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PROCEEDI NGS

MR. SEESEL: Good norning, everyone, and wel cone
to the third and final day of the Federal Trade
Comm ssion's Conference on Energy Markets in the 21st
Century: Conpetition Policy in Perspective. 1'm John
Seesel, the FTC s Associ ate Ceneral Counsel for Energy,
and | want to wel come our audi ence here at the FTC
Conference Center in Washington as well as everyone
wat chi ng the conference on our webcast.

W will have two panels this nmorning that | know
wi |l discuss issues of great inportance to the United
States and world economies. Qur first panel this
nmorning will address the current inplications of the
worl d energy situation for United States energy
suppl i es.

| am especially pleased and honored to introduce
the noderator for this panel, who al so happens to have
been ny former boss here at the FTC, Orson Swindle, a
Federal Trade Conm ssioner from 1997 to 2005 and now a
Senior Policy Advisor and Chair of Security Initiatives
at The Center for Information Policy Leadership at the
law firmHunton & Wllianms, and | will turn the podium
over to Orson, and he will introduce the panelists.

MR. SWNDLE: Thank you very much, John.
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Several years ago, John and | were | ooking at
one of the oil nmerger cases -- by the way, | am al ways
amazed at how the FTC attracts Baptists, and | grew up
in a small south Georgia town, and the Baptists go to
church, and they all sit in the back of the room None
will sit in front of the pastors, because they are al
asking for noney, but I am not asking for noney today.
So, if you like, come inalittle closer. W also have
it all on video camor stream ng video or whatever it's
cal | ed.

| was telling John, we were discussing several
of the oil mergers, and | said, you know, this is going
to be a big issue, and when Tim Miuris cane to be
Chairman, | said, "Tim worry about two things, gasoline
prices and privacy," and they did dom nate, and so when
Chai rman Maj oras cane, sort of the same nessage, get
ready for the spring assault on gasoline prices.

A great interest has been taken in the energy
field by the Federal Trade Conmmi ssion, particularly the
nmergers going on and trying to analyze the market to try
to come up with rational reasons that we can understand
why certain things happen.

This is the third day of what appears, fromny
| ooking at the program-- | regret I was not able to be

here -- but what appears to have been a very interesting
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two days of discussions, and today's discussion here
will be quite interesting, too, |I think. W are |ooking
at rather conplex and certainly diverse and many aspects
of energy policy: supply, technol ogy, demand, and
things of this nature. As we all know, we are
enor nously dependent upon oil or petroleum and an awful
ot of it, way too nmuch of it, is in the hands of other
people, and to take it a step further, sonme of those
ot her people don't like us very well or the regines are
unstable or the area is unstable. So, it represents
quite a threat to us.

A war is raging in the Mddle East right now.
Chaos could be said to be raising if that war is
concluded in a poor manner, and I'll leave it to other
experts to tell nme what the right manner would be. |
woul d suggest that we have not seen the |ikes of the
trials and tribulations that are to cone if it does end
badl y.

| am not an expert in petroleum and energy by
any stretch of the inmagination; however, over the
Christmas holidays, | stayed at a Holiday Inn, | want
you to know that, and in addition to that, follow ng the
| ead of former CIA Director JimWolsey, | have a Toyota
Prius based on the recommendati ons of some of you here

at the Federal Trade Comm ssion, and | can attest to the
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fact over Christmas, ny wife averaged 73 m|es an hour
goi ng down to Nashville on the highway, and we averaged
43 mles per gallon, which is pretty good, you know,
that' s good.

Fortunately, we do have three experts here today
to address the norning's lead topic, as John introduced:
M. Roger Diwan, Admiral Dennis Blair, and Ms. Anne
Korin. The three speakers are going to take about 20
m nutes for their presentations, and | amgoing to try
to be brief with introductions, because they are in the
prograns, as | understand, and then, if we have any tine
| eft over, be thinking of questions that you want to
pose, because we have a great opportunity with sone very
know edgeabl e peopl e here.

Qur | ead speaker is M. Roger Diwan -- [|'11I
never get that right, Roger, and I'I|l bet you are called
"Roger" an awful lot -- Roger Diwan, who will give us a
broad view of the energy situation today and the
chal l enges facing us in a very -- we, the United States,
which is a very energy-dependent nation -- the
chal | enges of neeting demand, conpetition, petroleum
supply, how we got into the situation we are in, and
what the future may hold in the not-to-distant future.

Roger is a partner and head of financi al

advi sers and a nenber of the PFC Energies Corporate
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Advi sory Practice. | love that term "PFC." He is
responsi bl e for developing PFC s relationship with
financial communities and to structure PFC offerings and
services to the need of the noney nmanagers focused on
energy. Prior to joining PFC Energy, Roger was a senior
oil analyst with Energy Security Analysis, a narket

anal ysis consulting conmpany in Washington, DC. He is
from Lebanon, and it is always a pleasure to neet
soneone with these kinds of talents. He grew up in
Paris, France, and he speaks English, French, Arabic,
and Iltalian.

Roger, the podiumis yours, and you can, if you
woul d |'i ke, speak fromthe table, or you can cone up
here, please. 1'mlooking at the clock here, and it's
9:14, so we will say 9:34, and we wi || adjust
accordingly.

MR. DIWAN:.  Thank you. Thank you for the
i ntroducti on.

| wanted today to have a presentation a little
bit to show how we got here, to have $65 oil, and
| ooking forward for high oil prices and what it neans,
and look a little bit at the energy policies of the
United States and what we can make out of it and how
that feeds into this issue of energy security since it

is avery inportant theme in this country.
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To understand how we got back to the high
sixties in terns of prices and the higher |ast summer,
we al nost reach $80, we need to | ook back over the |ast
30 years. This is not a small phenonenon. The oi
industry is very capital-intensive. The tinme to create
projects are extrenely long. To develop a field in the
@ul f of Mexico, for exanple, fromdiscovery -- from
exploration to production, it takes between seven to ten
years. So, lead tines are extrenely inportant, and we
need to go back and | ook at the history.

Think about it. In 1961, when OPEC was creat ed,
the whole world was open to the oil conpanies but two
countries really, Russia and Mexico. Through the
seventies, we had the whole wave of nationalization, and
we had the Iran-lrag War and the Irani Revol ution, which
really boosted the price, and we had a nmassive
investment into the energy business, and the price
collapse in the md-eighties has triggered basically a
demand shock. Demand went down, and we had a huge
anount of surplus capacity, which took 20 years really
to work out.

During these 20 years, the industry, in general,
had very |l ow marginal return, and they did not invest
much. Through the end of that period, when we had

prices going up, the industry has trenmendously changed,
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has shrunk a I ot. You have bigger players, but much
smal l er industry, if you will, and the rise of the new
set of conpanies that we call the NOCs, the national oi
conpanies. So, we started in 1961 when basically we
have the international oil conpanies, the 10Cs -- and |
will use a lot of these acronyns -- dom nating the

busi ness, and right now we are in a phase where the NOCs
are in ascendency and the 1 OCs are basically wondering
what to do next.

That's an inportant phenonmenon |I'Il conme back to
because it has great inplication for our energy
security. If the oil is produced by the national
conpani es, do they have the neans, the technol ogy, the
people to invest to increase supply, or is it still in
the hand of the international oil conpanies?

Thi nk about three-four years ago, in early 2003,
let's put it this way, January 2003, a nunber of tipping
poi nts have happened since. W had a nassive increase
in demand in China 2004, and of the magnitude which
basically, by itself, w ped out all the excess capacity
which was left in the system which has been |ingering
over the last 20 years. W had oil prices over $50 for
the last three years, and we have basically seen no
response on demand or on supply, which is incredible.

| nmean, we have been used for a world where $23
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oil was high oil prices in 2000, and suddenly, we double
t hat and even nore, and since we haven't seen the
responses both on the demand and on the supply, which is
unprecedented, and it tells sonmething about the ability
to produce nore oil and/or the affordability of oil to

t he consuners.

We al so have nmassive di sruptions which further
eroded the capacity in the business, and we have ushered
a conpletely new debate, which is extrenely inportant.
How nmuch oil do we have and how nuch can we grow our
supply going forward, especially from outside OPEC, and
how much oil is available to continue to grow our supply
chai n?

Finally, sonething which has enmerged in the | ast
three years is this industry, which has not invested for
the last 20 years, is facing -- it is what | would cal
al nost an anorexic industry, has shrunk, shrunk, shrunk,
and unable to grow, because just it does not have the
people to grow. W |lost nore than half of the people in
the industry in the last 15 years in the U S. al one, and
one segnent of industry in particular, the service
sector, which has very poor profitability, has shrunk so
much that it is very difficult nowto grow again.

So, in that sense, when you |look at all these

system ¢ changes we have had, | guess we have entered
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the age of energy insecurity, and we need to deal with
it. A nunber of the issues that | have here on ny slide
are things which will stay for a long term W are not
going to be able to reverse the trends that have energed
over the last ten years very easily.

We have high costs, and they will remain there,
and they are very inportant, and I wll talk alittle
bit about that. W have the rise of the NOCs and the
fact that a ot less jurisdictions are open to the oi
and gas conpanies. W have nmuch higher political risk
gl obally, and we have insecurity everywhere, not only
physi cal insecurity, | nmean, mlitary security is -- it
is on the contracting terns; it is on the ability to
nmove oil; it is on the ability to find the material; and
all of that.

The industry is entering a very difficult
period, and we can inagine froma nunber of shocks going
ahead, the only thing which will dramatically |oosen the
ener gy bal ances going forward is a big economc crisis
whi ch reduces dermand; otherw se, anything else will add
to the tightness in going forward.

A l ot of people are |ooking at this industry and
saying, well, this industry is doing very well, we have
high oil prices, the oil conpanies are doing very well.

Wiy are they not investing and why are they not bringing
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nmore oil? 1 think this is masking the real issue here.
This is an industry that is nostly in crisis, if you

t hink about it, and has been driven by high profit in
the last year, and going forward |I think the profit is
going to be nuch smaller, because the costs have been
rising so fast. So, in a way, the oil prices is nmasking
the crisis.

Thi nk of one phenonenon, for exanple, which is
the F& costs, F&D neaning finding and devel opnent
costs, how nmuch it costs to find oil and develop it and
bring it to the market. It is the blue curve here, and
until basically 2003, it cost between $5 and $7 to
di scover and bring oil to the market. Right now it
costs over $20-$25. This chart is nostly for the eight
| argest oil and gas conpanies. For the smaller ones,
actually it is significantly higher, but it is around
$20 to find and bring oil to the market. So, this is
mul tiplication by four, and these costs are going to be
sticking. It's not a blip.

The financial markets know very well how to
price that and how to understand these rising costs.
There is a very sinple formul a saying that basically you
need three times the F& cost to have a 10 percent rate
of return. So, this is why the oil market is pricing

oil at $60, not because we have a very tight stock
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situation or because supply/demand is very tight, which
it isnot. It is the perception that to bring oil to
the market, to discover new fields, the new margi na
oils comng fromhere on are going to cost between $50
and $60 goi ng forward.

If you look at the large projects which are
started now, this is pretty much what we are pricing,
and if you |l ook at the countries who are | arge producers
of oil, Venezuelas, the N gerias, the Saudi a Arabi as,
they need $50 in their budget to be able to survive.

So, they need also $50 oil. So, we have here a function
of higher oil prices going forward, and the expectation
of prices continuing to rise is extrenely inportant,
because it is really affecting the cost issue.

And the main reason is sinple, and nobody really
tal ks about that, is it is not the lack of resources in
the world, and | do not believe in the peak oil, but it
is the lack of access to resources. Think about it. In
1970, the 1CCs, international oil conpanies, had access
to 85 percent of world oil. [If you | ook what happened
through the time, right now, 65 percent of oil and gas
reserves in the world are not accessible to the oil and
gas conpanies. They are in the hands of the national
oi |l conpanies. Twelve percent of the reserves are into

t he national oil conpanies, but they allow access.
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There is another 16 percent in Russia, and that is
debatable if it is open or closed. And really, the
international oil conpanies are conpeting for 7 percent
of the global resources. This is the US., the UK
Australia. They are jurisdictions which are open for

i nvestnments, and this is where nost of the investnent
goes, in a very small sliver of the resources.

So, the question is, can we devel op the
resources in the 65 percent of the world, plus Russia,
so 80 percent, in effect, of the world, fast enough for
rising energy demand in the world? And that is the
| arge question here, because what you have seen over the
| ast few years, the higher the oil prices go, the |less
access you get, because the higher the oil prices are,
the Il ess need for capital fromthe I OC exists, and
certainly what the I OCs have al ways said, well, we wll
bring capital, we will bring technol ogy, and we w ||
bri ng managenent, that's a fallacy.

Capital, now, everybody has it; technol ogy,
actually, the oil conpani es have abandoned technol ogy
over 15 years ago, and they passed it on to the service
sector; and nmanagenent, if you look at all the | arge oi
fields run by the oil conpanies, they are owned by
Schl unberger and Hal i burton, so they do not even have

t he managenent. So, the question is, why do we need the
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m ddl e man, and if you do not have the m ddle nman, can
t hese national oil conpanies develop their reserves fast
enough?

An interesting phenonenon has been happeni ng
al so over the |ast few years. The national oi
conpanies were, if you want, the sl eeping beauties of
this business. Nobody really cared about them but they
al ready knew that they had the resources, and over the
| ast three years, as oil prices have increased, the
national oil conpani es have di scovered that actually
they do not need the mi ddle man, and what you start to
see here is a huge amobunt of deal s happeni ng between the
NOCs cutting off the m ddle man, and obviously these
conpani es are not American or European. They are
Chi nese; they're Arabs; they are Venezuel ans; they are
| rani ans; they're Indians; et cetera.

So, you have a new set of conpani es who have
energed controlling the energy business, very different
t han what we had ten years ago or even five years ago,
and this is tremendous change, and it has to fit in our
perception that in the way the energy business is
sliding away fromthe traditional player

That poses a new set of challenges if you think
about it. If you | ook at the non-OPEC supply, so the

US., the UK, the jurisdictions open, again, to the
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international oil conpanies, if you look at all the
projects comng on, the reserves, et cetera, it is very
difficult to i magine that non- OPEC can continue to grow
past 2010, 2015. W just do not have the nassive
reserves to replace the ones which are declining. W
have a set of |egacy assets which are declining. W
have brought a whol e set of new, very large fields over
the last few years in deep water, in Brazil and in the
United States, and these large fields tend to peak year
one in production. After that, they are going straight
down.

So, what you are doing here, you need to bring
huge anmount of reserves just to stay flat, and we do not
see the ability to find and to devel op these reserves.
So, it means that the world is going to be nore and nore
dependent, dependi ng on how fast demand grows, on OPEC,
on these national oil conmpanies to bring oil supply.

When you | ook at oil demand, still, this is a
worl d dom nated by North Anerica, by the U S. The U S.
still basically represents a little bit nore than a
quarter of total world oil demand. On average, an
Anmerican consunes 17 tinmes nore oil than a Chinese.

Just to give you an idea, over 50 percent of world
gasoline demand is in this country. So, this country is

a very large consunmer of oil, and nost of that oil,
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actually, is only consuned in one sector, which is
transportation. So, it is not an energy issue; it is
really a transportation issue.

| already tal ked about the Chinese com ng and
taking our oil, but what you -- | nean, China has been
growing fast, but China is still at a very | ow base
conpared to the United States.

If you look at the next ten or 15 years, it is

very difficult to imagine that China and India and 2 and

a half billion people there, which have their incone
growing very fast, not willing to consune a | ot nore
oil, and after all, they want the sane thing that we

want, the same type of life we want. They want to have
| ar ger houses and appliances and cars, and that is going
to put trenendous pressure on the supply chain to be
able to provide themthat at obviously |ow prices, and
if you | ook at how many cars you have in China versus
the United States, and this S-curve, that basically al
the countries who have devel oped have followed, is you
start to ask questions. Can China devel op that way, and
if not, why not? And what is going to happen when the
i ncome of another 200 m|lion Chinese increases froma
$1, 000 to $3,000 per year?

So, what you start to see actually with these

NOCs is a whol e new set of energy architecture where the
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| ndi ans and the Chinese and the Russians and the Mddle
Easterners are starting to make deal s anpong thensel ves
and cutting the mddle man, which is largely the United
States. You had an energy world system which was very
much built and guaranteed by the United States after
Wrld War 11, to guarantee the sea lines, and to bring
investnment and to force to open countries to investnent,
and what you start to see in the last five years was in
a way the end of globalization, as we knew it in the
nineties, and the fact that these countries are reacting
to the policies of the United States, in the Mddle
East, in Russia, in Latin Anerica, in China, you start
to see alliances, political alliances form ng around
energy, which are very nuch renoving the U S. fromthe
center of that gane.

After all, the United States has built a set of
institutions over the last 30-40 years to guarantee
energy and to nake energy cheap and abundant to spur
growt h, and what you see right nowis the U S. has
pretty nmuch abandoned that gane in the mddle of the
nineties, and certainly after -- | nean, this
Adm ni stration has gone quite against the institution
that it has put in place in the past, and you see al
t hese deal s happeni ng where capital and coordination is

happeni ng between the countries, renmoving the United
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States fromthat deal, and a new set of energy
architecture energing, which in a way is threatening for
the United States.

In a world where you are really dependi ng on
supply -- and it goes back to that -- it neans that as
|l ong as we believe that you need to grow your supply,
you are going to be dependent on geol ogy, and geol ogy
has been kind to the Mddle East. Mst of the reserves
are in the Mddle East. It nmeans that you are going to
depend on OPEC and particularly on Saudi Arabia. 1In the
worl d of constrained supply, the world of OPEC and Saudi
Arabi a remai n paranount.

Agai n, over 35 percent of oil reserves are in
one country, Saudi Arabia. Saudi Arabia understands the
role it plays in the market, which is a strategic role
that no other supplier plays, which is the supplier of
| ast resort, because it is willing to invest a huge
amount of noney, over $80 billion right now, to build
the spare capacity. Spare capacity is capacity that
you're building that you m ght not be using. There is
not a lot of countries willing to do that and certainly
not a single oil conpany is willing to do this, spending
$80 billion to put aside, and you cannot ask that for
nost of the OPEC countries. | nean, you cannot ask

Nigeria to build spare capacity. | nmean, this is a
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country whi ch has $150 per capita income, and you cannot
ask themto spend $50 billion to keep reserves on the
side for the tinme when oil prices are too high for us to
drive, so that, then, we will bring that capacity online
to bring down their own oil prices. It is imoral

Wth this reality, folks in U S. energy security
who are accessing nore supply is totally unrealistic,
and that has been the policy of this country. So, if
you | ook at U. S. energy policy, it is fairly sinple. It
has been grow ng, grow ng, grow ng dependence on oil,
and | really dislike highly the term"foreign oil,"
because we are dependent on oil. GOl is a comobdity, it
is fungible, there is an oil market. |[If you have a
di sruption in Al aska, Venezuela, Saudi Arabia, China, or
name it, or the @Gulf of Mexico for hurricanes, oi
prices go up. And the risk is a price risk; it is not a
supply risk. So, we are dependent on oil, and | do not
care if it is comng fromthe Mddle East or from
Al aska.

| think Washington has a hard tinme to believe
that, and the perception is the Mddle East is extrenely
dangerous and the disruption is going to cone fromthe
M ddl e East, so we need to secure the Mddle East. That
m ght be right, but the fact is the disruptionis a

price issue. It is not a volunetric issue at the end of
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t he day.

So, in general, all the responses in this
country are focused on supply, and you have this type of
billboard in the Mdwest right now, energy independence
being the big rallying cry, and we do a lot of things to
believe that we are enhanci ng our energy security, but
actually we are not doing anything with that. Denand
managenent is totally -- you know, if you want to talk
about demand managenent in Washington, it means that you
want to raise taxes or you want to crinp the ability of
t he household to have cheap oil, which is basically a
political death wish in the United States. So, you
don't do that.

| nstead of that, you have what we call an
i ncredi ble naze of energy policies. These are all the
agencies, on the blue side is on the |egislative side,
who are involved in energy policy, and on the red is on
t he governnent side. These are all the agencies who are
doi ng energy policy in the United States, and | can
assure you they contradict each other, and there is
really no single focus here, and what is incredible is
you have this incredible federal and | egislative regines
wor ki ng, and at the end, you energe with | would say the
nost absurd policy, which is ethanol.

Et hanol is a nouse which is not going to roar.
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Even in the best case scenario, you mght be able to
produce 500, 000- 700, 000 barrels per day of ethanol in
the United States, which probably requires at |east half
of that amount to produce. So, really, it is not a net
energy producer. Just to give you an idea, we consune
over 9 and a half mllion barrels a day of gasoline.

So, it is not going to solve any of our problens. It is
going to require a lot of energy in itself, which we
said at PFC, sonehow it seens easier for the
agricultural business to plow Washi ngton for noney than
plow the | and, and that is the consequence of that
policy.

So, the other response of any politician is we
need nore research. This means do nothing, again. Just
to give you an idea, this is the market capitalization
of the oil conpanies in blue, and this is how nmuch --
the little green box, how nuch they spend on F&D -- on
R&D. There is not a | ot of noney going into research
and devel opnment in the energy business. Take the
exanpl e of Exxon, the |l argest conpany in the world --
not in energy, the largest conpany in the world -- they
are really a nonfactor in terns of R& globally. Even
Schl unberger, which is a conpany a tenth of its size,

t hey spend nore noney on that.

So, the questionis, | think there is a large
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consensus in this country that something needs to be
done, but nobody is willing to accept the pain of doing
it, because we believe that gasoline needs to be cheap,
and by the way, if you go to Europe, people are willing
to pay three tinmes nore for gasoline. | do not think
technology is the answer either. W cannot, by fiat,
make di scoveries on technol ogy, and as we said, | nean,
if the United States does not nove technol ogy, just uses

the existing technology, if U S. cars are as efficient

as European cars, we would be consuming 5 mllion
barrels per day less of oil. That is basically all our
i mport of refined product and not -- | mean, 5 mllion
barrels per day of oil is the full consunption of

Germany and France, just to put things in perspective.
That is ny |last side.

So, | want to pass on this to the next speaker,
and the question is really, is at the end of the day the
energy policy of the United States hidden in its
mlitary budget, because | was once on a panel with a
politician, and | said, "There is no energy policy.” He
was a Senator, and he was once running for President,
and he said, "No, actually, there is an energy policy in
this country. It is called the U S. Arny. W send them
to the Mddle East, and the cost is basically on the

Arny and the Navy and not on the average citizen. That
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is the policy of the United States.™

MR. SWNDLE: Thank you very nuch, Roger.

MR. DIWAN.  Thank you.

MR. SWNDLE: Qur second speaker takes us, at
| east for nme, fromthe distingui shed Roger Di wan of
PFC -- | want you to renenber that -- to an admral
For a Marine, that is a hell of a leap, PFC or an
admral. WlIl, we have got an admral here. |In today's
world of conflict, mayhem and threats that Roger has
spoken of and you read about daily, one can concl ude our
dependence on foreign oil and oil in general, and it is
a fungi bl e product, and, therefore, it can cone from
anywhere, and any disruption hurts us. It could be
argued -- and nmany do -- that it is really a nationa
security issue, but how do we address that?

Adm ral Dennis Blair has lived an extraordi nary
life. His experience gives himspecial insight on
national security issues. | worry about getting the
monthly bills paid. Admral Dennis Blair's |ast conmand
was Cl NCPAC, which is the largest mlitary conbatant
command in existence. It is everything, you know, from
the West Coast on, and that's just an extraordi nary
role.

He has had extraordi nary rol es throughout his

career, froma junior officer to a senior officer, and
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he is, in addition to his Navy successes and
acconpl i shnents, he has been first Associate Director of
the Central Intelligence Agency for mlitary support of
the CIA. He is a graduate of the Naval Acadeny, 1968;
earned his Master's Degree in history and | anguages from
Oxford University. He has been a Rhodes Scholar. He's
been a Wiite House fellow. He has had four

Di stingui shed Service Medals, and it goes on and on.

He i s perhaps nore fanous than any of this for
his feat of trying to water ski behind his destroyer
when he was a junior officer, which as a Marine pilot, |
think that is really cool. He is currently a
counci | menber of the Energy Security Leadership Council.
Pl ease wel conre Admiral Blair, and thank you for your
service, sir.

(Appl ause.)

ADM RAL BLAIR. Thank you. Thanks, Orson. W
burned a ot of energy trying to get that -- to get up
on skis, and it did not l|last very | ong.

No, thanks for inviting ne here. | am speaking
on behalf of ny 17 fell ow nenbers of the Energy Security
Leadership Council when | say that energy security is
one of the nobst pressing national security issues of the
United States. Qur council is a nonpartisan effort. It

bri ngs together business executives and several of us
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retired senior mlitary officers who are concerned about
the perilous state of U S. global energy security.

W are led by Fred Smth of FedEx; on the
mlitary side Retired General P.X Kelley, forner
Commandant of the Marine Corps; Herb Kell eher of
Sout hwest Airlines; Andrew Liveris of Dow, M chael Eskew
of UPS are nmenbers. Retired mlitary officers include
Chuck wald, the fornmer Deputy Commander of the European
Command; Admiral Vern Cark, former Chief of Naval
Operations; and ny experience has been nostly in the --
nostly in the Pacific.

Now, Roger said that demand managenent is a
political death wish, but with the efforts of the
Council, we have managed to convince sone nenbers of
Congress to drink the Kool -Aid, and our efforts have |ed
to the introduction into Congress of the Security and
Fuel Efficiency Energy Act of 2007 or the Safe Energy
Act of 2007. It is co-sponsored by denocratic Senator
Byron Dorgan and by his Republican colleague Larry
Craig, and the heart of this bill is really a bold
suppl y/ demand conprom se, vastly inproved conservation
on the one hand and increased security of supply on the
ot her hand, and we believe that both these two parts,
this kind of a conpronise, gets us away fromthis

sterile debate we have had over whether it is -- you
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know, tastes better or less filling that we have had
over the years and gets us forward to where we need to
go.

On the demand side, the Safe Energy Act steadily
rai ses the fuel efficiencies of Arerica's cars and
trucks, and under the new | egislation, the new passenger
cars and light trucks sold in the United States each
year will have to get 4 percent nore nmles per gallon
than the cars sold a year before, and the sane will be
true of commrercial trucks, which have never been
previously subject to a fuel efficiency standard. Now,
this is an aggressive rate of inprovenent. There are
safeguards in case technically we sinply cannot get
there, but we think it is achievable and inportant.

On the supply side, the Safe Energy Act calls
for expandi ng production of oil and natural gas in the
outer continental shelf in the waters in the Eastern
Qul f of Mexico in conjunction with stricter
envi ronnmental protections. It also calls for nore R&D
dol l ars for enhanced oil recovery and carbon
sequestration techni ques and technol ogies, and it wll
facilitate biofuels infrastructure devel opnment for 30
billion gallons of ethanol per year by 2030, with half
t hat anount coming from cellul osic feedstocks. Last,

but not least, it will establish a strategic energy
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infrastructure equi pnent reserve to deal with crises
simlar to the ones that we experienced when Katrina
bl ew t hrough the Gulf of Mexico.

So, if you add up all of these nmeasures -- and
Roger made the point that if you | ook at i ndividual
t hi ngs, perhaps they do not seemto be decisive in
t hensel ves, but if you add all of this up, they wll
enable us to reduce the oil intensity of this country by
hal f by 2030; that is, for every dollar of gross
donestic product that the country produces, we wll
consune half as nmuch oil as we do today. |In the past,
after the first oil shocks back in the seventies, we
performed that feat. In the next 15 years, we dropped
our oil intensity to half what it had been before, then
we |leveled off. W need to get back on that curve of
reduci ng energy intensity.

Now, all the nenbers of our Council are, of
course, patriots. W want this country to assess a
serious problemthat is currently going in the wong
direction, but | would like to talk a little bit about
t he judgnents of those of us who have mlitary
experience and the judgnents that drive our involvenent
in this project.

Let me say it sinply. The increasing U S.

dependence on overseas oil from underdevel oped, volatile
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regions of the world is putting a strain on our mlitary
forces and is assigning them expensive m ssions for
which they are really the wong instrunent of national
power, and this problemis nost vivid, you can best
understand it in the Persian Gulf, which is hone to the
five countries with the greatest proven conventi onal
petrol eum reserves.

When | first joined the Navy in 1968, the entire
US mlitary presence in that part of the world was a
one-star Navy admiral on his unarmed flagship, two
destroyers that would deploy to hold sinple exercises
with Gulf countries. As | recall, gas at that tinme ran
30 to 40 cents a gallon for ny Austin Heal ey 3000, and
the Persian GQulf was a rare duty station for nenbers of
t he arnmed forces.

In the late 1970s, two serious threats to
Persian Gulf oil were identified by the Carter
Adm ni stration, which becane seized by the issues. The
first was a potential Soviet invasion fromthe north
com ng over the Zagros Muntains into the oil regions
around the @ulf, and, of course, the Soviet occupation
of Afghani stan hei ghtened the concerns. The second was
an aggressive and fundanentalist Iran, which was | ed by
a reginme that had permtted and then exploited the

t akeover of the Anerican Enbassy. So, in response, the
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Depart ment of Defense created the Rapid Depl oynent Joint
Task Force, the RDITF, which was a pl anni ng headquarters
and a contingency force that could quickly deploy to the
@Qulf to defeat a major |and invasion.

In 1983, as a part of this general mlitary
bui | dup agai nst the Sovi et Union, the Reagan
Adm ni stration, which cane next, upgraded this task
force to a regional command, |ike the European Command
and the Pacific Command where | served and then
ultimately commanded. So, this Central Conmand had
full-time responsibility for U S interests in the
region. Every commander of the Central Conmand, which
was what the new organi zation was call ed, has had the
m ssion of ensuring the security of oil fromthe Persian
@l f since that tine.

In 1987, in response to the attacks on tankers
by Iran and Irag as part of their bitter war, the United
States gave Kuwaiti tankers American registry, provided
naval escorts for them as well as for tankers of allied
nations. So, by 1990, Anmerica had a fully functioning
mlitary command structure; had depl oyed major forces to
the Gulf, both for exercises and for conbat operations;
and had established a mlitary comm tnment due to oi
security. So, the mlitary conponent of American

security policy in the Gulf region had greatly
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i ncreased, and as we saw, it crowded out diplomacy,
reliance on the market, and nore indirect instrunments of
nati onal power.

U S. security policy in the @Gulf since then has
been in the headlines. It is famliar to everyone, and
it has been dom nated by the use of major military
force: Operation Desert Shield and Desert Stormin
1991; during the course of the 1990s, the nuaintenance of
Air Force and Navy air wings in the Gulf on a full-tine
basis to enforce no-fly zones north and south; an Arny
brigade full-time in Kuwait; periodic bonbings of Iraq
during that period. Then following 9/11, the
intervention in Afghanistan and then the invasion and
occupation of Iragqg.

For those of us in the arnmed forces, the
operations in this region of the world are expensive,
and they are frustrating operations on this major scale.
As a general rule, the use of large-scale mlitary force
in volatile regions, underdevel oped countries, is
difficult to do right, has nmjor unintended
consequences, and rarely turns out to be quick,
effective, controlled, and short-1lived.

The Persian @Qulf is just about on the other side
of the world fromthe United States. To keep one ship

on station there, it takes nore than three in the U S
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Navy; one there, one going, one comng. Pretty much the
sanme ratio holds for airplanes, and as we are | earning
now in Iraq, for soldiers and Marines. You either just
got back, you're there, or you're getting ready to go
agai n.

A mgjor mlitary presence in the Gulf raises
| ocal resentnents and dangers that work agai nst what we
are trying to achieve. Now, this is not just a
post-9/11 phenonmenon. It was true well before 9/11 in
terms of the effect of mpgjor U S. mlitary forces
stationed or who were spending | arge anounts of tine in
the Gulf region.

So, after all of this major mlitary effort,
what is the bottomline? Gas is pushing $3 a gallon for
my Jeep. We are extending the tours of soldiers in the
@Qulf region to 15 nonths, and we are nore subject to
events in the Gulf than we ever were in the past.

Now, why has Anmerican security policy devel oped
in this way? The fast pace of operations in that region
that | described since the 1970s has given little pause
for reflecting on overall trends and effectiveness.
Ameri can forces have now been engaged, mlitarily
engaged in the Mddl e East, since the tanker wars of
1987, and events have seened to demand i ncreasi ng our

mlitary force, not reducing it. Drawi ng down is
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percei ved as weakness akin to Britain's withdrawal from
east of Suez after 1967, but underneath, driving this
engagenent, is Anerica's ever-grow ng dependence on
over seas petrol eum

Thi s dependence has influenced successive
adm nistrations to strengthen mlitary engagenent rather
than to search for other means, perhaps politically nore
difficult, perhaps in the long run nore effective, and
certainly nore cost-effective neans for boosting energy
security. An increased mlitary force is always a good
short-termanswer; it is always a safe short-term
answer. The costs, the side effects, beconme apparent
only in the long term

Thi s expensive and sonewhat clunsy nodel is
shapi ng our energy security approach in other regions of
the world outside the Gulf. Consider Central Asia, hone
to an increasing share of the world's oil reserves in
the future. Already we see reports through sonme of the
early chapters of the same play book that we followed in
the Persian Gulf 20 or 30 years ago.

Now, it may sound strange for a senior mlitary
officer to stand here and say that the use of
| arge-scale mlitary force is not the answer to a maj or
challenge to the interests of the United States, and |

amnot saying that mlitary force is not relevant to the
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Persian Gulf and to other regions that provide resources
that are vital to the econony of the United States and
its allies. For exanple, once Iraq invaded Kuwait in
1990 with mlitary force, it was going to take mlitary
force to restore Kuwait's borders and i ndependence.

| am al so not saying that we shoul d never have
major mlitary forces depl oyed overseas or spending a
ot of tinme overseas. Qur forces in Europe and Japan
provide allied reassurance, they don't raise fanatica
| ocal resentnent, and they are well-positioned to
protect our interests, both by conducting exercises and
for their operational responses.

But what | amsaying is that it is a different
situation in the Persian GQulf, in Western Africa, in
Central Asia. To ensure energy flows fromvolatile
regions with underdevel oped societies and often
authoritarian governnments, we should rely on a
conbi nati on of market forces, diplomacy, and the
judicious use of mlitary force with a small footprint,
with a big backup. As we change the nature of our
mlitary engagenent, |essen the burden on mgjor mlitary
force depl oynents, we should be assisting and expecting
both the oil-producing and the other oil-consum ng
countries to step up their own security contributions.

U. S. -heavy forces should remain over the horizon to deal
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with major mlitary threats.

A better nodel for the use of mlitary force is
the way we have been able to use it in Southeast Asia.
It was not an approach that | invented when | conmanded
our forces in the region. | inherited it. | found it
to be very effective, and | used it extensively. There
is oil and natural gas in this region. There are
vol atile local disputes. There are extreni st
organi zations that use terrorism There are weak
governments. There are inportant interests. Al so,
importantly, we fought a long war with heavy forces in
that region, and the results have not been the success
that we thought they would be, and we were very keenly
aware of having tried that technique in that part of the
world with the Vietnam War.

But now we do not station forces there
permanently. W stay in touch all the tinme in other,
nore effective ways, and | amtal king about the mlitary
conponent of our relationship with this part of the
world. W visit frequently so we know what is going on
We know t he | eadership. W know the territory. W
rotate units through for exercises. W train |oca
security forces. W try to involve other countries and
the countries in the region in hel ping thensel ves.

We know that the countries that have oil and
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natural gas have to sell it, so we can work on | onger
termactions, and the result is, while there have been
ups and downs in sonme of our relationships in the
regions with countries |ike |Indonesia, Vietnam our
basic interests have been protected. Natural resources
have continued to fl ow

Now, there are a few prom sing signs of
di fferent ways of approaching this mlitary conmponent
and security conponent for energy security. The
Depart ment of Defense has very recently established in
Africa a new command called the Africa Command. | said
earlier that the establishnment of the Central Conmand
signaled the mlitarization of our approach to the
Persian @ulf. In contrast, the Africa Command has been
specifically established to work to strengthen African
capabilities, to use security assistance and di pl omacy
together, along with other techniques, rather than brute
use of large-scale U S. mlitary force, and this is nore
t he correct approach.

However, the key to our ability to adopt a nore
effective, flexible, and | ess expensive oil security
policy overseas is | essened dependence on overseas oil.
W will not have the breathing space or the incentive to
retool our security approach if we becone nore and nore

dependent on overseas oil under this tight supply/demand
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situation that Roger described. W wll be driven to
t he conservative short-term approach of using mjor
mlitary nmuscle for every job.

So, we are really back to the objectives of the
Safe Energy Act of 2007. |Inproved security will require
greater conservation as well as increased production of
petrol eum and al ternatives here at home, and using
proportionally less oil in our econony is a key step.
Saf el y produci ng conventional and alternative fuels in
vol unes that are conmensurate with our security is
anot her inportant objective. Taking these steps wll
increase our mlitary flexibility and our overal
national security, not just our energy security.

W will be far | ess susceptible to being
whi p-sawed by events in the Persian Gulf, Central Asia,
Western Africa, and el sewhere in the world. W wll not
have to be on a hair-trigger for mgjor mlitary
i nvol venents in these regions with their great expense,
all the difficulties of successful m ssion execution,
and wi thdrawal of forces. W can break the cycle of
i ncreasing oil dependence, neaning increased depl oynents
of magjor U S. forces in the volatile and undevel oped
regi ons where they are often poorly matched to the
m ssion of oil security.

So, let nme conclude by once nore sumari zing the
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Council's proposal as they are enbodied in the
Dargon-Crai g Saf e Energy Act of 2007: Increase the fuel
ef ficiency of the American transportation sector;

expl ore and develop this country's own oil fields in a
rigorous and environnental ly responsi ble and sensitive
manner; build a proper incentive structure for alternate
fuels; and design a nore effective and efficient foreign
policy, security policy, for securing overseas oil that
we wll still need. W believe that strong action in
all these areas is vital if we are to keep Anerica safe,
strong, and prosperous in the future.

Thank you.

MR. SWNDLE: Having spent a career in the
mlitary and been involved in sone of those areas the
Adm ral speaks of, you just think of the |ogic of safe,
but I know a I ot of logical things that we discuss at
high levels, and there is always that difficulty of
getting buy-in. The American people have to buy into
t hese things, and how do you get the American people to
buy into then? You get political |eadership to lead in
that direction. How do you get the political |eadership
to buy in and how do you avoid dealing with sonething
that begs for rational solutions, and the sol utions,
while conplex, they still are fairly rational, but yet,

we cannot get the buy-in, and | think in ternms of the
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i nfluences on our political process that would | ead us
to those ends, because it is going to take a nati onal
effort, and the special interests that influence the
policy-nmakers, which oftentinmes neans that everything
just runs into blank walls.

We have heard a great overview of the situation
We have heard about a rational solution to many of these
problens and also a realistic |look at what the mlitary
can and cannot do, and our mlitary right now is being
ground to its knees with the commtnents we al ready
have. God forbid they get worse.

Qur next speaker is going to give us the answer
to all those. Anne Korin is a very special person. She
is the co-director of the Institute for the Anal ysis of
A obal Security in Washington, D.C., and the Institute
is a nonprofit organization that directs attention to
the strong |link between energy and security and provides
a stage for public debate on various avenues to
strengthening the world's energy supply system

She is also the chair of the Set Anerica Free
Coal i ti on, another group working towards finding
solutions to these energy problens that we have,
pronoting the idea that we need to discuss this and seek
these solutions with great seriousness. She is the

editor of Energy Security, an online publication which
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she publishes on energy security and ot her things;
again, a public forumin a sense.

She appears in the nedia frequently, has witten
articles for Foreign Affairs, American Interests,
Comment ary Magazi ne, The Journal of International
Security Affairs. She is a consultant to a nyriad
nunber of technical conpanies. Her education includes
an engi neering degree in conputer science from Johns
Hopki ns Uni versity, and she is working toward a
doctorate at Stanford university. She is a very bright,
attractive person. W have got to find sonebody with an
audi ence that can be influenced, and, Anne, it is in
your hands, so give us a solution. Thank you.

M5. KORIN. | amgoing to shut this down so |
can see you.

Al right, let's step back a nmonent fromthe oi
i ssue and tal k about war, and the fact is we are
fighting a war. W call it a war against terrorism and
| would submt this is not a very good nane for the war.
We did not call World War Il a war agai nst tanks, and we
did not call the Cold War a war agai nst m ssiles, and
today, also, just as in those wars, we are at war with
an ideology. Terrorismis atactic. It is a tool.

The ideology we are at war is radical Islam It

takes various forns, radical Sunni Islam radical Shiite
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Islam but we are in a very peculiar situation, and that
is that essentially, for the first time in our history,
we are fighting a -- other than perhaps the GCvil War -
we are fighting a war and funding both sides. On the
one hand, our tax dollars pay for the defense of our
country, for our mlitary, for our honeland security.
On the other hand, every tine we go to the gas station,
sonme of that country -- sonme of that noney is going to
countries that use sone of it to fund this war agai nst
us.

Wiy is that? Two-thirds of the world' s oi
reserves are in the Mddle East. |If you | ook beyond the
M ddl e East, sone three-quarters of world oil reserves
are in countries in which radical Islamis on the rise,
and certainly we do not inport all of our oil fromthe
M ddl e East, but as you heard, oil is a fungible
commodity, and the Mddle East and the Islamc
countries, countries in which radical Islamis on the
rise, have control of the world's oil reserves.

W are in a very peculiar situation. Think of a
country |ike Saudi Arabia and think of what has happened
to the inconme of Saudi Arabia since 9/11, all right?
The delta in oil prices is sonme $35 or $40. What does
that mean to a country |ike Saudi Arabia? That is an

extra -- extra -- $400 million every single day, and
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what is that noney going to fund? And let's not even
talk about in Iran. What is that noney going to fund?
Well, who paid for the Pakistani nuclear progran? Wth
Saudi nmoney. Wo funds madrassas around the world? Wo
proliferates radical Shiites, radical Sunni Islan? The
| rani ans, the Saudis, other Gulf countries. So, we are
in a situation which we are not going to win the war

agai nst radical Islamunless we stop paying for the
other side. That is the nunber one national security
issue that relates to our dependence on oil.

The second issue is this: Qur nost critical
supply chain is our energy lifeline. Wy nost critical?
Because transportation underlies the global econony, and
transportation is, of course, 98 percent
petrol eum based. It is a conpletely brittle system
Terrorists have marked oil as a target. Just listen to
what they say.

After the attack on the French -- do you
remenber the attack on the French oil tanker THE
LUNDBERG a few years ago off the coast of Yenen? After
the attack on the French oil tanker -- this is an Al
Quaeda statenent -- by hitting the oil tanker in Yenen,

t he Mouj ahadin have hit the feeding line and the
provision to the artery of the Iife of the crusader

nation. That is quite a clear statenent.
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You need to listen to what the eneny says and
believe that the eneny neans it in order to devise a
strategy to defeat the eneny. Listen to statenents in
lrag. It is better to blow up a pipeline than to kill
ten American soldiers. |t has nore strategic inpact.
Terrorists understand that as it beconmes nore
difficult -- certainly not inpossible, but nore
difficult -- to strike us here in our honel and, they can
carry out a spectacular attack in their own backyard
where they have plenty of friendly support and they know
the terrain and have a severe inpact on our honel and
here, on our econony and the econony of that of the rest
of the devel oped world and t he devel opi ng worl d.

W see -- the attacks against critical
infrastructure around the world, you certainly see
hundreds of such attacks. The bulk of attacks is
centered in Iragq, but you have seen this type of attack
nmet ast asi ze from Ecuador to N geria because terrorists
export tactics that work, and the coalition in Iraqg has
expended an enornous anmount of noney and manpower trying
to protect the oil infrastructure there. W are not
back to prewar production levels. You cannot put a man
on every yard of pipeline. W are talking about
t housands of mles of above-ground pipeline.

Now, attacks on pipelines are annoying; they are
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not strategic. Attacks on tankers are annoying; they
are not strategic. They send insurance rates up; they
cause sone volatility. There is, in fact, a fear
premumbuilt into the price of oil. The market's
pricing the volatility, concerned about attacks now,
concerned about bigger attacks to cone, but there are
certain types of attacks that could certainly be
strategic, and we know that Al Quaeda and its affiliates
are thinking in this direction, have certainly nade sone
i nroads towards carrying out attacks on this.

It was, of course, the attenpted attack on
Bazhra, a terminal in Irag, a few years ago, which was
indicated it was a coordi nated suicide attack, that
people are actually willing to die, not to die to kill
ot her people, but to die to disrupt the global oi
mar ket, which is a pretty profound statenent. It neans
t hey see disruption of the global oil market as an
i nstrunment of econom c warfare against us, but strategic
attacks woul d be attacks on the critical energy hubs in
Saudi Arabia, for instance.

We have a facility |ike Abgaiq which processes
two-thirds of Saudi oil every single day. W have a
facility like Rastan Q| which has the biggest offshore
| oading termnal in the world. W had a planned attack

agai nst the SCADA system the conmmand and control
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system in Ras Tanura by insiders which was thwarted
because of good intelligence. W had an attenpted
attack agai nst Abgai g, which the nmedia said was thwarted
by the Saudi security forces, and | would tell you it
was thwarted by the inconpetence of the terrorists, but
a serious and successful attack or coordi nated attack
against critical facilities in Saudi Arabia could well
send oil over $100 a barrel, $150, who knows?

So, that's a second -- and, of course, one
i nportant reason to understand, the reason that our oi
market is so sensitive is that we have very little
reserve capacity left in the market. W have an 85-
mllion-barrel-a-day market and perhaps just over a
mllion, a mllion and a half barrels of spare capacity.
That is what Roger tal ked about, and all that spare
capacity is essentially in Saudi Arabia. So,
essentially we are driving a car with worn-out shock
absorbers. Every little bunp sends us hitting the roof,
and if you renove a significant amount of production, 4
or 5 mllion barrels a day, fromthe market because of a
successful attack or attacks in Saudi Arabia, then you
are driving a car with absolutely no shock absorbers.

(kay, so issue nunber one, we are funding both
sides of the war on radical Islam [|ssue nunber two,

our nost critical supply chain, our energy lifeline, is
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open to disruption. Terrorists understand it is our
Achilles heel. |Issue nunber three is, of course, the
rise of the developing world. You have heard of the
growi ng consunption, energy consunption, of China and
India. They do not want to drive bicycles anynore,
which is good, they want to live |like us, but it has
serious inplications for our foreign policy. Wy?

Well, let's focus on China. China has a couple
options. It can deal with countries we do not have a
good relationship with. Well, what happens then? Let's
tal k about two countries, Sudan and Iran. Genocide
going on in Sudan, Arab Islam st Governnment of Sudan
first went after the black Christians; now they are
murdering the black Sufi Mislinms because they are not
quite Muslimenough for their tastes. Have we been able
to do anything about it? Not really. WlIlI, who is
Sudan a major oil supplier to? China. And China sits
on the UN Security Council, and, of course, it has that
veto power which it will not hesitate to use to protect
its maj or suppliers.

Look at Iran. Iran is developing what it calls
a peaceful nucl ear program what we believe is a nuclear
weapons program and everybody is tal king about
sanctions, and let's renenber that Iran has purchased

itself the support a third of humanity by signing energy
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deals with China, with India, with other countries in

t he devel oping world. This is putting aside Russia and
France and all the other countries that it is dealing
wi th, but when you just |ook on the energy side, it has
purchased itself that Chinese veto.

Al right, so, China has another option. It can
deal with countries which we nmay not |ike, we may not
appreciate their values, but we certainly do rely upon
them for oil, Saudi Arabia or Venezuela, and | just ask
you to think about who Prince Nayef in Saudi Arabia
woul d prefer to deal with, an Anerican oil conpany or a
Chi nese governnent-controlled oil conpany? Ask yourself
that not just about Prince Naief in Saudi Arabia, but
about various countries in Africa.

Why? Because if you are an African dictator, do
you want to deal with an international oil conpany that
has human rights folks sitting on one shoul der, the
Securities and Exchange Commi ssion on the other and the
Foreign Corrupt Practices Act to contend with? No. You
woul d much rather deal with a Chinese
government -control |l ed conpany that has no probl em payi ng
you bribes, does not care how you treat your wonen
certainly does not care how you treat other religions.

It is very sinple to do business, but the Chinese, they

gi ve you noney, you give themoil, end of story, and
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that, of course, has inplications for our sphere of
i nfluence around the world, because where we |ose
econonmi ¢ influence, we | ose our sphere of influence.

Al right, focusing particularly on our
hem sphere, of course, every barrel of oil that China
pur chases from our hem sphere, Canada and Venezuel a, is
one nore barrel of oil we need to purchase fromthe
unstable M ddl e East, and we certainly cannot tell the
Chi nese, "Sorry, guys, party's over, no oil for you,"
and I would rem nd everybody, if anybody is a history
buff here, World War 11, what precipitated the bonbing
of Pear| Harbor? Does anybody renenber? Anyone? Yeah,
we enbargoed their oil. So, you certainly do not want
to be in a situation of resource conflict or a situation
in which you are pushing a burgeoning power to the wall,
because sonetines that forces that power to nmake very
stupid decisions. W do not want to be in a situation
where the Chinese feel inclined to nake stupid
deci sions; rather, we want to, to the extent possible,
work with the Chinese to help us both avoid a conflict.

Al right, so | have painted a rather unpl easant
picture, and | certainly do not want to | eave you on an
unhappy note, so let's tal k about what we can do about
it. Let's talk about what we can do about it.

Now, the first thing we have to renmenber is we
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are always going to need oil. This right here is made
out of oil. This is probably made out of oil. |'msure
the cover on these chairs is nade out of oil.

Everything you see around you in this room it has oi

as a conponent or else was brought here by oil. W are
al ways going to need oil. This is not about not

needi ng, not using oil.

This is about -- our focus needs to be on
shifting oil frombeing a strategic conmodity to being
just another commodity, and keep in mnd that salt used
to be a strategic commodity, right? Wars were fought
over salt, okay? QI is going to be inportant. It is

al ways going to be inportant, but what we need to do is

reduce the strategic value of oil. How do we do that?
We need to nake oil interchangeable w th other
energy resources. How do we do that? WelIl, |ook at

where we have done it already. One mmjor acconplishnent
since the seventies, and a | ot of people and certainly a
ot of politicians do not realize this, is that we
essentially do not generate electricity fromoil in this
country anynore. Essentially, none of our -- 2 percent,
okay? Essentially none of our electricity is generated
fromoil. W have diversified our power sector away
frompetrol eum but what haven't we done?

Two-thirds of our oil consunption is in the
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transportation sector. That is nostly cars and trucks,
sonme ships and planes, but nostly cars and trucks, and
that sector, as we said, is conpletely
petrol eum dependent. So, what we need to do, in order
to reduce the strategic value of oil, is to create fuel
choice in the transportation sector, okay, and to create
fuel choice with technol ogies that are avail abl e today.

Wiy is it so inportant to focus on technol ogi es
that are avail abl e today and not on R&D st age
technol ogi es? Because if you buy a car today, in this
country, somebody is going to be driving that car for
16.8 years. At that point, it either gets scrapped or
sold overseas. So, that neans that any technol ogy you
want to transition through the transportation sector,
you have to take into account that 15 to 20-year

transition period. So, if you wait, you know, 20-30

years for some pie-in-the-sky technology -- and, you
know, |'m thinking hydrogen fuel cells here -- to cone
to fruition, you still have to tack on that 15 to

20-year transition. W cannot afford to wait.

What can we do right now? Well, let's | ook at
what ot her countries are doing. First of all, | want to
poi nt out, we have a huge lesson to learn fromlran.

VWhat is Iran doing? Well, M. Ahmadi nejad nmay be a

genoci dal fanatic, but he is not a stupid man, and he
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recogni zes he has a mgjor vulnerability. |If the world
does actually get its act together and decide to
sanction Iran, the nost critical thing for Iran, the
nmost critical bl ockade, would be a bl ockade of gasoline
suppl i es.

VWiy? Well, lran has a huge reserve of oil, but
it does not have sufficient refining capacity. It has
to inport 40 percent of its gasoline, right? So, what
has Ahmadi nej ad done? He has put the country on a
five-year plan to shift large parts of the
transportation sector away fromrefined petrol eum
product into natural gas. There are over 107 conversion
centers in lran. You drive in the norning, drive your
car in in the norning, pay $55, pick it up in the
afternoon, and it is a biofuel vehicle that can run on
gasoline and natural gas. The Iranian Governnent is
subsi di zi ng the conversion of fuel stations at $300, 000
a pop to serve natural gas, et cetera, et cetera,
certification centers, the works, okay?

So, what can we learn fromlran? You know, we
are in essentially the sane natural gas problemas oil,
so | amnot advocating that, but what we can |learn from
Iran is this: The country is facing a strategic
vul nerability. Looked inward, took its donestic energy

resources, |ooked at what it had, and put itself on a
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course to change the situation, okay?

What can we do? Well, now, let's nove on to our
hem sphere and | ook at Brazil, okay? Ethanol. Well, we
make ethanol fromcorn in this country. |In Brazil,
guess what it is made out of. Sugar cane. It is eight

times nore efficient to make ethanol from sugar cane
than it is fromcorn. Ethanol is not the only al cohol
Let's backtrack here a nonent and say, what is Brazi
doi ng?

Most of the new cars in Brazil are cars called
flexible fuel vehicles. These are cars that cost |ess
t han $100 extra than gasoline-only cars, very sinple,
straightforward technol ogy, and they can run on any
conbi nati on of gasoline and al cohol. Now, |et us stress

here, al cohol is not just ethanol, and ethanol is not

j ust corn.
Now, let's |ook at what we are doing. Well, we
don't inpose a tax -- and we are talking to the FTC

here, so let's focus on trade, okay? Al right, we do

not inpose a tax on inported oil. W inpose a
54-cent-a-gallon inport tariff on ethanol. Look beyond
Brazil. There is sone 100 countries in the world, poor

countries, that have a suitable climate for grow ng
sugar cane and coul d becone ethanol suppliers. Focus

here, again, not energy independence; energy security,
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energy diversity, okay? Shift oil frombeing a
strategic commodity by introducing conpetitors into the
transportation fuel market, and yet, what are we doi ng?
We are taxing a conpetitor to oil in the transportation
sector.

Now, what would a 54-cent-a-gallon tariff nean
on a barrel of oil -- if you had that tax on a barrel of
oil on an energy-equival ent basis? Anyone want to take
a guess? It is a $23-a-barrel tax on oil. It is as if
we inposed a $23-a-barrel inport tariff on oil. That is
what we are doing to ethanol, sugar cane ethanol, which
is eight times nore efficient to produce than corn.

That is ridiculous, and anybody who says, "I'mfor

et hanol for energy security,” and does not advocate
removing that tariff is a protectionist and a conplete
hypocrite, which, unfortunately, is a situation that we
are facing, because if you want to run for President,
your first stop, of course, is lowa, and the first
guestion you get asked off the plane is, "Wat's your

position on ethanol,” and | hope there will be sone
brave souls that are willing to actually stake out a
strong position, but I amnot overly optimstic.

Il will tell you later how | see the politics of
this developing in terms of renoving that tariff,

because | think it is possible with sone smart policy to
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do that and get buy-in fromall the special-interest
groups.

Al right, so ethanol is not the only al cohol.
What is another alcohol? Methanol. Ethanol and
nmet hanol defer by one letter, but so do Iran and Iraq,
and it is a pretty inmportant difference. Methanol can
be made from anything that contains carbon. d obally,
it is made nostly fromnatural gas. You can al so nmake
it fromcoal, and let's keep in mnd this country is the
Saudi Arabia of coal. W have a quarter of the world's
coal supplies. China and India have a |ot of coal, too.
Anything | amtal king about here, you need to think,
does this apply to China and India and the rest of the
world as well? Because it is not enough for the U S to
do this on its own, right? W need to make sure that
the countries that are really -- their denmand for
transportation fuel is burgeoning now, and renmenber, the
demand for oil in China and India is largely driven by
the transportation sector, that increase in demand. W
need to make sure that they can enul ate these type of
solutions as well.

So, nethanol you can nmake from coal at under 50
cents a gallon. |If you go to Kingsport, Tennessee, you
will see a conmmercial-scale plant that has been doing

that for over ten years now. Mthanol has about half
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the energy of gasoline, so that is about a dollar per
gasol i ne equivalent gallon. Not bad. You can also nake
nmet hanol from biomass. There is a ot of talk these
days about cellulosic ethanol. W can get into the
details in the Q%A, but there is a | ot of R&D noney
bei ng expended to nake nethanol fromcellul ose. Maybe
it will succeed; maybe it won't.

Maki ng net hanol fromcellulose is essentially
t he sane as naki ng net hanol fromcoal. You gasify the
bi omass, you pass it over a catalyst in a slurry, and
voi l a, you have nethanol. It nmeans you have much | ess
of a technol ogi cal hurdl e than maeki ng et hanol from
cellulose. It does not nean that, you know, the
econoni cs nmake sense. It depends on, of course, the
cost of the biomass and so forth, but we know that the
econom cs nmake sense for coal

So, let's look at this. There are other
al cohol s, other blends, but | think I have illustrated
that we have potential for fuel choice. Wen it cones
toliquid fuel, I amgoing to step up to sonething a
little bit different and very, very inportant.

It is not enough, it is not enough, to have
liquid fuel choice. W need to introduce another
conpetitor, another player into the transportation fuel

market, and that is electricity. Now, you drive a

For The Record, Inc.
(301) 870-8025 - www. ftrinc.net - (800) 921-5555



© 00 N oo o B~ wWw N P

T N T S T T T N T e e e T e N = = S
gag A W N P O © 0o N oo 0o M W N - O

55

Prius. Anyone else here drive a hybrid? ©h, okay.

Well, you folks, if you are interested in buying a car,
you should really test-drive a Prius, but that is really
excellent m|eage, but if you wanted to shift beyond --
let's tal k about how a hybrid works for a nonment, okay?
A hybrid has an internal conbustion engine and a liquid
fuel tank. It also has a battery, and that battery
gathers the charge that woul d ot herw se be dissipated as
heat every time you brake. That is essentially how a
hybrid works. You use that energy |ater on when you are
driving. Mre efficiency, okay?

Well, step up beyond a hybrid. Add a plug, add
a vango battery, and you have a plug-in hybrid, and what
is so special about a plug-in hybrid? Wat is so
speci al about a plug-in hybrid is that you certainly
have your liquid fuel tank, you have your internal
conmbusti on engi ne, you have your 300-m | e range;
however, you have a battery that can store, let's cal
it, 20 mles worth of charge.

Wiy is that so inportant? It is so inportant
because 50 percent of cars on the road in the U S. today
are driven sonme 20-25 mles a day or |ess, okay? Yeah.
So, if you are driving a plug-in hybrid and you are one
of those many Anericans that drive 20-25 mles a day or

| ess, what does that nmean? Most of your driving is
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bei ng done on electricity.

Let's refrane the problem here. You know, mles
per gallon are very, very inportant. |[If we can increase
the efficiency of our cars, if we can inprove mles per
gal l on, anything we can do in that direction is great,
but our focus here has to be to shift oil frombeing a
strategic commodity to being just another comodity.
Efficiency is not enough, okay? W have to focus on
mles per gallon of petrol eum fuel.

Now, what are you doing with the plug-in hybrid?
Most of the energy that you are driving on is
electricity, and we already said electricity is
essentially not generated fromoil. You are driving on
coal, you are driving on nuclear panel, you know, put a
sol ar panel or a windm |l on your house, you are driving
on that. Essentially, if you look at it in terns of
m |l es per gallon of gasoline, you are getting a hundred
mles per gallon of gasoline. Not a hundred mles per
gal l on, okay? A hundred mles per gallon of gasoline.

So, what does that nean? That neans that you
can tell Detroit, which feels nore confortable selling
SUVs and pickup trucks -- not because it is ideally
inclined to sell SUVs and pi ckup trucks, but because
Anericans like big cars -- you can tell Detroit, you

know, you can sell these big cars that people want to
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buy. What a car runs on is a black box to a person.
Make it a nulti-fuel vehicle.

Now, why are plug-in hybrids so critical? There
is a serious strategic issue here. It is not just that
you are introducing conpetition into the transportation
fuel market. This is a very critical issue. |If you
remenber other attenpts, Synfuel Corporation and so
forth, to really nake a shift, a profound shift to
alternative fuel, you also recall what happened
afterwards. O prices dropped, right, the bottom fel
out of the market, investors got -- capital got shy and
got out of the way. Now, we do not want to be in that
situation again. So, what is so special about
electricity?

Well, today, it is about 12 cents a mle to
refuel with gasoline. It is 3 cents a mle to refue
with electricity, okay, and that is not even | ooking at
of f-peak pricing, which could go down as | ow as a cent
and a half a mle. Wy is that so inportant? What
price would you have to drop oil down to to conpete with
3-cent-a-mle driving? You would have to drop it down
pretty darn far. And to conpete with a cent-and-a-half
of f - peak power? You know, we are talking $5 to $10 a
barrel. If you cannot drop it down that far, then you

are not going to bother dropping it down at all.
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So, what does that nean? That nmeans that if you
have electricity as a conpetitor in the transportation
fuel market, electricity acts as a protector for the
alternative liquid fuels that are conpetitive at
$35- $40-$45 a barrel. That is what that nmeans. So, it
is critical for us to get electricity into the
transportation fuel market.

Now, what is the state of technol ogy? Well,
| ook beyond our country. Look at what the Chinese are
doi ng. Chinese one-hour batteries, that is a battery
that could take you sonme 20 mles; projected price,
$2,500. Detroit auto show | ast year, there was a
Chi nese fam |y sedan, under $10,000 fanmily sedan called
the Geely; add $5,000 to make it a hybrid; add $2,500 to
make it a plug-in hybrid; add a hundred bucks, go al
the way, make it a flex-fuel vehicle. A flex-fuel,
pl ug-in hybrid, under $20,000 family car, com ng soon to
a Wal-Mart near you. Just imagine what that is going to
do to our auto conpani es, okay?

Now, a flex-fuel, plug-in hybrid, what does that
mean in terns of mles per gallon of gasoline? You have
that liquid fuel tank, let's say 80 percent al cohol, 20
percent gasoline in your tank, you are stretching each
gal l on of gasoline by another factor of five. You are

getting for this 500 mles per gallon of gasoline
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figure, okay? Not 500 m|es per gallon.

Now, let's talk about what is happening in
Congress. | chair a group called Set Anmerica Free.
These ideas are enbodied in a blueprint for energy
security, which you can find on our web site,
setanericafree.org. They were introduced as a bill |ast
session; re-introduced this session as a bipartisan
| egi sl ation, had the support of 25 Senators fromthe far
left to the far right. You don't often see a Bronbeck
and a Sessions sitting together with a Kerry and a
Kennedy, but you do here, and some 80 representatives.
So, | believe the Senate bill should be marked up this
mont h, but we will see what happens.

There are difficult political hurdles to

overcome in this country. | nentioned the ethanol
tariff. | think that one way for us to renove the
et hanol tariff is to require -- first of all, we have to

require, in this country, require seatbelts, require air
bags in every care. Every car produced in this country
shoul d be a flexible-fuel vehicle, every single car, and
not just gasoline/ethanol. It is just as easy for the
aut o conpani es to do gasol i ne/ et hanol / net hanol , okay?

| amnentioning this because | want you to
understand this is what it is going to take to create a

strategic shift in the transportation fuel market, but
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this has anot her positive inpact, because once do you
t hat, what happens? The potential demand for al cohol

fuel grows nuch, nuch bigger than the domestic industry

can handle. |If you listen to the donestic corn folks,
they will tell nowin their wldest dreans they are
thinking 15 billion gallons. Their wldest dreans are

sonme 10 percent of our transportation fuel supply.

So, if you shift to a situation where nost of
our new cars are flexible-fuel vehicles, that is way,
way nore than they can handle, and, therefore, they |ose
their fear of that tariff, because the market becones
much bi gger than they could manage, and new suppliers
entering in are nuch less of a threat.

So, | have outlined what we can do. | want to
make it very clear that we have a responsibility to take
action on many fronts, and if we do not take action,
then we are going to be in a situation where, as the
| nternati onal Energy Agency puts it, the well-being of
the world is reliant on the decisions of five or six
countries in the Mddl e East.

Thank you.

MR. SWNDLE: Thank you very much

We have got about five mnutes before we
concl ude.

We are sticking to the schedule, right John?
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MR. SEESEL: |If we can, yeah.

MR. SWNDLE: Ckay. So nuch has been said here.
This is very powerful. As | said, | do not know
anyt hing about this, but this is just fascinating, and |
am sure there are sonme questions in the audi ence, and |
amgoing to start right over here.

MR. GLAZER: A question, and this is not a
political question as nuch as a sort of question on
i mpact on oil markets --

MR. SEESEL: Craig, could you identify yourself
for the stenographer?

MR, GLAZER: Craig G azer from PJM
| nt erconnection, which is an electric grid operator
rel evant to your last point, but ny question is really
not a political question as nmuch as a sort of inpact on
world oil markets.

This country is in the throes of the debate
about the Irag war, should there be a early w thdrawal,
et cetera. Again, not on the politics of it, but I
woul d be interested in everybody's views on what woul d
be the inpact of a withdrawal at any given point in tine
on world oil markets?

We sort of heard on the first panel, the
beginning of this, that Iraq really is not that nmuch of

a player today, but what would be the inpact on world
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oil markets froma withdrawal of U S. troops, if any?

MR DIWAN.  Well, | nean, the question is, would
Irag continue or not to produce oil? Let's say you | ose
the Iragi production, which is 1 and a half mllion
barrel s per day of exports. Right now, Saudi Arabia
could replace that pretty nmuch overnight. So, the issue
is not really the loss of the Iraqi production; it is
what happened in the region, and if it is further
decivilized or if the violence in a way is contai ned and
managed by the regional power to keep it inlraq -- |I'm
not sure they can solve it -- in that sense, Saudi
Arabi a has been trying to boost its capacity to be able
to respond to sonmething like that, and actually
sonet hi ng probably bigger than that, so it will not be
dramatic. The market has been very desensitized to
Irag. Everybody assunes that sooner or later we are
going to lose a lot of that.

MR SWNDLE: Anne?

M5. KORIN. | would say the biggest threat in
terms of withdrawal fromlraq is, of course, the
increase in volatility. You know, the thing is we
al ready see nassive anounts of terrorist attacks agai nst
all infrastructure in lraq. 1In a perverse sort of way,
if we leave or if we |eave nore of the managi ng of the

security, which we have gradually been doing, the
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security of the pipelines is in the hands of the Iraqis,

they may be a |l ot nore brutal dealing with people that

want to attack the pipelines than we are willing to be.
They may be willing to cut deals with themthat we woul d
not necessarily be willing to cut. | do not think,

necessarily, that the situation there in terns of the
pi pel i nes woul d be nmuch worse.

However, | think what woul d happen if we
withdraw fromlraq is you have a general encouragi ng of
radi cal |slam st groups around the world, of terrorist
groups around the world, because they feel as though
t hey have nanaged to defeat the big satan, and so that
woul d, in general, encourage nore attacks, period, and
anong those attacks woul d be nore attacks agai nst energy
infrastructure, and, therefore, you would see an
increase in volatility. So, not necessarily an increase
specifically in Iraq, but an increase throughout the
regi on.

MR SWNDLE: Admiral?

ADM RAL BLAIR. The only thing | would say is |
do not think you can answer that question in isolation.
The question is, what would be the plan under which such
wi t hdrawal woul d take place? Does it involve the
buil ding of a coalition outside of Iraq? Does it

involve a strike force so that you can go into Iraqg?
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So, it is kind of hard to answer in the abstract.

MR DIWAN: | would like to nmake a coment,
actually, on Anne's intervention. | have no problem
with the issue that she is raising, is how do we nove
oil froma strategic commodity to any other comuodity.
VWat | really have a real problemw th is the nunber of
i nconsi stencies, lies, and bogus argunents that have
been nade to get to that argunent, and there is a whole
list, and we can spend the next hour talking about them
but why don't we just say that the U S. needs to be |ess
dependent on oil and we need to do all these things
wi t hout having to go through all of that?

| nean, the first argunent, we are funding both
sides. You say we are funding both sides, and then a
little bit later you are saying that Saudi Arabia is
really the first front agai nst Al Quaeda because there
is attacks against their facilities and they are doing
everyt hing possible to stop them So, how can they be
on both sides of that argunent?

Hi gher oil prices have allowed, actually, Saudi
Arabia to ranmp up its attack agai nst the Al Quaeda.
After all, Al Quaeda is the -- the main goal is to
remove that regine and take order fromit, so the main
argunent here, | don't think -- it does not work.

| can go through a ot of those. China and
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Iran. China and Iran have a trade rel ati onship around
$7 to $10 billion a year. China exports over $150
billion to the United States. Wich relationship do you
think is nore inportant for the Chinese? By the way,
they voted twi ce sanctions on Iran over the last 90
days. So, it also shows that where the policy matters.

| can go on and on. You say increase in
terrorismin places |ike Ecuador and Ni geria and
Col ombia on oil infrastructure. Those have al ways
existed, and it is the higher oil prices which are
triggering these, because the |ocal comunities are not
getting anything. So, we can call that terrorismor we
can say that these are social contracts who have not
been done by central governnents who are squeezing the
| ocal comunity, taking their resources and not paying
them anything. | can go on and on and on. Iran --

MR. SWNDLE: Before we go on and on, we have
got about two m nutes here.

M5. KORIN. | would like to quickly respond.

First of all, the sanctions that have gone
t hrough the UN Security Council are extrenely weak,

wat ered down, and unlikely to have any inpact, which is

why the Chinese and other countries were willing to vote
for them | tal k about serious sanctions.
Second, oil is, of course, critical to China
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because they don't want unenpl oyed young nmen riding in
the streets because fuel prices have gone up. It is a
strategic commodity. The focus here has to be on

di sruption of strategic combdity, and that is what oi
is. China may have a bigger trade relationship with us.
| would say its trade relationship with Iran is nore
strategic than its relationship with us.

Now, when it comes to --

MR DIWAN. There are a mllion jobs at --

M5. KORIN: -- when it cones to Saudi Arabia, |
know it is fashionable in this town to call the Saudis
our friends. Excuse ne, but you still listen to
statenents fromour Treasury Departnent, and you wil|
see that the Saudis are anong the biggest funders of
radi cal Sunni |slamaround the world. Wo exactly is
fundi ng nmadrassas around the world? It is the Saudis.
They have spent over $70 billion proliferating radical
| sl am around the worl d.

The Saudi Government, unlike other governnents,
is not a normal structure. You have a situation with
many, many, many princes, which receive very |arge
stipends, sufficiently large to run their own foreign
and donestic policy. So, while all the Saudi
representatives here mght tell us one thing, and

perhaps they mght nmean it quite sincerely, there are
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pl enty of other princes that are doing quite the
opposite, and they may be funding radical Islam st
groups like Al Quaeda because they woul d not |ike
them -- you know, mafia protection noney-type thing,
they do not want themto go after them or they may be
funding them because they are idealogically aligned. 1In
any case, | do not think there is a question that the
Saudis are funding the proliferation of radical |slam
and terrorism

MR. SWNDLE: COkay, we are going to have to stop
here. (Gbviously, this discussion will go on. Admral,

| am t hinking of you going back on active duty and we

will deploy a carrier air group to resolve this.
As you see, there is consensus here. | amsorry
we do not have nore time, but -- | felt this would be an

i nteresting discussion that could go on for hours
literally, but I think there is some commonality in sone
of the views. W have got a hell of a problem The
solutions are not that unsolvable. | nean, | think we
can solve the problem but it is going to take a
consensus that agrees first, accept we have a problem
and secondly, that we have to do sonething about it, and
we have to have the will to do it.

The technol ogy exists to nake vast inprovenents.

We have heard several people speak of this. There are
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concepts of how we can reorgani ze our energy structure
and seek sol utions, better ways of doing things, nore
efficient, and we have got to find ways to get people up
here on the Hi Il and el sewhere out in, you know, the
small comrunities of this country to buy into this
concept. Fromny perspective, look at small conmunities
around this country. | don't see a lot of willingness
to buy into it. The debate will go on. W have a great
panel here. You nmade great contributions to the

di scussion, and thank you all very nuch.

(Appl ause.)

MR. SEESEL: | want to thank Orson and our
terrific panelists for that discussion. W are going to
be on a break now for about 10 or 12 minutes. W wll
come back at 10:45 with a panel on our vulnerability to
supply and demand shocks.

(A brief recess was taken.)

MR. SALINGER Well, we are going to start back
up again. | amMke Salinger. |I'mthe Director of the
Bureau of Econom cs at the Federal Trade Comm ssion, and
t he panel we are about to have is a panel that is of
great inportance to the Federal Trade Conm ssion. |
think the question is whether we are nore susceptible to
shocks than we have been in the past. This is a topic

that Congress is intensely interested in and insists
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that we be intensely interested in. There are issues as
to whether inventories are | ower than they used to be,
whet her refining capacity is tighter than it used to be,
and whenever we see prices go up, we get questions as to
whet her there is sonething am ss in the market.

So, we have a distingui shed panel today to help
us understand these issues. W are going to start with
Tom Anderson. He is a vice president at the consulting
firmof Baker & O Brien, which is a consulting firmthat
specializes in the oil/gas/chem cal and rel ated
i ndustries. He has extensive experience in these
industries. He's worked for Gulf, Mbil, Saudi Aranto
and Sol onon Associ ates before noving to Baker & O Brien
and he spends a ot of his tinme nodeling the energy
sector and our susceptibility to disruptions.

So, Tom wll you lead us off?

MR. ANDERSON: Good norning, and thanks,

M chael. | amgoing to be tal king about sonme of the
vul nerabilities in the petrol eum supply, distribution,
refining infrastructure, the systemthat takes crude
oil, once it conmes above ground, and gets it to the

pl ace where we all consunme it. | will also talk about
sone of the issues related to it, sonme of the

vul nerabilities. For the nbost part, what | amgoing to

offer is facts, not opinions. W do not want to get
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into argunents, because studies is what we do, but there
are a lot of facts that can lead to a | ot of discussion,
and that is what we hope to stinulate.

| guess one of the questions is, is why do we
say that the U S. oil refining industry, distribution
i ndustry, is vulnerable? Wll, partly the vulnerability
has beconme fromthe evolution that has occurred over the
last -- really the last 30 years. About 30 years ago,
by the early 1980s, |ate seventies, there were over 300
refineries inthe US., alot of pipelines, a lot of
systens, and that has slowy dimnished to go to just a
handful of refineries, fewer systens, bigger, nore
conpl ex, but very, very efficient, and this is one of
the things that the industry has becone -- and we do our
studi es, and we have watched it occur -- is that the
industry is very efficient in noving product fromthe
ports and fromthe well all the way to the custoner.

Well, in mking it efficient, it has nade
facilities bigger, nore conplex, in a lot of ways
difficult to operate, but one of the things that it does
not lend itself to -- it is alnmost a conflicting
objective -- is the ability to respond very quickly,
very easily, to disruptions. By nmaking the facilities
bi gger, nore conplex, nore clustered, it does make it

nmore difficult to respond, and it is sonme of the things
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we saw with Katrina/Rita in a very small way. There are
i ssues that are nuch bigger than that.

| will go through a few of these points. The
refineries, why do we say the refineries are vul nerabl e?
Well, as | nmentioned, there are about 130 or so
refineries in the U S. today. Mst of themare very,
very big, very conplex, efficient, relatively --
conpared to 30 years ago, the operating costs are | ower,
the ability to produce product is higher, reliability is
hi gher, and they are very big, efficient machi nes, but
they do tend to be conplex, clustered, they are
primarily in a few coastal |locations, as | will show you
in a nonent, and because of this, because they are in
central locations and have a few outlets for their
supply, it does tend to nmake them nore vul nerabl e.

In addition to it, because the equipnent is so
conplex, a lot of it is manufactured at | ow cost
operations outside the U S. As an exanple, a lot of the
processing facilities have towers that have vessel walls
that are four inches to six inches thick. They operate
at 2500 pounds and at very high tenperatures. Well, a
| ot of that equipnent is long lead tinme, takes a | ong
time to nake, and for the nost part it is made in Korea,
Japan, outside the U S. Because it is a |ong ways away,

it is hard to get, and it nmeans that if there is a
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damage to one of these key facilities that are conpl ex,
it takes a long tine to get themrepl aced.

This kind of makes the point of the 130 or so
refineries in the U S., as you can see, the bulk of them
are on what we call PADD Ill, that is the designations
fromWrld War Il of the allocation districts,
adm ni stration districts, rather, and there are five
districts in the US. PADDIII, which is really Texas,
Loui siana, and the M ssissippi Coast, is where the bulk
of the refineries are, and if you see, they are not just
the bulk of them they are the big ones.

The triangles, the red triangles, show the | arge
refineries, here we designate as over 175,000 barrels a
day. Actually many of them are over 200,000 barrels a
day. Geen are small, which you can see are clustered
in the port areas, and along PADD Il on the coast, up
al ong the Del aware River in New Jersey, up along the
Puget Sound, which is where we get a | ot of Alaskan
crude, San Francisco and LA. There is only one that we
woul d call a cluster that is inland, and that is really
Chicago. Oher than that, they are pretty nuch
scattered around the U S. In doing it, the U S. has
concentrated a |lot of refineries in a small area, and as
aresult, well, we are dependent on a few key access

points to get in crude and to get product out.
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| nmentioned getting in crude. Ports are
congested. There is only a handful of places to get the
crude in. As | nentioned, comng into Houston, there is
t he Houston Ship Channel; Port Arthur, there is the
Sabi ne Channel ; at Lake Charles, there's the Cal casieu

Ri ver; the Del aware River on the East Coast. There are

a handful of places to get crude in, and product -- and
realizing, also, that while we inport about 10 mllion
barrels a day of crude, we also inport alnost 2 mllion

barrels a day of product. Product noves in, cones into
ports.

VWhat is shown here is Port Everglades Port. It
is very congested. This is basically the supply for al
of South Florida. It comes all in through here by boat,
sonme fromthe @ulf Coast, some from overseas. The
products cone in here, go, and they are -- for nost of
t he conpanies that are operate out of this, the
termnals are all pretty much and the tankage is al
pretty nmuch in one area. Because it is clustered and
because land is limted, as throughput has gone up,
popul ati ons have swel | ed, tankage has not been able to
keep up. So, with the efficiency of operations -- and
they are very efficient -- it just neans days of
inventory in many of the tank term nals around the U S.

has gotten -- has grown down -- grown smaller.
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| nmentioned crude oil inports. This is
basically where they cone in. Right now we are
importing over 10 mllion barrels a day of crude. The
bulk of it comes into the U S. @ilf Coast, and then some
of it goes up to the Mdwest for further processing in
those refineries. A lot of crude cones down from
Canada, of course, but then there is crude that has come
up fromthe Del aware River, Los Angel es, San Franci sco,
and Puget Sound. Basically, as you can see, there are
only a few access points for crude, and this is
basically where they are.

| nmentioned that inventories have been declining
over the last 15 or so years as refineries have gotten
efficient. So have the term nals, due to conputer

operations, a lot of nonitoring of systenms, and we are

able to operate the termnals efficiently. Wll, crude
oil inventory, including the strategic petrol eum
reserve, is really about a two-nonth supply. It is kind

of gone down a little bit, back up, but it really has
not changed much since 990. It is still about two
nmont hs suppl y.

Heating oil, which has -- energency heating oi
supplies in the east, has been, over the |ast 15 years,
it has gone from about 40 days of supply now down to

about 30 days of supply. 1In other words, it has
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decl i ned about 20 percent.

Gasoline, it is even nore critical. Gasoline
was about 25 days of supply 15 years ago, and today it
is down to two weeks, 15 days or so, and that is over a
40 percent decline in the days of inventory avail able
for gasoline nationally. At individual term nals, sone
places it is nore, sonme places it is less, but this is
on average through the U S

The ot her problemor issue, rather, with
gasoline is that while |I nentioned that there is a | ot
of gasoline that cones into the U S., alnost 2 mllion
barrels a day, a lot of it goes up -- sorry, petroleum
products brought in, that includes gasoline and
distillate, the bulk of it is gasoline, and the bul k of
that goes into the East Coast. This graph kind of shows
part of the problem part of the issue.

| f you see the green, the green really
represents kind of our stable supply from Central South
America, Canada, and it does conme in, it is relatively
close. A disruption is sonething that can be easily
accessed fromrelatively near-term sources.

However, with the advent of the boutique fuels,
fuels that are nore difficult to make, ultra | ow sul fur
gasoline, nore of the gasoline is conm ng from Europe.

That is the real increase, and the problemthere is
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getting gasoline fromEurope is at |east two weeks away;
depending on the total tine to get it, load it, bring it
in, probably three weeks away. As we saw during
Katrina, when we got a |lot of gasoline in from Europe to
hel p make up our shortfalls, there is about a tw to

t hree-week | ag between starting products from Europe and
actually getting theminto the U S. system and this is
gr ow ng.

It is going to be nore as you | ook ahead because
of the limted growh in capacity of refineries while
demand is still growi ng about 1 percent a year in the
U S., about the sane rate as inflation. More and nore
inmports are going to have to be coming in from overseas,
from Eur ope

Pipelines, as you will see in a mnute, they are
the critical link in getting product up particularly the
East Coast but also the Mdwest. They are the pinch
points. Wat is shown in this picture is Col oni al
Pi pel ine punp station. As you can see, it is pretty
much out in the mddle of nowhere. This is the main
feeder line that feeds all of the East Coast up through
Washi ngton, D.C.

Now, | nention they are pinch points not because
of the pipelines. Pipelines thenselves are very easy to

replace, to repair, in a mtter of days. The problemis
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the punp stations and the manifol ding and the control
systens that go with them The punps are -- as in
refineries, they are highly conplex, very efficient,
they are big, they are -- in a lot of cases, they are
manuf act ured outside the U S., and then the manifol di ng
that goes with it is unique, it goes with specific
stations. It is not sonething you can go down to
Wal - Mart and get. So, damage to these can cause real
pr obl ens.

| will nmention that the vulnerability is both
natural disasters and terrorism | wll nention that
because I am not sure many of you know, but the EPA and
t he Coast Guard, several of the agencies, are running an
exercise this sumer related to the New Madras
eart hquake up in Southern Mssouri. It is the one that
erupted in the early 1800s, was really bad. Nobody or
very few people in the area, the M ssissippi R ver
fl oned backwards were several days, and it was really
bad, but it has not erupted since then.

Well, according to the USGS -- and this is al
out on their web site, it is all public -- the
i nci dences of vibrations have been growi ng, and it has
been getting closer, and now there is a | ot of concern
that we are getting close, within the next 20 years, to

a maj or eruption of the New Madrid earthquake, which if
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it goes, it is going to take out a | ot of pipelines that
go particularly up to the Mdwest, possibly even to the
East Coast.

That is a natural disaster totally different
than Katrina/Rta, and for a lot of reasons, it is far
worse, and the reason is, there is only a handful of
pi pelines going up to the East Coast and to the M dwest.
There is lots of refineries supplying, but only a few
pi pelines, and, again, the punp stations and equi pnent
i s manufactured out of the U S

This kind of shows it. You can see Southern
M ssouri where New Madrid earthquake would be, and it
runs a |long distance vertically up and down. Going to
the Mdwest, there is -- about 700,000 barrels a day
goes up towards Chicago and the M dwest on the three
pi pel i nes shown; however, if you | ook to the East Coast,
there is two lines, Colonial and Plantation. They punp
about 2.7 or alnost 3 mllion barrels a day up to the
East Coast. That is virtually the only supply of
product fromAtlanta all the way up through D.C. There
is no refineries.

| nmentioned a few years ago, 30 years ago, there
was a lot nore refineries. WIlIl, guess what? Those are
gone. This is the supply in that area. Qher than a

fewrefineries, virtually all the supply fromAtl anta

For The Record, Inc.
(301) 870-8025 - www. ftrinc.net - (800) 921-5555



© 00 N oo o B~ wWw N P

T N T S T T T N T e e e T e N = = S
gag A W N P O © 0o N oo 0o M W N - O

79

t hrough D.C. goes through these two pipelines. Anything
happens to them there is no way to easily resupply.
Trucking is not an answer. Pipelines can be repl aced.
It is the punp stations that are a real problem

Just to illustrate how this works, the reason
pi pelines are a problem refineries supply products into
the various lines at various points. Going down the
line, as they nove up towards the East Coast or M dwest,
they take product out in termnals, and they do it in a
very sophisticated way. It is very efficient. Al the
conpani es basically work together that are putting in
product, taking out product, to run in batches. So,
there woul d be batches of jet fuel, gasoline, heating
oil, et cetera. Miltiple conpanies go in, they are
commodity products, and they nove the product together,
and they nove up the line at about the pace that you can
wal k, a brisk wal k, about three, five, eight mles per
hour .

They do this in a way -- and it is a very
sophi sticated, controlled system-- so that product can
be broken out at the different termnals, filled up.
How does this work? Well, the refineries -- the
termnals, rather, that break out all along the way have
a part that is called a tank heel, which is unusable.

It is material that -- the tanks have floating roofs.
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You cannot get down below the floating roof. There is a
safety stock, there is an operating capacity, which is
in blue, and there is head room which you do not go
above because of spills, okay?

The way it works is this, is that the term nals,
as -- they will time so that they are very close to
bei ng enpty about the time that the product batches
arrive. They fill up, they work another five to seven
days bringing this product down, then they fill up
again, and the cycle starts again.

Well, what this nmeans is, is if a disruption
occurs on a particular product that is near a point of
enpty, then that area is out of gasoline or diesel or
whatever it is alnost imediately. Even if you have
product that was just filled, say part of the product is
just filled, you have naybe a week's worth of supply.

If it is something that is near enpty, you are basically
enpty.

Now, what does this nean? Well, there are
risks, and | nmentioned there are a ot of risks up and
down the system fromcrude comng in to pipelines going
out; however, as we learned in Katrina/Rita, pipelines
are probably nore critical than refineries. There is a
ot of refineries. There is roughly 33-34 refineries on

the Gulf Coast. One, two, three can be knocked out,
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ot her things can be supplied, nore product can cone in
from Europe, various things can happen, but for these
cities, fromBirmnghamto Atlanta, all the way up to
D.C., there is no other alternative. There is no way
you can get in ships. You cannot possibly get in enough
trucks to supply them This is the risk, is for these
cities, probably -- in our view, probably the nost
significant risk

What does it nean? It means for a |ot of places
and a lot of products, you are going to be out of
product very quickly, whether through terrorismor
natural disasters, and in this case, a natural disaster,
primarily thinking of the New Madrid earthquake. There
are not alternative supplies that could easily be
brought in. If it is punps that are damaged in the punp
stations, it will take nonths, weeks and nonths to
repl ace them not a matter of hours or days. The piping
itself, the pipelines thenselves, can be replaced in a
matter of days, but not the punp stations. Wat it
means is that fuel would have to be nade avail able only
probably to emergency fuel. It is going to nean there
is alot of people out of work and a | ot of people
st randed.

In summary, what are we saying? Well, it is a

very efficient, very well-organized, very conpl ex
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system fromrefineries all the way through the
distribution termnals, but it has not evolved for
security. It has evolved for efficiency. Starting with
the refineries, which are very, large, conplex, but
clustered, clustered so that they all have common -- a
handful of common supply lines for crude, through
channel s, and product going out through a few of the
pi pelines up to the Mdwest and East.

The major pipelines are a critical |ink.
Wthout them it is virtually inpossible to quickly
respond. Also, at the sane tinme, because of efficiency
in operating termnals, there is less inventory in days
of inventory available than there would have been maybe
30 years ago. The result is, say, these are sone of the
facts that we gather, and our firm by the way, does a
| ot of studies, and these are things we have cone across
in the various studies we have done over the years, is
that there is a lot of vulnerability in the system

There is things that can be done. It is not
hopel ess, but it does take study, it is going to take
effort, take tinme, and take cooperation between
government and industry to start devel opi ng sone of the
sol uti ons.

That is ny part, and | thank you very much, and

| presune we will wait for questions at the end?
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MR SALI NGER:  Yes.

MR. ANDERSON: Ckay.

MR, SALINGER Wl l, thank you.

There used to be a witer for Sports Illustrated
named Pete Axthelm who | heard in a presentation in
col | ege, and soneone asked him to understand an
i ndustry, "You have to -- to understand a sport, you

have to play it," and he said, "No, you have to bet on
it,” and so in that regard, when we were trying to
under stand our susceptibility to risk, | thought it
woul d be really inportant to have representatives from
conpani es that bet on these risks.

So, we are very lucky today to have Bob Percopo
fromAI G d obal Marine and Energy with us, the senior
vice president of investnents at AIG He has been at
Al G since 1998. He has 30 years of experience in the
energy industry. Previously, he worked at a bank in Dos
Suez, Mobil, and Manufacturers Hanover. So, Bob.

MR. PERCOPC.  Thanks, M ke.

What M chael did not say is his brother also
runs political risk for AIG and does an excellent job.

Before | get started, what | want to do is go
t hrough a broad- brush approach to nost of the issues

that were raised and then cone back on questions and

answers on specifics based on the | evel of interest of
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the audience. 1In order to put nmy comments -- and ny
comments are going to be nore opinion than statistics,
as nost of the previous speakers were focused, and in
order to do that, | would like to give you a quick
run-down on AIG and this is not a puff piece for AIG
It is just that we are a major player in the energy
sector.

We are probably the largest insurer in that
sector, and being the largest insurer, the technical
capabilities that we have go far beyond what is nornally
avai lable in the marketplace. W need this just to
mai ntai n an acceptable risk profile and keep the profits
rolling in.

W are the largest private sector witer of
political risk insurance which gives us good know edge
of what is going on throughout the world. W operate in
anywhere from 130 countries and territories on up at any
point in time, and we have at-risk positions. W take
risk.

We al so have an investnent portfolio that nost
peopl e do not realize that is just under three-quarters
of atrillion dollars, which makes us | arger than nost
of the commerci al banks operating around the world. O
t hat, about $250 billion are invested in the energy

i ndustry.
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We al so own about 7000 nmegawatts of generating
capacity through the private equity side. W own
pi pelines, gas storage facilities. W also have no
probl emin financi ng agai nst reserves and the grant of
VPPs.

Let's get back to the topic now, and are we nore
vul nerabl e now to shocks in supply and demand? Wt hout
guestion. Can we do anything about it? Yes. Are we
doi ng everything we can about it? Absolutely not.

Let's start out with long supply lines. The
problemis that the production areas of the world for
energy and fossil fuels tends to be distant fromthe
consunption points. Shortages seemto be nore of a
| ogi stic and mani pul ati on i ssue than a pure supply
shortage issue. Pipelines are choke points and
potential terrorist targets -- | guess | better catch up
on the slides -- terrorist targets. Forty percent of
the world's oil flows through pipelines.

Ceol ogy and geography are also factors, with
about 4000 tankers sailing the world' s oceans; 25
percent of the world's trade passes through the Straits
of Mal acca, including half of the sea shipnments of oi
bound for East Asia and two-thirds of the gl obal LNG
New security threats are directly affecting oil prices,

as we have all seen, especially over the |last two years.
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Maritime insurance has al ready sharply increased
prem uns for tankers operating in risky waters.

A quarter of the world' s known reserves are
controlled by Saudi Arabia. Saudi Arabia' s oi
infrastructure is highly vulnerable to terrori st
attacks. About two-thirds of Saudi Arabia's crude is
processed at a single facility, Abgaig. On the Persian
@ul f, Saudi Arabia has just two primary oil export
termnals, Ras Tanura and Ras Aljam ah. An attack on
Rast anora or Abgaiq could take up to 50 percent of Saudi
oil off the market for at least six nmonths and with it
the world's spare capacity.

A nunber of other speakers have spoken about
spare capacity, and | think only one speaker in the |ast
t hree days has raised the Anwar Shelf. At current
prices for oil -- and once oil went above $30 a
barrel -- Anwar is capable of producing 2 mllion
barrels a day for a period of 25 years, which could
certainly add to the reserve capacity in the world,
whi ch dependi ng on who you are talking to is anywhere
from2 mllion barrels -- a mllion and a half barrels
up to about 3 and a half mllion barrels a day. So,
that one thing that if we wanted to nove, we could do
it.

The environnmentalists will probably attack ne as
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soon as | wal k out of here, but let's keep in mnd what
happens at least in the U S. E&P industry. Wen you
have an of fshore well and the of fshore well becones
noneconom cally viable and it gets shut down, that has
to be dealt with. You either cart it away, turn it into
a reef programif you get approval for it, and ny guess
is, if the Anwar Shelf goes into production, by the tine
you renove a well, you will never know it existed. It
is not |ike an above-ground pi peline.

Let's continue with the terrorismissue. 1In
addition to the Straits of Ml acca, when you factor in
the Straits of Hormuz and Bal o Mandad, over 60 percent
of the world's oil is shipped through these choke
points. U S. pipelines are also vulnerable. The only
route to deliver oil fromAl aska is the 800-m | e-Iong
Trans- Al aska Pipeline System |n recent years, the
pi pel i ne has been sabot aged, bonbed tw ce, and shot at
nore than 50 times. That may just be hunters with
target practice, but it happens.

An attack on a nmgjor oil installation, a choke
poi nt, or a pipeline hub would be detrinmental to
Anerica' s econony and |ikely affect every aspect of our
lives. During the 1973 Arab oil enbargo, when we only
i mported 28 percent of U S. oil, the effects on the U S.

econony were oil prices quadrupled in a matter of weeks.
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Unenpl oynment doubl ed due to the | oss of 500, 000 jobs.
The GWP declined 6 percent. Not a pretty picture.

Is there an offset to the Mddl e East
volatility? WlIl, yes and no, if you want to depend on
Russia. Russia right now, their sustainable oi
producti on has been increasing. They soon expect
forecasts to be able to sustain production in excess of
Saudi Arabia. In general, when OPEC has restricted
out put, Russia has continued, but there is a nethod to
their madness. From everything we see and everything we
read, they are basically interested in maxim zing oi
revenues to regain super power status, an occasi onal
nmuscl e-fl exi ng that Europe has not exactly hel ped.

Exanpl es of that were about 15 nonths ago,
Russia shut the gas line down into the Wkraine. More
recently, about four nonths ago, they shut down an oi
line into Belarus. The interesting thing here was the
Eur opean reaction. Three years ago, Europe co-existed
with Russia, and they did not care. After the gas line
was shut down into the Ukraine, the Russian -- the
Eur opean reaction was panic. Angela Merkel, the
Chancel | or of Germany, who was brought in on a no
nucl ear ticket, the greens brought her in, did not even
want to hear about nucl ear power. As soon as Russia

shut the gas line down into the Ukraine, she turned
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around and said, "W nust |look at all options, including
nucl ear power."

Now, as the president, | guess the six-nonth
presi dent of the European Union, and in tandem w th when
the gas |ine was shut down or the oil line was shut down
going into Bel arus, she has becone a very strong nucl ear
advocate, and | think you are going to see nore of that
happeni ng in Europe. Europe has another issue that they
have got to deal with, and that is the steep decline in
oil and gas production conm ng out of the North Sea.

But there is nothing really new in anything |
have said. W have lived with these situations for
years now. Wat | would like to do is cone back and
focus on the U S. and see how vul nerable we are to
short-termswings. |If you | ook at 2005, pre Katrina and
Rita, we had gasoline prices that were running up, and
my theory is gasoline prices always run up just before
t he Labor Day weekend. It is the last big shot of the
sutmer. The oil conpanies go out and try to test demand
el asticity or price elasticity.

The original reason given for the price run-up
was supply shortages. Saudi Arabia inmmediately turned
around and agreed to raise oil production by 1.5 mllion
barrels a day, taking themup from10 mllion to 11.5,

which is deenmed to be their sustainable production
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|l evels. They had it out there for several weeks. They
wi thdrew the offer. The reason? Nobody was taking it.
So, | guess we really did not have a crude shortage.

O | conpani es countered and cane back and sai d,
"No, no, it is not the crude issue. It is insufficient
refining capacity.” OCkay, let's buy that for a mnute.
And keep in mnd at this time we had a couple of issues
that were going on. The Iraq War, which just keeps on
goi ng; the lranian enbargo; the social unrest in Nigeria
and the reduction in production com ng out of Nigeria;
Venezuel a had cone off a series of strikes that reduced
oi | production down from2.6 mllion barrels a day down
to 25,000 mllion barrels a day; Mexico is conmng to
grips with the fact that it just does not have the
technical capability to devel op and extract from deep
shore wells in the Gulf of Mexico. Still, oil prices
continued up, but this tine it was the fear of potenti al
capacity comng offline due to hurricanes. Renenber,
this is just before Rita and Katrina hit.

Well, then Rita and Katrina did hit. Ninety
percent of crude production and 72 percent of natural
gas production went offline in the Gulf of Mexico. Now,
part of it was platform damage, part of it was on-shore
refinery danmage, and a lot of it was pipelines, the

i nterconnects actually nmoving the fuels onshore.
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Twent y-ei ght percent of the refining capacity offline on
top of what we were | ooking at on the crude
i nterruptions.

What was the result? How nmany people in this
room saw no gasol i ne avail abl e at gasoline stations?
Virtually nobody. The only gas stations that were not
punpi ng were gas stations that were offline because the
el ectricity was not there to operate the punps. So, do
we have real big problens? W have got problens, but |
think the problenms are further out in the future. The
world, at the end of the day, is dealing with a system
that is either in balance or it has a slight surplus. A
dollar's worth of oil or a barrel of oil, whether it
conmes fromlran, Iraq, Saudi Arabia, @lf Coast U S.,
Anwar Shelf, it is still a barrel of oil.

DOE, in conversations | have had with them when
the Irag War was really starting to get going, they
said, "Well, look, what would happen if Iraq cane
offline, if production went to zero?" WlIl, a conflict
i ke that, taking production out of adequate capacity,
is a problem but when you have an Iranian situation and
we enbargo Iran, we cannot buy their crude, are they
going to sit there with their crude? They are going to
sell it to sonebody el se. So, we have got a system

whether we like it or not, that has a sel f-bal anci ng
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mechani sm Everybody wants the dollars. The terrorists
like to interrupt it, and the issue was raised earlier
wi th Saudi Arabi a.

Saudi Arabia on the one hand is funding
terrorists, and on the other hand, they are our friends.
Well, they are their own friends. They have pronm sed
the religious sects in their country everything under
the sun, free healthcare, those education to those that
want it. At the end of the day, they have to keep
delivering these. |If they stop delivering them the
royal famly would cease to control the kingdom So,
when you | ook at the systemthat we have, we really do
have pretty much a self-regulating system but we are
dealing with resources that ultimately are -- that are
i n decline.

| would just like to nove on to -- whoops, |
will get this straight.

One of the next issues was LNG storage,
consequences of not building LNG storage. Well, LNGis
a supply line issue. You need gas, you need
I i quefaction, you need specialty tankers to ship, you
need regasification facilities. Wether we have
i nsufficient storage or not, whatever the -- each one of
t he conponents are critical links in the chain. W have

to have the entire chain. But in order to understand
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the dynamics of LNG let's go back into the 1980s and

t he 1990s when the U. S. bent over backwards, as did
Western Europe, and built enornmous anmounts of generating
capacity that was gas-fired, and the reasons for
building it was it was deenmed to be environnentally
friendly, |ess carbon-emtting; gas was reasonably
priced, well, that went out the w ndow, gas woul d al ways
be readily avail abl e, not another safe bet.

The reality is gas plants were built because you
could build themfast and you could get cash flow out of
them and with the novenent into independent power
producers, these devel opers wanted to get in, make their
noney, and keep novi ng.

We still have carbon em ssions fromgas. The
big i ssue with gas and gas-generating capacity is when
you get over $4.50 per mllion cubic feet, gas is not
economcally viable. If you |ook at LNG because of the
extra handling costs, the extra delivery costs of LNG
its operating margin, its econonm c operating margin, is
narrower than natural gas. |If natural gas prices itself
out of the market, LNG prices itself out of the market.

There has been a fall-off in interest in LNG
and that was exenplified by the fall-off in LNG tanker
orders. The weakest link in the chain was deened to be

the transportation side. There was a flurry of activity
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to build LNG tankers, and then that interest just fel
off, and it has been flat since |ast sunmer.

One other thing that has to be focused on if you
want to | ook at gas and you want to | ook at LNG you
have to keep focus on what is going on on the nucl ear
side of the equation. The nore nuclear capacity that is
built -- and if you | ook at the forecast, China | ooking
to build 43 nuclear plants, they have al ready |et
contracts on four; India is going to build 25 plants;
Japan has to build 20 nuclear plants just to keep
nucl ear -- just to balance out their carbon em ssions
fromtheir coal plants; Britain has to build 23 nucl ear
plants just to keep nucl ear as the sanme percentage of
its generating capacity that it has now, Brazil has
reactivated their nuclear program Bulgaria has
reactivated their nuclear program Every negawatt of
capacity comng on on the nuclear side is going to
decrease the demand for natural gas, and by extension,

t he demand for LNG

Let's take a quick | ook at biofuels, and I know
a nunber of people have gone through biofuels ad
nauseam | was kind of neutral on ethanol. W would
not take price risk on ethanol sinply because the people
who know the market didn't want to take that price risk.

The technology is not an issue. It is a fernmentation
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process. Transportation, this could be a | ogistical
nightmare. W are willing to work with that, but | do
not want to have a price risk. | do not want to be in
t he sane position that power producers were in in 2001
when they started building nmerchant generating capacity
and then found out they had nobody to sell it to. |
want sonmebody who knows the narket to take that risk.

There have been a | ot of plants built, nost of
t hem have been done on bal ance sheet. The few that have
been done on stand-al one or a project finance basis,
limted recourse basis, are the ones that are going to
have probl ens.

One of the things that | have not heard nost of
t he speakers deal with are the specific problens with
et hanol. You have got phase separation, and that, for
t he peopl e who do not understand it, and mne is just
what | read, is you wind up with water, ethanol
gasoline, in a stack, in a layering, and that is one of
t he reasons why you have to splash-blend ethanol. You
have got to blend it just before the point of
consunption or the point at where it is put into the
vehicles. It is corrosive. It is a solvent.

So, if you have got a car that is ten years old
or five years old, you get a sedinent that builds up in

the bottom of the tank, that sedinment gets broken down
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by ethanol. It gets fed in through the carburation
system through the injector system clogs the
injectors, creates problens, has an affinity for

noi sture, does not nmake it a good play in cold
environnments -- fortunately, nost of Brazil is warm --
and it is not pipeline friendly.

If you think of the logistical nightmare, if we
do ever get to E-85 on a significant basis, you are
going to have to nove a | ot of ethanol around. You
cannot nove it in pipelines. To a limted degree, you
can nove it in rail systens. You are still going to
have to use trucks. You better be running the trucks on
sonmet hing other than diesel fuel or we are not going to
be solving a problem W wll be able to extend the
fuel sources we have, but we are going to have to dea
wi th environnmental issues that are then going to be
fairly significant.

Let's get into corn-based ethanol very briefly.
Corn is already creating problens. Ethanol had driven
corn demand to significantly increase the prices of
corn, beef, pork, chicken. Last week, for the holidays,
nost peopl e expect, or in general, egg prices drop to
attract nore shoppers into the store to buy nore food.
Well, this year, for the first tine, because of the

i ncreased cost of chicken feed, corn, egg prices went up
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by 25 percent.

So much U. S. corn production is going to ethanol
production that the food producers in the United States
are turning to Mexico and buying corn from Mexi co.
Guess what's happening? Corn is a staple in Mxico.
The general population in Mexico is not very happy, and
that is creating other problens that we have to dea
with. One |last point on ethanol, when we do get to
cel lul osic ethanol -- and depending on who you talk to,
it is either two years away, five years away, eight
years away -- as soon as you go to cellul osic ethanol
you essentially render all the grain-based ethanol
pl ants econom cal |y obsol ete.

Two weeks ago, | kind of Iiked biodiesel, a
si npl e process, you squeeze oil. Well, nost of the
bi odi esel is pal mbased, pal moil-based. There is a
study that canme out |ast week that nost of the pal m oi
conmes from Mal aysia and | ndonesia. Guess how t hey
devel op cultivatable plots? They burn off the rain
forest.

The burn-off of the rain forest in Mlaysia and
| ndonesia adds 1.4 mllion tons of carbon into the
at nosphere a year. Then when you cultivate the plots,
essentially what you are doing is draining swanps. You

are allowi ng carbon to escape that's been buried for a
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m |l ennium another 600 mllion tons. Between the two,
you have 2 billion tons of carbon being released into
t he at nosphere, which is roughly 8 percent of the

total -- it is 8 percent of the total fossil fuels

em ssions of carbon, not a pretty sight.

We have got to do sonething, and | think sone of
these issues are going to be interimsolutions, but
eventually we have got to get to a point where we can
i nprove what we do. W have got to change what we are
doi ng.

| am probably com ng close to running out of
time, so |l will skip over transm ssion and distribution,
because | want to get to sonething that we can actually
do sonet hing about, and that is the nuclear side. As a
conpany, we have | ooked at the safety record. W have
| ooked at the capital costs, which conpare very
favorably to gas, coal. Wen you get into clean coal
cl ean coal is astronom cally nore expensive than
nucl ear. On the operating expense side, nuclear is
about 3 cents per kilowatt hour. Gas is about 4.7 cents
per kilowatt hour. Coal, existing coal with existing
technol ogy, is about 2.7 cents, but that is not
factoring in any restrictions on carbon em ssions. Wen
you factor that in, you are up to about 3.6 cents.

On the nucl ear side, you are dealing with fue
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rods, you're dealing with decomm ssioning costs, so the
nucl ear side is an all-in. The political stability of
fuel sources on nuclear, the bulk of it conmes from
Canada and Australia. N ce, stable places to do
business with. W produce it here. But the big thing
is zero carbon em ssions.

Now, the rest of the world, as | nentioned
earlier, is noving on the nuclear side. The U S. -- and
| have had conversation after conversation wth DCE
peopl e on the Republican side, the Denocratic side. It
is amazing that we are not noving nore quickly. The
probl em we have logistically in the world is there are
four reactor manufacturers with approved technol ogi es.
There is one manufacturer of specialty steel in Japan,
and as | nmentioned, with the China build, with India,
wi th Japan, with what is going on in the rest of the
world -- and | have nmade this statenent to the DOE -- by
the tinme we wake up and realize we do not have a choi ce,
we have to build nore nuclear capacity, |ook how | ong
the queue is going to be to get the reactors and to get
the specialty steel.

| am a strong advocate of taking this out of the
political arena, have both sides join together and push
this, push it off to the side as an issue, and let's

deal with sonething that we can deal with. W have even
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offered -- the U S. Departnent of Energy has the ability
to guarantee 80 percent of an energy project's costs --
to guarantee 80 percent of a project's costs. W said,
| ook, what we are willing to |ook at doing is fund 100
percent of the debt on up to five nuclear new builds in
the United States, and we are | ooking at an 80/20

| everage. So, 20 percent equity, 80 percent debt, we
will look at putting up the debt. That drops DCE' s
guar anteed position from 80 percent to 64 percent, and
we think that this is a matter of energy independence
and energy security.

So, we think the Governnment should take a
significant portion of the risk, we are willing to take
the risk, and obviously the equity investor should be
taking the risk, because they are going to get the
returns. The reaction was, well, we think that because
the technology is known, it is a necessary comodity,
electricity, that the Governnment should not have to take
a position in that.

Wel |, one of the reasons why everybody is
| ooki ng for governnent support is although they canme up
with the construction and operating license in one
unit -- in the past, you got your construction |icense,
you built the facility, then you went through the

process again to get an operating license, and that is
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what pushed a programthat should take five years out

into the ten-year range before you could bring a reactor

online. Nobody wants to take the risk that even with

t he new process, where you apply for your construction

| icense, you nmeet objective criteria, you have your

operating license, what is to say that sonebody is not

going to interfere with that process and prolong it?
When asked how nuch tine they think they could

cut off the tinme fromapplication for a permt to the

in-service of a reactor, they said, "Oh, we can beat the

historical,” and historically, in the United States, it
is been ten years. They can take it all the way down to
nine and a half years. | had no other reaction other
than to laugh. | said, "Do you people read what cones
out in the press? China has categorically stated five
and a half years fromthe application for a permt to

the in-service date of a reactor,” and they will do it.
| do not know if |I want to take the risk on those, but
they will doit. W certainly can do it.

Wth that, I will turn it over to the next
speaker .

MR. SALI NGER  Gkay, thank you.

Qur next speaker is Diana Mbss. Diana is the

vi ce president of the American Antitrust Institute where

she has been since 2001. Prior to that, she was a
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Seni or Econom st and Coordi nator For Conpetition

Anal ysis at FERC, where she was from 1989 to 1994, and
she has al so worked at the consulting firns NERA and
Put nam Hayes & Bartlett.

M5. MOSS: Thanks, M chael, and thanks to the
FTC and the FTC staff and Comm ssion and John Seesel for
inviting nme here today to speak on energy vulnerability.

For those of you who do not know AAlI, just very
briefly, we are a nonprofit organi zati on based here in
Washi ngton, D.C. W have been around for al nbst ten
years now. W are an independent voice in antitrust, in
conpetition policy. W produce research. W advocate.
We are not | obbyists. W do extensive training and
publ i ¢ education on conpetition policy issues with a
m ssion to pronote fair conpetition in the Anerican
econony.

Oficially, | head up the energy practice area
at AAl, but | also do other things in other areas of
antitrust and regulation. | actually turned down the
job of noderating the electricity panel from yesterday
to speak on this panel, and I amglad | did that,
because it gives nme the opportunity to speak to two
things that | have worked in quite extensively during ny
career, electricity and petroleum but also to share

sonme t houghts and some perspectives and insights on how
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these two sectors, froman infrastructure perspective,
really are quite simlar and what we mght be able to
| earn from conpari sons between the two.

So, | really want to just tal k about four
things. | want to tal k about, as an economi st,
approaches to assessing vulnerability. This would be
froma | ong-term adequacy perspective, matching supply
and demand, nmaking sure that things are balanced in the
long run. Also, the short-run concept or the short-run
ability to withstand shocks to the system So, al
t hrough these four points, I want to draw sone
conpari sons and contrasts between the two energy
sour ces.

| want to tal k about indicators of
vul nerability, looking at it, again, fromthe |ong-term
infrastructure investnent, |ooking at capacity
utilization issues, also |ooking at congestion and
out ages as a very high-profile indicator of
vul nerability. Then I want to tal k about sone of the
underlying factors associated with vulnerability,
restructuring in industries, primarily froma regul atory
policy standpoint or changi ng environnmental factors and
resource factors. | want to tal k about worsening
bottl enecks that we see in electricity transm ssion and

in petroleumrefining, and there are, indeed, bottleneck
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segnents of these very long, vertically integrated
supply chains. Then | want to tal k about market
structure and MRA.

| amtrying to be true to the topic here today
on this panel, which is vulnerability, and | could
easily fit the whole market structure and nmergers and
acquisitions part of this into a vulnerability context,
but it mght even be worth it to break it out separately
to tal k about how nmergers and acquisitions and price
effects and effects on market structure and concerns
about conpetitive or anitconpetitive behavior really is
anot her formof vulnerability that this Conm ssion
obvi ously spends quite a bit of tine dealing wth.

Then | want to conclude with issues that are
worth nore scrutiny, just |ooking harder and cl oser at,
but al so issues that are really worth nore study in
terms of generating new anal ysis and new i deas.

Al right, so, the first topic is really
approaching the whole vulnerability issue. One is this
| ong-term concept of matching supply and demand. |Is
t here enough stuff, enough capacity built to neet
growi ng demand over timnme?

| f you cast about for indicators of whether
there is a msmatch or not, you mght go first to

capacity utilization. |If capacity utilization is very
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hi gh, then you are pressing on the bounds of capacity
constraints, and that m ght signal the need for
addi tional capacity, new investnment. |If capacity
utilization is very low, that m ght signal that there is
an overhang, a capacity overhang. The problemwth
electricity in particular -- and petroleumto sone
extent -- is that demand is very tinme-sensitive. It
vari es over the course of a |oad cycle, over the course
of seasons, there are weather variations. So, dealing
with this | ong-term adequacy concept is a bit tricky.

Well, how woul d you neasure it? Wll, you would
probably ook first to investnent in infrastructure as a
possi bl e neasure for this | ong-term adequacy issue. On
the short-termside, we have got ability to wthstand
short-term shocks. Now, obviously, this is a function
of longer term adequacy. |If capacity utilization is
very high, then the systemis nore prone to becom ng
congested, and thus, there will be price volatility,
out ages, congestion, whatever netrics or neasures you
choose to nmeasure short-term shocks, and there are a
bunch of different nmeasures. | nean, | could stand up
here all day and tal k about measures of short-term
vul nerability.

This is all aside fromthe whole price

volatility issue which has been exhaustively explored
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and wi tnessed and validated in both of these industries,
refining and electricity transm ssion. There has been a
tremendous anount of study done on the petrol eum side on
this concept of price asymmetry, which is the tendency
for gasoline prices to rise faster when crude oil prices
are on the rise and to fall at a slower rate when they
are on the decline.

Just as an aside, we have just finished a series
of two working papers on the petrol eumindustry at AAl,
one on industry trends, the other on a review of the
economc literature in major parts of petrol eum

kay, well, let's ook at investnment in
infrastructure. This is new capacity. It is existing
upgrades and expansions to existing capacity. On the
transm ssion side, the purpose of building
infrastructure is to increase capacity, reduce | osses,
reduce the probability of congestion. You get this
t hrough |ine upgrades, increasingly distributed
generation. There is even tal k of nano technol ogy,
whi ch woul d revol utioni ze transm ssi on.

On the refining side, investnment gets you higher
vol unes of |ighter, higher value products, refined
products. You get this through conputerization,
advanced catal ysts. You have heard all about this from

ot her very qualified people speaking fromthe industry
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si de, but what have we seen?

Wel |, what we have seen on the electricity side
is a decrease in investnent in transm ssion
infrastructure pretty much spanning the 1990s. It has
only just recently been on the upswing. So, it does not
| ook super-dramatic, but it certainly has been a
decl i ne.

On the petroleumside, this is the sanme neasure
that I amusing here, and this includes new and exi sting
i nprovenents to capacity, a little bit nore of a
dramatic picture. Again, on the decline for nuch of the
nineties, but recently on the upswing. Now, this could
be a function of any nunber of things, but | think the
statistics thensel ves are sonmewhat concer ning.

Al right, let's talk about utilization of
capacity, which is, again, this link to whether there is
a m smatch between supply and demand. |If you look at it
on the transm ssion side, what we see is a pretty clear
i ndicator that the transm ssion grid in the United
States for these regional electricity markets has not
kept up with increases in demand, and increases in
demand i s signaled by generation additions at various
points on the grid. So, you have got, obviously, a
vertically integrated industry, transm ssion and

generati on.
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One part, one segnment of that industry, is
growi ng faster than the other, and so that should raise
guestions, and that's that is why | say here in this
slide it is at odds with very stable generation capacity
mar gi ns. Ceneration capacity margins, if anything, have
i ncreased, but investnent in infrastructure and
transm ssi on has decreased.

We have seen a dramatic increase in what's what
is called transm ssion |oading rel ease. These are
procedures that are invoked by security coordinators in
regi onal power markets to relieve congestion on the

grid, and the inportant part of the whole electricity

story here is that the -- what we call the bl ackout
externality is an extrenely costly potential event. |If
part of the system goes down, then that will affect

consuners and nodes and links on all the other parts of
the system

On the refining side, we have seen an increase
in operating capacity as a percentage of operable
capacity. That neans that utilization has gone up.
| ooked at refinery outages as a possible indicator of
short-termvul nerability, but outages do not tell a very
clear story. | think you have heard from ot her people
here, you can | ook at inventories, you can |ook at the

| evel of inports, perhaps as other indicators.
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So, here is the sad story on the transni ssion
infrastructure side: This |looks |ike a happy graph, but
it is not. What you see here is that there are nore
nmegawatts being jamed into a circuit mle of
transm ssion. So, that ratio is increasing over tinme.
So, nore nmegawatts flow ng through a fixed nunber of
circuit mles. So, that would be one indicator of
increased utilization on the grid, and that nunber | ooks
like it mght be leveling out. There have been sone
additions to transm ssion over time, but that is
definitely an area of concern

This is even nore concerning, and I know t hat
ot her speakers have spoken to the transm ssion | oading
rel ease issue. Since 1997, which is about when we
really started seeing the evidence of significant
restructuring, open access, RTO devel opnents on the
electricity side, there has been a dramatic increase in
the incidence of transm ssion | oading rel ease.

These are actions that security coordinators
take to curtail transactions on grids, to reconfigure
transactions on grids, all the way up to what is called
a level six, which is a blackout on the grid. So, you
know, this is a pretty powerful picture of how, within
the | ast decade, the use of the grids in the United

St ates has changed dramatically. Mre nmegawatts going
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through grids that were not built to acconmopdate
conpetitive market use in transactions, and this is
obvi ously a concern.

Al right, refinery utilization rates have
peaked, it appears, in the late nineties. They were
very, very lowin the 1980s largely due to the operation
of less efficient refineries that were processing
different types of crude and the renoval of price
controls and sort of this congloneration or, you know,

m x of factors that fundanentally changed the profile of
the refining sector.

Al right, alittle bit on factors contributing
to vulnerability. W talked about this a little nore --
alittle bit before restructuring, got transm ssion,
open access, deregul ati on of generation, produces nore
i ntensive use of the grid, |onger distance transm ssion
of power. From an econom c perspective, though, | think
the key issue to take away here is that restructuring
regulatory initiatives on the transm ssion side, but
al so environnmental factors, resource factors on the
refining side, really change incentives about how firns
are going to invest in infrastructure. It is really al
about the incentives and what the incentives are for
firms to build new capacity or not to build new capacity

for a variety of very genuine econom c reasons.
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Envi ronnental and resource factors on the
refining side, refornul ated gasoline requirenents,
changes in quality and availability of crude inputs has
created incentives to mnimze the cost of hol ding
excess capacity. That is where those high-capacity
margi ns come from But it also increases the conplexity
of -- this increasing nunber of refined products that
refineries are producing increases the conplexity of the
whol e problem sort of part of this bounded rationality
i ssue that econom sts are fond of citing to.

The last two factors, worsening bottl enecks on
both sides, aging infrastructure, a very unequal
di stribution of capacity ownership anongst firnms in the
i ndustry, incunbents in the industry. Again, the key
strategic variable is investnment in relieving
constraints in these bottleneck facilities. |If you own
a bottleneck or control a bottleneck in a vertically
integrated chain, there are trenendous opportunities,
good and bad, to affect market outcones.

Finally, this last factor that | want to talk a
little bit about are changes in market structures and
the effect of consolidation in these industries. There
have been significant waves of nergers in both
electricity and in petroleum You are |ooking at

industries with a very high degree of vertical
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i ntegration between generation and transm ssion. Yes,
t here has been a trenendous anount of generation
divestiture. That trend is possibly reversing.

The health of the independent generation sector
is not so good anynore. You have a |lot of vertical
i ntegration between refining and marketing. A |ot of
this integration is good integration. It is
ef ficiency-enhancing. There are coordination econonies
to be had at all these levels. But at the sane tine,
when bottl eneck facilities are involved and when there
is the potential for market power and you have a
concentration in these regional nmarkets, it does deserve
a cl oser | ook.

So, there is the electricity merger wave that we
are all very fond of at this point, and there is the --
it looks |ike a good surfing wave to nme for the activity
in the oil and gas sector in the United States.

My conclusions are just a few. Wrth nore
scrutiny? Well, it is really worth | ooking hard at
firms' incentives to invest or not to invest in
bottl eneck capacity, because that seens to be the source
of the problem By the way, | amnot disputing that
pi pelines are a bottleneck -- in fact, they are -- but
refineries are a bottleneck as well, and they are a very

i nportant bottl eneck, and given the ownership structure

For The Record, Inc.
(301) 870-8025 - www. ftrinc.net - (800) 921-5555



© 00 N oo o B~ wWw N P

T N T S T T T N T e e e T e N = = S
gag A W N P O © 0o N oo 0o M W N - O

113

of refineries in the United States and the anount of
time the FTC, for exanple, has spent on nmergers in
petroleum 1 think it is worth a very cl ose | ook.

Looki ng at vertical integration, inside and
outside of merger-related contexts, there is
increasingly this concept of systemfragility, where you
have |l ong, vertically integrated supply chains with very
concentrat ed ownership, which can actually create
fragile systems, where if part of the system goes out,
then there are not that many options for firnms to avail
t hensel ves of to choose alternative or use alternative
suppl i ers.

There is also the classic vertical concerns of
foreclosing rivals by limting their access to inputs,
critical inputs, for exanple, refining capacity or
pi peline capacity, and then there is what we call this
smal | market shares problem Wien you have got highly
constrained industries with bottleneck facilities
i nvol ved, having small market shares does not
necessarily inmply small market power. Wen capacity
constraints are -- when firns operate close to capacity
constraints, even very small amounts of capacity
wi thheld are able to drive up the price significantly.

So, if you have the picture in your mnd of an

i nel astic supply curve, up near the capacity constraint,
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there is a lot that can go on there that has potentially
significant price effects even without a trenmendous
anount of market power. That is very worth | ooking at.
That has been exam ned very extensively on the electric
side. 1 think it needs to be | ooked at very carefully
on the refining side.

Questions worth nore study: Perhaps redefining
hi gh capacity utilization in |ight of new technol ogy and
nore efficient managenent of conplex systens. It sounds
i ke we have got a |lot of capacity constraints in these
i ndustries, but the world has not cone to an end yet.
Yes, we have had bl ackouts, the fanobus bl ackout in the
M dwest in '03. Yes, we have had hurricanes that have
taken out refining capacity and production capacity in
the Gulf. Those are catastrophic events that are to be
avoi ded at all costs, but industries are not planning
their systenms anynore to really account for catastrophic
events.

What appears to be the case is that high
capacity utilization appears to be a sonmewhat
sust ai nabl e pattern, and the question is, do we have to
ask ourselves, well, have things changed? Has
t echnol ogy changed? Has managenent changes in terns of
best practices? 1|s the conplexity manageabl e enough now

that these industries are able to operate at high
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capacity utilization rates without catastrophic failure?
Wt hout catastrophic failure.

| am here at the FTC, and | do nobst of ny work
in antitrust, and | have to encourage the FTC to
continue to | ook at mergers, to assess the effect of
both horizontal and vertical effects in nergers. The
AAl believes the FTC has done a phenonenal job at
scrutinizing these nergers. There has been a trenendous
anount of activity. Mst of the activity in the
petrol eum sector has been with very, very |arge
conpanies. It has largely involved the integration of
downst ream assets, neani ng petrol eum refining and
mar keti ng, and so there has been a | ot of consolidated,
but also a ot of scrutiny on the FTC s part in this
area, and so we woul d encourage themto continue to | ook
at those mergers.

Again, | would cite to these two working papers
we have just cone out with. They are posted on our web
site, and I know M chael wanted to maybe at the Q8A talk
about quantifying risk. | have certainly given that

sonme t hought and woul d be happy to share ideas offline,

but I think | have used up nost of my tine. | want to
t hank you.

MR. SALINGER Well, thank you. | can assure
you that the FTC will continue to be very careful inits
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scrutiny of nergers.

Qur | ast speaker in the session -- | should say
he is not the | ast speaker today, because | get to have
the final word after this session is over -- but the
| ast speaker in the sessionis Dr. Mchelle Burtis.

Dr. Burtis is an econom st with Cornerstone Research, a
firmthat provides econom c expertise often in
l[itigation but in other matters as well.

Dr. Burtis has given expert testinony in federa
and state courts. She has presented evidence to our
si ster agency, the Departnent of Justice, and also to us
at the FTC, and she has given advice to private clients,
and we | ook very much forward to her advice today.

DR. BURTIS: Thank you, Mchael. Thank you,
ever ybody.

So, | think that nmy story is a happy story, so
maybe that is why you made ne last, at least it is
happi er relative to sonme of the scary things that we
have heard fromthe panel

So, what | amgoing to tal k about today really
is Katrina and Rita and the response in ternms of both
supply and demand to those events, and the noral of the
story, if you will, the noral of my story is that the
mar ket worked really well follow ng those events, and it

is ny conclusion, based on | ooking at the data that | am
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going to show you, is that the reason that the nmarket
wor ked so very well was because it was allowed to. That
is, prices were allowed to increase, as they did, as we
saw, fairly dramatically, and those increase in price --
that increase in price led to two things basically.

One is it created the incentive for supply to be
brought into the market to replace the supply that was
affected by these events, and it also |led to a decrease
in quantity demanded, you know, prices went up, people
t hought about where they were going to drive, and that
hel ped to aneliorate the effects of those events.

| have a few slides that tal k about general
characteristics about energy markets. You guys probably
have heard these by now a hundred tines in the | ast
coupl e days, but quickly, I think it is inmportant to say
a coupl e things.

One is that people, consuners, do not understand
energy markets very well, and they do not understand why
prices go up and down. They do not understand why
prices are all the sanme sonetinmes across conpani es.
guess | would extend that to not only consuners, but
sonme Congress people have that sanme problem and it can
be a very enotional issue for people, because they need
to drive.

They view the gasoline as a necessity, and they
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do not feel |ike they get anything out of it. You know,
you go to the store, you can buy sone food, you get to
eat it. Gasoline, you just don't feel the consunption.
So, for that reason, | think, this is an issue that is
going to cause the FTC nore and nore headaches, and
peopl e are going to just, you know, keep on talking
about these things.

So, there are sone things that make price spikes
in the energy industries nore likely. Basically -- and
| will separate everything in ny talk since | am an
econonmi st into supply and demand -- denmand is very
inelastic. It is very difficult for people to respond
qui ckly to increases in price. In sonme energy narkets,
there are regulations that make it nmore difficult for
people to even see the increase in price. @Gsoline is
not one of those, | don't think.

Supply, there are supply factors as well that
contribute to this. As we have heard, again, even on
this panel, the kind of constraints in the distribution
of the products nmake it difficult to very quickly have
supply respond to price increases, and, of course, you
know, we are tal king about natural resources. | nean,
it is very difficult to find new sources of oil and turn
it into gasoline.

So, what we saw -- | amgoing to | guess quickly
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turn to the data. Katrina and Rita were | think by

al nost any measure very catastrophic, very unusua
events. Katrina came first, of course, as we know. It
was the sixth nost intense stormin the North Atlantic
measured by pressure that we have ever seen. Al nost
2000 people were killed in that storm The property
damage was far greater than any other storm and, of
course, that had a lot to do with, you know, what
happened in New Ol eans, $81 billion.

Rita was about a nmonth later. It was actually
nore intense in ternms of, you know, the pressure of the
storm It was the fourth nost intense stormthat we
have seen. It was also -- it caused a trenendous anount
of property danage.

What we saw as a result of those events was a
decrease or a reduction in supply. This is a picture of
oil and gas facilities in the Gulf, and you can see the
red circle there was -- you know, that was where the
stormwas going to hit. So, you can see that there was
just a substantial anount of refineries and crude oi
pi pelines that were in the target of that hurricane.

This is a simlar sort of picture for Rita, and
actually, Rta was even nore dramatic al ong those |ines.
Even though Katrina caused far nore property damage,

Rita actually caused nore damage in ternms of the
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refining industry.

This is an attenpt to quantify the danage to the
refining industry of those two storns, and the dark bl ue
line is the percent of U S. refining capacity that was
taken out as a result of Katrina, and you can see that,
you know, for at |east, you know, it was about two
weeks, 10 percent of the U S. refining capacity was out,
which is just -- you know, that is a huge, huge nunber.

Rita, as you can see, happened |ater. That
stormwas nore dramati c and took out 25 percent of the
US. refining capacity. Wen Rita hit, nearly all of
the Gulf refining capacity was out, | mean roughly,
because the Gulf is about 30 percent of our -- it is
about a third of our refining capacity, and about 30
percent was out, but the graph also shows that it cane
back, you know, at |east nobst of what was taken out cane
back fairly quickly.

This is a graph of the spot prices of gasoline,
and this is the @Gulf Coast spot prices. | should have
drawn this picture over a longer tinme period. This just
goes from 2003 through the end of 2005, but had | drawn
it out farther, what you would have seen is a line that
was al nost flat, comes up a little bit in this period,
but then these amazing price increases that |asted a

fairly short amount of days, but still, very, very
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dramati c.

These are retail prices. Retail prices went up
all over the country, especially after Katrina;
primarily in Houston and the East Coast after Rita. The
retail price increases |asted |onger than the spot price
i ncreases, which is not unusual. Spot markets tend to
be very, very responsive; retail prices are less. The
average increase in gasoline expenditures for a
househol d for a nonth was about $36. That is the
i ncrease in gasoline expenditures.

As high as these gasoline prices were, they were
not as high as nost of the anal ysts were predicting
prior to Katrina. There were a |lot of predictions of
$5-a-gallon gas, and as you can see, New York was a
little bit nore expensive than anywhere, went to about
$3. 30.

So, with these dramatic increases in price cane
the supply response, and this is a picture of the supply
response in the way of inports. This yellow range, it
is the range of inports over the last three years or the
three years prior to 2005, and so what this graph shows
is that actually even prior to the hurricane, inports
were a little bit higher in 2005 than they were in
earlier years, but nore inportantly, | think, what you

can see in the later part of this graph, beginning in
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Septenber, is that inports increased dramatically.

They were substantially higher than they had
been in the past, and, of course, that happened because
of the increase in price, because there was an incentive
for inmporters to, you know, turn their ships around and
head to the United States, and you can see that it
happened remar kably quickly. Two weeks after Katrina,
inmports into the United States were 35 percent higher
than they ever had been in the past three years, and two
weeks after Rita, they were 43 percent higher. So, that
is fairly amazing. From Septenber through Decenber,

t hey are about 40 percent higher than the maximum | evel
of inports over the past three years.

This is a picture of inventories prior to
Katrina, and the bars on the two ends are the maxi mum
and the m ninumover the |ast five years, and what this
graph shows is that although we did have sone gasoline
in inventory, we did not have nuch, at |east conpared to
historical levels, and so really the response in supply
had to cone primarily through inports and, of course,
fromgetting the refineries back online.

This is an interesting picture. It is a picture
of the spot prices that we saw before, and you can see
the two spikes a little bit better here. This is just

over the course of 2005, conbined with the product
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suppl i ed, gasoline product supplied in the United
States, which includes production, inports, and changes
in inventories, and that decline that you see right
after Katrina, it is alnost at the sanme tinme, slightly
after the price spike, is about 8 percent of U S
gasol i ne supply, which, again, you know, if you think
about it, that is an amazi ng anmount.

But what you also see is that about two weeks
after that, you see the product supplied into the United
States com ng back. Now, it does not look like -- if
you just |ooked at this graph, you would say, "Woa, it
does not look like it really got back to where it should
have been,"” but, in fact, if you -- you know, this is
January through Decenber. Gasoline is very seasonal
So, if you go back and you | ook at the begi nning of
January, what you see is that, you know, when there was
no hurricane in January, the product supplied was quite
low, and if you put this product supplied up agai nst any
ot her year, you would find that that pattern, again
about two weeks after the first hurricane, |ooks very
much |i ke what you see in every other year.

We actually tried to statistically estimate the
effects of Katrina on crack spreads, and so what we did
is we constructed an econonetric nodel of crack spreads

and then used that nodel to predict what the crack
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spreads woul d have been had there been no hurricane,
specifically Rita -- I"'msorry, Katrina, and what this
shows is that the blue ine with the dots are the
actuals. O course, the red line is what the
econonetric nodel predicted in the historical period.
So, that is sort of how good our nodel was matching
act ual s.

The green line is our predicted neasure, and
then those two green dotted |lines are the statisti cal
i nterval around our predicted line, and what we saw,
which | was pretty surprised about, is that even before
Rita hit, even before prices started to go up for Rita,
the effect of Katrina on crack spreads had | argely
di ssipated. And again, that is because prices were
allowed to increase. The crack spreads were allowed to
i ncrease, which drove the inports into the United States
and al so reduced demand.

So, ny conclusions here are, you know, these
events were unusual. They certainly tested the energy
mar kets. The dramatic increase in prices and nargins
that we saw reflected the uncertainty -- it reflected
not only the actual reduction in physical supply, but it
al so reflected the uncertainty associated with what was
going to happen. The increases in prices and margin

provi ded an incentive for people to bring product into
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the United States.
Again, the noral of ny story is that was great.

Those price increases were actually very hel pful,

because it allowed the markets to return -- you know, to
get back to an equilibrium and had there been -- you
know, I amsure we all can recall what happened after

these events. There was a |lot of call for, you know,
nore regul ation of prices and why are the oil conpanies
maki ng so nmuch noney and all of that, and what this
suggests, what the data suggests to ne, is that those
kinds of reactions are really not warranted and that we
shoul d I et these markets work, because that hel ped the
situation return to normal nore quickly than had we not.

Thank you.

MR. SALI NGER:  Thank you.

kay, well, thank you to the panelists. So, |
amstill alittle confused. |If we | ook at the nmeasures
t hat peopl e suggest typically for whether we are nore
vul nerable to disruptions, the two that get suggested to
us and that have been nentioned here are, at least with
petrol eum days supply in inventory and capacity
utilization, and based on those neasures, we appear to
be nore vul nerable, but as Tom pointed out, a ot of the
expl anation for why inventories have come down and why

capacity utilization is higher is because the conpanies
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have figured out how to manage their operations nore

efficiently, and so that nakes those neasures inperfect.
So, ny question is, is there some other neasure

that we can |l ook to to determ ne whether or not we are

nore vul nerable or I ess vulnerable than we used to be?
The answer could be no.

DR BURTIS: Do you want ne to start?

MR. SALINGER. M chelle, yeah, sure.

DR. BURTIS: | guess, | nean, because | am an
econom st and | like to fool around with various nodel s,
| think certainly we could conme up with one. | nean, we

coul d 1 ook, for exanple, at various supply
di sruptions -- not necessarily big hurricanes, but
smal | er ones -- and understand, you know, what the
relative increase in price was and whether or not it was
greater than it -- greater now than it had been in the
past. That is, you know, are we sonehow getting to a
situation where we are | ess able to respond or unable to
respond as quickly? And | guess | would think of that
as being nore vul nerabl e.

So, | guess | think the answer to your question
is probably yes, we could devise such neasures, but
when -- you know, | will go back to ny little spiel, you
know, when we see a really catastrophic event and we see

t he kind of response that occurred, do we really need to
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do that?

MR. SALI NGER: Okay. Anyone el se? Diana?

M5. MOSS: It is a good question. It is a hard
guestion. | guess ny response is that it is really
m xed. You know, these industries to sonme extent are,
like all industries, are sort of nmoving targets. There
is innovation, there is restructuring, consolidation,
there are regulatory initiatives, legislative
initiatives that affect virtually every aspect of sone
of these industries, and there is the | earning by doing.
| nean, there is definitely learning effects, and |
think ny analysis focused primarily on the last 10 to 15
years. | think it really tells a m xed story.

It also tells a very conplicated story about al
the factors at work in these industries in ternms of the
ability of the industry to adjust quickly to changes, to
manage shocks, demand and supply side shocks, to nanage
the effects of changes in market structure. | think it
is sonething that really, you know, deserves a |ot of
t hought, but | guess | amunable to conme up with any
sort of bullet-proof or, you know, sure-fire way of
assessing vulnerability. | amnot sure we want to do
that either. | guess that is ny instinct, is that that
m ght be a dangerous thing.

MR. SALINGER We will put Bob on the spot | ast,
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so | amgoing to give Tom an opportunity to chine in
before I put Bob on the spot.

MR. ANDERSON: Yeah, | guess | woul d di sagree
with that, and the reason is vulnerability, |ike
investnments, are very site-specific. It is inpossible

to globalize vulnerability for the entire U S. any nore

than you can say, well, what does it cost for investing
in a house inthe US ? WII, it depends on the site,
depends on the situation. And | would say, | was

involved in this when | worked at Aranto in Saudi Arabia
in assessing vulnerability in the eighties and nade a

| ot of strives, but it was not a global issue. It was
specific.

You had to identify specific areas, whether it
is shipping, pipelines, refineries, specific pipelines,
specific refineries and sites, and then say, "Okay, what
is the critical link in each one of these areas?"
Identify it, whether it is materials or supplies or
i nventory, then you can assess vulnerability on a
site-by-site basis, and, of course, you can rank -- you
can figure out pretty quickly the nost critical sites to
eval uat e.

You do not have to evaluate every station in the
US., but there are refineries, refinery sites, port of

deliveries, such as the Port of Houston. Wat if Rita
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woul d have come in the Port of Houston rather than in
Beaunont/Port Arthur? The answer, everything we are

tal ki ng about here, would have been totally different.
It would have flooded nost of the refineries in the Port
of Houston, and they woul d have been out a |long tine.

As it is, we got relatively lucky, and it went to
Beaunont/Port Arthur. There is three major refineries
there. There is a whole |ot nore capacity that would
have been lost if it had gone in as planned in Houston.
So, it has got to be site-specific.

We probably do not need to study a nmjor
hurri cane coming into Port Arthur now. W know that.
We al so know New Ol eans. We still don't know Houst on,
still don't know San Francisco. Wat if there is
terrorismin the Port of San Francisco, Port of LA,

Del aware River or the pipeline areas that | nentioned or
com ng into Houston?

There is one channel, basically one channel, to
get all the crude into Houston, one channel to get al
the crude into Port Arthur. Neither one of those were
hit by Katrina or Rita. They were conpletely clean.

So, we were able to get crude in. The problem of
course, was refineries.

So, the real issues are site-specific, crude

com ng in through specific channels, the refineries
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t hensel ves, the product distribution going out in the
termnals, and there is a |lot of specific site issues
that have to be addressed on each one of themto really
understand what is the vulnerability. | just say, you
cannot do it globally. It has got to be very
site-specific.

M5. MOSS: Mchael, can | just -- just a quick
response. | do not disagree with what you are saying,
but I think we are speaking slightly different
| anguages. You know, of course, yes, you have to | ook
at specific facilities. That is done extensively on the
transm ssion side and on the refining side. | guess |
am speaking nore froma policy standpoint in ternms of,
you know, what oversight can take away fromthis
di scussion in ternms of devel oping policies to pronote
nonvul nerability? | think you have to look a little
nore globally to address the bigger policy issue.

MR. SALI NGER: Well, Bob, an econom st m ght say
that a way to nmeasure the vulnerability is to | ook at
what people have to pay for insurance agai nst various
ri sks, so suppose I was in a business where
$100- a-barrel oil and consequential prices of refined
products woul d destroy ny business and | wanted to get
an insurance policy against that. Wuld that cost ne

nore today than it did ten years ago or | ess?
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MR. PERCOPO | don't know, we wouldn't sell it.

MR, SALINGER: At any price?

MR. PERCOPO  Probably sonmething equal to the
magni tude of the |l oss we would suffer. So, we are
dealing with an issue that keeps comng up tine and tine
again, whether it is taking the price risk on carbon
credits, taking the price risk on surges in oil prices,
surges in gasoline prices. W have got a nasty habit of
trying to understand the way a market reacts before we
are willing to take that risk.

| nmean, the whole question on vulnerability I
t hink, as Tom nmentioned, is site-specific,
severity-specific, and tine frame-specific. | nean,
think the system-- | think you raised the issue on
price and elasticity. Wat we seemto have is a system
that is very close to equilibrium W have had
shortages and mi stakes. All of a sudden, sonebody el se
iswilling to sell themas long as the price attracts
theminto it.

As we go through tinme, we |ook at the run-up in
prices, |look at the percentage increase in oil reserves
for the economcally viable reserves that becone
avai | abl e because prices are making them avail abl e.

t hi nk Saudi Arabia, w thout new finds, they have got

roughly three tines the reserves that they were
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suspected to have just because when you get into nore
expensi ve techni ques for extracting, you get into
secondary and tertiary punping technol ogies, all of a
sudden, what was deemed to be economi cally viable when
you are developing a well, well, you're bringing this
capacity back onstream

About 12 nonths ago, there were runors
circulating both in Washi ngton and around the oi
mar ket s that Saudi Arabia was about to upwardly adj ust
their reserves by 70 percent. Just think of what that
woul d do to the dynamics in the market. And I amnot so
sure that that is a myth. It is not in their best
interests to publicize that. It kind of got out there,
and then everybody covered it back up. | think we have
got a systemthat at |east for the foreseeable future is
going to bal ance itself out.

MR. SALINGER: Ckay. So, if | understand what |
think I am hearing, your presentation basically took the
position, at least with respect to petroleum that the
mar ket sonehow finds ways of adjusting, okay?

MR. PERCOPO Well, it has.

MR SALINCER And it has. [If we take
M chelle's presentati on about the hurricanes, she says,
| ook, here was this catastrophic event, and yet, even

though it was a difficult event to deal with, the market
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basically handled it. So, should we take the experience
of the hurricanes to indicate that really we are not as
vul nerabl e as sone people -- |like Tom here maybe --
woul d have us believe, or should we ook to the
hurricanes as really an indication that we were | ucky
because the hurricane m ght have gone into Houston
rather than Port Arthur, or maybe it is not going to be
a hurricane, it is going to be an earthquake that
probably no one in this roomhad thought of before Tom
raised it.

MR. PERCOPO May | play an econom st here, "on
t he one hand and on the other hand"?

When | was tal king, part of what | said was that
when Rita or Katrina hit, we were not in an ideal world
froma production standpoint. W had problens all over,
and yet, with the severity of the events of Rita and
Katrina, we were able to balance -- the world was able
to balance itself out, and fortunately, it came to our
aid at that point in tine.

Now, on the other hand, on a long-term basis, we
are still dealing with a basic resource, and unl ess
di nosaurs conme back and inhabit the earth and we are
still around, we have a problem W really need to do
sonmething in the long term but what | am against is

peopl e reacting quickly to synptons rather than what the

For The Record, Inc.
(301) 870-8025 - www. ftrinc.net - (800) 921-5555



© 00 N oo o B~ wWw N P

T N T S T T T N T e e e T e N = = S
gag A W N P O © 0o N oo 0o M W N - O

134

real issues are, and part of it |I think has cone up in

t he whol e ethanol issue, and every tine you criticize

et hanol, you have got nore people agreeing with what you
say, but yet, we have got a governnent that is going
merrily down the ethanol path. Biodiesel is another.

We need to find realistic |ong-term solutions, and we
have at |east sone tinme to do that. Let's do it right.

MR. SALINGER: | have just been given a sign to
use m crophones. Wich of us has not been using --

MR PERCOPO. M.

MR, SALI NGER:  Ckay, thanks.

So, on this issue of whether or not we were --
whet her or not the hurricanes provi de evidence that the
systemis nore robust than we thought versus the
possibility that really we are subject to really bigger
catastrophes than that and picking up on the thene of
the role of public policy that some of you have rai sed,
in theory, if there is a sufficiently severe disruption,
prices are going to go high, and there will be an
opportunity for sonmeone to nake a | ot of noney off of
it, and the question is, are the incentives in the
system adequate so that the conpani es can make
investnments so that they will make noney when di sasters
occur, but that those investnments will turn out to

mtigate the harm or is there sonmething in the system
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that makes -- you know, that prevents conpanies from

maki ng t hose i nvestnments?

Tom | know you advi se conpani es on these
matters. Maybe you can -- | know you are not going to
tell us everything that you -- you charge thema | ot of

noney for that advice, but --

MR. ANDERSON: But they get a | ot of val ue.

Vell, the real issue in the U S nakes it
extrenely difficult. | nmentioned | did the sane thing
in Saudi Arabia, went all the way through it, and it was
real easy to get a policy decision. If the King says do
it, you do it. You cannot do that here. There is
Congress, reqgulatory authorities, individual conpanies,
the financial people. It is very difficult to get a |ot
of people together to say this is how we are going to
invest in a systemto be able to react to contingencies
that may or may not happen.

It is alot easier to do in a place where you

have one top deci sion-naker that can say, "Yes, do it,"

and so as a result, here, what | have to say is -- and
in sone way | agree, Diana -- is that it has to be a
policy issue. It has to be sonething that starts -- the

Government has to be invol ved, because for one thing,
there is all the antitrust, anti-trade issues invol ved.

Conpani es cannot just get together and decide, "Well, in
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this event, we'll store this product, you store that,
and then we'll swap and trade."” You know, they can be
charged with collusion and a | ot of various issues.

So, fromthe conpany side of this, that it has
to be a governnment policy initiative that then gives
themthe authority to do sonmething like this should they
choose to do it, but nobody wants to do it without
study, and that takes tinme, and that is a site-specific
study, because there are so many points of
vul nerability, you have got to rank, identify, see what
is involved, the costs, all the issues, then you can
make site-specific decisions, but there is quite a bit
of study that has to be done to get to that point, and |
t hi nk nost conpani es woul d say that.

They are not going to go out and rush and invest
in things that they m ght get charged with coll usion
down the road or mght be another -- sonething that
woul d benefit another conpany. It is very difficult to
get a consensus. You know, | think the Governnent has
to be involved. It has to be a policy decision.

MR. SALINGER Well, if you take -- you
menti oned the risk of punp stations going out on one of
t he pi pelines headed up to the East Coast. What sort of
coordi nati on anong conpani es woul d be needed to make us

|l ess vulnerable to that risk?
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MR. ANDERSON: Yeah, spending a | ot of noney to
go out and buy extra punps and store them sonewhere so
that they are avail able and extra nmanifol ds, conputer
systens, to have things far and above what, say, the
maj or pi pelines would have today. That is a |ot of
nmoney to go out and spend in an environnment that they
are in. The pipelines do not make noney when prices go
up. The pipelines nmake a flat rate. So, they would
have to have a rate increase to allow themto do that.

So, that would have to be a policy decision to
all ow the pipelines, Colonial, Plantation, Explorer,
Centennial, et cetera, to go out and spend that noney,
get the punps, get the manifolding, store it in a secure
pl ace, have it ready, so that if sonething happens to
t he pi pelines, they can make these big investnents
qui ckly. That alone will take a long tinme to do, but I
cannot see how it could happen w thout the Governnent
setting sone kind of a policy directive.

DR. BURTIS: | nean, | have to say -- | have to
interject here. The reason --

MR. SALI NGER: Speak into the m crophone.

DR BURTIS: |'msorry.

The reason that that probably will not happen is
because, A | nean, it -- we do not know what is going
to happen. If we knew that there was going to be an
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eart hquake or a hurricane or some particul ar pipeline
was going to go down, then it would be reasonable for us
to say, "Okay, conpanies, get together and let's make
these investnents, let's put all those, you know,
punpi ng stations out there,” you know, because -- even
if we knew that it was going to be in the next five
years.

But the point, | think, is that we do not know
what it is going to be. W do not know where it is
going to be, and we cannot possibly do those kinds of
preparations for every possible event that coul d happen.

MR. ANDERSON: Oh, | wouldn't suggest that. |
woul dn't suggest that at all.

DR BURTIS: But it would be -- and even if we
deci ded, even if we got together and, you know, sone
wei rd way, sone -- you know, we ranked, okay, here are
the five things that probably -- nmeaning 5 percent
probability -- are going to happen in the next five
years, those are costly, and you know what that neans?
That means that consuners are going to pay nore for
gasol i ne every single day, every single day, regardl ess
of whether or not there is a spike, and that is not a
politically acceptable thing.

MR. PERCOPO Aren't you really dealing with

both issues? On the short-termside, you really need to

For The Record, Inc.
(301) 870-8025 - www. ftrinc.net - (800) 921-5555



© 00 N oo o B~ wWw N P

T N T S T T T N T e e e T e N = = S
gag A W N P O © 0o N oo 0o M W N - O

139

| et supply and demand determ ne what price is so you can
react as the markets reacted on Rita and Katrina. Long
termis where policy has to cone in and build saf eguards
to protect -- again, to build additional capacity, build
spare capacity, whatever you need to get you to where
you have a systemthat is |ess prone to shocks, but in
the short term could you imagine if we needed public
policy to get us out of the Rita and Katrina issue?

DR BURTIS: Well, we did. It was called FEVA
It did not work too well.

MR. ANDERSON: Actually, it was nore than that.
It was European policy that had the inventories, the
addi tional inventories that we were allowed to draw
down. They were the ones that had the policy and
provi ded the incentives for the conpanies to build up
there that we were able to get out of Katrina and Rita.
There was a policy. It just wasn't ours. It was
Eur opean.

DR. BURTIS: And we could have such a thing. W
coul d have federally nmandated inventory |evels, but
again, that is going to cost noney, and consuners are
going to pay for it.

M5. MOSS: Well, just to add to what Mchelle is
sayi ng and nmaybe tie sone of this together, | think

there is plenty of evidence that the markets, these
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energy infrastructure markets, struggle with the
incentives issue. Wy else would you have proposals for
a strategic refinery reserve? Wy el se would you have
proposal s to mandate capacity margins on the electric

si de?

There are a trenendous nunber of public policy
proposal s that conme out on a regular basis to deal
fundanmentally with this incentives issue, which | think
is an outgrowth of the inherent risks associated with
doi ng business in these very conplex industries.

There's market risk; there's regulatory risk; there is a
huge risk portfolio that vertically integrated conpanies
have to manage on a daily basis. | think those risks
are pretty daunting, and I amnot sure that the markets,
as they are in these various stages of deregul ation or
reregul ation, at least on the electric side, are

really -- | amnot sure the signals are that clear, and
| think there is a pretty -- | amnot advocating for a

| ot of government intervention here, but | think there
is a problem

MR, SALI NGER: Okay. At the risk of being
accused of running this session the way a university
president runs a faculty neeting, we have tinme for just
a few questions fromthe audi ence.

MR. CAREY: John Carey, 1G0 | cannot get --
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got confused a little bit, because whet her we answer

t hat question depends on the phil osophy we are trying to
espouse. Everybody is saying or nost people here are
sayi ng the market works, which we fairly believe in
that, but the point is that if the market works, if the
supply is consistent with product nmaxim zation and the
demand is consistent with maxi m zation, then why do we
care? Wy do you have to care about whether -- really,
because the market will work, okay? So, | amkind of
confused why we are even posing that question.

Now, if we don't believe that the market works
fairly well, then the policy conmes in. That's where we
have to be very clear what we are trying to -- because
we can't have it both ways. W can't say, "Ckay, the

mar ket works," and then we are worrying about
vul nerability. W shouldn't do that.

M5. MOSS: But we do have it both ways. W do
have markets functioning with a pretty high degree of
efficiency, but high price volatility is not a
politically palatable thing.

MR CAREY: | agree.

M5. MOSS: So, we have that. So, we have
intervention in markets. W have policies, good or bad,

that are designed to nanage volatility and to get at

sonme of the underlying fundanmentals. It is a public
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policy choice that has been made.

MR. CAREY: | agree, but the question is the
fundamental s. You have to question the fundanentals to
be able to answer that question. For exanple, | believe
M chell e was tal king about if we do all these things, it
is going to cost a |ot of noney. Yeah, it cost a |ot of
noney. As a person, you buy insurance. You buy
i nsurance for your car. You don't know when you are
going to have an accident. You don't know when your
house is going to get flooded, but you buy it. It cost
you a | ot of noney, but you still doit. So, if you do
it, why can't the Governnment also do sonmething |ike
t hat ?

DR BURTIS: Wll, we could do it. | guess that
was ny point. W could do it, and that insurance that
you are going to be paying, the Governnment is not going
to paying it. You are going to be paying it.

MR. CAREY: Sure, yeah.

DR. BURTIS: Because every tinme you fill up, you
are going to pay, whatever, a dine a gallon, a nickel, |
don't know, to have higher inventories just in case
there is a hurricane.

MR. CAREY: (Inaudible coments.)

MR. ROSENBERG | would like to comment on that

having to worked with Florida Gas Transm ssion for a
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nunber of years. |'m David Rosenberg, retired from
Fl orida Gas Transm ssion and a bunch of other stuff.
Basically what it boils down to is on the pipeline,
where we have got a | ot of comron gas turbines, and, of
course, we are long straw, neaning basically from Texas,
Loui siana and into Florida, and so we have spare rotors
that are kept by the manufacturer. | mean, that's the
i nsurance, and, of course, FERC allows us to do that.
Now, sure, you could go to the next step and
say, well, what if there was a hurricane or sonething
that came through and conpletely destroyed a conpressor
station, you know, and destroyed the conpressors? W
don't keep the static assenblies. W just take our
chances that those babies are sturdy enough, and it is
ki nd of conparable to the punp situation, where |
suspect that there are sone spare rotors and that type
of thing around or, you know, rotating assenblies, but
the problemis is that the other stuff is too expensive.
It is unlike a house where your house burns
down, there's lunber, there's carpenters, there's
everything you need, unless it is a New Ol eans
situation. You have a car accident, there's tons of
cars out there. You have sonme super fancy punp that's
made in one factory in Switzerland go out on a pipeline,

it is atotally different situation, and so you' ve got
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one manufacturer, and it costs you a boodl e of noney for
sonmet hing that may never happen, and it's not quite the
sanme kind of insurance, because, in effect, what you
have to do is you're buying anot her house or you're
buyi ng another car to make sure that if your car gets in
a weck, you' ve got your car. So, | think to me that's
t he difference.

MR, SALINGER Well, let me try to conbi ne these
into one final question for everyone. |If you were to
gi ve the Governnment advice on the one thing that it
needs to do to make the country | ess susceptible to
di sruptions, what would it be? And the answer can be
you don't need to do anything because what we are doing
now i s just right.

M chelle, do you want to start?

DR BURTIS: M advice would be pretty nmuch to
stay out of the way, | think. M/ advice would be please
don't try to put sone sort of overarching regulation,
you know, over an entire industry like, you know, for
exanpl e, you have to build ten nore term nals everywhere
or, you know, you -- that, to ne, is just very costly,
and so | guess that would be ny advice.

MR. SALINGER: Di ana?

M5. MOSS: Well, my response is probably

predi ctable, and that's that the Governnment needs to
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address the underlying factors that create possible

vul nerability. It needs to nonitor industry
consolidation. It needs to ensure that environnental
policies and initiatives are not creating incentives
that do not pronote vulnerability. It needs to address
bottl eneck issues through antitrust scrutiny.

So, | think getting at sort of the underlying
factors that contribute to vulnerability is where the
Governnment's resources are probably best spent as
opposed to sort of an over-unbrella regul atory approach.
So, | guess I'"'min agreenment with Mchelle largely on
that, but even within the areas that | |ooked at in ny
remarks, there's a lot to do certainly.

MR SALI NGER  Bob?

MR. PERCOPO | guess in one phrase, leave it
al one. Every issue that |I've dealt with the Governnent
on, they have seened to be nore of a stunbling block
rather than a catal yst for sonething positive, and I'd
rather just leave it at that.

MR, SALI NGER  Okay. Tonf?

MR. ANDERSON: | guess | would say the one thing
that needs to be done is to study what the situation is,
to get information. | don't agree with sticking our
head in the sand. | think it needs to be known, what

are the issues, what are the constraints, and what are
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the costs to renove then? That does not nean you go
ahead and do it. It just nmeans identify them and get
t hem quantifiable, then people can deal with it, and
that -- to nme, that's the one thing, and it can't be
gover niment .

It has got to be Government with industry.
There's no way that the Governnent could go through and
do this systematically. It has got to be industry, and
there's no way that | see that industry can do it
wi t hout charges of collusion. So, | think it has to be
sonmewhat done together, and that would be ny
recommendation. Get the facts out, then we'll decide
what to do.

MR, SALI NGER: G eat.

Wll, as it turns out, | am schedul ed both to
noderate this panel and give closing remarks, so | have
to do sone sort of segue. So, I'll end the panel now
and thank the panelists very nmuch for a very fine
present ati on.

(Appl ause.)

MR. SALINGER. Wth respect to final remarks, |
will begin with words that | think everyone will like to
hear, which is | shall be brief. | don't know that it
was explicitly planned this way, but I'mdelighted and

|, at least, think it is appropriate that econom cs gets
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the last word at this conference. Wen | talk to people
about energy policy, | often hear two quite distinct
approaches. One is to forecast our energy needs, survey
t he avail abl e resources and supply, and then descri be
what investnments we as a nation need to nake. That's
t he pl anni ng approach. The other is to assess whet her
mar ket s provi de proper incentives for businesses and
consuners to address our energy needs efficiently, and,
if not, whether the problemis an inherent inperfection
in market mechanisns or, alternatively, the result of
di stortions created by unw se governnent policies. That
is the econom c approach.

It won't surprise you that | |lean heavily toward
the latter. |In part that reflects ny choice in career.
| would al so argue, though, that the econom c approach
lies at the heart of the m ssion of the Federal Trade
Comm ssion. In the United States, the broad strategy
for arranging for adequate energy supplies is to rely on
markets to do the job. The reliance on markets requires
sonmething of a leap of faith, albeit one that is
supported by the avail abl e evi dence.

As was di scussed Tuesday norning and at ot her
ti mes throughout this conference, the United States
experienced two najor oil shocks in the 1970s. Those

experiences provided evidence of the difficulties of
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trying to mani pul ate narkets. The gray-haired anong us
remenber well the gas lines, and viewed over a |onger
hori zon, the oil shocks provi de evidence of the power of
the market to generate sol utions.

When gasoline prices were high, Anericans
started driving smaller cars. The nore recent trend
toward |l arge cars reflected both a decline in the real
price of gasoline and regul atory distortions such as
t hose provi ded by CAFE standards. The hurricanes of
2005 provi de anot her dramatic exanpl e of the power of
mar kets, as sone of our panelists just told us. Yes,
prices went up, and yes, there were shortages. 1In |ight
of the extent of the devastation, however, it is
remar kabl e that prices did not go up higher than they
did and that they were returned to pre-hurricane |evels
so quickly, and yet, even with this evidence, the notion
that the market will continue to provide solutions, that
it will provide appropriate incentives to conserve and
produce and generate new technol ogi es to manage our
| ong-run energy needs, and that they will help m nimze
the problens created when future disasters strike,
requires a leap of faith.

If I were to point to one |esson that |'ve
learned in ny tine with the Commssion, it is that the

argunment that we should rely on energy markets can be a
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very tough sell. It is not such a tough sell when
prices fall, but when prices increase, people conplain
and allege a failure of conpetition. The Federal Trade
Comm ssion's principal role in energy policy is to nake
sure that markets are conpetitive. It reviews nergers
to make sure that they do not alter the structure of
markets so as to create an incentive to exercise market
power. It also attacks anitconpetitive practices as
when it chall enged UNOCAL's abuse of the
standard-setting process with respect to CARB gasoli ne.

| nportant as these activities are, the prem se
behind this conference was that conpetition policy is
just one piece of energy policy. Understanding the
broader contexts of energy markets and energy policy
will help the Federal Trade Conmmission in its
enforcement of the antitrust |aws.

In addition, the job of the conpetition agencies
is easier the nore the public at |arge understands how
conpetition and nmarkets work. | hope that this
conference will have infornmed the public as nmuch as it
has i nforned us.

This conference reflects the hard work of many
peopl e at the Conmmi ssion. Tine does not permt nme to
acknow edge all of them but I think we owe a speci al

debt of gratitude as well as hearty congratul ations to
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John Seesel, the main organizer. Like the belief in
mar kets, putting on a programof this sort requires
sonething of a leap of faith. John kept the faith and
al so accepted ultimate responsibility for making sure
that the programwas a success both substantively and
| ogi stically.

Most of all, though, we would like to thank al
our speakers, panelists, and noderators over the | ast
three days for the interest you have shown in this
conference and for the thought and effort you have put
into your participation. W thank you for sharing your
expertise with us and with the public. W have found it
to be nost worthwhile fromour standpoint, and we hope
that you have found it worthwhile fromyour standpoint
as well. For those of you who have cone froma | ong
di stance, we w sh you a safe journey hone.

Thank you very much

(Appl ause.)

(Wher eupon, at 12:41 p.m, the hearing was

concl uded.)
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