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Mr. Chairman and members of the Committee, I am Rayola Dougher, Senior
Policy Analyst, Policy Analysis and Statistics Department of the American Petroleum
Institute, a national trade association representing more than 400 companies from all

sectors of the U.S. oil and natural gas industry.

I would like to thank the Committee for the opportunity to present our views on

the fluctuations in energy prices we’ve experienced over the last year.

Right at the start, however, I would like to say that the price changes that occurred
were driven by the interplay between supply and demand. Our experience with these

changes reveals that markets for petroleum work.

Two decades ago, when we experienced our last major price shock, we paid even
more for petroleum products—when measured in today’s dollars—than we do now. The
average price of a gallon of gasoline in 1981 was $2.64 and the price of a barrel of crude
oil was about $69. In the same year, the U.S. produced 45 percent more petroleum and

consumed 20 percent less petroleum than we do today.

In the late 1970s and early 1980s, higher prices, a deep recession and a steep
decline in consumption of petroleum products brought about major changes. This decline
led to a severe recession in the industry. Thousands of workers were laid off and many

expansion projects were cancelled.

The Windfall Profits Tax of 1980 drained $73 billion dollars that otherwise would
have been spent on new exploration, refining or marketing. Huge investments required
for environmental controls sharply cut profits in the industry. These investments were
never recovered and between 1981 and 1998, the rate of return in the refinery sector was

just 4 percent, a third of the return earned by most industries.

Because of this, dozens of refineries and storage facilities, and thousands of
gasoline stations, were closed. A number of companies were forced to merge to ensure
they had more capital to make the huge investments required to explore for and produce
oil. They also became more efficient, to the point that the real cost of a gallon of gasoline

is now 52 percent lower nationwide than it was in 1981.



But we still have a petroleum supply system that is straining to meet consumer
needs. Since 1985, demand for petroleum products has exceeded the refinery capacity.
We now import about 2.5 million barrels of refined petroleum products each day — about
12 percent of demand. These imports are predicted by the U.S. Department of Energy to

grow by as much as 140 percent over the next 20 years.

The price volatility that has disrupted markets over the last few years was caused
in large part by a lack of excess refinery capacity and the proliferation of boutique fuels.
Different U.S. jurisdictions require different kinds of fuels to meet environmental needs.
Our industry must supply 16 different types of gasoline. These boutique fuels decrease
the ability of the supply system to move gasoline from one area to another. Thus, any
small change in demand or interruption in supply may set off another explosion of price

volatility.

As winter approached last year, stocks of heating oil and diesel fuel were lower
than usual. Then, the coldest weather in a decade caused demand for heating oil to shoot
up. At the same time, higher natural gas prices caused utilities to burn distillate fuels to
make electricity and demand for distillates rose dramatically. Refiners use distillate fuels

to make heating oil and diesel fuel for trucks and cars.

Because refineries were producing record amounts of distillate to meet this
increased demand late into the winter season, they were not building inventories of

gasoline for the summer. As a result, gasoline stocks were considerably below normal.

Finally, as spring arrived, many refineries also took time off to do needed
maintenance, some of which was delayed by government requests to produce more

distillate products earlier.

For all these reasons, refiners got a late start in producing the gasoline needed for
the summer. Nationwide gasoline inventories in March were at their lowest level for that
month in 40 years.

As the industry struggled in the face of insufficient refinery production capacity,

production of gasoline dropped by 2 percent in the first quarter and demand rose by 2

percent. This imbalance led to the price increases for gasoline in early spring. Refineries
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responded and supplied large amounts of gasoline and broke all previous production

records for the second quarter of 2001.

After a surge of gasoline production, refineries found themselves with higher
inventories. The result has been sharply falling prices amid a slowing U.S. economy
throughout much of the summer and into the fall. By mid-November the average price
for all types of gasoline nationwide was $1.22 per gallon. This is 53 cents less than
May’s high of $1.75 per gallon, 34 cents less than it was a year ago, and the lowest prices

have been since July 1999.

As we head into the winter season, the fuel outlook appears much better this year
than it was last year. Weakened global demand for crude oil has resulted in sharply
falling prices, averaging $18 compared to $35 a year ago. This change is reflected in the
prices for refined products. Heating oil prices have fallen from $1.50 to $1.20 over the
same period. In addition, the average price for natural gas is $1.70, compared to $5.60 a

year ago.



Lower demand this season has allowed inventories to recover. Inventories of key
heating fuels, especially natural gas, are 13 % higher than they were a year ago. Heating
oil inventories are about 26% greater than year-ago levels. In addition, under the
assumption of normal winter weather, demand for heating fuels is expected to be lower

this winter than last when we experienced the coldest weather in a decade.

For all these reasons, the U.S. Department of Energy' expects consumers will see
lower heating bills this winter than last. So in the short term, the outlook is encouraging,
at least as far as energy for the winter season is concerned. However, unless we address
the underlying problems facing the oil and gas industry, we may be doomed to more

frequent and more severe energy disruptions than we have endured in recent years.

Several factors are important to consider in determining how industry can

maintain its ability to keep up with growing demand.

o  We must increase domestic energy production. We are becoming more and more
dependent on oil imports. This dependency now amounts to about 60 percent of
U.S. oil demand; a number that the U.S. Department of Energy projects will rise
to 64 percent by 2020. We have no choice but to diversify and increase the

sources of our supplies, both domestic and foreign.

o We must update and expand our energy infrastructure. Our refining and delivery
infrastructure is stretched to the limit. Refiners will be required to make massive
investments over the next 10 years to expand refinery capacity to meet consumer
demand and to comply with government regulations. A major new refinery has
not been built in this country in well over 20 years. Meanwhile, complex, time-
consuming permitting requirements impede the ability of refiners to expand or
retrofit facilities in order to increase capacity. Further, regulations complicate the

building of new pipelines to efficiently deliver energy to needed areas.

e Significant changes need to be made to existing regulations. The clean-air
requirements that have resulted in 16 different types of gasoline in use across the

country greatly reduce refinery flexibility. This means that minor disruptions and



scheduled downtime for maintenance can have a much more disruptive impact on
the flow of supply. Recently enacted state laws that ban the use of MTBE (an
oxygenate designed to reduce ozone pollution and carbon monoxide emissions)
will present new challenges to the country’s fuel production and distribution
system, and it is feared may increase the number of boutique fuels. When federal,
state, and local regulations are not coordinated, industry is forced to make costly
operational changes that hurt their ability to efficiently and effectively meet the

nation’s energy needs.

Policy makers need to determine the impact of governmental decisions and
actions on our energy security, much like environmental impact studies help
protect the environment. A sound national energy strategy should insist that
energy impact studies be developed to help policy makers and the public
understand the potential impacts of actions and decisions on the nation’s energy

security.

We all have a stake in the successful implementation of a National Energy

Strategy. Keeping our businesses running, our industry producing, our homes

comfortable, and being able to get to where we want to go is important to us all. Now,

after the tragic events of September 11™, we’ll need reliable supplies of fuel for U.S.

armed forces. Guided by a sound energy strategy and by taking advantage of the latest

technology that allows us to explore for and produce oil and natural gas with little or no

adverse effect on the environment, we can have the reliable and affordable energy

supplies we need and the quality environment we all deserve.

This concludes my testimony. I am happy to answer any questions.

''U.S. Energy Information Administration, Department of Energy, “Winter Fuels Outlook: 2001/2002,”
www.cia.doe.gov.



‘Energy Situation

Rayola Dougher

Policy Analysis and Statistics
American Petroleum Institute
dougherr@api.org
November 27, 2001

Representing the Nation's Gil & Natural Gas Induﬁtry




PassaIppe 2 0}

pasu swo[qoid SUTATIopuUn ‘WiId)-3U0[ AY) U
"UISRINOJUD

ST JOO[INO JY} “UII)-}I0YS dY) UT
puewdp pue Arddns

U99M)9q Ae[diour AQ UDALIP SQFUBYD LI

JoonQ A31duy aYJ.



Outline

Overview of energy in Pennsylvania
Supply and demand

Inventories and prices

Energy policy



Overview of Energy in
Pennsylvania

Population: 12,281,054, ranked 6th

Total Energy Consumption: 3.7 quadrillion
Btu, ranked 7th

Per Capita Energy Consumption: 310
million Btu, ranked 39th

Total Petroleum Consumption: 28.9 million
gallons per day, ranked 6th
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Pennsylvania’s Energy Consumption
by Sector and Fuel Type

E Renewables

trillion BTUs

Electricity
0 Natural Gas
Petroleum

Source: U.S. Energy Information Administration
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U.S. Gasoline Requirements

Federal, state and local gasoline specification requirements have
created a patchwork quilt of boutique fuel requirements

g /‘l.w'\
North Dakota /L{:/f‘\*f”hw / |
vontana E—— Ty TR ine L

Wisconsin 5//" ﬂ

i

: é indizna ';

3 i y/f e Ja
Colorado H

} * K&muc«y /) Sl Vngmta

»,f

Now Moxico ; ‘ ' ‘$omts0agﬂma
i -
o i 3 ,5 (‘eorg«a
BT | | d
f\ Texas o Wiss o

. \kada g
IR =G - South ST

[] RFG - North [ ] RFG wiEthanol

1 Oxygenated Fuels NV CBG Y
CARFG L REV 3 ExxonMobil
[ ] Federaicarrc [ 70Rve ) , e
- AZ CBG 1 7.8 RVP, MTBE-No Increase
Oxy Fuels78 RvP  [EERE 7.6 RVP
- Oxy Fuets7.orve [l 7.0RVP. 150pom S i S e o e oo e o e s s o
e makes no rep of warr , B oF Diherwise, asto the or

comp!efleness of this map.

K.W. Gardner



durids Apres ur surjoses 10J sasearour 9o11d 03 P soureqUI]

%< AQ 9SOI puBWSP pue JoMeNnb IST UI 947 UMOP SUI[OSeS JO uonoNpoIJ
SIB3A ()7 UI [9AJ] ISOMO] JB SOLIOJUSAUL OPIMUOTIBN]

Iouwruns Jo0J urjosed guronpoad 1e)s 9je[ 100

dduBUUIR
POpaau Op 03 JJO SWII) J0O) SIdULJAI Auetl paALLe Julids sy

Jowrns JI0J dur[oses JO SALIOJUdAUL SuIp[Iing J0N

UOSBIs 9y} 0JUl dje[ J.[[USIP JO SJUNOWeR pIodas Furonpoid siouryay
S[onJ S1B[[NSIP UINng 0} SaNI[IIN pasned sdo1d ses [ermjeu 10YIIH
9pBOIP € UI JOYIBIM ISIP[0))

[ensn uey} J9MO[ A1oM
[oNJ [9SIp pUe [I0 SUNeIY JO SY00Is ‘TeaA )se] peyoroidde 1ojuim sy

A1ddns uey) 1918013
Sem puewd( /JOUSTY S9o11d 910M AUM



Cents per gallon

AAA Retail Regular Gasoline Prices - PA and US
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Percent Change 1n Inventories
from Last Year

Heating Oil |Natural Gas |Gasoline

National 23% 13% 1%

Mid-Atlantic 39% 10% 23%




‘SRS IeguEaoy peoepnD ABmug mm ey g EuaR

gbied A UOIWNEUOD DIoWeEN OURsed [EDGE] UD pasEes ..
Lo (S8ald B0R BAR [BUCIRN .
T L BOE L 5C8 11 (4] saurmpusdyg
ELL Qg4 Tl GR {lefg) eouy Baw
Q58S |95 L0% GEa (spel) uogdwnsuwoy
hasmpey sundos g

=R q66 o8 Hes 4] surmpuadxg

aL'i A8l £LL GE {iefy4] oaud Bay

gLo iEL o asa (F1e0k vagdursuos
GEeeyiian] ilo Bujrey

@E ﬁmm ﬁw mwm E@%E%M

mi E@ hwm @E %_ﬂﬁ_&m%@,m%

LER g4 ive &R Eowh vondunsuas
(E2 Pl sun EINGE

16R3MI0 ] aBR g [EnLSYy gy By
COOE L DOT FOCZ- 000X DOOT-EREL SE5L 0681




Addressing Underlying Problems

* We must increase domestic energy
production

* We must update and expand our energy
infrastructure |

* We need to change existing regulations

 We need energy impact studies, much like
environmental impact studies



Conclusion

» Short-term outlook is encouraging, but
unless we address the underlying problems
facing the o1l and gas industry, we may be
doomed to more frequent and severe energy
disruptions than we have endured in recent

years.



