over 10,000 m | es of pipelines, and we transport
slightly over 2 mllion barrels of product a day.
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Again, refined products, | think everyone's nentioned
t hat before, break down between gasoline, diesel and
jet, and that will give you sone idea of how our
breakdown is. We also operate sone NGL pipelines and
nove petrochem cal feedstocks.

Some of this is kind of marketing information
that you may not be interested in, but a [ ot of our
pi pel ines serve sone of the high growth markets
t hroughout the United States.

We al so operate termnals. Sonme ternminals are
associated directly with the pipelines, others are
termnals that serve marine areas, and we al so have
trans-m x processing. Trans-mx is a phenonenon of
pi pel ine transportation where the interface between
gasoline and distillate has to be separated out of the
pi peline and then again it has to be processed or
bl ended in order to return it to a usabl e product.

Just a quick overview, | have nore detail ed maps
to cone of sonme of the areas in the country where,
again, this is Kinder Mrgan's product pipelines.

Ki nder Morgan al so operates networks of natural gas
pi pelines, but that's not included in ny presentation
t oday.

You can see we have operations out on the West

Coast, as Steve nmentioned, fromthe Gulf Coast to
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Washi ngton, D.C. area with Plantation Pipeline. W have
Central Florida Pipeline that goes from Tanpa to Ol ando
and then sone NGL lines up in the mdcontinent and then
al so a products line in the mdcontinent that you'll see
as | go forward.

First of all, the Pacific operations of Kinder
Mor gan conprise the former Santa Fe Pacific Pipelines as
well as the Calmed Pipelines. |In this area, you can see
we have a pipeline in Oregon where we receive product
either fromthe Cochin Pipeline or fromtermnals in the
Portl and area that can al so receive product by water.

We serve the main refining centers in Northern
California around the San Franci sco Bay area and then
again in Southern California around the Los Angel es
area, and we al so nove product from El Paso, Texas area,
where there are refineries in the general area as well
as product being brought in by other pipelines.

Agai n, on the West Coast, we transport a little
over a mllion barrels per day. Again, you can see kind
of the general breakdown, how it's averaged between the
different types of product grades. Sonme of this other
stuff, again, about the shippers and everything.

One thing that | do want to nention about the
Pacific that's a little bit different from sonme of the
ot her pipelines, we've had the opportunity to experience
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many of these changes that Steve and sone of the other
presenters tal ked about out in California. They seemto
be over tinme very proactive about trying things, perhaps
sonetinmes a little bit ahead of the rest of the country
as far as fuels changes for both gasoline and diesel,

t hi ngs you' ve heard about, other things that we've
experienced out in California that have been quite a
chal | enge.

Last year's electrical energy crisis had a very
significant potential inpact on the distribution system
and being able to nove product through the region.

Agai n, out on the West Coast, the availability of

pi pel ine supply to states such as Nevada and Ari zona,
our pipeline is the only refined products pipeline
novi ng these products into the area, whereas as Steve
mentioned, in places |ike the Southeast and up through
the m dcontinent, usually there's nore than one pipeline
supplying these areas. So, the potential for

di sruptions is certainly a factor there and of great
concern to the states that rely strictly on pipeline
transportation. They don't have any refineries in the
state.

Anot her thing that | wanted to nention that we
are starting to experience is the MIBE phase-out and
per haps the introduction of nore ethanol blending in the
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state. Again, regulatory uncertainty certainly for us
and the pipeline and term nal business is a continuing
chall enge. There was a mandate in place by the state
that, you know, was supposed to have happened at the end
of Decenber of this year. A lot of uncertainty about
t hat happeni ng.

Then, of course, the governor has del ayed the
mandat ory date on that, but at the same tinme, we had the
energy bill going through Congress that could create
even nore uncertainty due to the renewabl e fuels
st andard.

Agai n, here particularly on the Wst Coast,

Ki nder Morgan is a conmon carrier pipeline. W don't
buy and sell product. W don't market it. W sinply
make noney on the transportation, where none of these
pi pelines that are not owned by refiner or marketer.

So, we're just there to provide transportation. So,
again, the uncertainty of what's going to happen, we're
here to serve the custoners, but again, we don't know
what's going to happen or what their plans are going to
be as we go forward.

So, the potential change-over to ethanol has
received an awful |lot of press out in California and a
| ot of confusing press about the role that the
di stribution system plays in going forward.
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Sonme other itens that | think are not specific
to the West Coast, | think Steve nentioned them that
the chall enges of permtting and buil ding any new
pi pel i nes or tankage, and |I know they're very difficult
t hroughout the country.

In California, they are very difficult as well.
We did build 13 mles of new pipeline that we finished
i n 1999, again, that took about five years from
conception to execution, and the cost for that 13 mles
was approxi mately $33 mllion to build that pipeline.
So, it's becone very chall enging, sonmething that we work
at all the tine. Certainly we are not willing to give
up our efforts to expand where our custoners see a need.

Al so, you have probably heard of different
studies going in California regarding strategic oil
reserve, regarding bringing other pipelines into the
area. | can answer some questions about those if we get
to those, but also, when we tal k about inports com ng
into the region, one of the big challenges we face is
working with the port authorities, particularly in the
Port of Los Angeles and the Port of Long Beach. They
are under extrenme political pressure also, and so the
whol e issue of infrastructure for things comng in from
the port is another very difficult issue out on the West
Coast .
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Then on the East Coast, Plantation Pipeline, as
Steve nentioned, originates in the Louisianal
M ssi ssi ppi area, noving on up to Washi ngton, D.C.,
serving many of the same nmarkets as Col onial and
delivering to many term nals al ong the pipeline.

Pl ant ati on does not own or operate any term nals. W
deliver to third-party termnals. Again, you can see
t he breakdown of the different types of products noved.

In this particular pipeline, Kinder Mdirgan is
not 100 percent owner. W own 51 percent of Plantation,
and ExxonhMobil owns the other 49 percent. Originally
this pipeline was built and owned by Chevron, Shell and
Exxon, and as different conpani es have nerged and have
di fferent business plans, they've divested. Obviously
we bought Shell and Chevron's interest in Plantation
Pi pel i ne, and today Kinder Modrgan is the operator of
Pl antation Pipeline. The enployees that operate this
pi pel i ne are Kinder Moyrgan enpl oyees.

Al so we have our pipeline from Tanpa to Ol ando
down in Central Florida. There the product cones in
over the water, through our termnal in Tanpa, as well
as sone other majors have termnals in the area, and
t hen the product is punped well over a hundred nmiles to
Ol ando, where we have a truck-1oadi ng term nal

On the North system again, we have -- it's
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nostly NGL pipelines, noving NG.s and refinery
bl endstocks. W also have there a JV with Conoco in the
Heartl and Pipeline that does transport refined products.
We're 50 percent owner of Heartl and.

Then the Cochin Pipeline, again, we have 45
percent ownership in Cochin, and it's an NGL pipeline
transporting from Canada into -- you can see where it
goes down through the M dwest.

So, again, | just wanted to give you a rea
qui ck overvi ew of where sone of our assets are in case
t hat generates questions during the discussion period,

i f you have any questions about what's going on in
California and so on.

Thank you.

(Appl ause.)

MR. WROBLEWSKI : Thank you, Mary.

Why don't we take a ten-m nute break, start at
2:45, and then we'll be able to start with the
di scussi on. Thanks.

(A brief recess was taken.)

MR, WROBLEWSKI : Why don't we go ahead and get
started. Well, let's wait for one nore mnute for our
two additional panelists to cone back

Actual ly, why don't we just go ahead and get
started. I'mfirst going to ask for, before we get into
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ki nd of the bulk of the discussion that we're going to
have, and |1'd like that discussion really to focus on
the five general areas that we heard this afternoon in
terns of refinery issues, the effect of differing fuel
specifications, inventories of refined products, the
i npact of recent nergers and acquisitions, and the
transportation i ssues, but before we get into those kind
of five main topic discussion areas, |I'd |like to see if
Ed Murphy or if Dr. Giffin, who presented this norning,
had any comments on -- since we hadn't allowed you to
speak yet -- if you all had any comments that you wanted
to nmake based on the presentations that we saw in the
| ast hour or so.

MR. MURPHY: Ckay.

MR. WROBLEWSKI : You can stay seated and be a
little more informal if you like, or you can stand up
and be nore formal. [1'Il leave it to you.

MR. MURPHY: A couple of points, | just made
sone notes as | went through, and M. Larson from EPA
tal ked about the costs, costs of wintertime RFG and the
costs of summertime tinme RFG and we read a | ot about
t hose costs in recent years, particularly in the M dwest
when the costs got very high.

l"d like to make two points, frankly points we
made at the time to Carol Browner, who didn't understand
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themor if she did understand them she didn't articul ate
t hem

First of all, those costs are average costs.

That is the average cost of producing RFG or the average
cost of producing sumertime RFG  As we know from basic
econom cs, and Steve gave us a nice | esson on that here,
average costs are not what determnes pricing. It is
conpetitive costs that determne price. So, if you | ook
at average costs and expect that prices will respond to
average costs, you are going to be surprised, and you
are going to find out that, in fact, it's increnental,

t he nost expensive provider of the gasoline in this
case, that, in fact, determnes the price. So, the
average cost is a very, very m sleading indicator of the
| npact on consuners, point nunber one.

The second point, in a shortage environment such
as we have where you can't get supply, such as we had in
the situation in the Mdwest, costs, manufacturing costs
are largely irrelevant. It really doesn't matter how
much it costs you to produce the RFG on the Gulf Coast,
for instance, if it's needed in Chicago and you can't
get it to Chicago. Costs then are irrelevant.

And so in a shortage environment, it is access
to supply that determ nes the price, not what the
manuf acturing costs are. So, those are two issues there
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on costs which when you start to | ook at a shortage
Situation becone extrenely inportant to keep in m nd.

The two comments | guess on Tom Hogarty's
presentation, the first is one of the factors that Tom
didn't mention is the fact that there's been
di scrimnation for largely political reasons now for
quite sone tinme about the depreciation period allowed
for refinery investnment, going back | guess about 10 or
15 years ago. That is one of the things that's in the
tax bill, to reduce the depreciation period to seven
years, which was closer to what it is for simlar
equi pmrent in other industries, and that would help to
I ncrease the rate of return.

The second issue, and | don't differ with Tom
that low profitability has contributed to an
underi nvest ment of refinery capacity, but it's not the
only issue. | don't think that there's anybody in this
country who really believes that regardl ess of
profitability it is possible nowto build a new grass
roots refinery, assumng the incentive was there to do
that, but the environnental, the permtting
restrictions, the issues and everything else essentially
make that extrenmely difficult.

It's extrenely difficult for the sanme reason to
add pipeline capacity, even when the incentive is there
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to doit. One of the problens, of course, is again,
with the previous Adm nistration, the assunption is that
refiners, in this case refiners, are going to make the
i nvest ments regardl ess of whether or not there are
returns on those investnents, and if you are facing a
situation, for instance, of whether or not you're going
to make mgpj or investnents to produce | owsul fur diese
fuel and conpete with refiners in Europe, in Central
America, in the Caribbean, who can produce a sl ower
vol ume, some of the diesel streans at a nuch, much | ower
cost than you can donestically, you are going to think
| ong and hard about whether you are going to be able to
do that.

Some of those discussions, sonme of those
t houghts are going to result in an unw |llingness to make
I nvestnents that you are not going to be able to
recover -- the costs for which you are not going to be
able to recover because of the conpetition you are
facing fromforeign refiners, who face much, nuch | ower
costs. So, that is, has been and |I think continues to
be a maj or contributing factor in refinery capacity
expansi on.

Bob, what do | say? The nobst bitter fights are
ones fromclosest friends, | guess. W have a
dramatically different inpression of this energy
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| egislation. It starts with we are commtted to trying
to follow the EPA blue ribbon panel recomendati ons t hat
essentially called for a phase-down of MIBE. Regardless
of whether or not or how we feel about that, MIBE is
bei ng banned. It's banned right now, will be banned in
14 states.

If this energy legislation is not enacted, the
remai ni ng states are also going to ban MIBE. So, to try
and suggest that a cost of this legislation is the cost
of banning MIBE is, in fact, | think somewhat
m sl eadi ng.

The real issue is, is it nore effective and nore
cost-efficient for states acting on their own to ban
MIBE at different tine periods over the next four, five
or six years than it is to have a federal phase-down
w th one phase-down throughout the country? And as Bob
suggested, MIBE bans at the state level are going to
substantially exacerbate the boutique fuels problem and
they will, in fact, nmake the M dwest price increases of
a couple years ago | ook relatively m nor.

So, when we |look at this bill, the real issue is
does it achieve the objective of phasing down the use of
MIBE at reasonable costs relative to the alternative,
and we think yes, it does. In fact, we think it
achi eves that cost nuch nore efficiently, much nore
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effectively. Consuners wll benefit by a federal
phase-down at a predictable |evel over a four-year
peri od.

The et hanol mandate, the ethanol part of that,
EPA -- I'msorry, EIA Energy Information
Adm ni stration, estimtes that the increnental cost to
that is sonething | ess than one-half to 1 cent a gallon.
They descri be that as the upper bound of the cost
estimate, because they aren't able to nodel the credit
and trading provisions within the bill. So, we're
tal ki ng about sonething that is a very, very small,

m nor cost, | think likely to be overwhel med by the
efficiency gains of a federal phase-down as opposed to
I ndi vi dual state bans of MIBE.

Bob's right, the credit and trading system
doesn't produce supply, but again, that is confusing the
i ssue. Credit and trading system applies to the use of
ethanol. It helps in conpensating for the |oss of MIBE,
but we are going to be |losing MIBE in any case, and so
again, the issue is how do we nost effectively address
the | oss of those volunes, not whether or not they're
going to be | ost.

So, we are -- and | have been extrenely
supportive, have obviously worked with other
st akehol ders in trying to put together this agreenent
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that's now part of legislation, so that we think that
consuners are going to be substantially better off,
conpetition is likely to be enhanced, the boutique fuels
problemis likely to be reduced if this |egislation
passes.

And | guess on Steve's -- one point on Steve's
coments, which has to do with the inventories issue,
think you can probably say that whatever the shortage
occurs, whenever it occurs, if inventories were higher,

t he shortage would be less. | think that's sort of
definitionally the case. | question whether or not that
really is the issue, because the benefit to consuners of
the |l ower inventories, which we've seen over the | ast
ten years or so, is, in fact, |ower costs and | ower
prices.

One of the possible downsides of that is that
the prices tend to be nore volatile. Consuners,
individually with some difficulty, but certainly
consunmer custoners and the industry have a way of
accommodating that, which the market has not rewarded.
You coul d accommmodat e that by hol di ng hi gher
I nventories, and you can, for instance, as with heating
oil on the East Coast, pull those higher inventories and
give consunmers a fixed price for their product. By and
| arge, they do not want that. By and |arge, consuners
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woul d prefer to have average prices substantially |ower,
given the risk that occasionally there is going to be
sonme increased price volatility, but overall, there's
going to be substantial consunmer savings.

So, for us to say that consuners are wong in
this case and that we shoul d mandate hi gher costs,
hi gher prices on a regular and ongoing basis in order to
prevent the occasional price run-up and shortage | think
Is incorrect, and | think, in fact, it will lead to
substantially higher prices.

The additional problem conm ng out of the Levin
hearing | ast week, if inventories were higher if you had
to have two, three, five days, whatever the m ni num
I nventory |level is, who's going to say when that m nimum
I nventory |l evel needs to be changed? Who's going to
make the judgnment that, well, today is the day we
rel ease those inventories, because | don't know how | ong
this problemis going to last, and | don't know if this
shortage is going to exist for another two weeks, and if
|"mthe bureaucrat that's required to do it, whether I'm
going to have to go up and answer to an investigator,
why did | release these inventories as soon as | did and
cause a greater shortage a week or two weeks from now?

So, I"'mvery, very skeptical of the value, if
you will, of the market value, of the consuner value to
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any sort of mandated increase in inventory |evels.
Thank you.
MR. WROBLEWSKI : Thank you.
Dr. Giffin?
MR. GRIFFIN:. | just have a couple of --
MR. VWROBLEWSKI: Could you nove the m crophone

over a little closer so we can get it on the record?

Thank you.
MR. GRIFFIN:. 1've just got a couple of
gquestions for Bob Larson. You know, | always, when I

teach economcs to nmy students back in the Bush School
of Governnment and they want to know how policies get
made and so forth, and I was interested in, you know,
your estimates of the additional cost of refornul ated
gasol i nes.

Have there been any studies done to show t hat
t he benefits m ght exceed -- that the benefits actually
exceed these costs? | know you' re not required by |aw
to do cost-benefit analysis, but does anybody in the
Agency ever sit down to ask the question of what al

t hese boutique fuels are really buying us?

MR. LARSON: | don't think we've ever | ooked at
t he cost-benefit of boutique fuels. [|'m not aware of
that analysis at least. | wll point out, though, that

in general we have | ooked at cost-benefit for our
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regul ati ons, which include fuel regulations, and sone of
our recent rules where we have been phasing down sul fur
and what are the costs of the rule, as well as the
t echnol ogy that goes on vehicles to neet Tier |
st andards, for exanple, and those conbined costs versus
the health benefits that are derived fromthem it's a
very favorable ratio with the health benefits far
exceedi ng the costs.

MR. GRIFFIN:. Sul fur on gasoline and diesel or
are you tal king about sulfur on heavy fuel oil?

MR. LARSON: Well, we just recently adopted
regulations that are called Tier Il regulations for
passenger car size vehicles that run on gasoline, and as
part of that, there's technol ogy costs that the auto
I ndustry's incurring, and part of that also includes
fuel costs that go through the refining industry as they
control sulfur in the gasoline, and we | ooked at that.
| don't have the nunbers here, but the health benefits
far exceeded the costs of that reduction.

MR. GRIFFIN: Do you think that sort of to
prevent all these states fromrunning off and maki ng
their own standards on gasoline, what about |egislation
that would require, if a state were to deviate froma
nati onal standard that the EPA proposes, they would have
to somehow justify it by some cost-benefit anal ysis?
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MR. LARSON: Well, that's not a requirenent

ri ght now --
MR. GRIFFIN:  Well, I know --
MR. LARSON: -- under the Clean Air Act.
MR. GRIFFIN. =-- | know that, but I"'mtrying to

t hi nk of some innovative ideas, because this strikes ne
as a real problem where we have got the states nmarching
off in different directions.

MR. LARSON: | think when the states | ook at
what they need to do to neet ambient air quality
standards, they |ook at a range of options and eval uate
the costs to their constituents as part of that. Now,
sone of the costs may not be as easily quantified as
fuel costs, when they are | ooking at boutique fuel, but
they try to conme up with a package that's nost
acceptable I think for their comunity.

MR. WROBLEWSKI: Can | redirect that question,
Dr. Giffin, that you had in ternms of if a state adopts
a differing fuel requirenment from whatever the standard
Is? 1'll redirect that question to Bob Slaughter.

What woul d you say about that in terns of the
cost-benefit anal ysis?

MR. SLAUGHTER: Well, one of the problens is
that the states are running away froma federally
proscribed programthat is not cost-effective. |If the
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RFG program basically did not contain a politically
oriented prescription or recipe, which includes an
oxygenati on conponent, which has generally been found to
be both ineffective currently froman environnent al
poi nt of view and very expensive, nost of them woul dn't
be adopting that.

So, you know, they are running away fromthe
effect of federal policy, voting with their feet, as you
woul d have it, for a nore cost-efficient recipe, and |
think it would be a shame to penalize them and nmake t hem
cone back to the federal program which in and of itself
s not cost-effective.

Now, you know, one of the things we'll |ook for
Is if and when the energy bill passes, whether or not
with the elimnation of the 2 percent requirenment would
have an inpact on this in RFGif that goes forward. One
of our concerns is that -- and | should just nmention
this, that also com ng down the pike is the new
ei ght - hour standard on ozone, which is going to
basically throw a nunber of counties into nonattainnment,
a large nunmber, with this new standard. They are al
going to be | ooking at additional gasoline specs.

So, you know, that sinplification nmay be
overwhel ned -- you know, getting rid of the 2 percent
may be overwhel med as these people | ook for new fornul as
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again, and politically, of course, it's very difficult
to tell, because of federalism to tell states and
| ocalities that they can't do sonething that they want
to do if they seemto have a good reason for doing it.

MR. WROBLEWSKI : Can you explain just for the
record, when you say that the 2 percent oxygenate is not
cost-effective, what do you nean by that?

MR. SLAUGHTER: Well, there was a huge debate as
to whether or not oxygenation was required when the RFG
program -- should be required when the RFG program was
set up.

MR. WROBLEWSKI: Right, 12 years ago.

MR. SLAUGHTER: Twel ve years ago, in
approxi mately 1990, the RFG program was essentially set
up because of a Senate anendnent by Senator Daschl e that
establishes an RFG programin the worst ozone areas, and
it was proscribed that although there would be a recipe,
sone elenents of it would be rateable on a performance
basi s but not the oxygenation requirenment. It was
contended at the time that there was no reason to

require this oxygenation conponent throughout the year

I n RFG.

A political decision was nade to do it. | would
say that | believe it was done because it was hoped that
et hanol woul d be the major beneficiary of it. It didn't
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turn out that way.

But there have been studies done since that
time. For instance, the CO problemthat it was designed
to address was being taken care of because of advances
i n autonotive technol ogy, and studi es have been done,
for instance, by the National Research Council about I
think three years ago at this point that basically said
this oxygenation requirenment is ineffective. Currently
there is no net benefit due to this 2 percent
requi rement, yet it is extrenely expensive, and with the
concerns about MIBE contam nation in the water, there's
an additional incentive for people who otherw se m ght
adopt this RFG program federally not to, so they have
gone to boutique fuels.

Was that what you were | ooking for?

MR. WROBLEWSKI : Yes, thank you.

Again, | was going to start with refining
i ssues, but since we went into differing fuel
specifications, |I'Il stay there, then go back to
refining issues. | amgoing to direct this question to
Bob Larson or anyone el se who wants to junp on in.

Is there anything right now that EPA could do in
terms of -- | nean, you know, we're tal king about
elimnating the 2 percent ban, and that's actually --
that's not in our hands right now, but is there anything
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that EPA could do right now to ensure that the boutique
fuel problem doesn't beconme any worse than it is right
now?

You hear the refiners saying that a number of
the industry participants have gone hand in hand with
the states to ask for different -- you know, a new fuel
standard. |s there anything that EPA can do now to say,
hey, we're not going to let the situation get any worse.
We realize it's not ideal right now, but the systemis
sonewhat optinm zed, which we've heard from many
participants. |s there anything EPA can do now to stop
making it get any worse?

A sinple yes or no, and then we can nove on.

MR. LARSON: And the question was it's already
optim zed, so --

MR. VWROBLEWSKI: Well, that's what we've heard
frommny folks, is that they've optim zed, fromthe
transportation folks and fromthe refining fol ks, saying
that it's optimzed, so in ny mnd, it sounds |like there
isn't as big of a problem So, | was just wondering, is
t here anything that EPA could do to make sure that it
doesn't get any worse?

MR. LARSON: Well, | think Bob Slaughter
menti oned, perhaps it was nmentioned earlier as well,
that one of the things that we're seeing comng along is
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not just the phase-out of MIBE, which is causing sone
bouti que issues, but also |looking forward to the
ei ght - hour NOX standards, and we're anticipating that
there will be additional areas that will be required to
do em ssion reductions, and one of the tools available
for them and | submt because it is a very effective
and perhaps not too costly -- | don't know if that neans
It's cost-effective -- but not too costly alternative is
to ook for fuel inprovenents.

| think we will find that a | ot of the counties
t hat are being added under the NOX will be adjacent
counties to areas that already have sonme boutique fuel
requi rement, so nmaybe the problem won't be quite so bad.
It won't be creating new spots, but it will -- there is
certainly potential for that.

MR. WROBLEWSKI: There will be new markets.

MR. LARSON: It will certainly be expanding the
mar ket for those boutique fuels. Now, |'mnot sure
whet her a | arger market for the existing boutique fuels
Is a good or a bad thing. Larger market areas | guess
have sonme advant age.

MR, WROBLEWSKI : Right, sure.

MR. LARSON: |'m not sure how that inpacts the
supply for those markets.

MR. WROBLEWSKI : Okay, thank you.
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Mary, did you want to add sonethi ng?

MS. MORGAN: Just one coment about whet her or
not if you were just adding on sone additional counties
around the surroundi ng area, there can be an inpact on
the distribution system because again, while we're --
pi pes, you know, can nove things, but you're limted in
nost cases by tankage and how many tanks you have, and
suddenly if there's a change in -- you know, if you're
storing five or six different types of gasoline and
suddenly those have to switch around, the proportions
can make -- if you have to make changes, you know,
particularly on the termnal side of the business, it
can be very costly.

So, | nean, that is a constant problem and
that's one of the big problenms with the uncertainty
about going to ethanol now, is what proportion of your
gasoline is going to be what type, and when it changes
all the time, it's very hard to make those changes qui ck
enough, because you can't do the construction in the
time frame that people want to nake their economc
deci si ons.

MR. WROBLEWSKI : Okay, thank you.

Did anyone want to add anything el se? And then
"1l change gears and go back and start with refining
I ssues.
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MR. SLAUGHTER: Could I just nention one other
t hi ng?

MR. WROBLEWSBKI :  Sure.

MR. SLAUGHTER: It's just one of our concerns
about the ethanol nmandate, on top of the new ei ght-hour
ozone standards, is that we're going to see, we're
afraid, less reliance on the current RVP waiver. You
know, we have problens using ethanol in the sunmer
because of its increased volatility, which is -- and you
have ozone precursors in nonattainment areas. One of
t he ways that that has been addressed is to require a
| ower RVP bl endstock that is mxed with the ethanol so
you conme out with the same nunber.

We're afraid that with the increased use of
et hanol pursuant to the mandate that we'll see nore
areas that will be requiring this special blend, which
we call RBOB, that the ethanol has to be blended into
and that there will be additional problens in the
infrastructure as well as with production of this
differing bl endstock. So, we have concerns there, and |
think Ed may have a nore sangui ne outl ook on that,
but --

MR. MURPHY: | don't know that we have a nore
sangui ne outl ook, but the analysis that's been done is
to see that the major driver in ethanol use is to
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replace the volune in octane use from MIBE, that the
et hanol mandate has limted, if any, inpact, and as you
know, when you | ook at the conventional gasoline market
in the Mdwest, even under an ei ght-hour standard, there
is nore than adequate absorptive capacity, even of the
total 5 mllion gallons in the M dwest.

So, the volunes that nove out of the Mdwest are
going to nove out of the M dwest because of the MIBE
phase-down, not because of the ethanol nmandate, and it's
i mportant, again, to distinguish what's driving that.
Yes, DCE thinks there's going to be a large -- nore than
actually we believe is going to be the case -- but they
believe there is going to be a |large volunme of ethanol
excused in certain areas, but again, that is because of
t he environment of both MSAT, for instance, as well as
for octane.

MR. WROBLEWSKI : Okay, thank you. M chael?

MR. JACOBS: Yes, | want to comment on the
bouti que fuel issue. One of the slides | showed showed
the bar charts of the nunber of grades of product that
Col oni al has, and the headline said, "The future | ooks
even worse," therefore the inpression may be that |
t hi nk boutique fuel is bad, and that's not true.

To Janmes' question, | think the states have done
cost-benefit analysis of how to neet the requirenents,
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and the issue, as Bob Slaughter nmentioned, the question
Is do we go with the federal refornulated or do we adopt
a different blend that hel ps our air quality and may not
have sonme of the other factors associated with it, and |
think they' ve done that.

The issue for us, and | want to echo Mary's
coment, the issue is the future change and what happens
when the next one does it and what happens when the next
one does it, and the point is that they're not al
adopting a conmon grade of boutique fuel. They're al
creating their own grade of boutique fuel. So, | think
bouti que fuels in and of thenselves are not a bad thing.
They may be a very effective solution, cost and benefit
solution, for the states that need the air quality
| nprovenment, but we need to have nobre involvenent in
sonme of those decisions, |I think froma fuel
di stribution standpoint, and how we get there.

MR. WROBLEWSKI : Okay, thank you.

Let me change gears and tal k about sonme of the
refining issues. You know, this norning we heard nuch
about the relationship between world crude oil prices
and regi onal whol esal e gas prices and their novenent and
the relationship between those two conmmoditi es.

VWhat |'d |ike to explore nowis the mechanics
behi nd those relationships and the degree to which the
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crude refinery relationships differ dependi ng upon what
ki nd of refinery you have. Whether it's a refinery
that's an independent and it's not integrated upstream
with exploration and production or if it's just an
i ndependent by itself or if it's vertically integrated
downstreamwi th retailers.

So, ny first question goes to the types of
contracts that independent refiners use to obtain crude
and the incentives that independents have to obtain
crude as crude prices rise above the historic average on
a nunmber of the graphs this nmorning. So, | wanted to
expl ore that interface between the independents versus
the integrated for the firns upstream and how t hey
acquire crude and is one firmor is one type of firm at
an advant age or a di sadvant age.

I f anyone would like to start off with that one?
Dr. Giffin, you just noved to your m crophone.

MR. GRIFFIN.  Well, I'lIl start out.

If you took your question 30 years ago where
nost of the crude was noving through integrated
channel s, there was a very specific advantage to being
vertically integrated. You could optim ze your refinery
in terns of running certain types of crude which you had
access to, the sulfur characteristics of the crude, the
gravity and so forth.
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I think, though, because of the evolution of the
world oil market, there is today a very active oi
mar ket for different qualities of crudes. |In fact, you
can even | ook at the major oil conpanies, and what
you'll find is that often times the crude they produce
is not the crude they run in their refinery. They can
get a better deal by selling it in the open market, and
they can find some other crude that will fit their
product slate and their refinery configuration.

So, | really think today that verti cal
integration is not particularly an inportant factor
bet ween crude production and refining, and then if you
| ook and see what's happening in marketing, you find
that that |inkage, too, has been eroded over tine. So,
that's nmy take on the subject.

MR, V\ROBLEWSKI: Dr. Hogarty?

DR. HOGARTY: Just following up, | agree with
t he general direction of what Jimsaid. | think there
can be sone |local or tenmporary differences anong
refineries due to the perturbations on the crude oi
market. | can conceive of situations where certain
refineries are configured to run, let's say, type A
crude oil while others are configured to run type B, and
there can be disturbances in the crude oil market which
woul d cause type Ato rise nore than type B.

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



© 0 N o o b~ w NP

N NN N NN R R R R R R R R R
ag A W N P O © 00O N OO 0o O N P+ O

150

The crude oils tend to be separated in terns of
qualities and prices, and over tinme, on average, | think
the prices conport with the quality differentials, but I
think that in the short period of tine, there can be
di sturbances to these differentials, and | think that
tenporarily and perhaps locally or regionally, a given
refinery can have a | ower cost of crude oil than
another. This averages out and perhaps should not be
over - enphasi zed, but there can be these tenporary and
| ocal price disturbances.

Now, the sane applies to the differential as
bet ween product prices and crude oil prices. You can
verify for yourself fromthe New York Mercantile
Exchange prices that the crack spread, the three-to-one
crack spread or the sinple crack spread for gasoline,
that is the spread between the gasoline price and the
crude oil price that's referenced on that nercantile
exchange, that spread will w den or shrink over tinme,
and | think those sort of perturbations can be inportant
I n sone regional or localized or sonme tenporary price
spi kes, and | think they at tinmes can make sone price
spi kes worse and have a tendency at other tines to
alleviate the acute nature of some others.

So, whet her the conpanies are vertically
i ntegrated or not m ght not nmake that nuch difference,
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because the conpani es, beyond integration or not, could
be buying on a short-term basis or under |ong-term
contracts, and not junping into tonmorrow, but in the
Persian Gulf crisis in 1991, access to |long-term
contracts and provision of long-termcontracts by
refiners for the whol esal e custoners they were serving
turned out to be crucially inportant, because the spot
gasoline prices tended to be unusually nmore volatile
during that crisis than previously.

So, | think there's a |lot of substance to the
comment. | don't knowthat it's directly linked to
vertical integration or not, and of course, it would
average out, but locally and tenporarily, | think it
could be quite significant.

MR, WROBLEWSKI: Okay. Did you want to say
sonet hi ng?

MR. MURPHY: Yeah, | nmean, just |I'm agreeing
with what Professor Giffin was saying as well as nost
of what Tom was saying, but the real issue |I think and
the concern about this is, is there cross-subsidization,
I's the upstream subsidi zing the downstream or whether
t he question is whether the downstreamis subsidizing
t he upstream but | think and certainly the conpanies
that | talk to, their refineries are operated -- not
just the refining part of their systenms, but each
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i ndi vidual refinery is operated as a separate cost
center and profit center, and they are expected to make
a return on that.

So, you would have to question them why there
woul d be a philosophy or a desire to subsidize a
particul ar sector of the industry at the expense
presumably of a higher return fromthe sector in which
the subsidy is comng. So, it's not a
profit-maxim zing, long-termstrategy that's in the best
i nterests of the corporation.

MR. WROBLEWSKI : Okay, thank you.

Did you want to --

DR. HOGARTY: Can | make one foll owup comrent
on that topic?

MR. WROBLEWSBKI :  Sure.

DR. HOGARTY: (Going back into the distant past,
say 30, 40, 50 years ago, | think vertical integration
was nmuch nore inportant than it is now, and although I
don't have the evidence to support it, | suspect that
the refining marketing units of those days were not held
to accountability, and they were allowed to keep going
on very low profits, and to that extent, there was sone
nmerit to the idea that they were designed to convert the
crude oil into products and nove it out the door.

So, it may be remenbrance of those past days
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that's come forward into the future, but what | was
saying earlier this afternoon was that begi nning about
20-25 years ago, refiners have been subject to
accountability rules. They nmust produce a profit, and
t hat has been the fundamental problem They have not
been able to produce a profit that really conpensates
the investors for the investnent.

MR. WROBLEWSKI: Okay, follow ng up on your
presentation fromearlier this afternoon, have refinery
margi ns increased in recent years, and if so, what

accounts for that increase, and are the increases

shared -- | know I'm kind of harping on this vertica
i ntegration point -- but are the increases in
profitability or refinery margins, | should say, are

t hey shared equally across those who are vertically
I ntegrated and those who aren't?

DR. HOGARTY: Well, I'"mpretty sure on the first
part, in the |last few years, refinery margi ns have
gotten better. They were dismal in the early 1990s.

MR. VWROBLEWSKI : And what accounts for that
change?

MR. MJURPHY: | think it's largely been -- and
this goes to 2000, and Tomis correct, you can see that
the rate of return has increased in 2000 and presumably
i ncreased in 2001, although we don't have the data yet
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whi ch comes from the Departnent of Energy's financial
reporting system so we haven't got that, but | think
the margins were increased in 2001, but you can see in
al nost every -- in fact, in every year -- now, | don't
know about 2001, but in every year, and this goes back
to 1980, the rate of return in refining and marketing
was | ess than the rate of return for the S&P
I ndustrials. So, it's been consistently a subnornal
rate of return.

It's increased | think in the |ast several years
because of the type of issues we've been tal king about,
because excess capacity has essentially been elimnated,
because boutique fuels have grown and put further
pressure on existing capacity, and that has led to
hi gher margi ns, but those margins even now, and
certainly this year, are below the overall rate of
return in the industry.

MR. SLAUGHTER: | would just add on that, |
think Ed's absolutely right that, you know, it's so
depressing to listen to the Levin hearings and to hear
peopl e tal k about what prices were this tinme |ast year.
You know, nost of our conpanies reported dismal results
fromthe first quarter in the downstream sector.

Several of them said they had the worst downstream
margins in ten years. So, that doesn't bode very wel
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for where we're going to be this year, and regardl ess of
t he general novenent of profitability in the refining
sector, it's always well below, you know, the average
for industries.

DR. HOGARTY: 1'd add that the U. S. refining
mar keti ng sector is not only below the average for the
U.S. industrial, but it's worse than foreign refining
mar keting, and it's markedly worse than the upstream
and | think that makes a significant difference in the
l ong run in the allocation of capital w thin conpanies.
If the refining marketing unit within conmpany X nust
conpete with the upstream and nust conpete with foreign
refining marketing, its dismal rate of return is a poor
recommendat i on.

Furthernmore, within the refining marketing
sector, again, | don't have the data to prove this,
because the data are not segnented by refining and
mar keti ng, but my suspicion and hunch based on anecdot al
evi dence over the years has been that the refining
sector by itself is really bad in terns of profitability
in that it is sort of an al batross around the marketing
arm of sone of the conpanies, so that the conbi ned
refining marketing segnent | ooks bad, but the refining
by itself will be just terrible.

MR. WROBLEWSKI: If that's the case, if the
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refining margi ns have been so | ow over the past decade,
when you |l ook at California, there's been a marked
I ncrease in the nunber of independents who have kind of
expanded into refining, you know, who weren't vertically
integrated. |If you |look at the share that -- | guess
"' m going to say downstream vertically integrated, that
refiners and the marketers have, it has increased
substantially.

If refining returns have been so bad, why are --
what's the business nodel for these new i ndependents to
come in?

DR. HOGARTY: 1'd like to start on that. PADD 5
has much better profit rates than the other PADDs.
That's the nunber one thing. And historically, PADD 5
and especially California have been isolated fromthe
other PADDs in ternms of receiving product in-flows, and
| think that isolation goes back |ong before California
reformul ated fuel, and it has nmerely been worsened by
t he CARB gasoline. That has made it just nore difficult
to get into the California market. But the financi al
reporting systemdata | believe show that the PADD 5
profit rates are noticeably higher than in the other
PADD:s.

MR. MURPHY: O course, you know, the other
thing to keep in mnd if you go back 25 or 30 years,

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



© 0 N o o b~ w NP

N NN N NN R R R R R R R R R
ag A W N P O © 00O N OO 0o O N P+ O

157
you'll see that there were, in fact, many, many small er
refiners in California that essentially have gone --
well, essentially they have gone out of business, and so
that is a direct result of the big econom es of scale
and the |arge investnents that have been applied in the
environnental area. So, they have been driven out of
that market, and the remaining conpanies are very |arge
conpani es pretty nuch.

DR. HOGARTY: Right, and one |ast thing. One
busi ness nodel for California or the West Coast or PADD
5 woul d be an individual conmpany, ARCO. | think ARCO
has been a | eader out there in running refineries at
high utilization rates, realizing | arge econom es of
scale and trying to generate |arge volunmes, and ARCO
has, through its effective conpetition, forced the other
conpanies to respond, and |I think grounds could be made
for the California refineries having been forced by
conpetition from ARCO to becone nore efficient than sone
ot her pl aces.

MR. WROBLEWSKI : Okay, thank you.

Now, just the one |last point | want to make or
ask about in ternms of refinery issues is that we've
heard a | ot about -- and this is the point |I guess | was
trying to make in your graph that you showed, Bob
earlier -- we've heard a | ot about how refinery
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utilization is at such a high nunber. 1Is it because
high refinery utilization is efficient given the |arge
I nvest nents that have been nmade? |I|s that the reason?
So, it's not necessarily a bad, but that it's actually a
good?

MR. SLAUGHTER: Well, | nean, the investnents
are extrenely large, and I think there are a | ot of
nunbers that show how much noney has been put in the
pl ants. You know, obviously domestic refining still
makes sense for nmany people, because we still have a
significant percentage of our refined product
requi rements refined donestically. W just sinmply
t hough, in order to neet demand, have got to run plants
all out, and I think you want to get everything you can
out of your plant because of the investnent that you've
put into it.

The other thing, you know, even in recent years,
with the elimnation of the spare refining capacity that
we had during nuch of the nineties, you know, when we've
had the types of supply/demand bal ance, the industry has
been conported by several Secretaries of Energy now to
do everything we can to even postpone turnarounds and
necessary mai nt enance.

That, of course, has to be done sonetinme, and
nost people don't understand, that has to be schedul ed
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years in advance. You have a troop of people who cone
in and do it, and you have to be very careful about when
you do it. You're taking yourself out of the market.

We have had to tell several Secretaries of
Energy, well, if it -- you know, if we need to take it
down for safety, it just has to go down and that's it,
we have to do the turnaround. Sonme of it is
di scretionary, but then it has to be done at sonme point,
and when the appropriate period conmes along and it's
done like it was in the |ast few nonths, we then get
criticized for having capacity down and not producing
full tilt all the tinme.

So, | think it's kind of that constellation of
factors, but, you know, one of the questions | think
that all of us have is, you know, how |long can you run
at this high rate of capacity? And increasingly it's
just expected of us all the tine.

| mean, one of the things that was interesting,
"Il just throwin there, was to | ook -- you know,
demand was significantly down |ast year. | don't think
the utilization rate ever went below 86 percent?

MR. MJURPHY: Thereabouts, yeah.

MR. WROBLEWSKI : Even though demand was | ow
you' re sayi ng?

MR. SLAUGHTER: Even though demand was | ow, and

For The Record, Inc.

Wal dorf, Maryl and
(301) 870-8025



© 0 N o o b~ w NP

N NN N NN R R R R R R R R R
ag A W N P O © 00O N OO 0o O N P+ O

160
it was interesting, we didn't really have any idea of
what the nadir was there, and 86 was about as low as it
went .

MR. WROBLEWSKI :  Okay, thanks.

| want to switch gears again and nove into
i nventories, and one of the things that pronpted the
Comm ssion's investigation into gasoline prices has been
their volatility. If we were to try to reduce
volatility in refined petrol eum products, what would we
have to do? What would we have to do in terns of trying
to provide sone type of insurance? What effect would
what ever policy we had have on refined petrol eum prices?

You' re | ooki ng exasperated, Professor Giffin.

MR. GRIFFIN: | was just thinking back to the
fiasco of the 1970s, and here we're going to relive all
t hi s again.

No, sure, | guess the Governnent could either
mandate that refiners hold certain | evels of inventories
or the Governnent could actually buy them and nmaintain
them t hensel ves and then assune that some ommi sci ent
bureaucrat is going to know when to sell these. | just
t hi nk about all of the uncertainties in life, and, you
know, friends get sick and get cancer, and we're here
worryi ng about the price of gasoline and its volatility.
| guess if | want to buy an insurance policy, you know,
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"' m going to worry about my health or sonething, but I
don't -- to me, gasoline is inherently a volatile -- the
prices are inherently volatile, but there's very good
econom ¢ reasons for why it is.

The good news is that it's not a |large part of
our budget for the nobst part, and aside from providing
di scussion in Congress, | just don't think it's one of
t he burning issues of the day.

MR. MURPHY: Just, you know, it's sonmewhat
anal ogous to nonetary theory and why we hold cash and
you hold cash for several reasons, but two of the
reasons is -- one is transactions, because you need to
have a certain anount of cash in your pocket because
you're going to go out and buy sonething on a daily
basis or you can't walk around with no noney, and we
have a certain anmount of product in the pipeline for
exactly the sanme sort of reason, because you need to
supply it on a regul ar, ongoi ng basis.

The second reason you hold cash is because you
have a concern that you're going to be faced with a
| arge substantial expense or sone need for that nobney,
precauti onary demand, okay? One of the reasons you hold
i nventory is because you don't know what's going to
occur, and you hope as a businessperson that if that
sonme unusual occurrence occurs you are going to be able
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to sell that inventory at a higher price than you paid
for it, and that relationship is pretty nuch descri bed
In the futures exchanges in the differences between the
current and futures prices.

If, in fact, you set up a programthat says if
that event were to occur, then I, the all-know ng
federal bureaucrat, are going to rel ease these
I nventories and depress that price and renove any
possibility of receiving that rate of return on those
i nventories, you're going to see an offsetting reduction
in the private inventories to correspond with the
governnment inventories, and so you haven't really
achi eved anything other than sort of made the system
nore sluggi sh, because then you require a bureaucrat to
say, now we need the inventories.

And of course, one of the issues that arose in
t he M dwest was whet her or not those people rel eased
i nventories as quickly as they did, as they should have,
gi ven perfect hindsight about how | ong the probl em was
going to last, and | submt that that is a problemthat
| would rather |eave to private decision-makers rather
than to the Secretary of Energy to decide that today is
the day that we go to five days of inventory or four
days or whatever the amount woul d be.

MR. WROBLEWSKI : Mary, did you want to add
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sonet hi ng?

MS. MORGAN:. Just one coment just as a
reference material that you may want to | ook at was the
studi es, you know, on this subject, you know, that were
conm ssioned out in California, the thing about
strategic reserves and so on and so forth, and then
there are physical limtations, too, for this inventory
I ssue, particularly, again, | hate to keep harping on
this tankage issue, but | mean that has a lot to do with
it, and different parts of the country have very
di fferent amounts of storage, tankage, actually
avai |l abl e, you know, to accommpdate that kind of thing.
In some places, it just isn't avail able.

MR. WROBLEWSKI : Has anybody tried to quantify
what the savings have been or the effect has been on the
reduction -- because of the reduction in inventories,
has anyone tried to quantify what that effect has been

on refined petroleum prices?

MR. SLAUGHTER: 1'm not aware of it.
MR. MURPHY: |'m not aware of anything. Ton?
DR. HOGARTY: Not hing occurs to me offhand. 1I'd

start with the rule of thunb of a penny per gall on per

nonth to store the stuff and work it fromthere as a

guesstimate, and I'mreally beyond back of the envel ope

here, but | think that would be how you woul d go about
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MR. SLAUGHTER: M chael, could | just throwin
one t hought on storage?

MR. WROBLEWSBKI :  Sure, sure.

MR. SLAUGHTER: | nean, the idea in the | ast
several years -- | nean, we have always had certain
parts of the country that are | ooking for special
storage. Hawaii has al ways been | ooking for product
storage. The East Coast | ooked for years for product
storage, particularly in heating oil, and it finally got
sone. California is tal king about a reserve, California
gasol ines and fuels, and now the M dwest has been
tal ki ng about an ethanol reserve, although |I think Ed is
trying to take care of that for them but the one thing
| see is that there's a nedi eval concept here, you know,
where you can kind of see Anerica just bustling with al
these little nedieval reserves of their own fuel and
really acting as if the super efficient distribution
system we have isn't there, and it's all going to add
additional costs, plus we know that the product is in
storage, you have basically got to conme in and out of
the market all the time and refresh that, so there is
all kinds of interference with the nmarketpl ace.

MR. MURPHY: Let ne suggest, a couple years ago,
when the prices |ast went up, we were very concerned
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about it, we actually went out and did sonething which
we hadn't done before, which was talk to consuners on an
actual formal basis and talk to them about what we saw
as a crisis, and their response -- and the crisis was
gasoline prices have increased substantially in a very
short period of tinme, and the response we got, the
uni form response we got was this is not a crisis. It is
not i nposing hardship on us.

Yes, we recogni ze that gasoline prices are
volatile, and we recogni ze that prices are going up, and
t hey have gone up and have conme back down again. So, |
think there's been a grow ng understanding on the part
of the general public that gasoline prices are volatile,
that overall prices have been | ow and have been falling,
and certainly in real ternms, but that they are nore
vol atile than they were 20 or 30 years ago.

MS. DeSANTI: Let nme ask just a follow up
guestion to make sure that I'"mgetting the gist of what
you're sayi ng, because | think what we're trying to get
at here is the relationship between price volatility,
and if you don't have price volatility, what's the
effect going to be on average prices, and presunmably,
just as a matter of math, one would think that average
prices then would be higher. |If you were having
i ncreased costs to hold additional inventory, then on
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average, prices would be higher, and that would be the
price you would pay in order to reduce price volatility.
I's that a correct understandi ng?

MR. MJURPHY: That's correct.

DR. HOGARTY: Yes, | endorse that fully. 1'd
say average prices would be higher in |large part because
you woul d not have those distress periods |ike 1998 when
the prices really fell. | think they came down to a
nati onal average of 95 cents a gallon for gasoline. |
think that attenpts to stabilize would elimnate those,
and that was one of the | essons we took out of the
1970s, that the effect of setting ceilings tended to
produce floors as well

MS. DeSANTI: Ckay.

MR, CRESVELL: Ed nentioned a precautionary
stock. Has anybody tried to cal cul ate what the cost of
t he Chicago spike was to a typical Chicago household and
how t hat woul d conpare to let's say the average cost of
a penny per gallon for consunption over a year?

MR. MURPHY: ' m not aware --

MR. SLAUGHTER: | don't know that anyone's done
that, but | think you also have to keep in mnd that the
M dwest, after it went through the price spike, then
enj oyed some of the |lowest prices in the nation for the
rest of that year. So, you know, if sonebody does such
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a calculation, | hope they include the noney that was
saved after the price spike on an average -- conpared to
t he average as well as the cost of the price spike, but
"' m not aware that anybody's done that cal cul ati on.

MR. MURPHY: This sort of -- again, | alluded to
it before, that there is somewhat of a market test in
the heating oil market on the East Coast where consuners
are offered a consistent price in several different
terms, in sone cases a price sold through the year and
in sone cases a fixed price based on purchasing in the
sunmers, and those prograns wax and wane in their
popularity, but by and | arge they're not that popul ar.

When you have a price spi ke, obviously they
beconme nore popul ar, and one becones nore interested in

life insurance when one gets the plague, but by and

| arge, consunmers | think -- and this is the point |I'm
making -- are not interested in higher average prices or
hi gher prices overall in order to avoid price

volatility.

And of course, there are nechanisnms that could
be established, obviously comercial consumers who ni ght
have ready access to the Mercantile Exchange, for
i nstance, so they can, in fact, assure thensel ves of
that, and even in that case it's fairly m nor.

MR. WROBLEWSKI: | just wanted to follow up on
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sonet hing that Bob had said earlier, is that one of the
things that we've noticed in these recent price spikes
in the Mdwest and in California has been there have
been some infrastructure inpediments. So, the question
that | have for both Steve and for Mary are what are the
bi ggest obstacles in terns of expanding capacity in
terms of pipelines into these constrai ned areas?

| mean, when you | ook at the Southeast, Steve,
you said, you know, there hasn't been a price spike yet,
but when you | ook, well, there are two main pipelines
runni ng through there. \What are the biggest inpedinents
to getting additional infrastructure to make the markets
bigger in California and in the Mdwest? 1"l |eave it
at that.

MS. MORGAN: Well, I'll start with just sone
di scussi on, because a |l ot of people have heard about the
Long Horn Pipeline, because this is an exanple of where
there's been a | ot of discussion about how bringing
product fromthe Gulf Coast both into the West Texas
mar ket and on into Arizona, what inpact would that have.
We have heard about, you know, prices and margins in
California and Arizona and other places |like that. So,
in that case, there's really two parts of the whole
pi pel i ne expansi on.

First of all, I think Long Horn's been working
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on having their pipeline come in. Now, | know that they
tal ked to ne about it as long as ten years ago when they
were very first starting on the project, and they have
encountered a | ot of |ocal resistance in various
communities, like in the City of Austin and things.

It's the sane thing that we tal ked about, that people
don't want it, okay, they don't see it as a benefit to
them |If people in El Paso have cheaper gasoline, they

could care less. They don't want it going in there.

Then there's all of the permtting. | think
everybody tal ked about that. | nmean, we're working on
projects that we have been working on -- typically no

pi peline project is going to make it in less than five
years. It just isn't even possible in today's world
fromthe very conception, the permtting period is
typically going to be -- | mean, if everything is going
just right and say you're only replacing pipe, not
buil ding a new one, you're probably faced with two to
three years, even though that could be | ooked on as a
mai nt enance project as nuch as an expansi on project.
So, permtting.

Ri ght of way things, because there have been
i ssues coming up with different things, such as Indian
Reservations and ot her groups haggling with right of way
problenms. And then, again, there's probably a slight
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difference between a pipeline conpany that is basically
owned by a group of refiners versus one that isn't, one
that's, you know, just sinply providing transportation.
You have to have the support of the people that are
going to use the pipeline, and they may have very
different interests.

| mean, | believe there is a |lot of conpetition,
you know, in that industry, because | deal with all of
t hese different people every day, and they never agree
on anything. So, | mean, that's the only thing that
| eads ne to believe that they are constantly conpeting
with each other, and so they have different --

MR. MURPHY: You should try a trade associ ati on,
Mary.

MS. MORGAN: And so in this case, they'|ll say
Long Horn really does get up and run it, then there's
been a | ot of discussion about Kinder Mdrgan's |line that
goes from El Paso to Tucson and Phoeni x. There's also
pi pelines com ng from Los Angeles to Tucson and Phoeni x.
The product actually passes each other going in opposite
directions. So, in that case there's been questi ons,
how do people want to supply the market?

And so, you know, we've been | ooking at an
expansi on of that pipeline into there for a |long period
of time. The issues go all the way back to the economc
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regul ation that Steve nmentioned, such as, you know, we
are regul ated by the Federal Energy Regul atory
Comm ssion as to the tariffs that we can charge, and
again, those stay basically the sane over tinme. The
i ndexing allows you to go up a little bit, but then on
the other side, there's all of this other rate-making
met hodol ogy that actually can |ower your tariffs
significantly.

If you're faced with a tariff that's going to be
hal f what it was ten years ago, how are you going to
make an investment and make any kind of return to
support that? So, it's all of these different
regul atory things as well as, you know, what do people
want in the market?

MR. WROBLEWSKI : Steve, do you want to add
sonet hi ng?

MR. JACOBS: Yeah, | would add one point, which
is a further el aboration of the tariff point that Mary
made.

You know, | mentioned that we're trying to build
a pipeline across Alabama into Tennessee, and we w ||
have spent $50 million in the permtting process before
we begin construction. There is a risk that we get up
to the day before we start, and we get told no. That
$50 million is not a charge, is not a fee that gets
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passed on in our tariffs. That $50 million, we rolled
the dice and we lost, right? And we go away $50 million
poorer than when we started.

So, when you begin one of these projects, you go
t hrough all the issues associated with the business
risk, the political risk to do it, the question is, is
there sufficient return to justify the investnment?

Unfortunately, in many cases, the answer is
probably not, or there's too nuch risk associated with
it, business risk associated with it that it's better
not to deal with it and live with the infrastructure
t hat exists today.

MR. WROBLEWSKI : Do either of your pipelines
operate under market-based rates?

MR. JACOBS: Yes.

MR. WROBLEWSKI : What effect have those had on
t he way you operate your business?

MR. JACOBS: Col onial Pipeline was granted
mar ket - based rates to markets in New York, New Jersey
and Pennsyl vania | ast October -- I'msorry, |ast sunmer.
We've inplemented a program now with market-based rates
into those markets. [It's about 20 percent of the
busi ness we do, is market-based rates. The other 80
percent is the index nmethod that | described earlier.

MR. WROBLEWSKI : And mar ket - based rates, just
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for the record, they require you not to notify FERC or
you -- | guess you notify FERC the day you make the
change in the rate for the usage of the pipeline. Is
that what it --

MR, JACOBS: Well, let nme back up just one
second and expl ain.

Mar ket - based rates are when the FERC deci des
that you don't have strong enough market power to
I nfluence prices down at the retail level. If you were
to raise your tariff a dinme and gas prices went up an
equi val ent amount, they would consider that to be
there's not a conpetitive environment. So, specifically
in the Northeast, they |ook at all the sources of
supply, including the indigenous refiners in the
Nort heast, plus the inport barrels, plus other pipelines

t hat serve the market, and say you can change your price

10 cents a barrel, and people will decide to use you or
not. If your tariff is too high, too high above the
mar ket rate, they will decide to provide another source

of supply into that market.
So, now your question was how has that affected
our rate-making ability?
MR. WROBLEWSBKI :  Yes.
MR. JACOBS: | would say not significantly.
We're always | ooking at the FERC tariff as a nethod to
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set the nunmber, but it doesn't tell you what the tariff
Is. The tariff is a pricing tool, and you need to set
your tariffs in order to be conpetitive in the
mar ket pl ace to attract the business onto your system
So, | don't think it has changed substantially the way
we | ook at tariffs.

M5. MORGAN: And I'd just like to add in
addition to regulation at the federal |evel, perhaps
like in California, there's regulation at the Public
Uility Comm ssion |level, and a difference between,

i ke, Plantation and Colonial, they're |ike one | ong
pi peline that may deliver to a | ot of narkets.

Qut in California, it's nore of a hub and spoke
arrangement within the state itself. So, a |ot of
conpetition on the relatively short hauls, as with
trucking and things like that. So, even though -- |
mean, we have attenpted to have nmarket-based rates, it's
still before the Public Uility Conm ssion there, but in
our thinking for expansions and things, typically
because there is a | ot of conpetition, we would have to
price, even if we got the market-based rates, we would
have to price them | ower than what you would get on your
traditional cost of service or rate-naking nethodol ogy
sinply to remain conpetitive on the short hauls.

There's a big difference in pipeline
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transportation |ike Steve's for a thousand m | es,
pi pelines are going to be every other node, but in short
haul , there can be a | ot of other factors, just
dependi ng on whether the oil conpany involved has their
own enpl oyees as truck drivers and owns their own trucks
and that's a cost that they've already sunk, versus the
pi peline. So, it can be different in different places.

MR. WROBLEWSKI : Okay, thanks.

Did you have any nobre questions you wanted to
ask on transportation?

MR. CRESWVELL: | guess | have one, a general
gquestion. W have been talking a | ot about
environnental regulations. This Agency's encouraged or
requi red a good deal of restructuring of both the
refining segnent and the pipeline segnent, and since
we're on pipelines at the nonent, both your
organi zati ons have -- or some of your properties have
been affected by sonme of our divestiture orders, and |
just was wondering, has that had any effect on your
operations or your |ong-term expansion of capacity, that
there's been this change in owners or change in
organi zati onal structure?

MS. MORGAN: Well, | can describe the effect
that | believe. | believe that for a conpany |ike
Ki nder Morgan, which again, in its nost basic business
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Is a provider of transportation and storage, not buying
and selling products, we don't own refineries to make
product, we don't have retail outlets to sell it, so
when | |l ook at the evolution of something |ike, say,
Pl antation Pi peline, which before was owned by three
maj or oil conpanies, they may have had a different
decision tree in deciding when to expand. They m ght be
I nfl uenced by other factors, where for Kinder Mrgan, we
want to nove every barrel of gasoline or diesel or jet
fuel we can, because that's the only way we make noney.
So, we want to expand whenever we can get any kind of
decent return on it, because that's our business, that's
our core business.

And then also, when | was with Santa Fe Pacific
bef ore Ki nder Mdrgan, we were owned by the railroad, and
so again, it wasn't the railroad' s core business. They,
you know, they weren't as interested in investing in
pi pel i nes and everything, whereas Kinder Mrgan, | nean,
that is the business, and so there's a |ot nore drive,
and Ki nder Morgan al so obviously has acquired assets,
you know, as both the business nodel for, you know, the
maj ors and i ntegrated conpanies, they've wanted to
di vest nore and nore of the m dstream assets for a | ot
of the reasons probably that people have tal ked about.

You know, it's a challenge maki ng noney all the
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way up and down that integrated, you know, range of
busi nesses, where soneone who is a specialist in
operating pipelines and term nals may be able to provide
that service to themat a slightly | ower cost, and so
for us, as nore people have reasons to divest
t hensel ves, it creates opportunity for us.

Again, a lot of tinmes our custonmers tell us they
| i ke doi ng business with us because they -- rather than
perhaps if they have a choice in going in a term nal
that's owned by one of their conpetitors or one that's
going to act pretty much as a third party and treat
everybody the sane, they prefer, you know, not to -- to
have that other obstacle.

MR. WROBLEWSKI: Steve, did you want to add
sonet hi ng?

MR. JACOBS: Yes, | would. Colonial has eight
owners. Colonial was originally built back in the --
went into operation in 1963. It had ten owners. Al
were integrated major oil conpanies. Today, we have
eight. | have personally been at Colonial for three
years, and in the three years, there has been three
owner shi p changes, and all of them have resulted from
FTC-l ed decisions. | have not seen any change in the
deci si on maki ng.

Col oni al operates as a very independent conpany
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with a very rigid corporate governance nodel that
deci sion making is around what's to nake the nobst noney
for the integrated pipeline conpany, the stand-al one
pi pel i ne conpany | should say, and | haven't seen any
signi ficant changes in decisions com ng out of our board
as the ownership has changed.

MR. WROBLEWSKI : Okay, thank you.

MR. FRANCZYK: | know the pipeline conpanies
have nmentioned and | think even the EPA White Paper on
bouti que fuels mentioned that the proliferation of
bouti que fuels has effectively reduced the capacity of
pi pelines. | wonder if anybody has quantified that, and
al so, if you have, where you see that going in the
future in a worst case scenari o.

MR. JACOBS: The future question is going to be
harder to answer. Today we see probably 2 percent, 3
percent in product that gets downgraded in the
transm ssion. Mwving multiple grades of product, you
get to the end, and there's an interface material that
doesn't neet any of the specs. That gets pulled offline
and gets reprocessed and separated into finished
conponents to neet the specs.

We've tal ked about | ost capacity in dealing with
t he number of unique grades and boutique fuels. | think
in total there may be a 2 percent or 5 percent
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| mpai rment to business as a result of that. You do your
darnedest to keep running at full steam ahead.

| mean, | would | ook at the anal ogy of you're
runni ng down the highway with cruise control at 65 mles
per hour, and you now enter into a nmetropolitan area
with | ots of entrance and exit ranps and therefore a | ot
of traffic getting onto and off of the system It
causes you to have to brake, turn off the cruise
control, reduce your speed to 55 at certain tines,

i ncrease your speed back to 65 once you're to a
steady-state condition. W find ourselves hitting the
brake nore often than what we woul d ot herw se have to
because of that.

M5. MORGAN: And the thing that 1'd |like to add,
and again, | amgoing to describe nore the California
situation, as we talk about other things like refining
capacity hitting its level, a | ot of the pipeline
segnents or the pipeline systens are very close to
capacity. So, it gets worse.

We may have been able to stay within 2 to 5
percent -- in California, we have 136 grades of gasoline
or at | east that we nove through our system okay? |
mean, it's m nd-boggling how many there are. But as we
get closer to capacity, it becones worse, okay, because
just in the last nonth, as |I've had to talk to all of
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the major suppliers, refiners out there about this thing
about ethanol, they don't know whether they want to go
early or they want to go late, you know? They say can
we ship both a slate of CARB gasoline as well as RBOB as
well as all these others that are going to Arizona and
Nevada and all of thenf

|"ve told them | can nom nate them but | can't
guarantee ny line won't go into proration because of it.
| don't know who's going to do it. Again, it's this
t hi ng about the proportion. |f everybody switched, it's
an easy switch, because then you don't have to worry
about nmoving it through these tanks, and there's tanks
all along this whole thing. |If the wong proportion of
people switch, it can hurt nmy capacity enough to put ne
into proration, but |I can't predict that, because now
there's all this uncertainty about what's going to
happen.

| think everybody's doing their dead | evel best
to decide, but with everything that's going on -- so, it
gets worse as you reach capacity.

MR. MURPHY: We haven't |ooked at the issue as
to pipeline capacity, but we have | ooked at the effect
of increased transmits, loss in product, as you go to
very low sulfur content in gasoline and diesel, and in
the environment where we're concerned about the adequacy
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of production volunes to begin with, we think that
there's a substantial problemin terns of increase in
t he amount that you lose in the pipeline, particularly
in the diesel area.

| just sent a letter to EPA | ast week asking
that they put a pipeline person on the FACA, the
comm ssion that they have to | ook at the adequacy of it
for exactly this reason.

MR. WROBLEWSKI : Okay, thanks. | have two nore
gquestions. The first one really deals with FTC merger
review and renedi es, and given that probably in the next
few years we'l|l probably see nore stringent gasoline
requi rements and other refined product specifications,
do we here at the FTC need to | ook beyond the sinply
refinery cal culations, refinery capacity cal cul ati ons,
in making a prelimnary assessnent of a nerger to
consider the ability of that refinery to produce
specific final products or specific streans of products?
Shoul d we be nore detail ed?

DR. HOGARTY: The question is what is the scope
of the relevant market, is that your question?

MR, WROBLEWSKI: Right, that's right.

DR. HOGARTY: Yeah --

MR. MURPHY: Well, | nean, |I'mcertainly not
goi ng to suggest increased FTC scrutiny, but I would
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suggest that one of the things that we have proposed if
this bill is enacted is that the nunber of so-called
bouti que fuels, and you can do the count in many
di fferent ways, and the way we do the count we get
around 15, and you can get nuch |arger nunbers if you
i nclude different grades and things |ike that, but the
number of boutique fuels be reduced from15 to 5, and we
t hink that can be done and that can be done w t hout
sacrificing any environnmental qualities.

The effect of doing that is to increase the
fungibility of the market, to increase conpetition, to
i ncrease the availability of supplies, and so that would
work in the other direction. |If that is successful,
this boutique fuels problemis going to be nuch, nuch
|l ess of a problemin the future years.

MR. SLAUGHTER: 1'Ill just junp in and say that,
agai n, you know, one of our concerns there is the burden
on the industry, and to the extent that the nunber of
boutique fuels is rationalized, it's all going to be in
the direction of tighter specs and tougher environnental
conpliance, and we're worried about the inpact on the
I nvest nent requirenments for individual refiners and, you
know, there are efficiency gains that can be had if we
had fewer boutique fuels, particularly pipeline system

| don't think any of us would argue about that,
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but the refining part of the systemis severely stressed
now, and we are concerned about reducing the nunber of
bouti que fuels and the inpact that it m ght have on
refiners who are currently in business if they have
anot her fuel spec on top of everything else. So,
there's a distinction I think between where APl is and
where we are on this, but it's not really that |
di sagree with what Ed is saying.

" mjust | ooking ahead to the way that kind of
works out in the political m x, and everything that
seens to happen to us goes in the direction of nore
i nvest nent requirenent, and we're, you know, nany tinmes
burned, many tinmes shy at this point.

MR. WROBLEWSKI: My | ast question deals with --
you know, we've talked about -- this norning and then
this afternoon we've tal ked about many different factors
that can affect the prices of refined petrol eum
products. If | were to ask each one of you which are
the two nost inportant, you know, so we ranked them was
It crude, was it capacity utilization, is it the fact
that demand is inelastic, is it the environnental rules
in ternms of varying fuel specifications, is it changes
in concentration in refining in various markets, how
woul d you rank those in terns of which are the nost
i mportant factors?
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MR. MURPHY: Well, | wasn't here for the
norni ng, but | think by and | arge the nost inportant
contributor to gasoline or any product volatility, price
volatility, is crude oil prices, and that has been the
ongoi ng problem and issue and is likely to continue
bei ng the ongoi ng problem and i ssue.

VWhat we've tal ked about this afternoon, of
course, is on top of that or what happens to the product
prices on top of crude prices, but if the question is
what is the largest contributor to gasoline price
volatility, by all accounts it's crude oil prices.

MR. WROBLEWSKI :  And what would you count to be
the first anong equals in that second tier of the issues
that we di scussed this afternoon?

MR. MURPHY: | would put the lack of -- or the
shortage in refining capacity and then a | ot of things
that contribute would go into that, boutique fuels is
part of the problemthere, the oxygenate mandate is part
of that problem but it's essentially the limted excess
capacity to conpensate for unexpected changes, shifts,
run-outs, whatever, that contributes to price
volatility.

MR. WROBLEWSKI: Mary?

M5. MORGAN: | would agree in the sanme order
with the prices, because | had soneone just in our
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meeting the other day say, well, what happened a year or
so ago, why did these prices -- | said, well, crude oil
went from $13 to $26 dollars, and people were shocked
that prices went up? Well, not only here, because they
wer e tal king about natural gas, too, and this, that and
the other. | said, you know, why is anybody surprised
when that happens?

So, | definitely agree with that, and | agree
with -- because just in all of these energency
situations we've had to live with, you know, is when
sone kind of disruption happens, you know, a mmjor
unexpected refinery fire or sonething like that, | nean
we all lived through that when this happened in
California, and those kind of things, you know, they
are -- they have alnost an i medi ate effect.

But | also agree, even though as a pipeline
person |'mreally not supposed to talk about prices,
but, you know, we saw prices -- because people asked ne
about it, and 1'd look at OPIS, and the prices in
California were one-third. They were so |low just two or
t hree nont hs ago, they were | ower than they had been in
li ke ten years, but nobody ever conpl ains, you know,
when they're low. They only conpl ain when they're high.
But anyway, | agree with the order.

MR. WROBLEWBKI : Steve?
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MR, JACOBS: Well, | started ny presentation

with an apol ogy that what | was going to say was a

repeat of what you've heard before, so I'll again
apol ogi ze and again nention that I hope a repeated
nmessage gets remenbered. | think Ed touched on it very

el oquently with the issue around capacity. The industry
does not have sufficient capacity to deal with upsets.

It doesn't have excess capacity to deal with upsets. W
run fine in a steady-state condition.

MR. SLAUGHTER: |'d agree with everyone el se.
| mean, the biggest correlation is the crude price.

The crude price drives a ot of it, but when you | ook
at things that we really can affect, particularly here
I n WAashi ngton with public policy, you know, | have to
say that you have to focus on things you can affect
here, and one of those things is, you know, the
extrenely large environnmental costs that are put on the
I ndustry.

In terms of what you can actually do sonething
about as opposed to just have hearings about, that is
sonet hing that can be done we think nore efficiently
than it is now, but, you know, one of the things at the
Levin hearing | ast week, the first panel was asked, you
know, do you think a new refinery will be built in the
U.S.? And the answer was no. Wuld you build one?
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VWell, no, we don't think we need one.

Of course, there were sone of the biggest
refiners there who have substantial investnents already
in the industry, so | can understand why they woul d say
it, but, you know, the inmpression | think that was |eft
with the panel was that we don't need nore refining
capacity, and I think we do. | agree with Ed that we
don't have enough spare capacity, and it would be a big
plus for everybody if we had sone.

One of the problens, though, is that | don't
think that the Anmerican consumers want to support any
extra costs in gasoline, and they would have to support
some extra costs in order to have sonme additional
capacity, you know, they're kind of voting with their
feet here. They're taking volatility and tight
suppl y/ demand bal ance, but | think Ed's right. It
is definitely crude, but there are sonme things we can
work on here in Washington, |ike the environnental
bur den.

MR, V\ROBLEWSKI :  Tonf?

DR. HOGARTY: Crude oil has to be at the top of
the list, at |least historically. As to the future, |I'm
not so sure. MWhat little |I know about declining cost of
crude oil is that it's much |l ess than current prices, so
" m somewhat optim stic that the long-term crude oi
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price is going to be much lower in the future than it
has been in the recent past.

| think that beyond that, generally capacity
to manufacture gasolines and to nove them by pipeline
and other |ow cost transportation nodes is a key factor,
and I will try to be consistent with what | said
earlier, that |I think the incentives to provide
capacity can be nmade better. It's not an answer to
say that we will not have a new refinery of the |arge
ki nd anynore.

Even if that were true, there are nunerous
opportunities to upgrade the existing refining
capacities, and | believe that those upgrades have
taken place over the years and would take place in
great er abundance and that they would greater aneliorate
the price volatility problem especially the spike
probl em

So, | agree with the Conm ssion assessnment out
of the Mdwest, that the scarce capacity was really the
fundamental factor, and I would put it nunber one on
Bob's criterion that the FTC is an Anerican agency and
can deal with problens in the Anerican sector of the oi
market, and | think that that's one where the FTC coul d
have a significant inpact in the |ong run.

MR. VWROBLEWSKI: Bob, 1'lIl |eave the |ast word
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to you. Since we started out with you, I'Il |eave the
| ast word to you as wel|.

MR. LARSON:. Ckay, well, thank you. Well, the
| ast words are that | think it's been an interesting
session that we have had this afternoon. | will note
that part of ny presentation indicated that there was
based upon our estimtes a 2 to 3 cent difference
bet ween the cost of producing w nter grade RFG versus
sumrer grade RFG, but yet we do see a nmuch greater
difference in prices during that tine. So, it doesn't
seemto be so nuch refinery cost driven. It nust be due
to other factors.

Clearly during the sumrer, there is a nuch
greater demand on gasoline product than there would be
during the winter, and maybe sonme of the capacity issues
that the folks are raising here are driving that big
price issue.

MR. WROBLEWSKI : Okay, thank you.

That wraps it up for this afternoon. Tonorrow
norning starts at 9:00 a.m, and the session wll deal
with marketing issues, retail and marketing issues, and
it will go fromabout 9:00 to 12:30. So, we will see
you then. Thank you very nuch.

(Wher eupon, at 4:12 p.m, the proceedi ngs were
adj ourned.)
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