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WINTER FUELS OUTLOOK

TUESDAY, OCTOBER 18, 2005

U.S. SENATE,
COMMITTEE ON ENERGY AND NATURAL RESOURCES,
Washington, DC.

The committee met, pursuant to notice, at 10:05 a.m., in room
SD-366, Dirksen Senate Office Building, Hon. Pete V. Domenici,
chairman, presiding.

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

The CHAIRMAN. Good morning, everyone.

At the hurricane recovery hearing on October 6, I said that we
need to have a realistic set of expectations about how long we
should expect high energy prices, and we need to prepare for the
prospect of shortages.

The purpose of today’s hearing is to provide a foundation for this
winter’s fuel costs expectations and to prepare us for what could be
a very challenging winter. Now, I understand, with reference to the
winter itself, a real cold winter, moderate winter, warm winter, ev-
erybody has got information and we are speculating. But nonethe-
less, since winter is coming, it seems to me we have to prepare our
people for a challenging winter.

The impact to residential heating bills is anticipated to be severe.
We should hear more about that today from the witnesses. Home
heating costs are expected to be well above last year’s levels, the
result of a tight supply/demand balance that has been exacerbated
by the hurricanes, Rita and Katrina. The industry has made, from
what we can tell, very valiant efforts to recover from the storms,
but I think we now understand that the depth of the disaster
caused by these two hurricanes may take a very long time to re-
cover fully. We were far from a strong energy situation when the
storms hit us. That precarious state of energy has had a dark cloud
over the economy and it has been so for quite some time. It also
has an impact on our national security interests and probably will
for years.

The bipartisan energy bill was a long-term plan to start to an-
swer those energy challenges. It is a good bill that will increase en-
ergy security through real emphasis on research and development
and new technology, regulatory certainty, and resource diversifica-
tion. However, it is obvious that if it would have been passed 4 or
5 or 6 years ago, we would have seen the effects now. But that was
not to be.
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So hurricanes Katrina and Rita have exposed an energy vulner-
ability that will show itself this winter and, at the same time, will
permit us to examine the entire energy picture.

Access to supply and the ability to move has been seriously com-
promised. I think you all know that. If we have a real cold winter,
we could find ourselves with very, very high prices and I am not
sure that any of you would agree, but we might, indeed, be looking
at some kind of shortages, at least spot shortages, of heating oil
and other products.

A majority of the United States, 110 million households, are
heated by natural gas. The EIA, Mr. Caruso, predicts that homes
heated by natural gas can expect to see an average of 48 percent
increases, roughly $350 more than in 2004-05. That is what I un-
derstand you will testify to today. We will ask you about that.

If the weather is colder than expected, then these natural heat-
ing expenditures could rise, and we will ask you about that also.

Many people have been focusing these days on the higher gaso-
line prices, and everybody is worried about that. Everyone on this
committee is. But the price of natural gas, particularly this winter,
is one of the most distressful energy challenges that we face. For
those whose livelihoods are related to natural gas, it should be
noted that if we translated the gasoline prices to the level of in-
creases faced by natural gas increases over a period of time, 6 or
8 years ago, then gasoline would be seeing a $7 a gallon price at
the pump right now. That is to show you the terrific impact of nat-
ural gas on those that use it. So when we drive up to a station,
we can brace ourselves for these high prices that are displayed
there, but winter fuel costs could be real price-shockers that are
not shown on any filling station pump, but when the bills come and
the bills come to industry, it will be a tremendous problem that
will face our country.

I want to just mention that today we might push as hard as we
can on conservation activities that Americans might pursue. Sen-
ator Bingaman and I have been talking seriously about what we
can pursue and push in the conservation area. But I am just going
to state two or three things that we have determined already.

According to the American Chemistry Council, if every American
would turn down their thermostats just 2 degrees, it would free up
3 billion cubic feet of gas per day. That is a savings that we could
get from three LNG terminals, if they were built, a rather major
event.

Other conservation steps we could consider are like lowering the
thermostat on your gas heaters to 120 degrees. That would save
consumers up to $45 a year and a lot of natural gas.

Now, we can go on, but we will wait and hear from the wit-
nesses, and we will put together our own approach to that, Senator
Bingaman, as we move along.

I would mention that along with conservation, there is one big
thing we can do, and we have been told that, Senators. That is to
move ahead rapidly with Lease 181 in the coastal area between
Florida and Alabama. This is a very difficult political issue. I have
no direct information, but I am hopeful that the President would
move in this area since he has authority and that we could follow
up with anything we need to do. That will not be included in the
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ﬁeconciliation bill. I think the Senators understand that. It will not
e.

Senator DORGAN. Mr. Chairman, might I just ask a question
about Lease 181? While I support opening Lease 181, do you have
any notion of what the potential reserves are there?

The CHAIRMAN. Yes. Terrific. I do. In the Outer Continental
Shelf, known as 181, and the non-leased portion of 181, which is
now under a moratorium, there are approximately 7.2 trillion cubic
feet of gas. That is in areas more than 100 miles from any State
coastline. The estimated resources that I have spoken of, according
to the API—1 trillion cubic feet would heat 1 million homes for 15
years. So that is a huge contribution.

But I would say one equally important thing is that even though
that would take a couple years, we have been told that it would
have a dampening effect because it is a known commodity that
could be expected.

Now, with that, I am going to let Senator Bingaman comment,
and then we are going to the witnesses.

Senator Bingaman.

[The prepared statements of Senators Corzine and Talent follow:]

PREPARED STATEMENT OF HON. JON S. CORZINE, U.S. SENATOR FROM NEW JERSEY

Mr. Chairman, I would like to thank you for holding this hearing to address the
incredible expense consumers will face heating their homes this winter. Consumers
have already been hit hard by consistently rising fuel prices this past year—with
prices at the pump rising by an astounding 37.3 percent in New Jersey. Now, in
the wake of the disruption to our energy system caused by Hurricanes Katrina and
Rita, the Energy Information Administration’s (EIA) winter fuels outlook shows that
there is no end in sight for consumers, who will face drastic increases in residential
space-heating expenditures.

Mr. Chairman, as you know, winter fuel prices were already expected to be sig-
nificantly higher than last year before the Hurricanes hit, worsening the situation.
The EIA currently projects that consumers will see a 48 percent average increase,
the equivalent of $350, over last year’s heating costs. These increases on top of the
already skyrocketing gasoline prices are going to have a huge impact on consumers’
daily lives. And of course, middle- and low-income Americans will be hurt the most
this winter—especially in states like mine, where the cost of living is already a huge
burden for families.

It is crucial, therefore, that we take immediate steps to mitigate the effects of
high fuel prices this winter by increasing the appropriation for the Low Income
Home Energy Assistance Program (LIHEAP) to $5.1 billion, the amount authorized
in the Energy Policy Act of 2005. States such as New Jersey need the LIHEAP fund-
ing to provide relief to the most vulnerable Americans. Seniors and low-income fam-
ilies in New Jersey and across this nation should not be forced to make the choice
between putting food on their tables and heating their homes. According to the Cen-
ter on Budget and Policy Priorities, New Jersey alone would need $205.4 million to
ensure that LIHEAP beneficiaries will not be affected by the spike in energy costs.
M. Chairman, it is essential that we fully fund LIHEAP so that families will lit-
erally not be left out in the cold.

Of course, while adequate LIHEAP funding is one of the most effective and imme-
diate ways to help low-income consumers, we must also take other steps to alleviate
high heating costs. Promoting energy efficiency in commercial buildings, air condi-
tioners, water heaters and furnaces, and new homes is another one of the cheapest,
fastest, and cleanest methods of reducing costs for families and businesses. I have
consistently advocated investing in both energy efficiency and conservation pro-
grams and in fact, the inclusion of energy efficiency tax incentives in the Energy
Policy Act was one of the few merits of the overall bill.

Mr. Chairman, I also want to again take this opportunity to urge my colleagues
not to use the winter fuels outlook as an excuse to begin developing new offshore
supplies of oil and gas. The environmental and economic effects of drilling off the
coast of a state like New Jersey—a state that depends heavily on the health and
cleanliness of its beaches for tourism—far outweigh the possible benefits of drilling.
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In addition, it is misleading to suggest drilling is a short term solution to the drastic
price increases this winter because development takes years and is not even guaran-
teed to lower prices in the long run. We cannot make hasty policy decisions, Mr.
Chairman. Instead, we should, as I said, adequately fund the effective programs we
already have in place. And of course, once immediate relief is provided, we in Con-
gress must have a frank discussion on the most effective means of fixing our energy
system so that consumers are not subject to the price volatility that they are ex-
pected to experience this winter.

Again, thank you M. Chairman for holding these hearings. I look forward to the
testimonies of the witnesses.

PREPARED STATEMENT OF HON. JAMES M. TALENT, U.S. SENATOR FROM MISSOURI

We need increased fuel supply and diversity—Katrina shows our vulnerability due
to concentration of fuel type (natural gas) and production location (concentrated
area of Gulf of Mexico that is right down hurricane alley).

Tight supply present even before hurricanes—elevated prices due to increased do-
mestic demand for a clean fuel and a then cheap fuel that’s no longer cheap.

b A}f our witnesses will attest, energy demand is outstripping supply, driving prices
igher.

When balancing the environment and energy prices, there are always difficult
choices to make. But we can and will find solutions.

We need more natural gas production. We need more crude oil production—we’re
sitting on a huge resource in ANWR that we simply must tap into.

Nuclear will help, but it is 10 years or longer away.

But I am puzzled as to why there is so little mention of coal in this debate, both
as a source of supply for electricity generation and for vehicle fuels. Coal must be
a big part of the solution. Peabody Coal, headquartered in my state, itself has the
coal equivalent of a 10 year supply of natural gas.

EIA data shows U.S. natural gas production increasing from 19.2 trillion cubic
feet in 2000 to 21.8 Tecf in 2025, but demand growing much faster, from 23.3 Tcf
to 30.7 Tcf over the same time period. It will be difficult to make up that difference
even with a dramatic increase in LNG imports. And that’s not without its own risks.

Dow Chemical President Andrew Liveris testified earlier this month to the dif-
ficulty in obtaining sufficient supplies of LNG, and the need to locate his plants
elsewhere in places where energy costs are lower. We can’t continue to lose jobs to
other nations because our energy costs are too high.

Clean coal technology that is available now and can be on line in 2-3 years results
in a cleaner gas product than natural gas. At a cost of $6.50/Mcf, coal gasification
is well below current natural gas prices of around $14. And coal is available here,
S0 it poses no risk of supply disruption (the largest natural gas reserves are in the
Middle East, then Russia).

All that is needed for coal is regulatory certainty and we’ll get the needed capital
investment to produce an abundant supply of clean energy to add to our natural
gas and other fuels for generators and liquids to increase the transportation fuel
supply and bring down prices.

As I noted earlier this month at the October 6 hearing on impacts of Katrina and
Rita on the U.S. energy infrastructure, an adequate and diverse energy supply with
lower prices means much stronger economic growth and risk taken out of the econ-
omy. That economic growth, because of the marvelous productivity of the American
people produces wealth on the basis of which we can enhance technology, enhance
conservation efforts, improve the environment, and take care of our coasts.

We'll end up with the growth, the jobs, the industry, the exports, and a better
environment and a better community all at the same time by having faith and con-
fidence in the productivity and the decent instincts of the American people.

We’ve seen those instincts on display in response, just an immediate gut level re-
sponse to Hurricanes Katrina and Rita, and we'll see it again. Really all they need
us to do is to unshackle them a little bit and they’ll go out and get us out of this.

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

Senator BINGAMAN. Thank you very much, Mr. Chairman. I wel-
come all the witnesses. Thank you very much for being here. We
have a very distinguished group of witnesses this morning.
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Mr. Chairman, as I view the hearing today, this is our best op-
portunity to try to focus on the upcoming winter and the next few
months and what can be done in this short period to mitigate the
very high prices we are seeing in home heating oil and natural gas
and propane and gasoline at the pump. I think we are all anxious
to try to identify some initiatives we could pursue that could have
a long-term benefit for the country. I certainly want to work on
that. But I think that the short term is where we need to have as
clear a picture as we possibly can on what we are faced with and
what actions we can take.

So I appreciate your having the hearing very much and look for-
ward to the testimony.

The CHAIRMAN. Thank you, Senator Bingaman.

I wanted to clarify one thing. Senator, I mentioned to you what
if we went 100 miles out so that there would be less concern. I
should clarify if that happened, if we did that, it is estimated that
that would be approximately 6 trillion cubic feet of gas. If you just
did the normal, it would be 7.2 trillion. It is estimated that 1 tril-
lion will heat 1 million homes for 15 years. So that is the accurate
situation. Thank you.

Now we are going to proceed to the statements. Mr. Caruso, we
will make your statement a part of the record, and we thank you
again for your excellent work and for your help in this area.

STATEMENT OF GUY CARUSO, ADMINISTRATOR,
ENERGY INFORMATION ADMINISTRATION

Mr. CARUSO. Thank you very much, Mr. Chairman and members
of the committee. It is a pleasure to be here to represent the En-
ergy Information Administration once again and present our Win-
ter Fuels Outlook which we released last Wednesday.

It has now been 53 days since hurricane Katrina made landfall,
and since that time, we have had about 60 million barrels of oil
from our Gulf of Mexico shut in. That is averaging more than 1
million barrels a day; more than 300 million cubic feet of gas shut
in and continuing.

The practical implications of that for the winter and for the
world oil and gas industry is that we are operating in a world oil
industry at about 84 million barrels a day today, with almost no
unused capacity. What little there is is in Saudi Arabia and most
of that is heavier sour crudes not really in demand. So we have
this shut-in capacity fully used up. Our refineries are operating at
high rates of utilization in this country and in the world, and many
of our refineries have been shut in as a result of the hurricanes.
So we go into the winter with considerable uncertainty about the
supply of oil, gas and refined crude oil, natural gas and refined
products.

Our Winter Fuels Outlook reflects a baseline scenario for recov-
ery of energy operations in the Gulf of Mexico based on information
available to EIA as of last week. On the demand side, our projec-
tions are based on the latest weather forecasts from the National
Oceanic and Atmospheric Administration’s Climate Prediction Cen-
ter.

This winter expenditures for residential space heating are pro-
jected to increase for all fuel types compared to year-ago levels. The
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average U.S. household can expect to pay about $260 more for
heating this winter, and on average, we expect households heating
primarily with natural gas to spend about $350 more this winter.
That is about a 48 percent increase over last winter. For those
heating with heating oil, about $380, or 32 percent more, and for
propane, about $325, or 30 percent more.

Electricity, which has a substantial amount generated by coal
and nuclear, will have a much lower price impact, with only $38
above last year’s average cost. However, expenditures for indi-
vidual households will differ widely based on local weather condi-
tions, the size, and energy efficiency of individual homes and their
heating equipment. And then, as you mentioned, thermostat set-
tings are very important.

We expect natural gas and petroleum prices to remain high.
Henry Hub spot natural gas prices are expected to average about
$11.40 per thousand cubic feet this winter. For residential heating
oil, prices are expected to average $2.54 per gallon this winter sea-
son.

And for the transportation fuels, which continue to have rel-
atively high prices, retail gasoline prices are expected to average
close to $2.56 per gallon. That compares with this week’s average
in the United States of $2.74. So we do see a trend down there. Re-
tail diesel fuel prices are projected to average $2.71 per gallon.

On the demand side, we expect total petroleum demand in the
United States to be down a bit, about 1 percent this year.

The CHAIRMAN. To be what?

Mr. CAarRUSO. To be down about 1 percent this year compared
with last, but to have some recovery in 2006, back to about 21 mil-
lion barrels a day.

Natural gas demand will also be down as a result of the direct
impact of the hurricane, as well as high prices on industrial con-
sumers. We do anticipate with the return to normal weather and
the recovery in industrial consumption next year, natural gas de-
mand will recover by about 3 percent in 2006.

On the supply side, natural gas production, of course, is down di-
rectly as a result of the hurricanes and we expect a decline of 3
percent this year compared with last, but an increase next year as
we expect most of the Gulf of Mexico production to be back on
stream by the end of first quarter 2006.

Hurricanes have reduced our ability to inject natural gas in stor-
age for the winter season. However, we do think that by November
1 we will be at 3.1 trillion cubic feet, which is a normal storage
level for the winter season.

The CHAIRMAN. How do we store that?

Mr. CARUSO. Mostly in salt domes and in old oil and gas fields
that have been fully depleted.

So we do anticipate there will be enough gas in storage to meet
even a 10 percent colder-than-normal winter, Mr. Chairman. How-
ever, as you pointed out, the prices will be higher, as projected in
our Winter Fuels Outlook. The full report is in the record. Thank
you, Mr. Chairman.

[The prepared statement of Mr. Caruso follows:]
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PREPARED STATEMENT OF GUY CARUSO, ADMINISTRATOR,
ENERGY INFORMATION ADMINISTRATION

Mr. Chairman and Members of the Committee: I appreciate the opportunity to ap-
pear before you today to discuss the Energy Information Administration’s (EIA)
Short-Term Energy and Winter Fuels Outlook, which we released on October 12. The
text of this Outlook and some of the figures are attached to my testimony; the com-
plete Outlook is available on our website at www.eia.doe.gov.*

EIA is the independent statistical and analytical agency in the Department of En-
ergy. We do not promote, formulate, or take positions on policy issues, but we do
produce data, analyses, and forecasts that are meant to assist policymakers, help
markets function efficiently, and inform the public. Our views are strictly those of
EIA and should not be construed as representing those of the Department of Energy
or the Administration.

Even before Hurricane Katrina struck, crude oil and petroleum product prices
were setting records. On August 26, the near-month price of crude oil on the New
York Mercantile Exchange closed at over $66 per barrel, which was $23 per barrel,
or more than 50 percent, higher than a year earlier. On August 29, as the hurricane
made landfall, average gasoline prices stood at $2.61 per gallon, 74 cents higher
than one year earlier, and diesel prices were $2.59, or 72 cents higher. Oil prices
worldwide had been rising steadily since 2002, due in large part to growth in global
demand, which has used up much of the world’s surplus production capacity. Refin-
eries have been running at increasingly high levels of utilization in many parts of
the world, including the United States. High production of distillate fuels and high-
1e{r-than-average refinery outages this summer added to tightness in gasoline mar-

ets.

Throughout the summer months, EIA warned about the potential adverse impacts
of an active hurricane season on domestic energy supply and prices. These warnings
unfortunately are being reflected in the challenging realities brought about by Hur-
ricanes Katrina and Rita. The impact on oil and natural gas production, oil refining,
natural gas processing, and pipeline systems have further strained already-tight
markets on the eve of the 2005-2006 heating season.

Projections are subject to considerable uncertainty. Price projections are particu-
larly uncertain, because small shifts in either supply or demand, which are both rel-
atively insensitive to price changes in the current market environment, can neces-
sitate large price movements to restore balance between supply and demand. On the
supply side, our Winter Fuels Outlook reflects a “Medium Recovery” or baseline sce-
nario for recovery of energy operations in the Gulf of Mexico based on information
available to EIA as of the end of the first week of October. On the demand side,
the baseline projections incorporate the mean values for heating degree-days by
Census Division as provided by the National Oceanic and Atmospheric Administra-
tion’s Climate Prediction Center. EIA also examines 10-percent colder and 10-per-
cent warmer winter cases to provide a range of heating fuel market outcomes.

This winter, residential space-heating expenditures are projected to increase for
all fuel types compared to year-ago levels. On average, households heating primarily
with natural gas are expected to spend about $350 (48 percent) more this winter
in fuel expenditures. Households heating primarily with heating oil can expect to
pay, on average, $378 (32 percent) more this winter. Households heating primarily
with propane can expect to pay, on average, $325 (30 percent) more this winter.
Households heating primarily with electricity can expect, on average, to pay $38 (5
percent) more. Should colder weather prevail, expenditures will be significantly
higher. These averages provide a broad guide to changes from last winter, but fuel
expenditures for individual households are highly dependent on local weather condi-
tions, the size and energy efficiency of individual homes and their heating equip-
ment, and thermostat settings.

Several factors are driving up winter prices and expenditures: first, international
factors such as low spare crude oil capacity and political tensions contribute to un-
certainty and low supply growth for crude oil and high crude prices; second, recent
hurricanes and associated disruptions exacerbate already tight markets in oil, petro-
leum products, and natural gas; and, finally, winter weather affects consumption
and consequently household expenditures. This winter, we are likely to have a
slightly colder weather, as measured by population-weighted heating degree-days,
relative to last winter.

Overall, prices for petroleum products and natural gas are expected to remain
high due to tight international supplies of crude and hurricane-induced supply
losses. Under the baseline weather case, Henry Hub natural gas prices are expected

*The Outlook has been retained in committee files.
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to average around $9.00 per thousand cubic feet (mcf) in 2005 and around $8.70 per
mcf in 2006. Retail gasoline prices are expected to average close to $2.35 per gallon
in 2005 and about %2.45 in 2006. Retail diesel fuel prices are projected to remain
high throughout the forecast period, averaging $2.45 in 2005 and $2.58 in 2006.
Residential retail heating oil prices are expected to be $2.54 per gallon this winter
season, a 32-percent increase over last winter, reflecting not only high crude oil
prices, but also strong demand in the international market for distillate fuels. Resi-
dential electricity prices are expected to average 9.3 cents per kilowatt hour (kwh)
in 2005 and about 9.5 cents per kwh in 2006, with significant regional differences
depending on the fuel mix used to generate electricity in each region of the country.
Under a colder weather scenario, prices for natural gas and all petroleum products
are projected to be somewhat higher.

Worldwide petroleum demand growth is projected to slow from 2004 levels, but
still remain strong during 2005 and 2006, averaging 1.8 percent per year over the
2-year period, compared with 3.2 percent in 2004. Moreover, only weak production
growth in countries outside of the Organization of Petroleum Exporting Countries
(OPEC) is expected. With the loss of production in the Gulf of Mexico from the hur-
ricanes, production declines in the North Sea, and the slowdown in growth in Rus-
sian oil production, non-OPEC supply is projected to increase by an annual average
of only 0.1 million barrels per day during 2005 before increasing by 0.9 million bar-
rels per day in 2006. In addition, worldwide spare production capacity is at its low-
est level in 3 decades.

Total petroleum demand in the United States in 2005 is projected to average 20.5
million barrels per day, or 0.9 percent less than in 2004. Average demand for the
first half of 2005 was at about the same level as during the first half of 2004 be-
cause rapidly rising prices constrained motor gasoline demand growth, weather fac-
tors depressed heating oil demand, and relative price factors lowered residual fuel
oil and propane demand. Hurricane-related disruptions combined with increased
prices result in a lower projected demand for petroleum products relative to pre-hur-
ricane predictions. Petroleum demand in 2006 is expected to average 21 million bar-
rels per day, or 2.2 percent higher than in 2005.

Total natural gas demand is projected to fall by 1.2 percent from 2004 to 2005
due mainly to higher prices, but recover by 3.0 percent in 2006 due to an assumed
return to normal weather (early 2005 was a relatively mild heating season in the
Midwest) and a recovery in consumption by the industrial sector, which is projected
to increase by about 6 percent over 2005 levels. Residential demand is projected to
decline slightly from 2004 to 2005 mostly because of relatively weak heating-related
demand during the first quarter, while industrial demand is estimated to decline
by nearly 8 percent over the same period due to the much higher prices for natural
gas as a fuel or feedstock. By 2006, both end-use sectors recover somewhat with res-
idential demand estimated to increase 2.6 percent from 2005 levels and industrial
demand increasing by 6 percent. The industrial rebound in 2006 is partly because
of assumed reactivation of damaged industrial plants in the Gulf of Mexico region
but also reflects renewed fuel demand growth as domestic industrial plants adjust
to higher prices. Power sector demand growth continues through the forecast period
along with electricity demand growth. The pace is slower that the 5.7-percent rate
projected for 2005 because an unusually hot summer and high cooling demand
boosted 2005 growth significantly.

Domestic dry natural gas production in 2005 is expected to decline by 3.0 percent,
due in large part to the major disruptions to infrastructure in the Gulf of Mexico
from both Hurricanes Katrina and Rita, but increase by 4.2 percent in 2006. Work-
ing gas in storage as of October 7 was estimated at 2.99 trillion cubic feet, a level
162 billion cubic feet (bef) below 1 year ago but still 1.2 percent above the 5-year
average. Although natural gas storage remains above the 5-year average, the double
blows of Hurricanes Katrina and Rita reduced the peak storage achievable over the
remainder of the injection season from what was expected previously. Expected
working gas in storage at the end of the fourth quarter is expected to be about 2.5
trillion cubic feet, 200 bef below year-ago levels and about 50 bef above the 5-year
average. Hurricane recovery profiles that differ from the scenario used for this
month’s baseline forecast would significantly affect the storage forecast.

In conclusion, due to continued tight crude oil markets, hurricane-related supply
disruption, and slightly colder weather, the average U.S. household can expect to
pay about $260 more for heating this winter, mostly due to already tight supplies
and the effects of the Gulf coast hurricanes. Our projections are subject to consider-
able uncertainty, as noted, depending in part on the rate of recovery in the Gulf
of Mexico and on the weather. A winter that is colder than expected could substan-
tially raise estimated expenditure increases; milder weather, of course, would lower
estimated expenditures.
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This completes my testimony, Mr. Chairman. I would be glad to answer any ques-
tions that you and the other members of the Committee may have.

The CHAIRMAN. Thank you very much. Was that your entire
statement?

Mr. CARUSO. The full statement will be submitted for the record.

The CHAIRMAN. All right. Thank you.

Mr. Tom Kuhn, president of Edison Electric, it is good to have
you before us again. Thank you for giving us your time.

STATEMENT OF TOM KUHN, PRESIDENT,
EDISON ELECTRIC INSTITUTE

Mr. KUuHN. Thank you very much, Mr. Chairman and members
of the committee. I very much appreciate the opportunity to testify
at this very important hearing regarding the fuels outlook and
ways to help consumers deal with higher energy prices.

As Guy indicated, we are expecting a significant increase in fuel
costs for home heating this winter, and this comes on the heels of
extremely high prices for gasoline and other transportation fuels.
The ripple effects of these higher prices are being felt throughout
the economy and affecting all classes of customers, residential,
commercial, and industrial.

Many utilities are also being squeezed between high fuel costs
and regulatory limits on electricity rates. Like consumers, these
utilities are seeking to use natural gas as efficiently as possible
and switching to more economical fuels wherever it is feasible.

I would like to briefly address five key issues that are covered
in depth in my testimony.

First, LIHEAP. To help address significantly higher energy
prices this winter, EEI strongly supports full funding for the Low-
Income Home Energy Assistance Program in fiscal year 2006.
LIHEAP helps pay the winter heating bills or summer cooling bills
of low-income and elderly people, and unfortunately, the present
funding level serves only 20 percent of the eligible population. The
increased funding for the LIHEAP program is the most immediate
and direct way that those in need may receive assistance this win-
ter. The Energy Policy Act of 2005 authorizes LIHEAP funding at
$5.1 billion. An increase in the base funding for LIHEAP would as-
sure the States would receive the funds necessary to provide heat-
ing assistance this winter.

Second, efficiency. And I am glad that you brought that up, Mr.
Chairman. That is an extremely important part of the equation
that we can address in the near term. America’s electric utility
companies are leaders in encouraging energy efficiency. Over the
past 3 years, we have invested more than $4 billion in numerous
energy efficiency programs. Congress also should fully fund energy
efficiency and conservation public information and outreach efforts.
The energy bill authorized $90 million per year for 5 years for pub-
lic education. Unfortunately, a major public education campaign
now underway, supported by DOE, the Alliance to Save Energy,
and a number of business and consumer groups, including a major
contribution that we made from Edison Electric Institute, is se-
verely underfunded. So to the extent that we can get greater fund-
ing for energy education and efficiency programs, I think that
would be extremely helpful.
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Third, natural gas supply. We welcome recent legislation to nat-
ural gas supply in the long term via the Alaska pipeline and LNG
sites, among others, but in the near term, we urge Congress to
work with the administration and the States to increase natural
gas supplies from our vast onshore and offshore resources includ-
ing, as you mentioned, Mr. Chairman, from the unleased portions
of leasehold 181 in the Gulf of Mexico. It is extremely important
and I fully agree with you that that would have major psycho-
logical implications on the natural gas markets and affect the pric-
ing.

Fourth, fuel diversity. We commend you, Mr. Chairman, and the
committee for recognizing the importance of fuel diversity as one
of the guiding principles behind the energy bill that Congress
passed last year. Low-cost, reliable electricity results, in part, from
our ability to utilize a variety of readily available energy resources,
coal, nuclear, natural gas, hydropower and renewable energy re-
sources such as wind, biomass, and solar. And as the chart accom-
panying my testimony demonstrates, different regions of the coun-
try rely on some resources more heavily than others.

When it comes to switching fuels in the short term, electric
power plants are subject to economic engineering and environ-
mental realities and constraints. For example, power plants built
to use natural gas or oil cannot burn coal directly. Power plants
with long-term fuel contracts may not be able to switch to another
fuel or procure new supplies in a tight spot market. There are chal-
lenges to transporting enough coal to some plants. Nuclear power
plants are operating at very high capacity factors, and upgrading
applications and reviews are complex and require review and ap-
proval by the NRC. Environmental permits can limit the specific
types of coal and oil that can be consumed.

That said, there is some limited potential to reduce natural gas
use by power plants. However, these opportunities often tend to be
plant-specific and, where feasible, economics already are driving
these actions to occur. Regulatory flexibility can help to maximize
alternatives to natural gas in the short term, and our companies
stand ready to work with regulators and policymakers to pursue
reasonable opportunities.

Finally, fuel mandates. EEI strongly opposes any efforts to ration
fuel supply or dictate fuel choices for the electric utility industry.
Both the Power Plant and Industrial Fuel Use Act of 1978 and the
Public Utility Regulatory Policies Act, or PURPA, which dictated
fuel choices and energy purchases to utilities adversely distorted
electricity markets and impacted customers. This is among the rea-
sons why EEI opposes any effort to limit utility access to natural
gas for electric generation, to dictate what fuels should be used to
generate electricity, or to federally mandate efficient dispatch. Fur-
ther raising customers’ electricity bills is not a solution to higher
natural gas prices.

I thank you again for allowing me the opportunity to testify
today, and I certainly would be pleased to answer any questions
you might have.

[The prepared statement of Mr. Kuhn follows:]
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PREPARED STATEMENT OF ToM KUHN, PRESIDENT, EDISON ELECTRIC INSTITUTE

Mr. Chairman and Members of the Committee: My name is Tom Kuhn, and I am
President of the Edison Electric Institute (EEI). EEI is the premier trade association
for U.S. shareholder-owned electric companies and serves international affiliates
and industry associates worldwide. Our U.S. members serve 97 percent of the ulti-
mate customers in the shareholder-owned segment of the industry and 71 percent
of all electric utility ultimate customers in the nation. We appreciate the oppor-
tunity to testify on the upcoming winter fuels outlook and ways to help consumers
deal with high energy prices.

EIA 2005-2006 WINTER FUELS OUTLOOK

The latest forecast from the U.S. Energy Information Administration’s (EIA’s)
Short Term Energy Outlook, which was released last week, is predicting significant
increases in fuel costs for home heating this winter. This comes on the heels of ex-
tremely high prices for gasoline and other transportation fuels.

Customers who are part of the nation’s largest home heating sector—the 60 mil-
lion households that use natural gas—could see their home heating bills go up by
an average of almost 50 percent. The average natural gas household spent about
$750 last winter to stay warm. This winter, it should expect to spend about $1,100.

The price for heating oil, which is used by about eight-and-a-half million homes
and is the dominant fuel source in the Northeast, is expected to increase about 32
percent. The typical oil-heated home last year spent about $1,200 on heating bills.
This year that cost could be as high as $1,577.

The average cost of using electricity to heat homes is expected to be about 5 per-
cent more this winter nationwide, affecting about 31 million households in the coun-
try, with higher costs in some regions. The average spent on electricity for heating
last year was about $717, which would mean this year it will be about $755. This
sounds relatively low, but the majority of electrically heated homes in the U.S. are
in the South, which has a relatively short heating season, and southern homes also
are more likely to use heat pumps, an efficient form of electric heating.

Residential electricity prices are expected to average 9.3 cents per kilowatt hour
(kWh) in 2005 and about 9.5 cents per kWh in 2006, with significant regional dif-
ferences depending on the fuel mix used to generate electricity in each region of the
country.

Of course, consumers’ heating bills will depend largely on temperatures this win-
ter. EIA’s estimates also are somewhat sensitive to how fast the oil and natural gas
infrastructure in the Gulf of Mexico recovers from the two recent hurricanes. As of
October 13, about sixty percent of the daily gas production in the Gulf of Mexico
remained offline. By the end of the year, it 1s estimated that about one-fifth of nat-
ural gas production will still be offline, and EIA estimates that production will not
return to pre-hurricane levels until March 2006. The hurricanes aggravated an al-
ready tight supply and demand situation. The wholesale price for natural gas is now
trading between $13 and $14 per thousand cubic feet, which is roughly twice as
high as a year ago.

All classes of consumers—industrial, commercial and residential—are feeling the
effects of high energy prices. High prices for natural gas, heating oil and transpor-
tation fuels are having a ripple effect throughout the economy. Utilities that use
natural gas to generate electricity also are feeling the pinch. Electric utilities do not
benefit from higher energy prices, since they are often “caught” between high fuel
costs and regulatory limitations on electricity rates. Like consumers, these utilities
are seeking to use natural gas as efficiently as possible and are switching to more
economical fuels whenever it is feasible.

ELECTRIC UTILITIES ARE HELPING ENERGY CONSUMERS

There are no quick and easy answers to our energy policy challenges. Increasing
the supply and diversity of our nation’s available energy resources involves long-
term solutions, many of which were included in the Energy Policy Act of 2005
(EPAct 2005). We commend the Committee’s leadership in getting that legislation
enacted. But there are additional steps that can be taken to reduce energy demand
and help ease prices in the near term. Electric utilities are actively working with
their customers, state and federal governments, and others to help consumers man-
age their heating bills through direct assistance and other programs to reduce de-
mand and increase energy efficiency.

Special Focus on Low-Income Consumers

Low-income consumers are a special focus of the industry’s energy conservation
efforts because they are especially vulnerable to high energy prices. According to the
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Department of Energy (DOE), low-income households spend 14 percent of their an-
nual income on energy, while non-low-income households spend 3.5 percent.

EEI strongly supports full funding for the Low-Income Home Energy Assistance
Program (LIHEAP), which Congress authorized at $5.1 billion a year in EPAct 2005.
LIHEAP helps pay the winter heating bills or summer cooling bills of low-income
and elderly people. Increased funding for the LIHEAP program is the most imme-
diate and direct way that those in need may receive assistance this winter. An in-
crease in the base funding for LIHEAP ensures that states will receive the funds
necessary to provide heating assistance this winter, as well as cooling assistance
next summer.

During extreme weather conditions, low-income consumers often are forced to
choose between buying fuel to heat or cool their homes and buying food or medicine
for themselves and their families. Since two-thirds of the families receiving LIHEAP
assistance have incomes of less than $8,000 a year, the program clearly helps the
people who need help the most.

Unfortunately, funding shortages in the LIHEAP program threaten to dispropor-
tionately affect America’s poor, especially the elderly, whose health and well-being
depend on a comfortable living environment, and who are more likely to suffer dur-
ing brutal weather conditions. The present program of approximately $2 billion
?er\{elas only 20 percent of the eligible population with average payments of $311 per
amily.

An EEI survey shows that nationwide there are more than 800 programs avail-
able for low-income customers, including billing assistance, weatherization help,
community development and outreach, and more. For many years, EEI member
companies have established fuel funds to provide low-income households assistance
with their utility bills, weatherization repairs and other programs, totaling over $1
billion annually. This year, companies are redoubling their efforts, pledging millions
more dollars for assistance and energy efficiency efforts, and working with state offi-
cials to implement energy savings education programs.

Proactive Initiatives Benefit Consumers, the Environment, and the Nation’s Elec-
tricity System

America’s electric utilities are among the nation’s leaders in encouraging the effi-
cient use of energy. Since the early 1970s, electric utility programs and services
have helped residential, commercial, and industrial customers take control of their
energy bills.

These efficiency efforts are making a difference. Over the past 15 years, electric
utility efficiency programs have saved about 700 billion kilowatt hours (kWh) of
electricity. That is enough to power almost 65 million homes for one year. Electric
utilities invested more than $4.55 billion in energy-efficiency efforts between 2001
and 2003 alone. Many of these activities are accelerating. In California alone, be-
tween 2006 and 2008, shareholder-owned utilities will be spending nearly $2 billion
on efficiency programs and activities.

These utility efficiency efforts are helping customers lower their electric bills, but
that is just the beginning. Electric utility efficiency efforts also lead to fewer emis-
sions, result in the more efficient use of generation and transmission assets, and
reduce demand during peak periods, ultimately deferring the cost of building addi-
tional generation, and thus reducing consumer bills over the long term.

Electric utilities around the country offer energy-saving tips and advice. Most also
have slietczlial conservation and energy-management programs and incentives. These
can include:

e Energy-efficiency rebates to make purchasing high-efficiency appliances, includ-
ing lighting, heating, air conditioning and refrigeration, and industrial equip-
ment, more affordable.

e Low-interest loans to help consumers finance the purchase of high-efficiency
equipment.

e Online energy audits to enable consumers to analyze their energy use and get
recommended adjustments from their own computer.

e Home and commercial construction programs to offer incentives and training to
encourage energy-saving designs and the installation of high-efficiency appli-
ances, equipment, and lighting.

e Advanced metering, variable pricing, direct load control and demand response
programs to encourage industrial, commercial, and residential customers to re-
duce their electricity use during peak periods. Load control programs give cus-
tomers a bill credit in exchange for allowing the utility to cycle their large en-
ergy-consuming appliances and equipment on-and-off, and demand response
p(Iiograms offer innovative rate options to shift electricity use to non-peak peri-
ods.
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EEI and its members also have twice yearly workshops with major national cus-
tomers where we compare notes on energy efficiency practices, experiences, and new
ideas. EEI also offers a brochure, “More Than 100 Ways to Improve Your Electric
Bill,” to help residential customers control their electric bills.

Consumers support the industry’s energy-efficiency efforts. Two out of three
Americans now say they are hearing more about the need to use energy efficiently
and to conserve energy. The vast majority of Americans (80 percent) also say they
are taking extra steps to conserve electricity in their homes.

Coalitions Expand the Industry’s Effectiveness

EEI and its member company utilities are involved in a variety of energy-saving
coalitions at the national, state, and regional level. For example, EEI currently is
working with DOE, the Alliance to Save Energy, and a coalition of manufacturers,
trade groups and consumer groups to implement an energy efficiency and conserva-
tion public information and outreach campaign.

The campaign will educate consumers to use energy wisely by providing tools to
help them control costs, teach consumers about available energy efficiency tax incen-
tives for homes and appliances, and increase consumer awareness that wise energy
use is good for the country. This campaign will run through the heating season and
likely will become part of a long-term public-private effort to change public opinion
about the value of energy efficient behavior.

However, this campaign is severely underfunded. In order to be effective, much
more money is needed. Changing consumer behavior requires a long-term, sustained
effort. EPAct 2005 authorizes $90 million per year for five years for public edu-
cation. However, even with private matching funds, including a major contribution
from EEI, the program will have only about $2 million to spend this winter.

The electricity industry supports many coalitions focused on energy use. Descrip-
ti)ons of many of the major coalitions appear at the end of this testimony (Appendix
1).
EETI’s website [www.eei.org /wiseuse] includes: specific tips on how consumers can
“take charge of their home heating bills” through simple, money-saving steps; brief
descriptions of the many available individual utility-based conservation and effi-
ciency programs; and information on the hundreds of low-income assistance pro-
grams available through our member companies.

NATURAL GAS

Supply and Demand for Natural Gas-Fired Electricity Generation

The reality is that the U.S. market for natural gas is a regional market, in con-
trast to the global oil market. We draw our natural gas supplies almost exclusively
from a North American resource base, supplemented with some liquefied natural
gas imports from foreign sources.

Our supplies from that resource base are currently constrained by two factors: de-
clining production from existing open fields and a public policy decision to place off
limit for development substantial areas within the U.S. that have natural gas re-
serves. This resource constraint is exacerbated further by a geographic concentra-
tion in the location of our developed gas reserves and related infrastructure. The
resulting supply shortfall, potential for disruption, and related high prices are a
drag on the economy and are incompatible with the growing, job-producing economy
that Americans have come to expect.

EEI and its member companies have testified in the past that Congress needs to
take steps to increase supply from every available resource that can be recovered
consistent with environmental protections. This includes onshore and offshore do-
mestic development, the construction of the infrastructure needed to deliver that
product to market and access to foreign sources of international liquefied natural
gas resources. EEI continues to support this position. The Minerals Management
Service conservatively projects undiscovered and technically recoverable natural gas
reserves of 128 trillion cubic feet (TCF) in Alaska and 284 TCF offshore. In compari-
son, the United States currently consumes 22 TCF per year.

We encourage Congress and the Administration to take the necessary steps to ob-
tain oil and gas production from the unleased portions of Leasehold 181 in the Gulf
of Mexico and extend the drilling season for selected onshore areas. We applaud the
beginning of serious discussions of how to address domestic development issues, and
we believe there can be a solution that addresses the concerns of the coastal states
and the needs of our national economy.

“Efficient Dispatch” Proposals

Concern about high natural gas prices has brought about renewed interest in leg-
islative proposals to require the “efficient dispatch” of electric generating plants.
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While the goal sounds laudable, these proposals raise serious practical and policy
concerns about consumer electricity prices and operation of the electricity system.

Advocates of efficient dispatch are seeking to require greater use of non-utility
gas-fired generation, which they claim will reduce overall consumption of natural
gas because these plants tend to be newer and burn gas more efficiently. Both the
Power Plant and Industrial Fuel Use of 1978 and the Public Utility Regulatory Poli-
cies Act (PURPA) were attempts to dictate fuel choices and energy purchases to util-
ities. Both bills adversely distorted electricity markets, which impacted consumers.
This is a major reason why EEI opposes federally mandated “efficient dispatch” pro-
posals. Raising consumers’ electricity bills is not a solution to higher natural gas
prices.

“Efficient” dispatch is not the same as “economic” dispatch. In fact, efficient dis-
patch can often result in uneconomic dispatch that leads to higher electricity prices
for consumers. The most efficient gas-fired generating plants do not necessarily pro-
vide the lowest-cost power to consumers. Different types of gas-fired plants have dif-
ferent operating features that are important in determining when they are used.
These include thermal efficiency, short-term fuel costs, fixed capital costs, emission
rates, plant location and interconnection with the grid, and start-up times, among
others. It is not possible to decide which plant is the best to operate by looking only
at thermal efficiency, and it is often the case that the goals of dispatching plants
with the greatest level of thermal efficiency and dispatching the lowest-cost avail-
able power to consumers are incompatible.

For example, utilities use their less efficient single-cycle gas turbine, gas-fired
power plants at times of peak demand because these single-cycle plants have the
ability to start up very quickly, are operationally very flexible and are used for reli-
ability purposes. In addition, older steam turbine plants are generally fully depre-
ciated. Also, their fuel is often supplied under stable, long-term contracts that serve
to mitigate the price volatility found in the natural gas spot markets. Under such
circumstances, from a consumer perspective, these plants are the best choice to run
and have the lowest cost, despite having lower thermal efficiencies than other gas-
fired plants that may be available.

Decisions about which plants to run also can affect congestion on the transmission
system. Running a more efficient plant in one part of the grid instead of a less effi-
cient plant elsewhere on the grid can increase transmission congestion and create
a situation where some consumers on the “downstream” side of the congestion point
actually pay more.

Nationally, utilities routinely operate their generation units in a manner that ben-
efits electricity customers, in an effort to dispatch the lowest cost unit available to
serve the next increment of load, recognizing any generation or transmission oper-
ational constraints.

In addition to dispatching their own generation units on an economic dispatch
basis, utilities, on a daily basis, seek out alternative non-utility generation sources
from which to purchase energy that is available at a lower cost than their own gen-
eration. This routine inclusion of non-utility generation in their economic dispatch
process enables utilities to provide energy to their customers at an even lower cost
than if they relied exclusively on their own generation portfolio.

Many regions of the country are served by regional transmission organizations
(RTOs) or independent transmission organizations (ISOs), which have Federal En-
ergy Regulatory Commission (FERC)-approved dispatch procedures in place that are
designed to optimize the use of the mix of energy resources available in each respec-
tive region. The RTOs and ISOs dispatch generating facilities according to com-
prehensive dispatch plans that balance a number of important factors, including ef-
ficiency, lowest-cost available power, reliability, fuel diversity, environmental goals
and transmission constraints.

The dispatch systems used by utilities that are not in RTOs or ISOs are subject
to regulatory oversight by state regulatory commissions. State commissions ensure
that short-term costs are minimized, subject to operational, contractual and environ-
mental constraints, and that other objectives are met, such as maintaining reli-
ability, long-term rate stability, fuel diversity, promotion of renewable resources and
other important criteria.

Congress should not disturb generation dispatch plans already in place, whether
they are plans administered by RTOs or ISOs, or utility plans subject to state regu-
latory oversight.

During consideration of EPAct 2005, an “efficient dispatch” amendment was of-
fered in the Senate Energy and Natural Resources Committee, where it was de-
feated by a 17-5 vote. EPAct 2005 requires two federal studies of economic dispatch,
one to be conducted by DOE and the other by FERC-state joint boards. Congress
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should refrain from moving forward with more dispatch legislation until it receives
the results of these studies and any policy recommendations they might propose.

FUEL DIVERSITY

The Importance of Fuel Diversity

Low-cost, reliable electricity results, in part, from our ability to utilize a variety
of readily available energy resources—coal, nuclear energy, natural gas, hydro-
power, and emerging renewable energy resources, such as wind, biomass and solar.
Fuel diversity is key to affordable and reliable electricity. This Committee recog-
nized this important fact in crafting EPAct 2005, which includes many provisions
that will promote long-term fuel diversity. A diverse fuel mix helps protect con-
sumers, our economy and our national security from contingencies such as fuel
shortages or disruptions, price fluctuations and changes in regulatory practices. A
diverse fuel mix takes advantage of regional differences in fuel availability that
have evolved over many decades.

Coal and electricity are inextricably linked to the economic health of the nation.
Coal is the fuel for more than half of our country’s electric generation, and electric
generation drives economic growth. Electric demand, coal-fired generation and GDP
growth are all projected to grow at a steady pace to 2025 and beyond.

While coal fuels slightly more than 50 percent of the generation produced in the
U.S., it fuels upwards of 80 percent of the electric generation in many specific
states. These coal-fueled plants help to keep the price of electricity stable and af-
fordable for consumers and businesses. The map* at the end of our testimony shows
how different regions of the country rely on different fuel mixes to generate elec-
tricity. Interestingly, roughly 40 percent of coal used for power generation in 2004
came from the Powder River Basin region in Wyoming.

Coal will continue to play a key role in electric generation due to its reliability,
affordability and fuel source security. New baseload generation is projected to come
from coal and nuclear energy in 2025 and beyond. Between 2004 and 2025, EIA
projects that 87 gigawatts (GW) of new coal-fired generation will be built.

EEI member companies are already planning for substantial investment in new,
large, baseload coal and nuclear generating plants to respond efficiently to growth
demands, environmental requirements, and the expected limited availability and
relatively high cost of natural gas. Public databases indicate that there are cur-
rently at least 38 large-scale (500 megawatts (MW) or more) coal projects totaling
30,197 MW being planned. Twenty-two projects (or 18,247 MW) have been an-
nounced, while 16 projects (or 11,950 MW) are undergoing feasibility studies. They
all have scheduled online dates between 2006 and 2013.

EEI believes that many more such projects are under study but have not yet been
announced. These new plants promise to be much cleaner than the ones in today’s
coal-fired fleet, and they will provide opportunities for new advanced clean coal tech-
nologies such as super-critical pulverized coal and integrated gasification combined
cycle plants. Some of these projects may present above-market costs initially, but
costs will come down and risks will diminish as new plants are built and improved
designs become standardized.

Nuclear energy uprates are estimated to account for an additional 3.5 GW of elec-
tric generation. However, EEI does not agree with EIA’s projection that no new nu-
clear plants will become operational between 2003 and 2025, as several consortia
are working on new plants. Nuclear energy is critical to meeting our country’s grow-
ing demand for new baseload generation and is a top-rated option now available for
reducing greenhouse gas emissions.

Natural gas plants, which provide baseload generation in some regions, will con-
tinue to be well-suited for peaking. Generation from non-hydroelectric renewables—
particularly wind energy—is expected to increase as these technologies become more
economically competitive and as reliability and transmission issues are addressed.
Renewables are a growing part of many utilities’ generation portfolio, and EEI sup-
ports measures to promote their expansion through tax credits and increased fund-
ing for research and development, as well as renewable programs in the states.
However, because of their intermittent nature and the concomitant need for backup
generation, renewable resources such as wind and solar energy will be limited in
their ability to displace coal plants, nuclear energy and hydroelectric plants in base-
load generation.

And, while no new hydroelectric generation is expected, the challenge will be to
maintain the nation’s hydropower resource through relicensing. In short, it is impor-
tant to recognize that different regions of the country rely on different fuel mixes

*The map has been retained in committee files.
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for their electric generation. Secure and diverse electric generation sources are crit-
ical to the economy and national security.

The Need for Environmental Certainty

Due in part to the complexity, cost and uncertainty of existing clean air regula-
tion, over 90 percent of new power plants built over the past decade have relied on
natural gas to produce electricity. However, given the unpredictability of natural gas
supply and price, federal clean air policy must not force increases in the use of nat-
ural gas for electric generation. Federal energy and clean air policy goals can be bet-
ter met, and consumer price increases kept to a minimum, through properly crafted
“multi-emission” legislation, along the lines of Clear Skies. The regulatory certainty
provided by multi-emission legislation would promote continued use of the nation’s
abundant and low-cost coal resources, require continuing environmental progress,
and alleviate pressure on the natural gas supply.

The U.S. electric power sector has reduced air emissions substantially under exist-
ing programs. Since 1980, the industry has cut sulfur dioxide (SO,) and nitrogen
oxide (NOx) emissions by over 40 percent, while increasing net generation from coal
by nearly 70 percent. Multi-emissions legislation would require SO, and NOx and
mercury emissions to be reduced by an additional 70 percent.

In addition, power plants could take new steps to increase their efficiency if EPA’s
2003 NSR rule were codified. Increased efficiency at existing plants leads to lower
fuel consumption, greater fuel availability to the market, and lower average fuel
prices due to lower overall demand. Because the electric power industry’s emissions
of SO, and NOx are capped, and the regulations require state-of-the-art emission
controls for all new plants, such improved NSR policy would not increase emissions.

It also is important to exercise caution to assure that proposals for addressing cli-
mate change and greenhouse gas emissions do not increase the pressure to shift
from coal to natural gas, thus exacerbating the current shortage and price volatility
of natural gas. Rather, we need to emphasize the development and deployment of
technologies that will reduce or avoid greenhouse gas emissions. Again, we com-
mend the Committee for your attention to technology advancement in EPAct 2005
and encourage continuing emphasis in this area.

Challenges and Possibilities for Near-Term Reductions in Natural Gas Usage for
Electricity Generation

Electric power plants are subject to economic, engineering and environmental re-
alities and constraints. For example, power plants built to use natural gas or oil
cannot burn coal directly. Power plants with long-term fuel contracts may not be
able to switch to another fuel or procure new supplies in a tight spot market. There
are challenges to transporting enough coal or oil to some plants; in fact, there are
cases now where utilities are burning natural gas because of the problems associ-
ated with transporting coal out of the Powder River Basin. Nuclear power plants
are operating at high capacity factors. To increase output at our nation’s nuclear
plants, companies could upgrade some existing facilities to improve efficiency and
employ new instrumentation technologies. However, uprate applications and reviews
are complex and require careful review and approval by the Nuclear Regulatory
Commission.

In addition, environmental permits can limit the specific types of coal and oil that
can be consumed at individual plants. When power plants switch from natural gas
to oil or use more coal, SO, and NOx emissions increase, often substantially. Such
emissions are regulated by the Clean Air Act, state law and local regulations. While
in many. situations power plants could increase emissions by using more emission
credits, doing so would come at a steep price (e.g., approaching $1,000 per ton of
S0, and $2,500 per ton for NOx).

That said, there is limited promise that some existing coal-based plants could in-
crease their electric production, or that retired or mothballed plants could be started
up again. And, although oil prices have increased significantly, the price of oil has
increased less than that of natural gas, so some natural, gas-based plants poten-
tially could switch to using oil.

These opportunities often tend to be plant specific and, where feasible, economics
already are driving these actions to occur. However, regulatory flexibility can help
to maximize the potential for alternatives to natural gas in the short-term, and our
companies stand ready to work with regulatory and policymakers to pursue reason-
able opportunities.

CONCLUSION

Depending on the weather and what fuels they use, American consumers are fac-
ing significantly higher bills for heating and other energy uses this winter, due
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largely to tight supplies of oil and especially natural gas. Electric utilities across the
country are actively engaged in programs and coalitions to promote conservation
and to help customers use electricity more efficiently. They also support full funding
of the federal LIHEAP program for low-income households.

Natural gas will remain an important part of the electricity generation fuel mix
for the foreseeable future, so Congress should take action to increase gas supplies,
while resisting calls for a return to failed or misguided demand-side restrictions on
natural gas-fired generation. Fuel diversity must remain a fundamental part of our
national energy policy, including (but not limited to) environmental and transpor-
tation policies to promote the use of affordable domestic coal supplies for baseload
generation; and to facilitate the development and use of hydropower and other re-
newables.

APPENDIX 1

ENERGY EFFICIENCY AND CONSERVATION COALITIONS SUPPORTED BY
THE ELECTRIC UTILITY INDUSTRY

Examples of National Coalitions

e Alliance to Save Energy—Educates decision-makers, opinion leaders, and the
public about the many benefits of energy efficiency. [www.ase.org]

e DOE Motor Challenge—Increases the market penetration of energy-efficient
electric motors, where 20 percent of all electricity is consumed. By 2010, the po-
tential savings are over 100 billion kWh/year energy savings and $3 billion
(U.S.) annual energy cost savings. [www.oit.doe.gov | bestpractices | motors]

o EPA ENERGY STAR—Voluntary rating system to label appliances and prod-
ucts that are 10-25 percent more efficient than the federal standard.
[www.energystar.gov]

e International Utility Efficiency Partnerships—Expands the development of
international, environmentally friendly, energy-development projects.
[www.ji.org]

e Geothermal Heat Pump Consortium—Reduces home heating and cooling energy
use through the expanded use of geoexchange heat pumps. Homeowners enjoy
utility bills from 25 to 50 percent lower than with conventional systems. [www.
geo exchange. org]

e Peak Load Management Alliance—Promotes the concepts and technologies of
reducing demand for electricity during peak periods in response to pricing sig-
nals in the marketplace. [www.peaklma.com]

e Utility Hybrid Truck Working Group—Establishes the user requirements and
performance specifications for a cleaner and more efficient hybrid utility “buck-
et” truck. H-TUF’s goal is to meet 2010 emissions standards while improving
fuel economy up to 50 percent and with it, a 50-percent reduction in greenhouse
gas emissions. [www.weststart.org]

Examples of State and Regional Coalitions

e The Midwest Energy Efficiency Alliance (MEEA)—Advances energy efficiency in
the Midwest to support sustainable economic development and environmental
preservation. [www.mwalliance.org]

e New England Energy Efficiency Partnership (NEEP)—Promotes energy effi-
ciency in homes, buildings and industry in the Northeast United States.
[www.neep.org]

e New York State Energy Research and Development Authority (NYSERDA)—
Administers the New York Energy $martSM program during the transition to
a more competitive electricity market. Some 2,700 projects in 40 programs are
funded by a charge on the electricity transmitted and distributed by the state’s
shareholder-owned utilities. [www.nyserda.org]

e Northwest Energy Efficiency Alliance (NEEA, or NWEEA)—By 2010, the Alli-
ance and related utility efforts are expected to save the region over 500
megawatts. Reduction in carbon dioxide emission from the energy savings is es-
timated at over 2 million tons. [www.nwalliance.org]

e Southwest Energy Efficiency Project (SWEEP)—Collaborates with utilities,
state agencies, environmental groups, universities, and other energy efficiency
specialists on conserving electricity [www.swenergy.org]

The CHAIRMAN. Thank you very much.
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Mr. Larry Downes, chairman of the American Gas Association.
Thank you very much, Mr. Downes, for coming. We are glad you
are here today.

STATEMENT OF LAURENCE M. DOWNES, CHAIRMAN,
AMERICAN GAS ASSOCIATION

Mr. DowNES. Thank you, Senator. I appreciate the opportunity.
As you said, I am here in my role as chairman of the American Gas
Association. We represent 195 local distribution companies that
provide service to more than 50 million customers throughout the
United States.

I am also chairman and chief executive officer of New Jersey
Natural Gas Company. We are a local distribution company.

I am here today to share some thoughts with you on what is per-
haps the most pressing issue facing our Nation today, and that is
ensuring reasonably priced natural gas for our customers.

Today we are witnessing firsthand the impact of higher natural
gas prices, the vulnerability of our energy security, and the need
for increased natural gas supplies. The effects of growing demand
without adequate supply and other strategies are raising the cost
of heating our homes and have driven U.S. manufacturing jobs
overseas. The combination of warm weather during the summer,
which increased electricity demand, and the catastrophes of hurri-
canes Rita and Katrina will lead to unprecedented costs to our cus-
tomers this winter.

Now, as the face to the customer, which we as local distribution
companies are, we are doing everything that we can to help our
customers. I think the first thing I need to point out to the com-
mittee is what we really are is lifeline service providers. We are
really in the business of providing quality of life to our customers,
and it is our mandate to serve our customers safely and reliably
no matter what that takes. We have never failed in that regard,
and we can tell you that we do not expect any supply shortfalls for
our firm customers for American households this year.

However, if it is an unusually cold winter, which is certainly be-
yond the control of all of us here today, some of our industrial and
commercial customers that have chosen to receive a discount to
allow their service to be interrupted may see temporary interrup-
tions. However, I can assure you on behalf of our membership that
we will do our part to keep Americans warm this winter, just as
we have always done.

Now, to serve our customers, we build a supply portfolio that is
based upon natural gas placed in storage and supply contracts that
have varying terms and prices. One important note I would like to
make to the committee here today is that our members, natural
gas utilities, and our customers do not benefit in any way from
higher prices. We make our money based upon the delivery, not the
production, of natural gas, and those prices that we charge for de-
livery are regulated by the various States that we serve.

Our companies are also working to help our customers help
themselves. First of all, customers can avail themselves of levelized
billing plans to smooth out their prices through the year. They can
help weatherize their homes and implement other energy efficiency
and conservation measures. We have increased our efforts to reach
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out to our customers to communicate exactly what is going on in
the industry so that we can help them further.

Now, the Energy Policy Act enacted earlier this year was an im-
portant first step in addressing the Nation’s energy challenges.
What we need now is additional urgent action to reduce the eco-
nomic burden of record-high energy cost to our customers. I think
first and foremost what we need to do is to help those who are
most in need. LIHEAP funding, as Mr. Kuhn mentioned, should be
increased to the $5.1 billion appropriated level, and we believe that
we need an emergency appropriation of an additional $1 billion.

But that said, in addition to an increased emphasis on efficiency
and conservation, natural gas supplies must be increased. AGA
supports policies that would increase the supply of natural gas in
environmentally responsible ways. Among our many recommenda-
tions, we have urged Congress to open restricted offshore areas for
the production of natural gas while giving States the choice as to
whether to participate in those programs.

Second, we believe that providing adequate funding and staffing
to expedite the issuance of permits and facilitate access for natural
gas exploration and production is very important.

Congress should also accelerate all Federal energy efficiency
rulemakings and make sure that we are promoting fuel diversity
for new electric generation facilities.

Finally—and this is an initiative I think that we can all partici-
pate in—we need to increase the amount of customer education and
outreach programs.

In summary, I can assure you that we will provide safe and reli-
able service to keep our customers warm this winter. We obviously
have a challenge in dealing with the impact of higher prices on our
customers. I think the hurricanes showed the vulnerabilities that
we have and the need for appropriate government policies which
include not only increasing natural gas supply and production, but
also locating LNG import terminals outside of the gulf coast. But
I think when we look at these entire issues, what we really need
is a multi-faceted approach that will meet our growing demand for
energy in the most environmentally responsible way. These are
policies that have to be enacted now that will put us in the best
position to help our customers.

Again, on behalf of our membership, we will do everything we
can to help you, just as we have always done. Thank you very
much.

[The prepared statement of Mr. Downes follows:]

PREPARED STATEMENT OF LAURENCE M. DOWNES, CHAIRMAN,
AMERICAN GAS ASSOCIATION

EXECUTIVE SUMMARY

The American Gas Association (AGA) represents the nation’s local gas utilities.
AGA member companies acquire gas supply for, and distribute it to, their residen-
tial and commercial customers. Energy is the lifeblood of our economy and natural
gas supplies about one-fourth of this country’s energy. Natural gas also is America’s
most popular home-heating fuel, heating 52 percent of America’s homes.

By law the local gas utility cannot make a profit on the cost of natural gas, it
is required to pass through to customers what it pays for the natural gas com-
modity—without any mark-up. The Department of Energy’s Energy Information Ad-
ministration has projected that natural gas households will see their winter fuel
bills rise from about 30 percent to about 67 percent, depending on the winter weath-
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er. Clearly, the natural gas prices that are projected for this winter in the wake of
Hurricanes Katrina and Rita will be a tremendous burden to our customers.

Our role as a lifeline business infuses the natural gas utility with a mandate to
serve our customers safely and reliably—we do not fail in this regard. We build a
supply portfolio that rests on a foundation of natural gas placed in storage during
the summer months, well in advance of winter cold, when the prices generally are
lower. To this we add a portfolio of natural gas supply contracts with varying terms
and prices, and we are, as a whole, increasingly hedging our supply portfolio to pro-
mote some degree of price stability.

Natural gas distribution utilities also help our customers help themselves. To this
end, customer education is critical. Customers can avail themselves of levelized bill-
ing plans and seek help to weatherize their homes and implement other energy effi-
ciency measures. For those who must decide between paying their heating bills or
paying their medical bills, the Low Income Home Energy Assistance Program
(LIHEAP) has been designed. Funds must be accessed and accessible. Congress
must do its part to see that the fully authorized level for LIHEAP of $5.1 billion
is funded. Emergency appropriations of an additional $1 billion are also needed.

All of these tools will help this winter. But we cannot as a nation forever mask
increasing natural gas prices with demand measures targeted at the home heating
consumer alone. We must begin to take steps to diversify fuels for electricity genera-
tion. And we must take action to increase natural gas supply. Without these meas-
ures, the upward spiral will continue, and we will, winter after winter, face the
same scenario—where one fall hurricane, or one winter cold snap can tilt the sup-
ply/demand balance against the consumer.

TESTIMONY

Thank you for the opportunity to testify before this committee again. My name
is Larry Downes, and I am Chairman and CEO of New Jersey Resources, which op-
erates a natural gas utility in New Jersey that provides service to more than
455,000 customers. I am also the chairman of the American Gas Association (AGA),
which represents 195 local energy utility companies that deliver natural gas to more
than 56 million homes, businesses and industries throughout the United States.

Energy is the lifeblood of our economy and natural gas supplies about one-fourth
of this country’s energy. Natural gas also is America’s most popular home-heating
fuel, heating 52% of America’s homes. As the purveyor of this home-heating fuel,
natural gas utilities are a lifeline business—it is a responsibility we take seriously
and, as you will see, it guides our actions.

Given the recent run up in natural gas prices in the wake of the warmer than
normal summer and the Katrina and Rita hurricanes, this winter natural gas cus-
tomers will likely face significantly higher energy bills. Local natural gas utilities
as a whole have been consumed by planning for the winter heating season and seek-
ing means to ease the burden that high gas prices will place on our customers.

Accordingly, our focus as a national organization is to pursue policies that will
help mitigate the high cost of natural gas for our customers this winter and, longer
term, increase supply. It is shocking to think that the $13 prices projected in the
American Gas Foundation, “Natural Gas Outlook to 2020,” published in February
of this year, have already been exceeded for short periods. That study concluded
that if public policy makers and industry decision makers did not immediately ad-
dress critical issues that will have a significant impact on the availability and price
of natural gas, such as diversifying our electric generating mix and increasing ac-
cess to domestic supplies, then prices could go as high as $13 by 2020. No one imag-
ined that a mere 7 months later those prices would already be a reality. These high-
er natural gas prices will lead to much higher bills for consumers.

Higher bills are bad for customers, bad for the economy and bad for the natural
gas utilities that the American Gas Association represents. More than 63 million
Americans rely upon natural gas to heat their homes—unexpectedly high prices are
a serious drain on their pocketbooks. High prices also put our industrial sector at
a distinct competitive disadvantage, cause plant closings and idle workers.

Most observers quickly understand why higher prices are bad for customers and
the economy but are not aware why they are bad for natural gas distribution utili-
ties. By law, natural gas utilities are not allowed to mark-up the price of natural
gas and must sell the gas to consumers at exactly the same price they pay for it.
Natural gas distribution utilities make their money by delivering natural to our cus-
tomers. Higher natural gas prices mean that our customers will purchase less nat-
ural gas. So natural gas utilities want what their customers—lower natural gas
prices and reliable natural gas supply.
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Last week the Department of Energy’s Energy Information Administration (EIA)
issued its Short-Term Energy Outlook and Winter Fuels Outlook (October 12, 2005).
The American Gas Association does not issue its own natural gas price projections,
so in my testimony I will be discussing the EIA projected prices. As has been widely
reported, EIA projects that the average natural gas household’s winter fuel expendi-
tures will be 47.6 percent. Don’t let the decimal point fool you. If history is any
guide, this EIA predicted percentage surely will change next month both to the right
and the left of the decimal point. It is important to remember, as EIA carefully
notes, that the EIA projections are based on modeling results that depend on as-
sumptions regarding some critical variables. A significant assumption is that there
will be a “medium recovery” of energy operations in the Gulf of Mexico. In other
words, EIA does not assume either a best-case or worst-case scenario in projecting
the recovery of natural gas production, gas processing and pipeline facilities in the
Gulf. Another significant assumption is that the winter weather will be normal. A
“normal” winter means weather somewhat colder than most parts of the US have
seen in recent years. What if we do not have a normal winter? EIA projects that
a ten percent warmer than normal winter would cause average residential natural
gas prices to rise 29.8 percent, while a ten percent colder than normal winter would
lead to a 67.3 percent price increase. This is quite a price range without considering
best-case or worst-case Gulf of Mexico recovery scenarios. So that is what we are
facing nationally—significantly higher natural gas prices in the best of cases and
extraordinarily higher prices in the worst of cases.

What are natural gas distribution utilities doing to help their customers this win-
ter? Natural gas utilities are doing what we always do—that which is necessary to
serve our customers reliably this winter. That means that we are pursuing pur-
chasing strategies that, while tried and true, have also evolved over the past five
years with ever-rising natural gas prices. It is a building block process that begins
months ahead of the winter heating season as utilities begin purchasing natural gas
during the summer months and putting it into underground storage. Usually sum-
mer and early fall natural gas prices are lower than winter prices and purchasing
storage gas in the summer and early fall provides a natural hedge.

On top of the foundation block of storage, natural gas utilities layer other supply
and transportation services. Companies build and manage a portfolio of supply, stor-
age and transportation services, which may include a diverse set of contractual ar-
rangements to meet anticipated peak-day and peak-month gas requirements.

Layered on top of that is an increasing use of financial tools to hedge natural gas
costs and promote some degree of price stability. Financial hedging tools may in-
clude options, fixed-price contracts, swaps, and futures. These hedging tools are
helpful in reducing price volatility, and while natural gas distribution utilities have
grown increasingly savvy in their use of these tools over the past few years, they
still do not always guarantee a lower natural gas price, nor are they designed to,
quite frankly. Lower prices and price stability can sometimes be competing objec-
tives.

Natural gas distribution utilities also must help our customers help themselves.
To this end, customer education is critical for a number of reasons. First, customers
need to be aware of higher natural gas prices to have an opportunity to take action
today to reduce this winter’s bills. That is why the American Gas Association and
individual natural gas distribution utilities are working to communicate to cus-
tomers regarding the anticipated higher winter bills and to offer consumers some
tools to protect themselves.

One important tool is the use of budget or levelized bill plans that allow utility
customers to spread out their natural gas bills so that they pay about the same
amount each month year round. Enrollees in fixed bill programs are charged the
same total bill each month for 11 months, regardless of weather extremes and un-
predictable commodity prices. Usually there is an adjustment during the twelfth
month to reflect differences in actual versus projected costs.

Another important tool is assisting customers to take steps to increase their
homes’ energy efficiency and better conserve energy. Energy efficiency and conserva-
tion can do much to reduce individual energy consumption and lower customer bills.
Indeed, one recent study indicated that aggressive energy efficiency measures could
reduce natural gas prices by up to 25 percent.! While analysts may quarrel with

1Impacts of Energy Efficiency and Renewable Energy on Natural Gas Markets: Updated and
Expanded Analysis, R. Neal Elliott and Anna Monis Shipley, American Council for an Energy-
Efficient Economy, Report No. E052 (April 2005) http:/ /aceee.org/pubs/e052full.pdf (adoption
of a portfolio of energy efficiency measures could reduce natural gas prices by 25 percent in the
first year).
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the likely impact of an increased application of energy efficiency measures on nat-
ural gas prices, we know that appropriate customer energy efficiency measures can
benefit customers and these benefits will be more immediate in today’s high-priced
environment.

The American Gas Association thanks this committee for its work in encouraging
greater consumer energy efficiency and AGA and its members will continue to en-
courage improved customer energy efficiency and conservation to help reduce the
sting of higher natural gas prices.

Another significant utility effort to help customers struggling to pay high natural
gas bills is found in utility programs that provide low-income customer assistance.
Each year utility programs and rate structures provide about $1.7 billion in low-in-
come customer assistance.2 These programs are designed to augment the federal
government’s Low Income Home Energy Assistance Program (LIHEAP), which in re-
cent years has been funded at around $2 billion per year. Much of the utility low-
income assistance comes in the form of rate assistance, which may involve reduced
rates for low-income households, waivers of fees, and arrearage forgiveness. Other
utility programs include energy efficiency and weatherization programs that help re-
duce customer natural gas consumption.

What we seek from all of these approaches is to flatten out the highest peak of
natural gas prices and somewhat dampen the impact on customers of high and vola-
tile natural gas prices. In the long term, however, these tools cannot forever mask
the impact of higher natural gas prices on our customers. Other actions are nec-
essary. They were necessary five years ago, they were necessary last year, and, even
with enactment of the Energy Policy Act, they remain necessary today.

Accordingly, AGA recommends the following multifaceted actions be taken to ad-
dress both ends of the delivery chain—supply and demand.

First and foremost, LIHEAP funding should be increased to the full $5.1 billion
appropriated level and an additional emergency appropriation of $1 billion should
be made. Without an increase in funding, the purchasing power of LIHEAP could
be reduced by up to 50% this winter. The expected rise in home energy costs hits
low-and fixed-income individuals particularly hard. The National Energy Assistance
Directors’ Association (NEADA) just released its second annual survey of the effect
of rising energy costs on poor families. Among the study’s findings: 32 percent of
families in the survey sacrificed medical care; 24 percent failed to make a rent or
mortgage payment; 20 percent went without food for at least a day; and 44 percent
said that they skipped paying or paid less than their full home energy bill in the
past year. Furthermore, the number of households receiving LIHEAP assistance has
increased from about 4.2 million in FY 2002 to more than 5 million this year, the
highest level in a decade. LIHEAP applications are expected to increase significantly
this winter. The nation should help customers who will be hit hardest by energy
price increases for home heating and cooling.

Natural gas supplies must be increased. AGA supports policies that would in-
crease the supply of natural gas in environmentally responsible ways. Demand re-
sponses can only go so far toward the goal of lower natural gas prices. And while
a demand response will help us through this winter, long-term Increasing supplies
of natural gas must occur if we are to reduce customers’ bills meaningfully. Accord-
ingly, Congress should support appropriate incentives and legislative changes that
would increase the production of natural gas. These priorities have not changed
since I testified before this Committee in January of this year, so let me briefly reit-
erate a few of the most important access issues:

e Opening restricted off-shore areas for the environmentally responsible produc-
tion of natural gas;

e Providing adequate funding and staff for the federal offices principally involved
in the issuance of permits for natural gas and production;

e Further expanding and expediting procedures for producers to access lands and
production areas; and

e Taking steps to increase the U.S. capacity to receive liquid natural gas (LNG)
shipments.

Energy efficiency programs should be supported that encourage the most efficient
utilization of all energy forms through the matching of each energy task with the
most appropriate fuel (e.g., running computers with electricity and heating homes
and businesses with natural gas). Additionally, incentives should be incorporated for
more efficient energy use through tax credits for the purchase of energy efficient ap-
pliances and the construction of energy-efficient homes and commercial buildings.

2The Growing Need to Help Low-Income Energy Consumers: Government, Charitable, and
Utility Programs, American Gas Association Energy Analysis, EA 2005-3, (September 14, 2005)
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Congress should further accelerate the effective date of energy efficiency tax incen-
tives in the Energy Policy Act and fund energy awareness programs at the Depart-
ment of Energy.

Diversity should be the goal for fuels for new electricity generation facilities. In re-
cent years, due to its lesser impact on the environment, natural gas has been the
dominant fuel for new electricity generation. Electricity generation remains the fast-
est growing sector of natural gas demand. This increase in demand has occurred
while production has remained stable, driving prices higher. AGA supports the di-
rect use of natural gas and encourages electricity generators to seek greater fuel di-
versity, such as clean coal, nuclear, alternative and renewable fuels. AGA urges
Congress to provide incentives for and reduce regulatory barriers to electricity gen-
gra{;ion facilities that use clean coal, nuclear energy and alternative and renewable
uels.

Consumer education should be the goal not just of natural gas distribution utilities
but of all policy makers. We in the utility sector will continue our efforts to educate
our customers—we urge Congress to also educate our customers, their constituents,
so that every avenue to the customer is blanketed with information that will ease
the potential cost burden that will be imposed this winter by natural gas bills.

CONCLUSION

For the past five years the natural gas distribution utility and our customers have
been operating in challenging times—this winter will be no exception. While natural
gas customers can do their part by embracing energy efficiency solutions, policy
makers in Washington must do their part to balance supply and demand.

PREPARED STATEMENT OF AMERICAN GAS ASSOCIATION
FEDERAL ENERGY PRIORITIES OF NATURAL GAS UTILITIES

The Energy Policy Act of 2005 was a good first step in meeting the nation’s long-
term energy needs. However, the federal government has not adequately addressed
the need for more and diverse energy supplies, or more relief for those most at risk.
Urgent action is needed now to reduce the economic burden of record-high energy
costs on consumers. The federal government should take action to:

e Increase the funding for the Low Income Home Energy Assistance Program
(LIHEAP)

e Increase natural gas supply for consumers

e Diversify the portfolio of fuels for electricity generation

e Support energy efficiency programs

Increase The Funding for Low Income Energy Assistance Program (LIHEAP)

The nation should help customers who are hit hardest by the recent dramatic en-
ergy price increases for home heating and cooling by increasing the appropriation
for LIHEAP. AGA urges Congress to:

e Increase the annual LIHEAP appropriation to $5.1 billion
e Appropriate $1 billion for emergency assistance

Increase Natural Gas Supply

AGA supports policies that would increase the supply of natural gas in environ-
mentally responsible ways because additional supplies typically mean energy lower
bills for consumers. AGA urges Congress to:

e Open restricted off-shore areas for the environmentally responsible production
of natural gas, including in the eastern Gulf of Mexico and on the outer conti-
nental shelf (OCS)

e Provide adequate funding and staffing for the federal offices principally involved
in the issuance of permits for natural gas exploration and production

e Reform the National Environmental Protection Act (NEPA) process so that it
works to protect the environment and allows for responsible natural gas produc-
tion

e Adopt streamlined and expedited procedures for producers to access lands and
ensure that year-round production can occur in the intermountain west

o Take steps to increase the U.S. capacity to receive liquefied natural gas (LNG)
shipments

e Codify into law Executive Order 13211 and a Federal Office of Energy Project
Coordination
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Diversify The Fuel Portfolio for Electricity Generation Facilities

Natural gas is now the predominant choice as a primary fuel for new electricity
generation. Electricity generation has been the fastest growing sector of natural gas
demand. This increase in demand has not been matched by production increases,
driving prices higher for all consumers. AGA supports the direct use of natural gas
and encourages electricity generators to seek greater fuel diversity. AGA urges Con-
gress to:

e Provide incentives for, and reduce regulatory barriers to, electricity generation
facilities that use clean coal, nuclear energy, and alternative and renewable
fuels, and dual-fuel capability

Support Energy Efficiency Programs

AGA supports policies that encourage the most efficient utilization of all energy
forms through the matching of each energy task with the most appropriate fuel (e.g.
running computers with electricity and heating homes and businesses with natural
gas). AGA urges Congress to:

o Accelerate the effective date of the energy efficiency tax incentives in the En-
ergy Policy Act
e Fund energy awareness effort by DOE
The CHAIRMAN. Thank you very much, Mr. Downes.
Mr. Peter Smith, chairman of the National Association of State
Energy Officials from Alexandria, Virginia. Thank you for joining
us.

STATEMENT OF PETER R. SMITH, CHAIRMAN, NATIONAL
ASSOCIATION OF STATE ENERGY OFFICIALS

Mr. SMITH. Thank you, Mr. Chairman. It is a pleasure to be here
today. Mr. Bingaman, members of the committee. Thank you for
the opportunity to testify on the critical energy situation we are
facing this winter. My name is Peter Smith and I am chairman of
the National Association of State Energy Officials, NASEO, which
represents the energy offices within the States, territories, and the
District of Columbia. NASEO members serve as energy policy advi-
sors to our respective Governors and implement a variety of energy
programs targeted to all sectors of the economy. We are also re-
sponsible for dealing with energy emergency responses.

I am also president of the New York State Energy Research and
Development Authority, NYSERDA, and I have worked on energy
issues for the State of New York for almost 30 years.

Guy Caruso has done a great job describing the difficult situation
we are facing. We believe that high prices will continue for an ex-
tended period of time, well beyond this winter.

At the State level, as soon as the scope of the problem associated
with hurricane Katrina became apparent, NASEO convened all the
State energy offices by conference call to share situation reports
and response procedures. What we found over the years is that it
is critical to coordinate our responses so that adjoining States do
not take dramatically different actions than their neighbors there-
by exacerbating the situation.

In addition to conference calls, which occurred on a daily basis
in the immediate aftermath of Katrina, we shared model energy
emergency declarations, executive orders, public service announce-
ments, emergency response plans, and accelerated energy conserva-
tion measures. We then arranged for regional conference calls that
have continued on an as-needed basis.

We have had good cooperation from the Department of Energy’s
Office of Electricity Delivery and Energy Reliability. Representa-
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tives from that office, headed by Kevin Kolevar, have worked close-
ly with the States.

The States also initiated price-gouging investigations on a coordi-
nated basis with cooperation between multiple State agencies and
our States’ attorney generals.

States have also initiated public information campaigns to reduce
usage and take certain steps that can help, such as: one, using the
most efficient family car; taking advantage of State and utility pro-
grams to implement energy efficiency measures; increasing car
pooling, van pooling, telecommuting; encouraging homeowners to
add insulation, caulk, weather strip, replace furnace filters, and car
tune-ups; also lowering thermostats and insulating water heaters;
and installing programmable thermostats. In New York State, we
have directed people to our getenergysmart.org Web site, and we
are encouraging the use of Energy Star products and appliances.
Most States have call-in numbers and Web sites for consumers. My
written testimony includes our efforts in New York, and we can
supply specific examples from all the other States at your request.

In New York, as in many States, we have updated our energy
emergency response plans to coordinate State and local energy
agency actions.

On September 15, 2005, NASEO joined with the other State as-
sociations to write both the President and the congressional leaders
urging additional Federal funds for a set of programs that provide
a near-term opportunity to reduce peak energy uses immediately.
I will not repeat the contents of the letter here. I am attaching it
to my testimony. We urge this committee to support efforts to fund
key elements of the Energy Policy Act of 2005, which is generally
the thrust of the letter from the State groups.

We also support the efforts that Chairman Domenici has taken
to encourage DOE interest in a number of programs. Chairman
Domenici wrote to Energy Secretary Bodman in September asking
whether the Department could release funding quickly if funds
were provided by Congress for certain key programs. These pro-
grams include: the State Energy Program; the Weatherization As-
sistance Program; and sections 126 and 140 of the Energy Policy
Act of 2005, which provides for pilot energy efficiency measures for
low-income communities and States. NASEO believes that if sec-
tions 126 and 140 were funded and targeted to the far Gulf Coast
States—Alabama, Louisiana, Mississippi, and Texas—that were se-
verely impacted by the hurricanes Katrina and Rita, that recon-
struction could proceed in an energy efficient manner. Last week
Governors Barbour, Blanco and Riley sent a letter to Senator
Domenici requesting funding for section 126 and section 140.

Senator Bingaman has taken a similar approach in a series of
letters to the congressional leadership and the President recom-
mending a number of creative measures, many of which were in-
cluded in the Energy Policy Act of 2005. On a bipartisan basis, 35
Senators wrote to Chairman Domenici and Ranking Member Reid
of the Energy and Water Development Appropriations Sub-
committee urging immediate expansion of funding to the author-
ized levels for the State Energy Program, for the Low-Income
Weatherization Program, and the energy efficiency public education
initiative. A number of Senators on this committee endorsed this
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effort. A similar letter was delivered to the House Energy and
Water Subcommittee.

If the State Energy Program was funded at the authorized level
of $100 million, the States could implement a dramatically ex-
panded program to reduce energy consumption for residential con-
sumers, schools, hospitals, businesses, and the agricultural sector.
For every Federal dollar invested in the program, over $7 is saved
in energy costs.

If the Weatherization Assistance Program was funded at the au-
thorized level of $500 million, approximately 230,000 homes could
be weatherized in the coming year. Every home that is weatherized
reduces energy usage by approximately 25 percent.

We support additional LTHEAP funds of approximately $3.1 bil-
lion to bring funding for fiscal year 2006 to the authorized level of
$5.1 billion.

The CHAIRMAN. What was that one, sir?

Mr. SMmITH. We would increase LIHEAP to $5.1 billion from $3.1
billion in emergency funds.

As noted previously, with increasing heating costs of several hun-
dred dollars per household, this level of funding would only keep
pace with the increases for the same 15 percent of the targeted
population. This is not, in fact, a program expansion.

Thank you very much for the opportunity. I look forward to your
questions.

[The prepared statement of Mr. Smith follows:]

PREPARED STATEMENT OF PETER R. SMITH, CHAIRMAN, NATIONAL ASSOCIATION OF
STATE ENERGY OFFICIALS, AND PRESIDENT, NEW YORK STATE ENERGY RESEARCH
AND DEVELOPMENT AUTHORITY

Good morning. My name is Peter R. Smith. Chairman Domenici and Ranking
Member Bingaman, thank you for the opportunity to testify today on the critical en-
ergy situation we are facing this winter. We believe high prices will continue for
an extended period of time, well beyond this winter. I am Chairman of the National
Association of State Energy Officials (NASEO), which represents the energy offices
within the states, territories and District of Columbia. NASEO members serve as
energy policy advisors to our respective Governors and implement a variety of en-
ergy programs targeted to all sectors of the economy. We are also responsible for
dealing with energy emergency responses. I am also President of the New York
State Energy Research and Development Authority (NYSERDA). I have worked on
energy issues for New York State for almost thirty years.

Last week, NASEO hosted the Winter Fuels Outlook sponsored by DOE’s Energy
Information Administration and Office of Electricity Delivery and Energy Reli-
ability. We have conducted this Winter Fuels Outlook for many years, but this year
the media and public attention was striking, largely due to the significant increases
in a broad range of energy prices. Both the Chairman and Ranking Member of this
Committee have spent many years trying to get the public’s attention to focus on
important energy problems. These energy problems have not been created overnight
and they will not be solved overnight.

Today I will discuss the winter fuels outlook, the impact of these high prices, what
we are doing about it at the state level and what can be done about it at the federal
level.

HIGH PRICES AND CONSUMER IMPACTS

Guy Caruso has done a good job describing the difficult situation we are facing,
including the almost 50% increase in natural gas prices (approximately 70% in the
Midwest), increases of approximately one-third for heating oil (mostly impacting the
northeast and mid-Atlantic regions), increases of approximately 30% for propane
(impacting rural areas throughout the nation) and lesser increases of 5% in elec-
tricity costs. Even this smaller increase in direct electricity costs is misleading be-
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cause of significant price spikes in states and for individual utility companies where
natural gas prices set the marginal cost of electricity.

I will not repeat Guy Caruso’s statement, but I want to illuminate some critical
facts. First of all, this winter’s projected price increases are on top of significant
price increases last winter. This means that lower-income Americans, including
those who are elderly and disabled, will be at far greater risk. It is well known that
the poor pay a far greater percentage of their income for energy costs than do more
affluent Americans. Further, many households in the middle income category will
be significantly affected as well. In addition, for those households that both heat and
drive, the double whammy of high heating fuel costs and high gasoline costs, is a
huge burden.

A number of the state energy offices also operate the Low-Income Home Energy
Assistance Programs (LIHEAP). In those states, where the energy offices do not ac-
tually operate the program, we work very closely with the LIHEAP offices in our
respective states. With the FY’05 federal funding of approximately $2 billion, 15.6%
of eligible households (federal eligibility is 60% of median income) were served,
which equates to approximately 5 million families. The average benefit was approxi-
mately $313. States supplement these funds with state public benefit funds, in addi-
tion to other resources provided through private or utility networks. With winter en-
ergy prices escalating at hundreds of dollars per household we expect an enormous
number of people to face stark choices as they choose between heating and eating,
or other necessities. I want to stress that this is not simply a cold weather state
problem. Next summer, with high prices expected to continue, the costs of air condi-
tioning will likely increase dramatically, with similar impacts on low and middle in-
come Americans. In addition, rural America is facing a crisis with escalating pro-
pane prices.

Another key issue is the concern regarding instability in energy prices. Clearly,
prices have not only escalated but have been extremely volatile. A number of factors
have contributed to the volatility, but “just-in-time” inventories have a role to play.
Again, while many upper income Americans select budget billing plans, where they
pay an equal amount each month, individuals that live paycheck-to-paycheck gen-
erally do not participate in these plans.

STATE ACTIONS

At the state level, as soon as the scope of the problem associated with Hurricane
Katrina became apparent, NASEO convened all the state energy offices by con-
ference call to share situation reports and response procedures. What we have found
over the years is that it is critical to coordinate our responses so that adjoining
states do not take dramatically different actions than their neighbors, thereby exac-
erbating the situation. In addition to conference calls, which occurred on a daily
basis in the immediate aftermath of Katrina, we shared model energy emergency
declarations, executive orders, public service announcements, emergency response
plans and accelerated energy conservation measures, etc. We then arranged for re-
gional conference calls. These calls have continued on an as-needed basis. We have
had good cooperation from DOE’s Office of Electricity Delivery and Energy Reli-
ability. Representatives from that office, headed by Kevin Kolevar, have worked
closely with the states.

Approximately one-half of the states are involved in the State Heating Oil and
Propane Program (SHOPP), which involves real-time surveys of prices and supplies
for heating oil and propane during the winter months. In this activity, we have
worked closely with EIA.

The states also initiated “price gouging” investigations on a coordinated basis with
cooperation between multiple state agencies and the state attorneys general. We ap-
plaud efforts to expand the Federal Trade Commission’s investigatory efforts in this
regard, as well as penalty provisions. Obviously, in a largely decontrolled energy
market “price gouging” is harder to define. Each state has different consumer fraud
statutes, but cooperation is expanding. As in any business, individual dealers may
attempt to take advantage of a difficult situation, especially where panic buying is
occurring. This is an area where we have encouraged the public to remain calm but
to also report unusual prices. In the area of consumer fraud, our offices, in conjunc-
tion with the state attorneys general and consumer protection offices, are closely
tracking any efforts by individual dealers to break fuel contracts. In some instances,
even when supplies are available, some companies will attempt to claim “force
majeure” in order to take advantage of higher prices. At this point, we have not
identified a trend. This appears to be individual bad actors.

States have also initiated public information campaigns to reduce usage and take
certain steps that can help, such as: 1) utilizing the most fuel-efficient family car;
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2) taking advantage of state and utility programs to implement energy efficiency
measures; 3) increasing carpooling, vanpooling and telecommuting; 4) encouraging
homeowners to add insulation, caulk, weather strip, replace furnace filters, and car
tune-ups, etc.; 5) lowering the thermostat and insulating water heaters; and 6) in-
stalling programmable thermostats. In New York, we have directed people to our
www.getenergysmart.org web site and we are encouraging the use of Energy Star
products and appliances. Most states have call-in numbers and web sites for con-
sumers.

Again, New York has taken steps similar to other states. We have instituted a
“Have an Energy Smart Winter” public outreach campaign that is multi-agency and
multi-media, with the express purpose of making consumers aware of what they can
do immediately to reduce their energy bills this winter. The campaign provides both
energy savings tips and gives consumers information about other assistance pro-
grams that can help with their winter heating costs. Our grass roots public relations
program is underway with spokespersons from agencies and authorities throughout
the State doing radio and television talk shows, as well as providing opinion pieces
to newspapers across the State. Governor Pataki has also proposed the following ad-
ditional actions:

1) Home Heating Tax Credit for the elderly—State would offer a refundable
personal income tax credit of 25% of home heating expenses when those ex-
penses exceed 7.5% of income. Residents 65 or older with incomes up to $75,000
would be eligible and the tax credit maximum would be $500.

2) Home Energy Assistance for the elderly and low-income—The State will
provide additional funds of up to $25 million, and will encourage expanded fed-
eral LIHEAP emergency funds.

3) Small Business and Farm Energy Assistance—Small businesses and farm-
ers would be provided a refundable credit equal to 25% of heating costs (up to
$3,000), if their energy costs exceed 10% (small business) or 5% (farms) of their
overall operating costs.

4) Tax Credit for Home Heating Systems—A personal income tax credit, up
to $500, would be offered to homeowners for 50% of the costs related to the up-
grade or renovation of a residential home heating system.

5) Sales Tax Free Week for Energy Star—In order to encourage home energy
conservation, two sales tax free weeks would be offered for the purchase of En-
ergy Star appliances, weather stripping, caulk or insulation (this is similar to
the effort undertaken in Georgia).

In New York, as in many other states, we have updated our energy emergency
response plans to coordinate state and local agency actions. The state energy offices
and the state utility commissions have expanded cooperative activities. For example,
in New York, customers who hold interruptible gas contracts must have either alter-
native supplies, such as distillate fuel, in place or in designated storage or must
have contractual rights to alternative supplies. This will hopefully avoid more sig-
nificant market dislocations. A number of states have initiated innovative actions
in this regard.

As part of our state energy emergency plans, depending on the energy situation
this winter, the state energy offices we will be prepared to institute other measures.
These actions include possible implementation of “set-aside” programs, where avail-
able supplies are targeted to high priority uses, such as police, fire and hospital
services. NASEO’s Energy Data and Security Committee, chaired by Jeff Pillon of
Michigan, has prepared Energy Emergency Response Guidelines, for use by the
states. These are proving quite helpful, especially to those energy officials who have
not been through a few crises.

FEDERAL ACTIONS

On September 15, 2005, NASEO joined with the National Association of Regu-
latory Utility Commissioners (NARUC), the National Energy Assistance Directors
Association (NEADA—state officials in charge of the LIHEAP program) and the Na-
tional Association for State Community Service Programs (NASCSP—state officials
in charge of the Low-Income Weatherization Assistance Program), to write both the
President and the congressional leadership urging additional federal funds for a set
of programs that would provide a near-term opportunity to reduce peak energy
usage immediately. I will not repeat the contents of that letter in its entirety, but
I am attaching it to my testimony.* We urge this Committee to support efforts to

*The letter has been retained in committee files.
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fund key elements of the Energy Policy Act of 2005, which is generally the thrust
of the letter from the state groups.

We urge continuing support for the efforts of the Energy Information Administra-
tion and the Office of Electricity Delivery and Energy Reliability at DOE. These of-
fices have been critical during this emergency. We will continue our close coopera-
tion with these two DOE offices through our Energy Emergency Assurance Coordi-
nators (EEAC) list, to monitor markets on a state, regional and national level, and
to accelerate our efforts to reduce the vulnerability of critical infrastructure. In our
opinion, these offices have not received sufficient funds, especially with the limited
involvement of the Department of Homeland Security in energy emergency re-
sponse.

NASEO supports the specific federal actions that have been taken thus far: 1) re-
leasing oil from the Strategic Petroleum Reserve; 2) temporarily waiving environ-
mental requirements for gasoline types; 3) waiver of the Jones Act to permit domes-
tic transfers of petroleum products on non-U.S. flagged tankers; 4) waiver of driver
hour limitations to permit tanker truck drivers to deliver needed supplies; and 5)
coordinated release of oil from IEA participating countries. We believe that we
should also examine the role of expanded strategic inventories of natural gas and
other products. Proposals, such as the one to expand the Northeast Heating Oil Re-
serve, is a good start, but may not be sufficient. Opportunities for expanded natural
gas storage should be developed and consideration should be given to primary and
secondary distillate storage. When this issue was raised over a decade ago it ap-
peared that it might simply raise prices, but with increasing volatility and “just-in-
time” inventories, we should address this issue together. NASEO is also concerned
about diversity of supplies and refining capacity. We should examine opportunities
for expansion and development of new refineries, not only including traditional re-
fineries but also bio-refineries and alternative fuel supplies. Distributed generation
utilizing alternative fuel supplies should be an element of this examination.

NASEO is pleased that Energy Secretary Bodman has joined with Kateri Cal-
lahan and the Alliance to Save Energy to promote a more aggressive public informa-
tion campaign. We support funding for that program. Twelve NASEO members, led
by the Colorado Energy Office and its former Director, Rick Grice, worked with the
Ad Council to develop this public information campaign over a year ago. DOE also
joined the states in providing funding.

As noted previously, public information efforts are critical and can lead to reduc-
tions in energy use. During the California electricity crisis in 2001, a far-reaching
public information campaign, led by the California Energy Commission (the state
energy office in California), produced a dramatic reduction in energy use at peak
periods. We support significantly expanded funding for the Energy Star efforts at
both EPA and DOE. Again, this will make a difference.

We also support the efforts that Chairman Domenici has taken to encourage DOE
interest in a number of programs. Chairman Domenici wrote to Energy Secretary
Bodman in September asking whether the Department could release funding quick-
ly if funds were provided by Congress for certain key programs. These programs in-
clude: 1) the State Energy Program (SEP); 2) the Weatherization Assistance Pro-
gram; and 3) Sections 126 and 140 of the Energy Policy Act of 2005, which provides
for pilot energy efficiency measures for low-income communities and states. NASEO
believes that if Sections 126 and 140 were funded and targeted to the four Gulf
Coast states (Alabama, Louisiana, Mississippi and Texas) severely impacted by both
Hurricanes Katrina and Rita, that reconstruction could proceed in an energy effi-
cient manner. Last week Governors Barbour, Blanco and Riley sent a joint letter
to Chairman Domenici requesting funding for Sections 126 and 140.

Senator Bingaman has taken a similar approach in a series of letters to the con-
gressional leadership and the President recommending a number of creative meas-
ures, many of which were included in the Energy Policy Act of 2005. On a bipartisan
basis, 35 Senators wrote to Chairman Domenici and Ranking Member Reid of the
Energy and Water Development Appropriations Subcommittee, urging an immediate
expansion of funding to authorized levels for the State Energy Program ($100 mil-
lion) (Energy Policy Act of 2005—Section 123), the Low-Income Weatherization As-
sistance Program ($500 million) (Energy Policy Act of 2005—Section 122) and an en-
ergy efficiency public education initiative ($90 million) (Energy Policy Act of 2005—
Sections 131 (Energy Star) and 134). A number of Senators on this Committee en-
dorsed this effort. A similar letter was delivered to the House Energy and Water
Subcommittee.

If the State Energy Program was funded at the authorized level of $100 million,
the states could implement a dramatically expanded program to reduce energy con-
sumption for residential consumers, schools, hospitals, businesses and the agricul-
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tural sector. For every federal dollar invested in the program, over $7 is saved in
direct energy costs.

If the Weatherization Assistance Program was funded at the authorized level of
$500 million, approximately 230,000 homes could be weatherized in the coming
year. Every home that is weatherized reduces its energy usage by approximately
25%. In a time of increased energy costs those reductions are significantly more val-
uable, and are long-lived. These investments will continue to help consumers meet
their energy needs for years to come.

Similar letters signed by even more Senators and House members endorsed addi-
tional funding for LIHEAP. We support additional emergency LIHEAP funds of ap-
proximately $3.1 billion, to bring funding for FY’06 to the authorized level of $5.1
billion. As noted previously, with increases in heating costs of several hundred dol-
lars per household, this level of funding would only keep pace with the increases
for the same 15% of the targeted population. This is not, in fact, a program expan-
sion. With the level of prices expected, even where there are winter shut-off morato-
riums in effect, we can predict significant numbers of shut-offs in the coming
months through next spring. In the case of heating oil and propane users, where
there is no comparable shut-off moratorium, we should expect significant hardship.
While attempting not to be inflammatory; without additional resources people are
in jeopardy of freezing to death this winter.

Congress should also accelerate the relevant tax credits contained in the Energy
Policy Act of 2005 to October 1, 2005, from the present date of January 1, 2006.
While the IRS has not completed its guidance documents, if Congress accelerated
these credits then consumers could make use of them immediately. Section 1333 of
the Energy Policy Act provides homeowners a credit of up to $500 for installing en-
ergy efficient improvements to their homes, such as insulation, windows and HVAC
equipment. Section 1332 of the Bill would provide credits of $1000—$2000 to build-
ers and manufacturers of energy-efficient homes. New construction should set the
pace for reduced energy usage. The energy efficient commercial buildings deduction
(Section 1331) and the credit for residential energy efficient property (Section 1335)
could also be accelerated to great positive effect. In light of our excessive reliance
on oil-based fuel in the transportation sector, we also support expansion of the cred-
it for hybrid vehicles.

In addition, separate letters have been sent by a variety of groups to the Adminis-
tration and congressional leaders encouraging acceleration of the tax credits (Sec-
tions 1332 and 1333), full funding of the public information initiative and support
for the State Energy Program, the Weatherization Assistance Program, the state en-
ergy efficiency pilot program (Section 140 of the Energy Policy Act) and the Appli-
ance Rebate Program (Section 124 of the Energy Policy Act). Signatories of these
letters include both the American Gas Association and the Edison Electric Institute,
who are with me on the panel today, as well as the American Chemistry Council,
NASEO and others.

Funding of Section 9006 of the 2002 Farm Bill, is the only short-term measure
that could be implemented which is not included in the Energy Policy Act of 2005.
FY’05 funding was $23 million. If funding could be dramatically expanded it could
help reduce costs for farmers and rural small businesses immediately.

tlril summary form, the proposed federal emergency funding request for FY’06 is
a follows:

. 1)1LIHEAP—$5.1 billion ($3.1 billion in emergency funds above FY’05 funding
evels);

12)) State Energy Program—$100 million ($56 million above FY’05 funding lev-
els);

3) Weatherization—$500 million ($273 million above FY’05 funding levels);

4) Energy Efficient Appliance Rebate Program—$50 million (new program);

5) Energy Star Program—$105 million ($95 million for EPA, which is $45 mil-
lion over FY'06 appropriated funding and $10 million for DOE, which is $5.5
million over FY’05 funding levels);

6) Energy Efficient Public Information Initiative—$90 million (new program);

7) State Building Energy Efficiency Codes—$34 million ($29.5 million above
FY’05 funding levels);

8) Heating, Ventilation and Air Conditioning maintenance program—$5 mil-
lion (new program);

9) Energy Efficiency Pilot Program for the Gulf Coast states—$5 million (new
program—targeted to Alabama, Louisiana, Mississippi and Texas);

10) Low-Income Community Energy Efficiency Pilot Program for the Gulf
Coast states—$20 million (new program—targeted to New Orleans, Gulfport,
Biloxi, Mobile, Port Arthur and Beaumont);
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11) Energy Efficient Public Buildings Program—$30 million (new program);

12) State Technologies Advancement Collaborative—$20 million ($13.5 million
above FY’05 funding level); and

13) Section 9006 of the 2002 Farm Bill—$46 million ($23 million above FY’05
funding levels).

As stated previously, this would simply fund the key elements of the Energy Pol-
icy Act of 2005 (other than item 13 above), which would have an immediate and
positive impact.

In order for these programs to provide this relief, the funds must be distributed
within two weeks of appropriation, and no later than mid-November. DOE’s history
in releasing funds, at least for Weatherization and the State Energy Program, is
that if funding is appropriated in October, the states don’t receive it until June of
the f(ﬁlowing year. This is unacceptable. DOE procurement processes must be accel-
erated.

We are also deeply concerned with the impact of high prices on domestic manufac-
turing and jobs in this sector, such as the chemical industry. The Nation should ex-
pand funding for industrial energy efficiency. NASEO supports Secretary Bodman’s
announcement to work with the 200 largest industrial facilities on energy use. Un-
fortunately, funding for the industrial energy efficiency program has been cut from
over $140 million a few years ago to the FY’06 Budget proposal of $58 million. This
effort is inconsistent and counter-productive.

One additional matter is of serious concern, and should be noted. This is not the
time to eliminate the six regional offices operated by the Department of Energy. As
we are attempting to deal with an energy emergency, we should not be eliminating
the Department’s outreach arm to the states, businesses and others.

CONCLUSION

We have attempted to address both the short-term impacts and both state and
federal responses. Immediate congressional action is imperative. We deeply appre-
ciate the opportunity to testify and thank you for your long-term interest in a bal-
anced national energy policy.

I am prepared to answer any questions that you might have.

The CHAIRMAN. Thank you very much.
Mr. Jack Sullivan, executive vice president and CEO of the New
England Fuel Institute.

STATEMENT OF JACK SULLIVAN, EXECUTIVE VICE PRESIDENT
AND CEO, NEW ENGLAND FUEL INSTITUTE, WATERTOWN, MA

Mr. SULLIVAN. Good morning, Mr. Chairman, and thank you,
Senator Bingaman.

New England Fuel Institute is a 50-year-old oil heat trade asso-
ciation of small businesses, to say the least, oftentimes second,
third generation, and in some cases third and fourth generation
businesses. But today I am here to represent the heating oil indus-
try in the 22 States that actually support heating oil.

Before I get on with my testimony, I just want to compliment
this august body in the passage of the Energy Policy Act of 2005.
One of the items that was passed in that policy act was the reau-
thorization of the National Oil Heat Research Alliance, NOHRA,
very important. And what that has done is to give this industry an
opportunity that allows these independent businesses to start to
look at different things that can improve the quality of life for con-
sumers. And we have done so.

Over the period of the last 2 years’ time and continuing on in the
future, we are looking at things such as improving the quality of
our fuel, upgrading the types of equipment that we offer to con-
sumers, higher efficiency standards for equipment, and on top of
that, technical training and education. We have over 9,900 certified
technicians that service reliability and performance. So it is be-
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cause of you, because of your judiciousness that this process is in
place, and consumers are going to benefit.

Today I want to provide the heating oil industry’s outlook from
the perspective of a small retailer serving homeowners.

Supply and price increases. For the past year, the prices of crude
oil and correspondingly refined petroleum products, including home
heating oil, have been rising. Moreover, with the onset of hurricane
Katrina and Rita, the Nation faces a worse situation. The produc-
tion of refined petroleum products is well below normal.

Fortunately, home heating oil stocks were at reasonably good lev-
els before the hurricanes. Today inventories on the east coast, the
area of greatest consumption, are at approximately 38.3 million
barrels. This volume is about 24 percent greater than the 30.9 mil-
lion barrels held 1 year ago, and it is 21 percent greater than the
average inventories of 31.6 million barrels held from 2002 through
2004. Storage facilities are generally filled, and the mild weather
to date has resulted in a very limited draw-down on this product.

We do not foresee any product shortages. Consumers will be well
served. However, anticipated slightly colder-than-normal weather
and the continuing impact of the hurricanes on energy production
will, of course, affect this price.

Impacts on consumers. Heating oil prices are predicted to in-
crease as much as one-third over a year ago. Such an increase will
adversely affect all consumers. To minimize this impact, the heat-
ing oil industry works aggressively to inform consumers of ways in
which they can conserve energy.

However, in many instances, consumers simply lower their ther-
mostats, close off portions of their homes, and live essentially in
the family room and kitchen. Further, consumers often have no
choice but to pay their heating bills more slowly than in prior
years.

Low-income families. In contrast, higher heating bills will have
a far more significant impact on low-income families. These con-
sumers are already living at a very basic level and have nothing
to cut back. Particularly in the Northeast and the Midwest, low-in-
come individuals often must choose among essentials: heat, food, or
medicine. These families will be put at great risk this winter.

Home heating oil dealers. High heating oil prices also will have
a devastating effect on the small businesses that supply fuel to
homeowners. We estimate that dealers will need approximately
three times the credit lines that they needed last year to purchase
the same amount of fuel. Without substantially increasing their
lines of credit, dealers will not be able to meet their customers’ de-
mands. In the past, traditional lending institutions have been un-
willing to make additional loans to dealers because they cannot
demonstrate a steady stream of revenue to repay the loan rapidly.

To address this problem, many dealers will have to take second
mortgages on their homes or borrow from family and friends. This
is the real world, gentlemen. These dealers are facing anywhere be-
tween 50 to 70 percent increases in their credit lines or the needs
for credit lines. It is not uncommon for consumers to take the nec-
essary time to pay their bills, but retail fuel oil dealers themselves
have to pay their bills within 10 days to their supplier and many
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of them are on electronic funds transfer that pay it between 3 and
5. You can see the strain. It is enormous.

Recommendations. Increase funding for the Low-Income Home
Energy Assistance Program, LIHEAP. Each of my counterparts
here at the table fully understands the implications and the nec-
essary needs for this particular issue. However, the regular appro-
priation of $2 billion per year is terribly inadequate for this heating
season. We recommend that Congress substantially increase the
appropriation closer to the $5.1 billion authorized in the energy act
enacted this August, and include at least $1.3 billion of emergency
funding in a supplemental appropriation.

Two, include in the final Commerce, Justice, and Science Appro-
priations bill for fiscal year 2006 a measure from the Senate
version of the bill to provide small business disaster loans to heat-
ing oil dealers. In the alternative, because the credit crunch we
have discussed is largely due to escalated prices resulting from the
hurricanes, Congress could include these SBA disaster loans in a
supplemental appropriation.

Conclusion. The heating oil industry recognizes there is no magic
bullet to deal with these problems, but increasing LIHEAP funding
and providing SBA disaster loans for small dealers will go a long
way to alleviate the pain.

Thank you very much, and I would be happy to answer any of
your questions.

[The prepared statement of Mr. Sullivan follows:]

PREPARED STATEMENT OF JACK SULLIVAN, EXECUTIVE VICE PRESIDENT AND CEO,
NEW ENGLAND FUEL INSTITUTE, WATERTOWN, MA

Good morning. I am Jack Sullivan, Executive Vice President and CEO of the New
England Fuel Institute (“‘NEFI”). NEFI is an association of more than 1,000 compa-
nies that market home heating oil to consumers throughout the six New England
states. Most of the member companies are small businesses, family-owned—third or
fourth generation. I am here today representing the heating oil industry, operating
in 22 states, and to provide our outlook for the winter—not simply a recitation of
heating oil stocks held in inventory, projected demand and prices, but the view from
the small retailer serving homeowners.

In the winter, consumers do not focus particularly on gasoline prices at the pump.
They are concerned about heating their homes and the amount of their paychecks
that must be allocated for this essential commodity. The heating oil dealer interacts
directly with homeowners and understands their problems. Dealers respond at 2:00
a.m. to a call from a homeowner to repair equipment or make a special delivery on
a weekend when a consumer needs it. The industry takes pride in making sure that
no one goes without heat.

I. SUPPLY AND PRICE INCREASES

We feel certain that this winter is going to be very difficult for consumers. For
the past year, the prices of crude oil and correspondingly refined petroleum prod-
ucts, including home heating oil, have been rising. Market conditions seem to justify
crude at more than $50 per barrel, and the U.S. refinery capacity is limited. The
U.S., for that matter, the world, has little or no back-up capacity or product inven-
tories to draw on.

Moreover, with the onset of Hurricanes Katrina and Rita, the nation faces a worse
situation. Crude oil production in the Gulf has been shut in and several refineries
are closed while others are not yet operating at full capacity. At its peak, more than
4 million barrels of refining capacity were idle. Today, more than 2 million remain
out of commission. Thus, the production of refined petroleum products is well below
normal. All this is occurring as the heating season begins.

Fortunately, home heating oil stocks were at reasonably good levels before the
hurricanes. Today, inventories on the East Coast—the area of greatest consump-
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tion—are at approximately 38.3 million barrels.! This volume is about 24% greater
than the 30.9 million barrels held a year ago, and 21% greater than the average
inventories of 31.6 million barrels held from 2002 through 2004.2 Storage facilities
are generally filled, and the mild weather to date has resulted in a very limited
draw on this product. We do not foresee any product shortages. Consumers will be
served. However, anticipated slightly colder-than-normal weather and the con-
tinuing impact of the hurricanes on energy production will, of course, affect the
price.

II. IMPACTS

A. Consumers

Heating oil prices are predicted to increase as much as one-third over a year ago.
Such an increase will adversely affect all consumers. To minimize this impact, the
heating oil industry works aggressively to inform consumers of ways in which they
can conserve energy. The industry provides consumers with detailed recommenda-
tions, including improvements to insulation, sealing sources of heat leakage, energy-
saving practices, low-cost improvements to efficiency of existing heating systems,
and the upgrading of heating oil equipment. Such measures can result in significant
savings, from 5% to 30%, on a homeowner’s heating bill.3

However, in many instances, consumers simply lower their thermostats, close off
portions of their homes and live essentially in the family room and kitchen. They
forego discretionary spending—they eat out less, stay home instead of going to a
movie, and limit their shopping to the basics. While not life-threatening, these cir-
cumstances are uncomfortable and difficult. Moreover, consumers often have no
choice but to pay their heating bills more slowly than in prior years.

B. Low-Income Families

In contrast, higher heating bills will have a far more significant impact on low-
income families. These consumers are already living at a very basic level and have
nothing to cut back. Particularly in the Northeast and Midwest, low-income individ-
uals often must choose among essentials—heat, food or medicine. These families will
be put at great risk this winter.

C. Home Heating Oil Dealers

High heating oil prices also will have a devastating effect on the small businesses
that supply the fuel to homeowners. We estimate that dealers will need approxi-
mately 3 times the credit they needed last year to purchase the same amount of
fuel. Without this substantial increase in their lines of credit, dealers will not be
able to meet their customers’ demand. In the past, traditional lending institutions
have been unwilling to make additional loans to dealers because they cannot dem-
onstrate a steady stream of revenue to repay the loan rapidly. We anticipate that
these same circumstances will occur this winter.

To address this problem, many dealers will have to take second mortgages on
their homes or borrow from family and friends. The heating oil industry is very re-
silient. Despite this fact, we are concerned that some dealers will experience a great
deal of difficulty this winter.

III. RECOMMENDATIONS

We understand that this Committee and the Congress have the same concerns as
the heating oil industry. No one wants consumers and small businesses to suffer.
Therefore, we recommend that Congress adopt two measures that will address some
of the problems likely to occur this winter:

1. Increase funding for the Low-Income Home Energy Assistance Program
(“LIHEAP”). This program, through state grants, benefits the most vulnerable of our
society. However, the regular appropriation of about $2 billion per year is terribly
inadequate for the 2005-2006 heating season. We recommend that——

(a) Congress substantially increase the appropriation to a number closer to
the $5.1 billion authorized in the Comprehensive Energy Policy Act of 2005 en-
acted this August; and/or

(b) Include at least $1.3 billion of emergency funding for LIHEAP in a supple-
mental appropriation; and

14U.S. Distillate Fuel Oil Update—October 13, 2005,” American Petroleum Institute Statis-
tics; most recent data from the week ended October 7, 2005.

2Ibid.

3 Attached are NEFI's Energy Conservation Recommendations for Consumers, which have
been retained in committee files.
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2. Include in the final Commerce, Justice, Science Appropriations Bill for Fiscal
Year 2006, a measure from the Senate version of the bill, to provide small business
disaster loans to heating oil dealers. Such loans from the Federal Government will
enable small dealers to obtain the capital they need to stay in business and remain
viable. These loans are temporary “bridge loans” that provide just enough money
for the dealer to maintain operations while waiting for consumers to pay their bills.

In the alternative, because the “credit crunch” that we discussed is largely due
to escalated prices resulting from the hurricanes, Congress could include these SBA
disaster loans in a supplemental appropriation.

IV. CONCLUSION

Home heating oil retailers will make every effort this winter, as they have in the
past, to meet consumer requirements. However, this year the odds of problems oc-
curring are much greater than in prior years. The heating oil industry recognizes
that there is no magic bullet to deal with those problems, but increasing LIHEAP
funding and providing SBA disaster loans for small dealers will go a long way to
alleviate the pain.

Thank you. I would be happy to answer any questions the Committee may have.

The CHAIRMAN. Well, Mr. Sullivan, even though your comments
were not so pleasing, we are very glad you came and shared it with
us.
Mr. SULLIVAN. Thank you, Mr. Chairman.

The CHAIRMAN. And I am also glad that you can smile when you
are saying it. Not bad.

Mr. SULLIVAN. Thank you, Mr. Chairman.

The CHAIRMAN. Now, we are going to go with questions. There
are a lot of members interested here today, so we are going to try
to move ahead quickly. I have two or three, and then I am going
to quickly go to you, Senator Bingaman.

Mr. Caruso, what would happen to the price of gasoline if a stra-
tegic gasoline reserve were created? How much gasoline would be
required for such a reserve to support 30 days of consumption, and
what would the effect be on prices if the reserve mandated 2 mil-
lion gallons a day of storage? Would this have any serious effect
on the inventory practices? I raise this because some have been
talking about it, and I do not think we have heard any expert tell
us about it.

Mr. CARUSO. Well, of course, it is unclear exactly what the im-
pact a strategic gasoline reserve would have. But to put some num-
bers on the table, 30 days of gasoline consumption in this country
is about 27 million barrels. For every 10 million barrels of gasoline
that you would have to purchase, it would be about a $1 billion ex-
penditure. So it would be quite an expensive program.

Second, of course, it would depend on the pace at which you filled
it. To use the SPR as an example, it took a number of years, of
course, to build the storage capacity in the Strategic Petroleum Re-
serve, which was utilizing crude oil.

So, again, it would be rather expensive and it would take time.
Of course, the storage itself of gasoline would most likely be in
steel tanks. Our best estimate for gasoline storage above ground
would be about $20 per barrel of storage capacity initially. So you
would have to add that to the cost of the purchase and the time.

Third, there would be some impact on the market, depending on
viflhen the program was started and the pace at which it achieved
that.

So those are some of the thoughts that I would share on just the
facts of the situation.
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The CHAIRMAN. I know you are not a policymaker, but I have not
heard you saying anything about this being a good idea or some-
thing we should do, all things being considered. Would you answer
that question, or do you think that is out of your domain?

Mr. CARUSO. I think that would be more usefully answered by
one of the policy-level witnesses perhaps at future hearings.

Certainly I would say this. It is certainly worthy of studying if
this issue were to be contemplated by this committee or others
within Congress. It definitely would merit a study.

The CHAIRMAN. Before you could do it, it ought to be studied. Is
that what you are saying?

Mr. CARUSoO. Exactly.

The CHAIRMAN. How about natural gas? We have heard about
the idea of setting up some kind of natural gas reserve. You spoke
of the reserve that is the one we have now. Is there another nat-
ural gas reserve that is being spoken of where we would put more
natural gas in different kinds of reserves, or what is being spoken
of in that regard, do you know?

Mr. CARUSO. Well, the industry itself, particularly local distribu-
tion companies and other gas companies, do have working gas in
storage, which is a critical element in meeting winter natural gas
demand. As I mentioned, we are going into this winter with about
3.1 trillion cubic feet in working gas in storage. So the industry
itself does a very good job of having working gas to meet peak de-
mands. On a typical peak month in January and February, about
one-third of the gas in this country comes out of that working gas
in storage. So it is critically important.

So I think, again, if a strategic natural gas reserve were to be
contemplated, I would again think it would merit a study because
of not only the expenses, which ultimately would be borne by con-
sumers, but also the practical aspects of it as well.

The CHAIRMAN. Mr. Smith, you said that you had submitted a
long list—and I have it in front of me—led by LIHEAP.

Mr. SMITH. Yes, sir.

The CHAIRMAN. I just was going to ask you, have you and your
association put some numbers to this? If all of them were done,
what would it do?

Mr. SMITH. Yes, sir. We put all of the things together. The first
thing that we would stress would be that energy efficiency is the
most cost effective resource we have to address the situation we are
facing right now.

The increase in LIHEAP funding is a band aid. It is something
to allow low-income consumers right now to address the heating
bills they are going to see this winter. What we find is that for
every dollar we invest in the States, we get a $7 return in invest-
ment. We think that is a very, very good investment.

The CHAIRMAN. I heard that. I am asking not about the LIHEAP,
but the rest of the programs here. Have you attached a conserva-
tion number to them?

Mr. SMITH. Senator, we are working on that right now. We can
make that available to the committee and to you.

T}})e CHAIRMAN. Could you put them line by line while you are
at it?

Mr. SmITH. Yes, sir, absolutely.
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The CHAIRMAN. Thank you very much.

Senator Bingaman.

Senator BINGAMAN. Thank you very much.

I wanted to ask about the subject of conservation tariffs. As I un-
derstand the way that utility rates are structured in most States,
in most utilities, gas utility rates discourage utilities from pro-
moting energy efficiency and helping their customers to use less
natural gas; that the revenue of the utility increases, the more nat-
ural gas is used.

I also understand that there are some exceptions to that. One ex-
ception is in the State of Oregon. Northwest Natural, which is the
gas utility serving Portland, and the Oregon Public Utility Com-
mission, in 2002, did a 3-year pilot program under which they im-
posed a conservation tariff that would break the link between the
energy utility’s sales and its profitability so that there would be a
financial incentive for the utility to go ahead and encourage con-
servation by its customers.

If T understand this correctly, it seems a no-brainer that every
public utility commission in the country ought to be implementing
conservation tariffs immediately so that this additional incentive is
there for the utilities under their jurisdiction to encourage con-
servation. Am I missing something? Mr. Downes, maybe you are
the right witness. Maybe Mr. Smith would like to respond.

Mr. DOWNES. Senator, the way you have generally described the
way our rate structure works is correct. We basically are through-
put-based right now.

Now, having said that, and as you heard me describe our busi-
ness as being a lifeline service provider, we still do quite a bit in
the area of efficiency.

You described correctly what has happened with Northwest Nat-
ural. I think that the industry would tell you that that particular
tariff structure has worked very well, and what you are seeing
right now is that local distribution companies throughout the
United States are filing for these decoupling tariffs because, as you
suggest, if there is a separation of throughout from our rates, the
way we actually recover our costs, that does create an even greater
incentive for our companies, as far as focusing on efficiency and
conservation.

As I said, as you look throughout the United States right now—
and there are different forms of the conservation tariff—you see
that our companies are being more aggressive in doing that. And
I expect that you will see, because of the situation that we face
right now, increasing receptivity on the part of local utility commis-
sions.

Senator BINGAMAN. Mr. Smith, is there a reason why the group
that you represent is not out there beating the drums in favor of
these conservation tariffs? It seems to me to be a very good thing
to be doing.

Mr. SMITH. Mr. Bingaman, we are in policy rather than a regu-
latory aspect of the National Association of Regulatory Utility Com-
missions, NARUC. We work very closely with NARUC and we are
looking at these options in order to decouple ratepayer and share-
holder interests so that we get more efficiency involved in this.
Each individual State has to make their own decisions on their
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each individual regulatory structure. I think if you go across the
United States, you will find that from the west coast to the east
coast, commissions are looking at this, and we are, in fact, working
with them to make these more palatable and make these so that
they balance shareholder and ratepayer equity.

Senator BINGAMAN. Well, let me just say that I think the public
utility commission there in Oregon adopted this in 2002, and I
guess the rest of the country has been looking at it ever since. At
some point, they ought to get busy and do it if industry and the
regulators and the customers all say it makes sense. It aligns the
incentives of the utility with the incentives of their customers, as
I understand it.

Let me ask about one other issue, and that is roughly described
as this efficient dispatch. I do not know whose chart this is we
have up here. Is that yours, Mr. Caruso?

Mr. CARUSO. No, sir.

Senator BINGAMAN. Whose is that? Oh, it is our chart. Well, it
is a very good chart.

[Laughter.]

Senator BINGAMAN. Generating capacity brought on line by fuel
type. If you look at the red bars on the right, that leads me to be-
lieve that in the last 10 years, something north of 95 percent of the
generating capacity brought on line has been gas-generated. Is that
the way you read it, Mr. Caruso?

Mr. CARUSO. About 98 percent.

Senator BINGAMAN. 98 percent.

Mr. Kuhn, you talked about how we should not get in the busi-
ness of dictating the choice of fuels, and I understand that point
of view. I guess what occurs to me, though, is if we do all these
things, open area 181, do all these other things to try to get more
gas—my understanding is 23 percent of our gas today is used to
generate electricity. If this trend that is reflected on this chart con-
tinues, the more gas we bring on line, the more that goes into gen-
erating electricity. I wonder if that is the most efficient use of the
incremental natural gas we have. So that is one part of the effi-
cient dispatch issue.

But the other part is even if a utility is going to use natural gas
to generate 23 percent of the power that they provide, do we not
have some interest in seeing to it that they use the most efficient
plants available to generate that power where possible? I under-
stand there has to be some balancing within the system, but it
seems to me we have a lot of new, efficient plants which are com-
bined cycle plants, efficient combustion turbine plants that are not
being utilized while older, inefficient plants are being utilized.
Maybe, Mr. Kuhn, you could respond to that.

Mr. KUHN. Senator, you asked two very, very important ques-
tions, and they are very different questions. The first relates to the
chart up here that shows that the majority of plants built over the
last decade have been natural gas, not the majority, but as Mr. Ca-
ruso indicated, 98 percent.

The energy bill certainly tried to address our issue by addressing
the question of fuel diversity which we feel very strongly about.
Fuel diversity is the strength of the electricity system, and to the
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extent that we can make use of all fuels, that is going to be the
absolute best situation for us.

You recognized the importance of clean coal technology so we can
burn clean coal environmentally and use our 300-plus year supply
of coal. That is going to be extremely important.

It recognized the importance of a new generation of nuclear
power plants. We recently had a meeting with CEOs all over the
world from Europe, Japan, and North America. Every one of them
said that the only way we are going to meet energy and environ-
mental goals in the future is with more new nuclear power plants.

The bill addressed hydro relicensing, which is extremely impor-
tant so we can keep our hydro capacity.

It addressed renewable technologies and the expansion of renew-
able technologies.

All of these provisions are going to be extremely important so
that in the future we do not build such an incredibly high percent-
age of power plants with natural gas because it cannot continue in
that regard.

Similarly, I think it is extremely important for us to get environ-
mental regulations right so that they do not encourage movement
from coal to natural gas. We are very strong proponents of a multi-
emissions legislation that would allow us to address environmental
concerns in a way that would allow us to achieve some 70 percent
reductions in emissions at the same time in the most economic way
to our consumers and not encourage switching to natural gas. So
I think all of these policies are extremely important.

With respect to the second part of your question on the efficient
dispatch of natural gas, we do have very serious concerns that that
could cause an increase in electricity prices to consumers, as well
as interfere with the efficient operation of our electric system. In
the past, Congress did dictate fuel supply and purchase choices
twice before with respect to PURPA and the Fuel Use Act and
years later had to rescind them.

Let me make sure you understand that efficient dispatch does
not equate to economic dispatch, and economic dispatch does not
equate to efficient dispatch. Often the most efficient power plants
are not the most economic power plants.

When regional transmission organizations or States or utilities
dispatch power plants, they take into account a number of different
factors. They take into account the lowest cost to the consumer as
probably the primary thing they are thinking about, but in addition
to that, they take into account efficiency. They take into account
fuel diversity. They take into account environmental constraints
and they take into account transmission considerations. And all of
those things, not just one, are a very, very important part of the
equation in the dispatch of power plants because if you take out
any one and demand that one be considered at the expense of the
others, it will seriously disrupt the system.

As you know, different gas plants are built to operate in different
capacities. For example, a peaking unit. A utility might want to
dispatch a less efficient but more economic peaking unit to meet re-
liability concerns, and so they could have a very fast startup situa-
tion. Similarly, a large gas generating plant might have a situation
where it has lower fuel supply contracts.
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So I think all of these considerations are important and I think
it is important that Congress not get into the business of inter-
fering with the regional transmission organizations and the States
on generation dispatch because it may have unintended con-
sequences for consumers and for the operation of the system.

Senator BINGAMAN. Thank you very much.

Mr. Chairman, if I could just ask Guy on this same line. Do we
have a figure as to how much natural gas could be saved if we were
using our most efficient natural gas plants rather than our least
efficient?

Mr. CAarUso. We have asked, as part of our questionnaire to elec-
tric power utilities, for them to indicate the efficiency aspect of it.
Now, this differs a bit from Tom’s answer. We did not ask them
about the economics of it, just the efficiency. If you assume that the
most efficient combined cycle turbine units were utilized, we think
we could probably use about 20 to 30 billion cubic feet less this
winter than not using—in other words, using the old steam tur-
bines.

Senator BINGAMAN. Thank you.

The CHAIRMAN. Senator Alexander.

Senator ALEXANDER. Thank you, Mr. Chairman.

I would like to follow up Senator Bingaman’s question. What we
are facing here—we have all heard it many times—is this. When
we were debating the energy bill and before that, when Senator
Johnson and I first introduced the Natural Gas Price Reduction
Act, we were lamenting the fact that gas prices were $5 or $6 in
an$economy that was geared to $2 or $3, and today they are $13
or $14.

As Chairman Domenici, Mr. Bingaman, and others have pointed
out, with just the chemical industry with 900,000 jobs, blue collar
jobs in this country, heading overseas because of that, that is of
paramount concern. And we all are aware of the gasoline price
problems. But the price of natural gas is an even bigger problem
for homeowners, as we are talking about today, for blue collar
workers, and for farmers. So it seems to me we should be taking
extraordinary steps today, in addition to what we did in July with
the energy bill, to try to make a difference today.

Now, as I listen and study and hear, the only things that I see
that could make a big difference are conservation, turning the ther-
mostat down, which would make a big difference, Lease 181 which,
as the chairman has said, I believe the President has the authority
to draw that line today. And if he were to do that, that would not
lower the price of natural gas today, but it would tend to stabilize
that because it would be a signal that there would be more supply
later.

A third is the provisions we have already adopted for liquified
natural gas terminal plants. If we knew there were three or four
molre plants about to go up, that would be another stabilizing sig-
nal.

One other thing that would be both a stabilizing signal and a re-
duction in prices would be the more efficient dispatch of natural
gas.

Now, Mr. Kuhn, I have heard what you said. I understand there
are some problems, but the legislation which we introduced last
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year did not say that Congress would make all these decisions. It
simply would have the States evaluate whether we could do a bet-
ter job more efficiently dispatching natural gas. The information I
have is that a new natural gas plant—we saw how many of them
are being built—will use half the amount of natural gas than an
old one uses. And we have got these new ones all over the place
now, which means we have got a lot of old ones too. The Entergy
Corporation was up here last week. They have done a Herculean,
really an admirable job in Louisiana responding, and they are ask-
ing us to help them rebuild and to deal with those problems.

Should we not be looking for ways to encourage the States to
make a more efficient use of natural gas? Over the past decade, our
natural gas demand has grown by 7 trillion cubic feet. That does
not mean much to anybody, but if you put it in effect, it is esti-
mated that the efficient dispatch of natural gas could result in a
savings of 10 percent of that growth over the last 10 years.

Mr. Downes, let me ask you. I noticed in your recommendations
that no one seems to mention the more efficient dispatch of natural
gas. Common sense would tell us that if we have got a whole bunch
of old plants sitting around and they use twice as much gas as new
plants, that even though there are other factors to consider like
economic dispatch, environmental, other issues, that we could do a
better job of that.

Mr. Smith, I would like to ask you after Mr. Downes. Is New
York not already doing a better job of the more efficient dispatch
of natural gas than, say, Louisiana?

Mr. Downes, what would your comment be?

Mr. DOWNES. Senator, earlier this year, as we were in this really
escalating price environment and before the hurricanes, back in, I
would say, the April-May timeframe, our membership understood
what the impact of growing demand for natural gas for electric
generation was doing. We came forth with a very specific plan and
comment as to how that can be handled.

First of all, we said that the highest and best use of natural gas
is the direct use of natural gas. Use it for heating homes. Use it
for supporting our businesses.

Senator ALEXANDER. That is a different issue.

Mr. DOWNES. Yes, but I think it is all

Senator ALEXANDER. Yes, I know, but I want to talk about if all
of these old gas plants, which use twice as much natural gas as the
new gas plants, why should we not, in an emergency when we have
hundreds of thousands of good jobs going overseas, insist that
States do something about it? We do not have to do it here, but
why should we not insist that you do something about it?

Mr. DowNES. That was the second point I was going to get to.
We got to the issue of fuel diversity and making sure part of that
is efficiency, making sure that for every mcf of natural gas that we
are using, that that is being used in the most efficient way. You
made the point about how much natural gas was used for electric
generation and what potentially could have been saved. Quite hon-
estly, the support I think that we received from our colleagues on
the electric side has been good. But you are absolutely right. We
are in a position right now where efficiency has to drive the process
because natural gas is a premium fuel right now.
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The other point that you make—and I just want to follow up on
it—is conservation this winter, absolutely important in the short
term. But this is not a tradeoff between conservation and the need
for more production or the need for more LNG, as you point out.
This is a long-term strategy here where we are going to need really
everything we can, not only in terms of new supplies and conserva-
tion and efficiency, but we think that natural gas can be a bridge
to that future. Efficiency is going to be a critical part of that, and
I think quite frankly, unfortunately, it has taken prices at these
levels to really increase the awareness of the importance of what
you are suggesting on the efficiency side.

Senator ALEXANDER. Thank you, Mr. Chairman.

The CHAIRMAN. Thank you very much.

Senator Wyden.

Senator WYDEN. Thank you, Mr. Chairman.

I was interested. My friend from Tennessee talked about the ex-
traordinary measures that ought to be taken and the like. I still
want Congress to go out and pick the low-hanging fruit. Mr. Ca-
ruso, my figures are that if Congress increased CAFE standards by
just 2 miles a gallon—just 2 miles a gallon—that would more than
exceed peak ANWR production of 1 million barrels a day. Could
you tell me if you think those figures are correct? That is our infor-
mation.

Mr. CARUSO. I would have to double-check on that, but it does
not sound unreasonable. 2 miles per gallon. I think the average
automobile in this country is achieving about 25. So it is about 10
percent.

[The following information was received from Mr. Caruso:]

An increase in CAFE standards would not bring about a short-term reduction of
motor-fuel use. The rulemaking process takes a certain amount of time. The indus-
try must receive a reasonable lead time to implement changes to their product plans
(an additional 2-5 year period). However, the longest delay occurs because of slow
capital-stock turnover. Only a fraction of the total vehicle fleet is affected by im-
provements in a single model year. It therefore takes about 20 years to realize the
full impact of a CAFE change. ANWR development also takes time. The EIA esti-
mates that under the mean USGS resource scenario, the ANWR region, including
the state offshore area and native lands, would begin to produce about 40 thousand
barrels per day 9 years following a decision to open the area to exploration and de-
velopment. In this scenario, production would peak at about 875 thousand barrels
per day 20 years after the decision to open the area. Production would be lower in
a low-resource scenario and higher in a high-resource scenario—the actual level of
fesm(lirces will only become known over time if exploration and development are al-
owed.

A 2 miles-per-gallon (mpg) increase in the CAFE standard for light trucks, a cat-
egory that includes pickups, sport utility vehicles, and minivans, is projected to re-
duce motor fuel use by 40 thousand barrels per day 3 years after it takes effect,
with the impact growing to 200 thousand barrels per day 12 years after implemen-
tation. An increase of 2 mpg in the CAFE standard for cars, which would require
new legislation, is expected to have little if any impact on motor fuel consumption,
since fuel economy is likely to exceed the current standards by that amount given
the outlook for gasoline prices.

Senator WYDEN. I would just say to colleagues I hope we can get
back at this. Nobody is talking about 20 miles or anything like
that, but to not take a baby step. I asked for 1 mile a gallon in
the conference committee. I said let us just raise mileage standards
1 mile a gallon, just 1 mile, and you would have thought western
civilization was going to end. Senator Wyden is going to put all
these people out of work. I hope we can come back to that.
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I would like you to furnish that for the record, Mr. Caruso, be-
cause I think there are some baby steps that can be taken here.

Mr. Smith, a question with respect to what we could do to help
people this winter. I am concerned that the Federal Government is
not using its purchasing power out in the marketplace to get a bet-
ter deal for programs like the Low-Income Home Energy Assistance
Program. Contracts between the natural gas suppliers and private
companies allow these businesses to purchase cheaper natural gas
when they buy in bulk. The Federal Government is the largest con-
sumer of energy in the United States. Why should the Federal Gov-
ernment not go out and bargain, on behalf of low-income people
and taxpayers, for programs like the Low-Income Home Energy As-
sistance Program?

As far as I can tell, the Federal Government buying energy for
low-income people this winter is like a guy going to Costco and
buying toilet paper one roll at a time. Nobody would shop that way,
but the Federal Government will not be a smart shopper, and I
think they ought to do it this winter. What do you think?

Mr. SMITH. Senator, I believe that is a good idea. States such as
New York and States in New England have programs that use the
purchasing power that we have for the Low-Income Home Energy
Assistance Program to go to the marketplace. For example, in New
York we spend $60 million a year on heating oil for our low-income
consumers. In the past, we usually buy at the worst part of the
year, in the wintertime when the prices are highest. This year we
have worked with our heating oil distributors in New York State
to, say, give us a break for the first truckload of oil that goes to
a home heating oil dealer and we will guarantee you a certain per-
centage over your marginal price of oil. And what we promise you
is that if you do that, we will promptly pay you because we hear
the oil dealers saying that we need to wait for when we get paid
by government. So the States are taking those efforts across the
Nation because we have the purchasing power of using our dollars
in our States to make a difference. I think it would be wise for the
Federal Government to look at that program as well and to make
those kinds of efforts in the Federal Government.

Senator WYDEN. So you support the idea. Any idea of what kind
of savings that the Federal Government could make? Everything
that I hear is we are going to run way, way short of funds for low-
income folks this winter, and this would be a chance to do some-
thing quickly to make better use of those dollars. Any idea of what
kind of savings?

Mr. SMITH. Mr. Wyden, I cannot speak to the Federal Govern-
ment, but I know in New York State last year we had a pilot pro-
gram and we saved consumers 12 percent on their home heating
oil costs for low-income consumers, which is significant if you are
a low-income consumer and you are living paycheck to paycheck.

Senator WYDEN. Well, the chairman and the ranking minority
member have gone, which is the story of my life I guess. But the
chance to save, colleagues, upwards of 10 percent by making sure
the Federal Government is a smart shopper for low-income people
just strikes me again as low-hanging fruit. It is one thing to talk
about complicated, difficult kinds of things. This is something we
can do. We can do it this winter.
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One last question, if I could, for you, Mr. Caruso. Yesterday the
price of crude went up by $1 a barrel just as a result of the threat
of tropical storm Wilma. Now, NOAA, the atmospheric agency, ex-
pects that tropical storm Wilma could intensify into a hurricane
and enter the gulf region. What are your projections at this point?
I realize that this is a difficult science to prosecute, but what are
your judgments about what would happen to energy costs if there
was another storm in the gulf at this point?

Mr. CARUSO. Well, as you correctly point out, we have not actu-
ally analyzed the impact of Wilma, but clearly because we are al-
most fully utilized now in terms of crude productive capacity on a
world basis—still 10 percent of our refinery capacity is down—
there would have to be a substantial spike in prices if there was
a further disruption. I think what we have learned in this experi-
ence and in previous experiences is that because of the very low
elasticity of supply and demand, it takes very high prices to rebal-
ance the market when it is as tight as it is today. So I would say
a significant price increase if, indeed, there were a further signifi-
cant disruption.

Senator WYDEN. One last question for EIA. As I understand it,
the estimates of winter fuel costs are based on a household metric,
which includes multi-family units. And I also understand if the es-
timates were revised to reflect a homeowner basis instead, the esti-
mated increase in fuel costs would be much, much higher. Some
analysts have suggested it could be as high as a $600 increase
versus the $350 increase that you indicated for natural gas. So
what I am concerned about is that the Government is low-balling
the estimates here and we could be talking about almost double the
estimate.

Would you like to comment on this?

Mr. CARUSO. Just to say that that is accurate, that our household
metric includes both single family and multiple family housing. I
spoke with Mr. Sullivan before the hearing and asked him, in
terms of New England, what is the average single household user,
and it is about 800 gallons per winter, and our metric is about 700
gallons. So the numbers you cited sound higher than I would esti-
mate, but I do not really have those in front of me right now.

[The following information was received from Mr. Caruso:]

For the upcoming winter, the November 2005 Short-Term Energy Outlook (STEO)
projects that on average, all households (includes both single family households and
households in multi-unit buildings) can expect to pay an additional $221 or 28.1 per-
cent more for heating costs this winter compared to last winter. For those house-
holds that use natural gas as their primary heating fuel, expenditures for natural
gas use (including heating and other uses) are expected to increase by $306 or 41.2

ercent.
P Single family households that use natural gas as their primary heating fuel can
be expected to pay $99 more for natural gas this winter than the average for all

households that use natural gas as their primary heating fuel (due to their larger
average housing unit size).

Senator WYDEN. My time is up, but why do you not get back to
me on that? I would like to get that clear.

Mr. Caruso. I will.

Senator WYDEN. Thank you, Mr. Chairman.

Senator THOMAS [presiding]. Thank you.

I guess it is my turn next here.
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Mr. Caruso, you mentioned, in terms of the hurricane recovery
and so on, that now there is normal storage. What do you mean
by normal storage?

Mr. CARUSO. Based on a 5-year average of where natural gas in
storage, as we prepare for the winter, has been over the last 5
years. We are now right about in the middle or to the upper end
of that band.

Senator THOMAS. I understand that all of you here today are not
producers, that you are distributors and other kinds of things. But
if we do not have a difficulty in reduced storage, why do you see
this big talk about price increases and all this concern about it?
How do you justify that, Mr. Caruso?

Mr. CARUSO. Well, the main pressure on natural gas prices has
been the lack of ability to meet demand on a regular basis. We are
not finding enough natural gas to meet

Senator THOMAS. Have we ever had a shortage? Has anybody not
been able to go with their services?

Mr. CARUSO. Well, we have had spot shortages in the past.

Senator THOMAS. Where?

Mr. CARUSO. In the Northeast during times of severe winters.

Senator THOMAS. We had them before. The price was not as high.
I guess I am a little concerned as to the justification. If we are in
the marketplace and we have storage, we have production, why is
the price doubled or tripled?

Mr. CARUSO. It is exactly what you pointed out. It is the supply/
demand fundamentals which are driving it.

Senator THOMAS. But you have already said there is storage. You
said we are going to have normal storage this winter. No one here
has said we are going to have a shortage.

Mr. CARUSO. That is correct. We have enough gas in working gas
in storage to assure the local distribution companies——

Senator THOMAS. I guess you begin to wonder whether this is a
speculative kind of a stock market kind of a fluctuation or whether
it really has to do with production.

Of course, we are not going to be able to do much about this win-
ter except consumption. Is that not true?

Mr. CARUSO. That is the most likely short-term response, yes, sir.

Senator THOMAS. Yes, the really short-term response.

I am a little interested, as you talked, Mr. Kuhn, about LNG and
increasing that. Our policy that we are talking about in energy is
to reduce our dependence on foreign production. So why then do we
push for more foreign production in gas?

Mr. KUHN. Well, Senator, I think that is a very good question.
Utilities all over the world right now are turning more toward nat-
ural gas, and I believe that when we have additional LNG sites,
that certainly is going to be helpful to us in terms of increasing the
supply, but it is certainly not going to be any guarantee that we
are going to have lower natural gas prices.

Senator THOMAS. If we are looking for less dependence on the
world supply and the world supply is growing, it looks like we
ought to be looking at ways, even though they may not be imme-
diate. And you are looking at very technical changes in the costs.
After all, coal is our largest supply of fossil fuel and the generators
have not used coal at all. Now, I know there is a number of reasons
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for that. Part of it is transmission. Gas generators, the small ones
closer to the market, are easier to build with gas. But should we
not be making some longer-term changes so that we can use do-
mestic fuels?

Mr. KUHN. Senator, I fully agree with you. That is just the point
that we made in our testimony, that we need to return to building
some baseload power plants, namely coal and nuclear power plants,
to use our 300-year supply of coal. I think that is going to be ex-
tremely important. It certainly would alleviate the natural gas
problem.

Senator THOMAS. We do not seem to have any difficulty in pro-
ducing coal. Has there been a transportation problem for you to get
it from, say, the West?

Mr. KUHN. In the past year, there has been a transportation
problem. About 40 percent of our coal comes from the Powder River
basin. There have been accidents out there that have caused dam-
age to the tracks. That has caused a situation where coal supplies
and deliveries have been impeded in some situations. Utilities have
had to draw down their stockpiles of coal for the wintertime.

That, I think, leads you again to the fundamental principles that
we probably ought to increase alternative routes out of the Powder
River basin. The Minnesota and Dakota and Eastern Railroad has
a proposal for an alternative line.

Senator THOMAS. Even though we have immediate problems, we
ought to be looking at a longer-term policy.

One more short question. Mr. Smith, you indicated a study in
price gouging results. What was the result of your study?

Mr. SMiTH. In New York State, we have elicited the Consumer
Protection Board and our State attorney general to have an energy
hotline, as well as an investigation. Right now we have on the
order of 300 instances of purported price gouging that are being in-
vestigated by the attorney general. That investigation is ongoing.
What we are doing is if it appears prices are out of line, we are
directing consumers to call the attorney general or call the Con-
sumer Protection Board and we are going to investigate.

Senator THOMAS. The consumers are pretty much dependent on
the price that you all set in the State. When we really look at the
base price, is there any reason—it just sometimes makes me think
that there is more speculation going on here in the price of energy
than there is a real market thing. I do not suppose you look at
that.

Mr. SMITH. We have not, sir.

Senator THOMAS. Okay. I have taken my time. Thank you, Mr.
Chairman.

The CHAIRMAN [presiding]. I think, Senator Salazar, you are
next.

Senator SALAZAR. Thank you very much, Senator Domenici and
Senator Bingaman, and thank you for holding this hearing.

I have a question for Guy Caruso. If we were to move up the in-
centives that we created for energy efficiency in the bill that this
committee put together, could we have an immediate impact on
what is happening this year with respect to the high fuel prices
that we are dealing with?
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I have spoken very positively about the bipartisan work of this
committee and the Senate on the energy bill. I think one of the
most important cornerstones of that bill is the fact that we embrace
conservation. When I look at the conference report where we have
the residential and business credits for energy-efficient equipment
and materials relating to heating, windows, furnaces, hot water
heaters and the like, it seems to me that that was a very important
part of this energy bill. I think it was Chairman Domenici who
said, if we had done that maybe 4 or 5 years ago, we might be in
better shape today.

If we were to move up the time line for the implementation of
those efficiency programs to make it effective upon a bill that
might be passed by the Congress and signed by the President, say,
by November 1 or December 1, could we see an impact with respect
to prices for this next year alone?

Mr. CARUSO. I would have to look at that in much more detail,
but my recollection is that most of those energy efficiency provi-
sions do require a longer lead time than this winter. So I think it
would probably take a bit longer for them to actually have an im-
pact on a short-term supply or demand. But clearly moving them
up would improve our situation, but probably not dramatically in
terms of this winter. Most of them have 3- to 5-year lead times.

Senator SALAZAR. Let me ask you this question as a follow-up.
It seems to me as a homeowner that when I started looking, as
most Americans are, at the cost of gas and heating oil for this next
winter, having to pay 36 percent more, that maybe this is an op-
portunity for me, as well as many Americans, to put in a new fur-
nace before the height of winter. So maybe it is just targeted at a
furnace or maybe windows. But I think it would create an incentive
for people to bring in these much more efficient furnaces and per-
haps windows than we had 30-40 years ago. I do not know what
the average is in the United States of America today, but I would
bet you that most furnaces in homes have been there for 20 to 30
years. The industry, I think, with the new more efficient producing,
could have a major impact on that.

So I am just trying to figure out what the short-term action is.
Most of what we did in our energy bill is long-term, but is there
something that we could do to incentivize homeowners for short-
term action and conservation by maybe adding new concepts on the
energy bill?

Mr. CARUSO. Well, I think there are. The energy efficiency tech-
nology is there. If we took the best available and we are able to
utilize it more effectively, I think the opportunity is there. So I
think you are absolutely right, that if we could provide those incen-
tives, the technology is there and particularly in the residential
and commercial sectors where the tendency is for consumers not to
take advantage of some of the efficient technologies because they
do not understand or do not have sufficient information to under-
stand that the return on that investment could be utilized in a rel-
atively short period of time. So I do think the opportunity is there.

With respect to your specifics, I would require more detail to look
at it.

Senator SALAZAR. Let me ask another question related to the
Federal Government and the Federal Government’s use of energy
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whether that is in fuel for vehicles or heating our buildings. We
have heard the President make statements to the Nation about the
importance of energy conservation for this year, and it seems to me
that what the President is calling for is immediate action that we
take as a Nation with respect to conservation. If there were a re-
quirement that we would impose on our own Federal Government
to reduce the consumption of energy by, say, 2 percent, would we
see an impact at all in terms of fuel prices for this next year if we
were to make that kind of requirement effective immediately?

Mr. CArRUSO. Well, I think the President has ordered that all
Federal agencies do reduce their use of energy. And there is this
Federal Energy Management Program, so-called FEMP, which is in
place. So I do think it could have an impact. For the actual price
impact, I would need to provide specifics for the record, but it can
have an impact. But the Federal Government is not a large con-
sumer relative to the whole country, but it would have an impact.

[The following information was received from Mr. Caruso:]

What is the difference between the Federal Government cutting its energy use 1
percent, 10 percent, or 20 percent?

In fiscal year 2004, the Federal government’s primary energy consumption was
about 1.6 quadrillion British thermal units (Btu) of energy, of which almost 1.2
quadrillion Btu were used by the Defense Department. About 0.7 quadrillion Btu
were used for military fuel.

The total Federal primary energy consumption of 1.6 quadrillion Btu is minor
compared to an annual U.S. primary energy consumption figure of 99.7 quadrillion
Btu. Therefore, saving 1, 10 or 20 percent of Federal energy use would have little
impact on U.S. aggregate energy consumption. For example, if total Federal energy
use were reduced by 20 percent, aggregate U.S. primary energy consumption would
declﬁli by 0.3 percent, and would have a negligible short-term impact on energy
markets.

Federal adoption of energy efficient technologies and practices can, however, serve
to demonstrate approaches that can be usefully applied in other parts of the econ-
omy, while also using Federal funds wisely.

Senator SALAZAR. If I may, Mr. Chairman, just one more ques-
tion on that. In terms of the cutback with respect to fuel supply
usage by the Federal Government, is there a significant difference
between, say, a 1 percent reduction in energy over a 10 percent,
over a 20 percent? When does it become meaningful enough that
it starts having an impact on the market, or is the Federal Govern-
ment such a small player in all this that it does not really matter?

Mr. CARUSO. Well, as I mentioned, the specific numbers I cer-
tainly could provide for the record. But clearly, when you start get-
ting into numbers like 10 or more percent, even though relative to
the whole country it is not huge, it can make a difference. So I
think every component of our energy economy can contribute to
this. Most importantly, of course, the calls for conservation that the
chairman has mentioned even today and that the President has
mentioned and that Secretary Bodman is initiating in the energy
efficiency programs all can make a huge difference.

Senator SALAZAR. Thank you, Mr. Caruso. Just as a follow-up re-
quest, to repeat I think what the chairman asked. It would be use-
ful for us as a committee to have all these conservation measures
that people are talking about as a short-term thing that we can do
that also would have a quantification of what that means relative
to energy savings. Would it have an impact with respect to the fuel
prices that we are expecting for this coming winter?

The CHAIRMAN. Thank you very much, Senator.
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Senator Burns.

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

Building on the conversation with Senator Salazar and Mr. Ca-
ruso, I would say this administration should turn it up as far as
conservation. There should be Presidential leadership here. Nobody
has a better bullhorn than the President does as far as taking some
steps, reminding people about conservation.

By the way, we will be having a hearing on the 25th with regard
to procedures and the process of opening up new leases on public
lands as far as natural gas is concerned. We know we have tremen-
dous reserves in natural gas in this country and particularly in the
West. It is accessible and the infrastructure is there to get it on
line as fast as any other place that we could think about right now.
We are going to be listening on that, and that is at 9 o’clock on
the 25th.

When we look at these numbers right here, they are pretty stag-
gering.

Also, this committee did Fuels for Schools with the Forest Serv-
ice. We have conversions now going on in our schools of burning
slash and using what comes off of our forest that cannot be used
for anything else being given now to the schools in areas where
they are next to a national forest. That has been fairly successful.
We see it happening every day in sawmills, and, of course, even
with the Forest Service and what is left on the ground after a log-
ging operation or whatever is there. And that is saving thousands
and thousands of dollars for fuels in schools.

But I also note by looking at the chart—and, Mr. Kuhn, you can
bring us up to date on this, if you would—we do not see any real
push. We put a lot of money in clean coal technology. We know
that we can burn coal cleaner now than we have ever burned it be-
fore, but yet there is no real push to put coal back in the mix.
Maybe our policy has not been one that would drive things to coal.
Our policy took us to natural gas. That was a policy set by this
Government. We need a policy now that takes us into the most effi-
cient part and the low-cost part of producing electricity. Would you
agree with that?

Mr. KUnN. I do agree, Senator, and I think that, once again, the
Energy Policy Act of 2005 helps us to get there. But people are be-
coming more interested in coal I think, obviously, because of the
higher natural gas prices. There are some 28 coal plants now that
are being planned, another 22 plants are being planned, another 16
that are under consideration. Some of them are IGCC plants. That
would be the integrated gasification combined cycle plants that
would be extremely clean coal plants. I think that the future for
coal has to be a major part of our planning for the future. It rep-
resents more than 50 percent of our current generation and it is
absolutely key and critical to the major supply of coal that we have
in this country.

Senator BURNS. Also, I see nowhere in the plans where we are
looking—and I just met with the Bureau of Reclamation just a sec-
ond ago. They are now looking for more hydro. We do not know
what is out there as far as hydro is concerned and how it interfaces
with irrigation and everything else. We may have some possibilities



50

there. Would you agree that maybe we should be looking in that
direction too?

Mr. KUnN. I think you have to be looking in all directions, Sen-
ator. To the extent that we can take particularly existing hydro fa-
cilities and find out whether or not it is possible to increase their
capacity, I think that would be the most promising situation.

Senator BURNS. Now, Mr. Caruso, whenever you say we store
and we put in salt domes natural gas, what is our shrinkage on
recovery?

Mr. CARUSO. It is quite low, Senator. I do not have the specific,
but it is certainly less than 1 percent.

Senator BURNS. Would that be about the same as the crude that
we store in salt domes also?

Mr. CARUSO. We have very little shrinkage in the crude salt
domes in the SPR. It is extremely low, the actual loss in the stor-
age facilities in the salt domes.

Senator BURNS. You think it is down to around 1 percent.

Mr. CARUSO. It is less than that.

Senator BURNS. Less than that.

Mr. CARUSO. Less than that, yes, sir.

Senator BURNS. I did not know what our shrinkage was when we
recovered it and started to use it.

Now, I would ask anybody that wants to tackle this one. How do
we change that energy bill to make you more efficient and to im-
prove it for the consumers?

I want to congratulate New York. I do not congratulate New
York every day, you know.

[Laughter.]

Senator BURNS. This is a high point of my career, and I will
probably lose my image here. But I want to congratulate New York
because I think they have got a handle on conservation and have
taken the right steps and have reacted.

What can we change in that bill to make it better for consumers
and still keep some profitability and energy production and make
sure that investment happens and we continue to produce? Does
anybody want to tackle that? Mr. Kuhn, do you want to start off?

Mr. KUHN. One of the most important things here for us in the
future is the long-term outlook with respect to environmental
issues, and that is why we feel so very strongly about the multi-
missions legislation that would give us a certainty to plan for the
70 percent reductions in emissions that we plan to achieve over the
next 15 years. Understand that we have already reduced emissions
by 40 percent in this country while we have more than doubled the
use of electricity. We plan on doing a lot more, but the multi-mis-
sions legislation would give us a great deal of certainty in the fu-
ture and would be the best economic cost for the consumer and it
would be a great assist to us in terms of utilizing the coal that you
just mentioned.

Senator BURNS. Mr. Downes.

Mr. DOwWNES. Senator, I think the point that I was trying to
make earlier is that I would love to be here today to tell you we
just have to do these one or two things and that will take care of
everything. Unfortunately, that is not the reality.

Senator BURNS. We could at least tinker a little.
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Mr. DowNES. We have made great progress on conservation. I
would say to you that is something that we should do whether
prices are high or low because it is good for efficiency, it is good
for the economy, and it is good for the environment. But the reality
is we have got to make progress on production and supply. Those
are tough issues and we all realize that, but we have got to make
progress on that if we are really going to tackle this in the long
term. But having said that, that has got to be part of an overall
strategy that looks at not only increasing the supply side, but also
focuses on increasing the efficient use of natural gas.

Senator BURNS. Mr. Smith.

Mr. SMITH. Mr. Burns, first of all, thank you very much. I will
be sure that Governor Pataki understands and receives your con-
gratulations on the work that we are doing in New York.

I think from our perspective, from the State’s perspective, there
is an opportunity here, and I think the opportunity is we have au-
thorized in the energy bill a lot of programs that will make a lot
of sense to consumers. I think there is an opportunity to put appro-
priations behind those authorizations.

The first thing is in New York, what we are trying to do is we
are spending $1 million right now in a public information campaign
to educate consumers on what they can do this winter. They can
take advantage of the programs that we offer through NYSERDA,
through our public utility commission, to save energy because we
think we have to arm consumers with information. That is the first
thing, is making consumers aware.

The second thing the Federal Government can do is make the
money available to the States. The States are the best place. They
are on the front line of making sure that things happen because
we deal with our industries. We deal with our schools. We deal
with our hospitals. We deal with our consumers one to one, face to
face to make sure that they make cost effective energy efficiency
investments that pay back better than passbook savings, better
than the stock market.

Senator BURNS. Well, when you start talking about money from
the Federal Government and the States, the States have some re-
sponsibility also in this. Working together, maybe we can come up
with an awareness program that would probably pay off.

Thank you, Mr. Chairman. I appreciate that.

The CHAIRMAN. Thank you for waiting and being so patient, Sen-
ator. I am sorry that it takes so long.

We are going to move now to Senator Dorgan. The same to you,
Senator. Thanks for your patience.

Senator DORGAN. Mr. Chairman, thank you.

I am going to ask most of my questions of Mr. Caruso, but let
me say that I think the witnesses have all provided some impor-
tant and useful information today and I thank all of them for being
here.

Mr. Caruso, the first 3 pages of your EIA talking points or, I
guess, the publication really deal with hurricane Katrina. And I do
not disagree at all that that caused some pretty substantial disrup-
tion. But the price of oil and the price of natural gas and the price
of gasoline the day before Katrina hit or the month before Katrina
hit all were at very substantial levels. Was that not the case?
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Mr. CARUSO. That is correct. We had a very tight oil and natural
gas market this summer.

Senator DORGAN. And tight market means what? It means that
there is greater demand than there is supply, or does it mean high-
er price?

Mr. CARUSO. Yes. The crude oil spare capacity in the world was
already down below 2 million barrels a day in August before
Katrina hit.

Senator DORGAN. So the price of a barrel of oil was roughly in
the mid-60’s before Katrina hit.

Mr. CARUSO. That is correct.

Senator DORGAN. And mcf of natural gas was

Mr. CARUSO. About $10.

Senator DORGAN. $9-$10 an mecf.

Mr. CARUSO. Yes, on the spot market.

Senator DORGAN. The price of a gallon of gasoline was?

Mr. CARUSO. $2.61.

Senator DORGAN. The reason I mention this, Mr. Chairman, is
there is this notion somehow that Katrina has caused all this price
issue. It has not. This price issue was occurring well before Katrina
formed as a hurricane.

I want to ask a little about the subject that was explored by my
colleague from Wyoming. You indicated that as we go into this win-
ter, natural gas storage is about average, not below average, about
average. Is that correct?

Mr. CARUSO. That is correct.

Senator DORGAN. If natural gas storage is at about average levels
and in the EIA submission for this month, you say that demand
for natural gas is expected to fall by 1.2 percent, I do not under-
stand the construct of how a market system works in which you
have average storage and projected less demand in the year and
therefore record prices. Can you describe how that works?

Mr. CARUSO. Sure. I think one of the reasons storage is average
or close to average is that the local distribution companies and
other gas companies have been buying gas over the summer in
order to get to this point and they are willing to pay a price pre-
mium to ensure that their customers have enough gas. So that has
been part of this upward pressure on price in order to get the stor-
age to where we are.

The other part is that during the summer we had a warmer than
normal July and August putting increasing demand for air condi-
tioning and electric power, and the peak units which supply that
incremental demand, as was shown in the chart by the committee,
has been these gas peaking units. But they are putting pressure on
gas demand in the summertime.

Senator DORGAN. But are you not projecting a 1.2 percent de-
crease in natural gas use this year in America?

Mr. CARUSO. That is correct. And what has happened since the
summer are two things. One, the price elasticity of demand for gas
is low, but it is not zero, and particularly industrial consumers of
natural gas have reduced their utilization of natural gas. And sec-
ond, the infrastructure that was devastated by both Katrina and
Rita have had a direct impact both in the refineries which utilize
natural gas in some instances, in petrochemical plants. All, of
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course, are now demanding less. So there is going to be a direct im-
pact on demand and there is going to be a price impact and there
will be an income effect as well.

Senator DORGAN. Mr. Caruso, the last time you appeared before
our committee, we had a chance to talk a little about free markets.
I made the point that the market for, particularly, oil—let me talk
about oil just for a moment—is made by having, first and foremost,
the OPEC country oil ministers sitting around a table somewhere
in a room that we are probably unaware of making decisions about
production, supply, and price. And second, the major integrated oil
companies are much bigger as a result of block buster mergers in
recent years, having greater muscle in the marketplace. And third,
by a futures market that has now become much more than a mar-
ket that provides simply for liquidity, but in fact has become a
speculative bazaar. In the framework of these three events, we still
talk about the free market. In fact, in my judgment, there is not
much of a free market here. But that deals with a whole range of
issues, oil, gas prices, natural gas prices.

You talk about on average the average homeowner in this coun-
try will see a cost increase of about $350 to heat their home this
winter. Of course, you probably would expect me to say that we do
not live on average in this country. We live, for example, in Minot,
North Dakota, or perhaps Alaska. We have different climates, dif-
ferent amounts of consumption of home heating fuel and natural
gas to heat our homes. What do you expect will happen in the
Northern Great Plains? You say $350 on average. What should we
expect in the Northern Great Plains with respect to price increases
for natural gas inasmuch as a substantial portion of our people
heat their homes with natural gas?

Mr. CARUSO. We do have a regional breakdown of our model, but
it is not on a State-by-State basis but it is a regional basis. For
your region, we are expecting a larger increase, as you might imag-
ine, because of the increased number of heating degree days in that
climate, plus the price increase I have already mentioned. So we
are looking at, for that region, about a 61 percent increase over last
year’s heating bill. In some instances, it would substantially exceed
that $350 national average that you have mentioned. So you are
absolutely correct. It varies considerably by region, by the type of
home you live in, the square footage, as well as your insulation and
other technical factors.

Senator DORGAN. Well, we are pretty well insulated in the North-
ern Great Plains. We are not insulated against 61 percent price in-
creases or 61 percent cost increases, I should say.

Let me just finally say I think all of you have talked about the
dislocations this is going to cause. This is not going to go away. The
reason I mentioned the Katrina references on the first three pages,
I think, yes, there is a set of issues here that deal with Katrina
and ought to make us aware of our responsibilities to deal with the
next emergency of that type or, rather, disaster of that type. But
I think energy pricing is now changing and may be changing in a
permanent way, in a way that in my judgment is going to enrich
some and impoverish others in this country. I think we, as a mat-
ter of public policy, have to take a good, hard look at what all this
means.



54

I mentioned at the other hearing where you appeared—just to
give you an idea of where we are headed here. You say we use 84
million barrels a year, generally on the planet here. We use a quar-
ter of that in this country. China, 1.4 billion people roughly, has
20 million cars on the road. They expect in the next 15 years to
increase that by 100 million automobiles. Plug that new demand
against 84 million barrels and the expected increase and where the
increase in production might come from, and then ask yourself
what the price of a barrel of oil will be in the future, and who is
going to benefit, whose treasuries will be full, even as people are
pained when they go to the gas pumps or when they try to buy nat-
ural gas to heat their homes. I think there are some real serious
problems here, very serious problems. We are just beginning to
scratch the surface. I think it begs for action by the Congress. I will
talk more about the specifics later.

Let me again thank all of you for being here and presenting tes-
timony today.

Mr. Chairman, thank you.

The CHAIRMAN. Thank you, Senator.

Senator Allen.

Senator ALLEN. Thank you, Mr. Chairman, for once again hold-
ing a very important hearing which is so vital for jobs in this coun-
try, competitiveness, as well as our national security.

I do want to associate myself with the comments of Senator Dor-
gan. This Katrina and Rita disaster has caused a spike, but these
were conditions precedent before Katrina hit. There are many
things that we need to do, and I think these hearings you have
held, Mr. Chairman, are helping us coalesce behind ideas that can
work short-term as well as long-term. I think action does need to
be taken. The passage of the energy bill I think was finally, after
many years of delays and obstruction and so forth, very positive.

Senator Burns and I have a measure. It has to do with gasoline.
I know we are focused on natural gas here and electricity. But
there are 100 different fuel blends. We ought to harmonize them.
It will help with our limited refinery capacity, just as you saw a
big increase in the number of permittings of natural gas, electricity
generation, you have seen virtually no new refineries in this coun-
try. And so if you harmonize them to a few blends, it will help re-
finery capacity, reduce costs, and it will help in the pipelines.

We also need to be looking at new technologies, conservation
ideas, biofuels. What Senator Dorgan was talking about with India
and China, no question. It even makes economic sense, great eco-
nomic sense, for these biofuels for the future, as well as coal for
different types of fuels.

Efficiencies and conservation, absolutely essential. Good incen-
tives.

One thing I want to add to the mix is telecommuting. With the
broad band and the Internet, there is no reason why people have
to all the time—and there is about 60 percent of the jobs in this
country that are conducive to telecommuting, which reduces the
number of gallons being purchased, reduces air pollution, and also
gives people a better quality of life. That is an efficiency that I am
going to be proposing there as well.

The CHAIRMAN. What is that, Senator?
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Senator ALLEN. Well, it would be a tax credit for telecommuting,
say, $500 or some amount, because they are going to have to set
up that office with the computers and supplies. If they do that,
whoever pays for it, whether it is the individual or the em-
ployer——

The CHAIRMAN. Instead of commuting, they telecommute.

Senator ALLEN. Telecommute, and they have to do it at least 1
day a week. Really just reducing the congestion by a few percent-
age points every day is good for air quality. It also reduces conges-
tion, and it has been something that has been proven out. You see
it on Fridays around here. There is less congestion on Friday be-
cause there are fewer people here. Telecommuting can have that
impact just, say, in the D.C. area every day while also saving fuel.

Now, we did not get into electricity other than how much is used
for electricity. Natural gas production needs to be increased. We
need electricity, though, as a national policy incented toward clean
coal, since we are the Saudi Arabia of the world in coal, and ad-
vanced nuclear rather than using natural gas for baseload. I can
understand why it is done for peak power. 23 percent was appar-
ently the evidence here of natural gas for electricity. What percent-
age is used for baseload electricity? Do any of you all have an an-
swer to that?

Mr. KUuHN. Well, that is a hard number to clarify, Senator, and
we can get you the exact number. But most of the power plants
that have been built over the last decade that you saw in that
chart were fairly large combined cycle plants that, in many case,
do serve the baseload.

Senator ALLEN. All right. Here is what people have to do. People
are sitting here building a new house. What should I use for heat
or for a heat pump? I would generally say use electricity these days
rather than natural gas. However, if you look at this—and this is
in Mr. Caruso’s outstanding testimony and evidence—you break
the country down by regions, and the South Atlantic which is
where Virginia is, the Mason Dixon Line south to Florida, we use
for our electricity 25 percent nuclear, 52 percent coal, 13 percent
gas. Then you take New England, though, it is 47 percent gas, 14
percent coal, which is low, 27 percent nuclear, and then another 9
percent oil. So you have 47 percent of the electricity generated in
New England is from oil and natural gas. In certain regions of the
country, by their decisions, however they were made, to generate
electricity by oil or natural gas, as opposed to coal and nuclear,
their electricity costs are undoubtedly going to have to go up this
winter, even if they were relying on electricity as opposed to nat-
ural gas for heating their homes.

So my concern is, as a country, while we are concerned about in-
dividuals—we heard from Mr. Liveris with Dow Chemical—and
this has to do with jobs, manufacturing jobs in everything from
plastics to masonry products to chemicals to fertilizers to tires. So
many of these jobs are going overseas. It looks very dismal for
those jobs to stay here where they can get more affordable and
more reliable natural gas.

Mr. Downes, what will you all be able to do? I know your No.
1 concern is consumers in their homes, but these jobs matter a lot
to this country. What can you do, as best you can, to answer these
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concerns in manufacturing jobs because ultimately people who
have homes do need jobs as well?

Mr. DOwWNES. No question. I think, Senator, that goes back to the
point that I made earlier, that there is no single answer here be-
cause the reality is that energy demand is going to continue to
grow and we are going to need as much new sources of supply and
energy strategies to deal with that.

As I said, I would love to be able to say to the panel here today
just do this one thing and it will be taken care of, but when we
are talking about manufacturing and the impact that it has had—
certainly Dow Chemical can give us all the statistics in the world,
which we have all heard, and the devastating impact and the hun-
dreds of thousands of jobs that have been lost already—we have to
address the supply and production issue. There is just no way
around that.

Again, as I said earlier, I will be the first one to tell you that
even though I am not in the production business, I recognize that
those issues are challenging and that there are many different
stakeholders in the process. But until we take that issue on to in-
crease supply and combine that with the other steps that we are
taking in terms of conservation, efficiency, what you are talking
about in terms of investment in technology, we are going to have
a problem.

What I would suggest to you is as we look longer term and we
look at, hopefully, our energy mix changing and look at things like
biofuels and renewables, that we could view natural gas as a bridge
to get us there. But we cannot do that with prices where they are
right now, and the way that we have to address that is through
this combination of initiatives in the short term, whether they be
supply, production-based, efficiency, and conservation.

Senator ALLEN. Thank you.

Mr. Kuhn, you mentioned how many power plants were coal. Do
you see any new nuclear power plants on the horizon? I have
talked to some companies. Do you have an aggregate number since
we passed this measure for advanced nuclear plants?

Mr. KUHN. Senator, I believe that there are some very, very seri-
ous consortia right now considering building new nuclear power
plants. This is one area where I disagree with the projection that
Mr. Caruso has and the Energy Information Administration data
that talks about that no new additional nuclear plants would be
there before 2025. We do believe that because of the legislation you
passed and because of the increase in interest and necessity for nu-
clear power plants in the future, that there will be several new nu-
clear power plants ordered in the next several years.

Senator ALLEN. Thank you. Thank you, Mr. Chairman.

The CHAIRMAN. Now, Senator Murkowski, first I want to say I
commend you for all the work you do on this committee, and I
know tomorrow might be your exciting day with ANWR.

Senator MURKOWSKI. Hopefully it will be a good and positive
day, Mr. Chairman.

The CHAIRMAN. That is what I say. I will be here and smiling,
if I can, if I have got the numbers right.

But I think we should set the record here. Now, there is going
to be a vote called at 10 after, but that gives us 15 minutes. You
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proceed. I will ask some questions and if you want a second round,
we will come to you.

Senator Allen, you are finished for the day?

Senator ALLEN. Yes, I am.

The CHAIRMAN. I want to thank you also. To stay around, Sen-
ators, means that we are getting something done. Most of the time
Senators do not wait on these hearings, but these are important
and I very much appreciate your genuine interest.

Senator Murkowski.

Senator MURKOWSKI. Thank you, Mr. Chairman, and I too want
to thank you for continuing to highlight this issue. We are not just
having one quick hearing and saying we are done with the discus-
sion. I think the American public deserves more and I appreciate
the time from the very distinguished panel here this afternoon.

I also want to comment on Senator Dorgan’s comments and those
made by Senator Allen. I am so concerned, I am so troubled with
the direction that this country is taking when it comes to natural
gas. We know what the picture is in this country with our reliance
on foreign sources of oil. We talk about the numbers and we argue
whether it is 57 percent or 58 percent or close to 60 percent, but
the fact of the matter is this puts this Nation in a very vulnerable
sp<iils. And we are going in that direction with our natural gas as
well.

I am looking through the analysis here, the Short-Term Energy
Outlook, and discussing the U.S. natural gas markets where the
impact that the domestic supply here has without much real dis-
cussion about China, about India, about the development in terms
of these countries as a consuming nation where we just simply
have not had them factored into the energy equation in the past
and how that is going to affect us. And can we accurately predict
the pressures that we are going to see from these developing coun-
tries out there? It troubles me a great deal as we compete.

We are trying to do our part up north. I appreciate the chairman
mentioning ANWR. As you know, we are still trying to get a nat-
ural gas pipeline authorized and move forward, but there is a lot
of uncertainty. There are a lot of unknowns out here.

Mr. Caruso, just a very quick parochial question to you. I was
just up in the State this past week, and the No. 1 question and
concern in every community I went to was, what is the price of
home heating fuel going to be? Some of our villages are paying
about $6 a gallon right now. It is tough, and they are panicking
in anticipation of what they are going to be paying. Villages are al-
ready saying we are going to have to shut down the doors. We are
not going to be able to operate. And when it is as cold up there as
it is, we do not know what to do.

I know that when you do your analysis, it is basically the West-
ern market. Do you isolate out the Alaskan market at all? Is there
anything that I can tell my Alaskan constituency?

Mr. CARUSO. You are correct. We do it on a regional basis. So
Alaska is included in the Western region, so it is not isolated. But
we do collect data on the prices of fuels on a monthly basis, but
we do not project by State.

Senator MURKOWSKI. I think our numbers would just throw your
averages out anyway.
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Mr. CAarRUSO. It sounds like it. Our average heating oil forecast
price for the winter is $2.54, so it is much lower than you are men-
tioning.

Senator MURKOWSKI. Yes. The figure that I have given you is,
again, for very remote villages, very small villages, but it is the re-
ality that they are operating in.

Mr. CARUSO. And we do rate them by population, so that also has
an impact.

Senator MURKOWSKI. Let me ask you one more question. In your
testimony and your comments today, I think we are all expecting
that most of the shut-in oil and gas production down in the gulf
is going to be back in the very short term here. If we do not get
most of that back, for one reason or another—say it is Wilma. Who
knows what can happen down there? But if we do not get most of
that production back by January, what does that do to your price
forecasts?

Mr. CARUSO. Our assumption is that the full recovery will not
occur until the end of the first quarter of 2006. So we do have built
in a relatively modest recovery. We do continue to expect shut-in
capacity through the end of this year and into next year. So it
would not change the projections that much, but if you had a fur-
ther disruption, because the world is operating so close to full ca-
pacity, clearly we would have another price increase.

Senator MURKOWSKI. And let me ask for your comments on
China, on India, as major consumers in the natural gas market
worldwide. I guess I am asking you to stand behind your numbers,
but do you feel that the numbers we are using can accurately pre-
dict or predict with a level of accuracy what we can anticipate on
the world market out there?

Mr. CARUSO. Well, I think there is a particularly wide range of
uncertainty when it comes to demand in countries like China and
India, mainly because it can be influenced so much by the actual
pace of economic growth.

The reason China has had such a strong impact on oil markets
in the last 2 years is they have been experiencing double-digit GDP
expansion. Any country that large, as mentioned, over a billion peo-
ple, growing that fast just outstrips most models’ capabilities of ac-
curately predicting. And so I would say those are probably the most
uncertain components of the longer-term outlook for oil and, to a
lesser extent, natural gas because China is only a very small con-
sumer of natural gas, although it will grow, as you point out, par-
ticularly from LNG and will be competing for that LNG, if our out-
look is close to being accurate. So I would agree with your suppo-
sition that the growth in developing countries, particularly those in
Asia, can make a huge difference in the outlook for both oil and
natural gas in the longer term.

Senator MURKOWSKI. Mr. Smith, I have got just one quick ques-
tion for you. I appreciated your kind of laundry list in your testi-
mony as to the various conservation items, I guess, that we can do.
Recognizing that we have got some very legitimate funding and fis-
cal constraints that we are faced with, is this list prioritized in any
way? Where would you start? What would your top, say, three to
five be out of your dozen?
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Mr. SMITH. My top three, Senator, would be, first of all, LIHEAP.
We have to address the low-income consumers right off, those least
able to afford the coming heating season.

The second I will address is weatherization assistance. We have
to make some long-term savings to consumers.

And most importantly, a sustained energy program whereby the
States are on the front line, and if we can make funding available
to State energy offices that deal directly with customers, can pro-
vide them with technical assistance, can provide them with the op-
portunities to understand how they use energy and the opportuni-
ties that they have to undertake measures to improve the way they
use energy.

So I think my top three would be LIHEAP, weatherization assist-
ance, and State energy program. If I had a fourth, it would be put-
ting money into public awareness and public campaigns so that
consumers understand that they have options. I think the best
thing we have to do is to educate consumers that there are things
they do. There are low-cost/no-cost things they can do, caulking,
weather stripping, having your furnace or boiler tuned up by a pro-
fessional, changing your filters, having a programmable thermo-
stat. There are things consumers can do today to help them ad-
dress their concerns for this coming winter season. And I think it
is a partnership with the States, a partnership with the Federal
Government, and I think, working together, we can make a dif-
ference and we can help people perhaps not alleviate that price in-
crease, but help them perhaps address that price increase.

Senator MURKOWSKI. It is not only a partnership there, but I
know that the gas utilities in my State put a little stuffer in your
monthly utility statement saying this is how you can save energy.
If everybody is doing that—and maybe we as consumers should be
reading it, but I think that there is an effort from Federal, State,
and local, as well as the private in education.

Mr. SMITH. I did not mean to leave my colleagues out. We work
very closely with the natural gas utilities, electric utilities across
the Nation. They are great colleagues, as well as our oil dealers
and distributors. We work very closely with all of those.

Senator MURKOWSKI [presiding]. Thank you.

Senator Salazar.

Senator SALAZAR. Thank you, Senator Murkowski.

Let me ask a question for Mr. Downes. One of the things that
I think most of us on this committee who serve in the Senate hear
a lot as we travel around our home States and meet with our con-
stituents is there is price gouging that has been going on at incred-
ible levels. The facts are that we have oil and gas companies that
are making record profits. The concern is, why are you not doing
something about it? Why are you not calling the oil and gas compa-
nies into the White House, Mr. President, and telling those oil and
gas companies to stop price gouging?

I know that the utilities that you represent essentially are regu-
lated, so you essentially just pass on the costs from the producer.

What is your sense of whether or not there is price gouging that
has occurred in the context of the prelude to Katrina and Rita and
then also in the aftermath?
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Mr. DowNES. Well, remember—and let us go back into, say, the
late spring when natural gas was in the $6 to $6.50 range. I think
we were all familiar with the reasons as to how we got to that
level. We came to the summer and we saw weather that was 16
percent warmer than normal, which led to a 25 percent increase in
natural gas demand. That is the leg that took us from $6.50 up to
the roughly $9-$10 range that Mr. Caruso mentioned.

Then along comes Katrina. 9 bef, 15 percent of our total daily
supply is taken out. That recovers to about 3 bef and now I think
is in the 6 to 7 bef range.

I think the point that has been made here today by a number
of the Senators is what we have is a situation where we cannot lose
focus, that there are issues here to begin with.

Quite frankly, Senator, it is impossible for me to speculate on
whether there has been price gouging or not in that short period
of time. What I do know, though, is that going into this situation,
what we did have was a very, very tight balance between the pro-
ductive capacity for natural gas and the actual demand. What that
means

Senator SALAZAR. Mr. Downes, excuse me. Let me just say, in the
interest of time—I know we have a vote—I just want to again com-
mend the chairman for holding this hearing on fuel prices, and I
hope that in the days ahead we might look at passing an emer-
gency fuel conservation act of 2005 because I think this is the only
way in which we are going to deal with the short-term issue. But
thank you for holding the hearing.

The CHAIRMAN [presiding]. Thank you very much.

I understand Senator Murkowski is finished, and we have a vote.
And I have some New Mexico customers over here. They do not
charge, so they are really free.

But I want to say, Mr. Sullivan, I have a concern. You have an
established policy in your home heating oil reserve where there is
a triggering mechanism, but your reserve only has 10 days of sup-
ply. The trigger would probably go in currently. I really think you
ought to look at it. I am not your policymaker, but boy, we should
not eat all that up in times like this. This is not really the kind
of thing that I would have thought would be a crisis, but you de-
fined it with numbers, as I understand it.

Mr. SULLIVAN. I do not disagree with you, Senator.

The CHAIRMAN. Okay, fine.

Now, let me just do one other thing that is very, very worrisome
to me. Mr. Caruso, we have been working on the premise that we
are going to absolutely need LNG in the next 25 years, if you look
at the makeup of what we are going to need, and yet, from what
I understand, there is not an increase in the importing of LNG. It
has actually stalled out and going down in the United States. Is
that correct?

Mr. CArRUSO. I think the first 6 months’ data is pretty flat for
year-on-year change. That is correct.

The CHAIRMAN. So it is below our capacity level.

Mr. CARUSO. Yes. It is about one-half of capacity right now.

The CHAIRMAN. So we are out saying we need more, but the
truth of the matter is, we have not used what we have got. I am
not saying we do not need more. We absolutely do.
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But I am wondering now, are we not getting in the same position
that those who are eating up our crude oil supply like China are
out there buying up LNG because it is much more economic to
them than fuel oil. What do you see as to that? Is there going to
l]))e enf))ugh LNG? Are we going to get some of it, or are we whistling

ixie?

Mr. CARUSO. One of the problems right now is the supply is not
available. There is no world market for LNG. You cannot go out
and buy a spot cargo except under exceptional circumstances be-
cause Asia, Europe, and others are basically demanding it all. So
it is going to take time, and those producers are bringing on stream
new capacity, but that is going to take at least 2 to 3 years before
we see it.

The CHAIRMAN. It seems to me—and I am not in this field, and
I know every time we have something that is simple, there is an-
other thing. But it seems to me that the United States, whatever
that means, business-wise, country-wise, ought to be getting into
that market and making some commitments to buy it so that they
will expedite their production at their liquefication facilities.

Are there enough liquefication facilities to meet demand?

Mr. CARUSO. There are enough new gasification facilities—capac-
ity in this country right now. But, indeed, we will need, on a global
basis, significant expansion of capacity, and that is happening in
places like Qatar.

The CHAIRMAN. Qatar came in before we passed our bill, and of
course, they are talking about a gigantic investment. They have a
huge supply. But they are getting a lot of pressure to sell else-
where. Europe is starting to use LNG. Spain is a great demand,
right, from what we know now?

Mr. CARUSO. Yes, Spain and other European consumers are
using significant amounts.

The CHAIRMAN. I wish I had enough time, but I do not. You
know, the American people and certainly constituents in my State
meet me and their principal question and how they greet me is
they grab my hand and say, Senator, why do you not reduce the
price of crude 0il? Or Senator, why do you not reduce the price of
natural gas? Of course, we have to go through a long scenario. So
I do not wait for the question anymore. I have a speech that I start
off with the question and try to answer it.

Mr. Caruso, I would like you in writing—you are answering that
question instead of me. Why can we not just go out and stop the
price increase of crude oil, but conversely, why does it go up? And
the same with natural gas. Could you do that?

Mr. CARUSO. I would be happy to do that, Senator.

[The following information was received from Mr. Caruso:]

Natural gas prices change as a result of the market forces of supply and de-
mand—an increase or decrease in either may cause prices to increase or to decrease.
Both consumers and producers face significant constraints in changing the amount
of gas consumed or produced in the short run when markets are tight. This leads
to disproportionately large price swings in response to changing market conditions.

There are a number of factors that recently have contributed to high natural gas
prices. Supply disruptions owing to the recent hurricane activity in the Gulf of Mex-
ico contributed to an already tight market resulting from factors such as stagnant
production and high demand. Despite a 16 percent increase in natural gas well com-

pletions, natural gas production in 2005 is forecast in the November EIA Short
Term Energy Outlook to be about 3 percent lower than the 2004 production level.
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While primarily due to the impact of the recent hurricanes, the limited response in
natural gas production to recent increases in drilling activity suggests the limited
availability of high-yield conventional sources of natural gas. In an unregulated en-
vironment, producers invest in exploration to identify reserves that are economically
producible. When the price is higher, this means relatively greater investment for
exploration and production is warranted. Producers are increasingly exploring and
producing from lower-yield non-conventional sources such as coal-bed methane and
shale.

At the same time, the demand for natural gas this year has remained strong
owing to the continued strong performance of the economy and warmer-than-normal
summer temperatures across the country during the summer of 2005. Higher tem-
peratures increased air conditioning demand, adding to the natural gas used by
electric power generators. High oil prices are another factor contributing to the high
natural gas prices, as some large-volume customers can switch between fuels de-
pending on their prices, putting an upward pressure on natural gas prices when the
petroleum and petroleum products prices are at high levels.

Higher natural gas prices allow the market to clear, balancing the quantity of nat-
ural gas demanded by consumers with that supplied by producers. Historically, ef-
forts to control natural gas prices have had unintended adverse consequences, be-
cause a binding constraint on prices prevents the natural gas market from clearing.

One illustration of the impact of price controls in the natural gas market can be
seen in the aftermath of the United States Supreme Court decision in Phillips Petro-
leum Co. v. Wisconsin, 347 US. 672. With this decision, the Federal Power Commis-
sion (FPC), the predecessor to the Federal Energy Regulatory Commission (FERC),
was given authority to regulate prices at which producers sold natural gas to inter-
state gas pipeline companies for resale. Previously, the FPC regulated the prices at
which interstate pipeline companies sold gas but not the wellhead price at which
they purchased it from producers. The impact of the regulation of wellhead prices
for gas sold in interstate commerce following the Supreme Court’s decision in Phil-
lips Petroleum Co. v. Wisconsin, 347 U.S. 672, which did not provide sufficient in-
centives to explore or develop new fields, was pervasive and far-reaching, ultimately
culminating in the natural gas shortages of the 1970’s.

To relieve gas shortages, Congress enacted the Natural Gas Policy Act of 1978
(NGPA), which granted FERC authority over intrastate as well as interstate natural
gas production. The NGPA established price ceilings for wellhead first sales of gas
that varied with the applicable gas category and gradually increased over time. The
increased wellhead prices encouraged producers to seek and develop new sources of
natural gas supply. However, the price controls under the NGPA themselves led to
market imbalances that became problematic by the late 1980’s. With complete de-
control of wellhead prices in 1993, as required by the Natural Gas Wellhead Decon-
trol Act of 1989, the natural gas spot market and transportation markets steadily
expanded.

The CHAIRMAN. It is much like you have an audience, instead of
me, and you are telling them that. Would you do that for the
record?

Mr. CARUSO. I will, Senator.

The CHAIRMAN. It can be long. If it is long, summarize it. It
would be better if you would not have it so long.

Any other questions that Senators have, they have 10 days to
ask them.

I appreciate your coming. Be safe. We will see you soon.

[Whereupon, at 12:20 p.m., the hearing was adjourned.]



APPENDIXES

APPENDIX I

Responses to Additional Questions

EDISON ELECTRIC INSTITUTE,
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Hon. PETE V. DOMENICI,

Chairman, Committee on Energy and Natural Resources, U.S. Senate, Washington,
DC.

DEAR MR. CHAIRMAN: Thank you again for the opportunity to testify before the
Energy and Natural Resources Committee on the winter fuel outlook. Enclosed are
responses to the questions that the Committee submitted to me.

EEI's member companies share your concerns about high energy prices, particu-
larly for natural gas this winter. Our member companies are committed to doing
everything they can to use the diverse range of fuel sources available to produce
electricity as cost-effectively as possible and to help our consumers manage their en-
ergy use wisely.

I want to reiterate our strong opposition, though, to any congressional effort to
dictate fuel choices and energy purchases to electric utilities, such as federally man-
dating “efficient dispatch.” Even if EIA’s assumption that efficient dispatch could
save 20 to 30 billion cubic feet (bcf) of natural gas is accurate, those possible savings
amount to less than one-half of a day’s worth of natural gas consumption in the U.S.
during the heating months. However, we are deeply concerned that a federal “effi-
cient dispatch” mandate would actually increase the electric industry’s use of nat-
ural gas and have the perverse effect of encouraging the construction of even more
gas-fired generating facilities for baseload demand, at the expense of coal-based, nu-
clear and hydroelectric generating facilities.

Proponents of “efficient dispatch” advocate replacing utilities’ use of single-cycle,
gas-fired generating facilities with combined-cycle gas-fired power plants. However,
these facilities have very different operating characteristics, so that combined-cycle
plants are not necessarily viable substitutes for single-cycle plants. For example,
these single-cycle plants have the ability to go to full power production in about 30
minutes and are operationally very flexible so they can run for only a few hours if
needed. By contrast, combined-cycle plants are designed to cover the baseload or in-
termediate needs of the electric load curve. And, it can take as long as a day to
bring combined-cycle plants to full power. Because of these characteristics, a utility
that needed power for only a few hours may be forced to back off other types of gen-
eration in order to accommodate the requirements of a longer-running combined-
cycle power plant, thereby utilizing gas-fired generation for a longer period of time
than necessary.

Perhaps more importantly, a federally mandated dispatch preference for more effi-
cient gas-fired power plants could perversely distort generation markets, making it
more attractive to developers to build more gas-fired power plants as baseload and
intermediate facilities. Developers would have an incentive to build new gas-fired
power plants, even near ones that are only a few years old, if the new plant would
be even slightly more efficient. A dispatch preference for more gas-fired power
plants to serve as baseload and intermediate facilities will discourage investment
in a more diverse generation portfolio, including future coal-based, nuclear and hy-
droelectric generating facilities.

Finally, as we noted in our testimony, the most efficient gas-fired generating fa-
cilities do not necessarily provide the lowest cost power to consumers. In fact, effi-
cient dispatch can often result in uneconomic dispatch that leads to higher elec-
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tricity prices for consumers. We do not believe that higher electricity prices are the
answer to the natural gas situation.
Thank you again for the opportunity to testify before the Committee. We look for-
ward to continuing to work with you on our nation’s energy policy.
Sincerely,
THOMAS R. KUHN,
President.

[Enclosure.]

RESPONSE OF EEI TO QUESTION FROM SENATOR TALENT

Question 1. Mr. Kuhn, you note that 90% of the new power plants built in the
last decade were natural gas-fired units. Had there been greater regulatory cer-
tainty with respect to emissions of pollutants over that period, what percentage of
the new power plants would have been fueled by coal instead of natural gas?
Shouldn’t we be using this coal gasification technology to make use of this existing
investment? What is preventing that from happening?

Answer. While it is not possible to estimate what percentage of new power plants
over the past decade would have been built to use coal instead of natural gas, we
believe more coal-based generation would have been built if there had been greater
regulatory certainty regarding emissions of sulfur dioxide (SO,), nitrogen oxides
(NOx) and mercury. It is clear that the multiple challenges for new coal plants were
evident from the mid-1990s.

For example, there is a long history of overlapping regulations and regulatory un-
certainty for coal plants. EPA initiated its Clean Air Power Initiative discussion in
1996, even though Phase 1 of the acid rain program had only started for SO, in
1995 and was only starting for NOx in 1996. EPA finalized its decisions to update
its ozone and particulate matter National Ambient Air Quality Standards in 1997
and the NOx SIP Call in 1998, both of which were litigated. In 1997 EPA kicked
off its coal-based plant enforcement initiative, which led to numerous notices of vio-
lation and eventually lawsuits, some of which are still playing out. In 2000, EPA
concluded that mercury regulation was warranted.

EPA’s recent Clean Air Interstate Rule (CAIR), Clean Air Mercury Rule (CAMR),
and Clean Air Visibility Rule—plus two rulemakings on new source review (NSR)—
have provided a limited measure of regulatory certainty. However, even that cer-
tainty is eroded because all these rules are being litigated. The only way to end this
cycle of uncertainty is for Congress to pass properly crafted “multi-emission” legisla-
tion, along the lines of the Clear Skies bill. The regulatory certainty provided by
sensible multi-emission legislation would promote continued use of the nation’s
abundant and low-cost coal resources, require continuing environmental progress,
and alleviate pressure on the natural gas supply.

The U.S. electric power sector has reduced air emissions substantially under exist-
ing programs. Since 1980, the industry has cut sulfur dioxide (SO,) and nitrogen
oxide (NOx) emissions by over 40 percent, while increasing net generation from coal
by nearly 70 percent. Multi-emissions legislation would require SO, and NOx and
mercury emissions to be reduced by an additional 70 percent.

In addition, coal-based power plants could take new steps to increase their effi-
ciency if EPA’s 2003 NSR rule were codified. Increased efficiency at existing plants
leads to lower fuel consumption, greater fuel availability to the market, and lower
average fuel prices due to lower overall demand. Because the electric power indus-
try’s emissions of SO, and NOx are capped, and the regulations require state-of-the-
art emission controls for all new plants, such improved NSR policy would not in-
crease emissions.

It also is important to exercise caution to assure that proposals for addressing cli-
mate change and greenhouse gas emissions do not increase the pressure to shift
from coal to natural gas. Rather, we need to emphasize the development and deploy-
ment of technologies that will reduce or avoid greenhouse gas emissions while still
maintaining plant efficiency. Again, we commend the Committee for its attention to
technology advancement in EPAct 2005 and encourage continuing emphasis in this
area.

Regarding future new coal technologies, EEI member companies are already plan-
ning for substantial investment in new, baseload coal (and nuclear) generating
plants to respond efficiently to increasing electricity demand, environmental re-
quirements, and the relatively high cost of natural gas. Among the technological im-
provements that are most important to pursue are: 1) super-critical pulverized coal
and 2) integrated gasification combined cycle (IGCC). Furthermore, work is under-
way, in programs such as FutureGen, to develop and commercialize technologies
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that are expected to achieve ultralow/net-zero emissions from new coal-based gener-
ating plants.

These new plants promise to be much cleaner than the ones in today’s coal-based
fleet. The environmental advantages of advanced clean coal technologies, such as
super-critical pulverized coal, integrated gasification combined cycle and FutureGen,
are clear, and costs will come down and financial risks will diminish as new plants
are built and improved designs become standardized. Achieving continual improve-
ment in the environmental performance of our coal-based generating fleet will re-
quire that the nation pursue an aggressive and sustained technology development
program. This will require billions of dollars in new investments shared by the pub-
lic and private sector.

With regard to financial and tax mechanisms necessary to bring technological im-
provements such as combustion-based advanced pulverized coal and gasification to
market, EEI supports tax credits, enhanced accelerated depreciation and loan guar-
antees. These incentives would encourage deployment of IGCC technology and other
advanced coal-based generation technology by addressing cost and other issues that
have inhibited deployment of these technologies. EPAct 2005 provides some of those
incentives, but they must be fully funded in order to accomplish our energy and en-
vironmental objectives.

RESPONSE OF EEI TO QUESTION FROM SENATOR BINGAMAN

Question 1. Emergency planning/Natural gas generation—Last week, the New
England-ISO reported that the loss of Gulf of Mexico natural gas production will
likely lead to the chronic shortages this winter in New England and would dis-
proportionately affect electricity generators in the region (Platts-Hurricane Fact
Sheet, 10/13/05) At a meeting on natural gas infrastructure issues, FERC staff
warned that the Northeast gas markets are at a greater risk for supply disruptions
and high prices because the area is served by fewer pipelines and uses natural gas
for both heating and electricity. At that meeting a gas utility executive said he was
surprised that many large generators had not taken firm transportation of a trans-
mission pipeline. (Energy Daily 10/13/05) What are electric generators, natural gas
utilities and regulators in New England doing to guarantee reliable electricity and
natural gas supply this winter? Are other regions in the country at risk for supply
disruptions?

Answer. Electric generators and the New England Independent System Operator
(NEISO) are engaged in ongoing discussions about the winter heating season and
how to meet customer needs as economically and efficiently as possible, both
through regional generation as well as imports from neighboring regions. Some,
though not all, natural gas power generators in New England have transportation
contracts for firm service. The region is also examining the availability and potential
of burning both Fuel Oil Number 2 and Fuel Oil Number 6 in other natural gas-
fired units. Those options may be limited because of the higher emissions generated
by the combustion of 0il and the need for different permits under the Clean Air Act.
In addition, the necessary tanks in which to store oil are not available to every gas-
fired generator.

New England faces potential energy difficulties this winter because both the nat-
ural gas distribution system and the electric systems peak simultaneously, which
happens in only two other regions of the country: Florida and the Pacific Northwest.
In neither of these regions does natural gas play as important a role as it does in
New England, because those two regions have greater diversity in their generation
of electricity. In most other parts of the country, the role of natural gas is more lim-
ited as a peaking resource.

NATIONAL ASSOCIATION OF STATE ENERGY OFFICIALS,
Alexandria, VA, November 4, 2005.

Hon. JEFF BINGAMAN,
Ranking Member, Committee on Energy and Natural Resources, U.S. Senate, Wash-
ington, DC.

DEAR SENATOR BINGAMAN: With respect to your question regarding emergency
planning and natural gas generation, the state energy directors remain very con-
cerned about supply issues in the northeast as well as potential supply and price
issues throughout the country.

In my own State of New York, the Department of Public Service staff has met
with the local distribution companies and generators, as well as the State Depart-
ment of Environmental Conservation (DEC) to assess the gas supply situation in
New York City. Generators indicated that they expect to have an adequate gas sup-
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ply, however, natural gas prices will remain high. The New York State Energy Re-
search and Development Authority (NYSERDA), the Department of Public Service
and the DEC will continue to monitor the situation.

Again, in New York, we have substantial generation resources from coal, nuclear
and hydroelectric power. The New York Independent System Operator (NYISO) im-
plements reliability-based demand response programs which can help alleviate
shortages of electric supplies. This has certainly been more common in the summer
months, but programs are in place for the winter. In addition, the NYISO is working
closely with the New England Independent System Operator (NEISO) and PJM to
better coordinate natural gas and electric issues through the Northeast ISO/RTO
Natural Gas and Electricity Interdependency Coordination Committee. The Com-
mittee has contracted with Levitan Associates to perform an extensive analysis of
fuel supply risks and expects the results to be available in the near future.

In New York City most generating units can bum either natural gas or residual
oil. NYSERDA is tracking the availability of residual oil on a daily basis. In Massa-
chusetts officials are considering permitting generators to bum up to 50% more oil
in order to avoid problems with natural gas supply. NYSERDA also participates in
a program with over twenty states and the Energy Information Administration
(EIA), known as the State Heating Oil and Propane Program (SHOPP), which
tracks price and availability of these commodities.

Throughout New York and New England, the state public utility commissions and
state energy offices have worked with the utilities to encourage gas storage. Sub-
stantial amounts of winter natural gas needs are covered by storage. We encourage
the Committee to work with the states in examining the advisability of expanded
strategic storage opportunities for natural gas, as well as an expansion of the North-
east Heating Oil Reserve.

The New York Public Service Commission has had a program in place to require
interruptible natural gas customers to have alternative supplies in storage or under
contract. This program has been helpful in past winters though we do expect a
strain this winter. We are carefully monitoring the situation.

In addition, the states have generally all implemented expanded outreach and
education programs to encourage consumers to reduce consumption and take steps
to weatherize their homes, as well as a variety of other measures. In New York we
have established a statewide “Have and Energy Smart Winter” campaign. We are
focusing on peak load reduction in the winter in the same way that our successful
summer Energy Smart campaign has been a model.

As T discussed at the hearing on October 18th, the states have taken significant
actions to reduce demand by promoting energy efficiency and increasing public edu-
cation efforts. As evidenced by the public’s response to new programs initiated by
the California Energy Commission in the wake of the 2001 energy crisis, substantial
reductions in usage can be achieved by a concerted effort to combine rebates and
other incentives with public education. We have previously provided those studies
to your staff.

As also noted in my testimony, funding and implementing a number of provisions
in the Energy Policy Act of 2005 could help a great deal, both in the short-term and
long-term. The September 15, 2005, letter sent by NASEO, as well as NARUC,
NASCSP and NEADA, explains in great detail short-term actions that the federal
government could take to help the situation. Both you and Chairman Domenici have
communicated with the Administration in support of some of these initiatives, espe-
cially on the appropriations front. Secretary Bodman’s announcement this week that
the Administration’s plan will be forthcoming in several weeks raises concerns in
our mind in terms of timing.

Thank you for your question and your leadership. We hope we have been respon-
sive. We stand ready to work with the Committee in addressing our serious energy
problems.

Sincerely,
PETER R. SMITH,
Chairman.

RESPONSE OF ROB IDE, STATE ENERGY DIRECTOR, STATE OF VERMONT, TO
QUESTION FROM SENATOR BINGAMAN

Question 1. Emergency planning/Natural gas generation—Last week, the New
England-ISO reported that the loss of Gulf of Mexico natural gas production will
likely lead to the chronic shortages this winter in New England and would dis-
proportionately affect electricity generators in the region (Platts-Hurricane Fact
Sheet, 10/13/05) At a meeting on natural gas infrastructure issues, FERC staff
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warned that the Northeast gas markets are at a greater risk for supply disruptions
and high prices because the area is served by fewer pipelines and uses natural gas
for both heating and electricity. At that meeting a gas utility executive said he was
surprised that many large generators had not taken firm transportation of a trans-
mission pipeline. (Energy Daily 10/13/05) What are electric generators, natural gas
utilities and regulators in New England doing to guarantee reliable electricity and
natural gas supply this winter? Are other regions in the country at risk for supply
disruptions?

Answer. Vermont’s situation is unique to New England. We are susceptible to ISO
New England electrical pricing on the margins.

Our flow of natural gas for heating, and industrial uses is through Vermont Gas
System. The product is produced in Canada, delivered over the only distribution
pipeline from Canada into the Northwest corner of our state. Because of our Cana-
dCian connection we are mostly separated from the effects of the storms in the Gulf

oast states.

DEPARTMENT OF ENERGY,
CONGRESSIONAL AND INTERGOVERNMENTAL AFFAIRS,
Washington, DC, December 12, 2005.

Hon. PETE V. DOMENICI,
Chairrgan, Committee on Energy and Natural Resources, U.S. Senate, Washington,
Dc.

DEAR MR. CHAIRMAN: On October 18, 2005, Guy Caruso, Administrator, Energy
Information Administration, testified regarding our national capacity for producing
innovation in energy technologies and the importance of this innovation to our glob-
al economic competitiveness.

Enclosed are answers to six questions that were submitted by Senators Talent
and Bingaman to complete the hearing record.

If we can be of further assistance, please have your staff contact our Congres-
sional Hearing Coordinator, Lillian Owen, at (202) 586-2031.

Sincerely,
JILL L. SIGAL,
Assistant Secretary.

[Enclosures.]

QUESTION FROM SENATOR TALENT

Question 1. Mr. Caruso, I know that this hearing was primarily designed to look
at supply and price issues for this coming winter. But, can you tell me how the nat-
ural gas supply and price forecast might change over the next 3 to 5, or even 10,
years if we were to provide the coal industry with certainty regarding emissions,
say along the lines of the Clear Skies proposal? Under this scenario, we’d be pro-
ducing electricity through clean coal gasification technology as well as diesel and
other transportation fuels using the most abundant energy resource this nation has.

Answer. Emission control policies that offer some degree of regulatory certainty,
such as that called for under Clear Skies, make more capital intensive strategies
for meeting multipollutant emissions reduction requirements more economic. Fur-
thermore, where there are co-benefits—reducing one pollutant contributes to reduc-
ing the others—a multipollutant approach should lower the overall costs of the pro-
gram. However, our May 2004 analysis of the Clear Skies proposal found that power
companies would reduce their emissions by adding emissions control equipment to
existing generators. Fuel switching from coal to natural gas was projected to play
a relatively small role in their compliance strategies. For example, we found that
projected natural gas consumption was 1 percent higher in 2025 as a result of the
Clear Skies proposal. As a result, we would not expect legislation along the lines
of Clear Skies to have a large impact on natural gas markets.

QUESTIONS FROM SENATOR BINGAMAN

Question 1. We have heard from Mr. Kuhn and others that for the most part gas
plants are dispatched in the most cost effective or efficient manner, given trans-
mission constraints and the need to provide power to support the transmission sys-
tem. Do you have information that could help us understand how many plants that
are older and less efficient are in areas where they must be run in order to provide
reliability for the transmission system? How many could be displaced today without
reconfiguring the transmission system? How many could be displaced with only
minor modifications to the transmission system? (Note: the questions have been
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combined and, in some cases, rephrased pursuant to EIA discussion with the Sen-
ator’s staff.)

Answer. As noted in the answer to another question, significant amounts of
steam-electric generating capacity were used during the past winter even though,
in aggregate, there are enough underutilized combined cycle plants available to re-
place this generation using significantly less gas. However, operational factors can
limit the potential for displacement of steam-electric plants. The two most important
factors are transmission system capacity constraints and the related issue of units
which have “reliability must run” (RMR) status. The operation of RMR units is
mandatory at times to maintain the reliability of the transmission grid and to pro-
tect against the possibility of blackouts. However, EIA does not collect information
that identifies RMR plants. We are therefore unable to provide specific information
about which gas-fired steam plants can be displaced to save natural gas without im-
pacting the reliability of the transmission system.

Question 2. Some witnesses at last week’s hearing suggested that requiring con-
sideration of the efficiency of natural gas plants in the systems for determining
which power plants are dispatched to serve customers’ loads would provide enor-
mous savings in the use of natural gas for the generation of electricity. Do you have
information as to how many older, less efficient steam generation plants with high
heat rates are currently in use? How many of those plants could be displaced by
newer, more efficient combustion turbines or combined cycle plants? If these newer,
more efficient plants were dispatched, how much natural gas could be saved? Over
the long term, how much effect could these savings have on the price of natural gas?
(Note: the original 4 separate questions were combined into one, pursuant to EIA
discussion with the Senator’s staff.)

Answer. During the recent winter period December 2004 through March 2005,
EIA estimates that about 244 steam-electric plants using natural gas as a fuel were
in operation (see attached list). All of these plants are less efficient than newer com-
bined-cycle plants. The efficiency of power plants is typically measured by the “heat
rate,” which is the quantity of fuel (expressed in British thermal units, or Btu) need-
ed to produce one kilowatt-hour of electricity. Steam-electric gas plants will typically
have heat rates in the range of 10,000 to 15,000 Btu per kilowatt-hour (Btu per
Kwh) while a modem combined-cycle plant will have a heat rate in the range of
about 7,000 to 8,000 Btu per Kwh.

The 244 gas-fired steam-electric plants generated about 20 billion Kwh of elec-
tricity during the period December 2004 through March 2005, and consumed about
225 billion cubic feet (bef) of natural gas. In theory, there are enough underutilized
combined-cycle plants to replace all of this generation. Replacing all of the steam-
electric generation with more efficient combined-cycle generation would have saved
on the order of 70 bef of natural gas over this four-month period, although this
amount could have been higher or lower depending on weather conditions.

In practice, not all of the steam-electric generation could be replaced by electricity
from underutilized combined-cycle plants. This is because of operational factors that
limit the potential for displacement of steam-electric plants. The two most important
factors are transmission system capacity constraints, which limit the ability of grid
operators to move power across systems, and the related issue of units which have
“reliability must-run” (RMR) status. The operation of these RMR units is mandatory
at times to maintain the security of the transmission grid and to protect against
the possibility of blackouts. However, EIA does not have the information needed to
determine which specific steam-electric plants cannot be displaced due to trans-
mission limits and reliability requirements.

More than half of steam-electric generation using natural gas occurs in regions
with competitive wholesale markets. Where competitive wholesale markets exist,
there are strong profit incentives (made stronger by high natural gas prices) to dis-
place generation from old, much less efficient, gas-fired STs in regions with capacity
surplus. However, in states where traditional regulation still hold sway, utilities
may choose to operate their old gas-fired STs no matter how high gas prices get,
since fuel costs can be passed through in regulated rates. This may be true even
{f %ower from CCTs could be bought at a lower cost and used to meet customer
oads.

Assuming that 20 to 30 bcf, roughly one-third to one-half of the gas burned in
steam-electric plants, could be saved in future winters, the impact on the price of
natural gas would likely be modest. This is because such a reduction in natural gas
would represent a very small portion of total gas demand during the winter. For
example, during the period December 2004 through March 2005, residential gas de-
mand was 3,047 bef and total gas demand from all consuming sectors was 9,408 bcf.

Question 8. Canadian Oil and Gas imports—The Canadian Association of Petro-
leum Producers said this week that Canadian energy companies may be able to
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boost their natural gas output by up to 200 million cubic feet per day in a relatively
short time frame and that this gas could provide some relief to US markets this
winter. Is this a realistic scenario? Is there adequate pipeline capacity from Canada
to the US to provide additional gas to meet winter peak demand? Which regions
of the US could receive Canadian gas? Would this additional supply have any im-
pact on spot prices under the EIA forecast?

Answer. A review of natural gas capacity data and monthly flow data by region
indicates that, on average, there is sufficient cross-border capacity to handle an in-
cremental 200 million cubic feet per day (MMcVd). However, given variation in ca-
pacity utilization rates, specific pipeline segments may not be available. Addition-
ally, already contracted flows may not allow for additional volumes on peak days.
However, temporary parking of the incremental supplies either in storage or as line
packing should allow for average flow equal to the incremental volume to be deliv-
ered across the border. Under these conditions, capacity is available to all regions
of the United States.

An increment of this magnitude by itself likely would not impact prices greatly.
Additional supply of 200 million cubic feet per day on a sustained basis translates
into 6 billion cubic feet per month, less than the continuing daily loss of production
in the Federal Gulf Mexico and Louisiana as of October 28.

Question 9. Liquefied Natural Gas imports—The curious decline in LNG imports
to the US in a very high price environment was briefly discussed at the hearing.
(October 17, 2005 Wall Street Journal article reports that LNG imports have been
about 3% of US supply, but that LNG imports fell by 27% in August 2005 versus
August 2004.) Please provide your analysis of the current LNG import situation and
the potential to increase our imports of LNG in the short term for the winter heat-
ing season. Over the long term, will the EIA forecast for LNG imports and the need
for regasification capacity in the US change as a result of higher natural gas prices?

Answer. There are several reasons why August 2005 imports of LNG were so low.
Prior to the price run-up caused in part by Hurricanes Katrina and Rita, global
price competition, particularly from Spain, had limited spot shipments to the United
States. In addition, outages at LNG production facilities overseas reduced available
supply to the U.S. There was a temporary suspension of LNG production in Nigeria
as a result of pipeline fire and in August there was maintenance at the Atlantic
LNG plant in Trinidad and Tobago which currently provides over 70 percent of LNG
imports to the U.S.

LNG supplies should increase for the heating season as production at the Atlantic
LNG plant in Trinidad has been restored. Moreover, productive capacity at this
plant 1s expected to be further expanded before the end of the year. In addition, two
liquefaction projects in Egypt have recently started production.

Over the long term, projected LNG imports are expected to increase in response
to higher domestic natural gas prices, all else being equal. However, higher world
oil prices are expected to increase the demand for LNG and stranded gas in the
world (e.g., for gas-to-liquids applications), therefore increasing the price necessary
to attract LNG shipments to the United States.

Question 10. Emergency planning /Natural gas generation—Last week, the New
England-ISO reported that the loss of Gulf of Mexico natural gas production will
likely lead to the chronic shortages this winter in New England and would dis-
proportionately affect electricity generators in the region (Platts-Hurricane Fact
Sheet, 10/31/05). At a meeting on natural gas infrastructure issues, FERC staff
warned that the Northeast gas markets are at a greater risk for supply disruptions
and high prices because the area is served by fewer pipelines and uses natural gas
for both heating and electricity. At that meeting a gas utility executive said he was
surprised that many large generators had not taken firm transportation of a trans-
mission pipeline. (Energy Daily 10/13/05) What are electric generators, natural gas
utilities and regulators in New England doing to guarantee reliable electricity and
natural gas supply this winter? Are other regions in the country at risk for supply
disruptions?

Answer. With respect to emergency planning and preparations for the upcoming
heating season, the Department of Energy has actively engaged State and industry
groups. The Department of Energy’s Office of Electricity Delivery and Energy Reli-
ability (OE) works very closely with States and State associations such as National
Association of Regulatory Utility Commissioners, (NARUC), National Association of
State Energy Officials (NASEQO), National Governors Association (NGA), and Na-
tional Conference of State Legislators (NCSL) and has sponsored a number of
projects to aid states in dealing with energy emergencies. Recently, NASEO and
NARUC released the State Energy Assurance Guidelines, which are designed for
State use to prepare their energy emergency preparedness plans. NARUC has also
conducted an assessment of State’s Natural Gas Curtailment plans and authorities.
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From this, NARUC and DOE are working with States to examine the effectiveness
of the curtailment plans should individual states needs to implement them. In addi-
tion, DOE has established the Energy Emergency Assurance Coordinators (EEAC)
system, a communications protocol, to coordinate information among states should
a supply disruption or energy emergency occur.

Many organizations are involved in monitoring and tracking fuel supplies across
the country. With respect to the New England region, the New England Governors
Conference holds weekly conference calls with DOE, States, Coast Guard, and in-
dustry officials to assess the winter fuels situation. Participants are apprised of cur-
rent heating fuels inventories, prices, as well as logistical problems impacting spe-
cific states or the region. States share and coordinate information which is invalu-
able to the effort to remain informed and to respond to a supply disruption. In addi-
tion, various states in the New England region have held winter fuels meetings with
state officials as well as natural gas and petroleum industry representatives to as-
sess supply conditions for the upcoming winter. Other regions of the country, such
as the Midwest, have conducted similar activities.

Industry and industry associations have prepared reports and conducted analyses
to assess the natural gas impacts from the recent Gulf Coast hurricanes. As noted,
the New England ISO recently released a report entitled “ISO New England As-
sesses Hurricane Impact on Region’s Electricity Supply.” The report highlights that
the New England area can expect high fuel costs, particularly for natural gas and
oil, to continue from November through March if Gulf of Mexico supplies remain un-
certain. The report can be found at: Attp:/ /www.iso-ne.com /pubs/spcl rpts/2005/
wntr assess/index.html. In response to possible natural gas supply problems, the
New England ISO plans to conduct an energy exercise with federal and state agen-
cies, and industry at the end of November to address the necessary actions in the
event of a supply disruption.

DOE has also sponsored a study to analyze natural gas disruptions across the
country. The results of this study, while considered official use only, will be shared
with key State and utility regulators, particularly in the Northeast, to better under-
stand natural gas disruptions and supply issues and how State regulators can use
the information to address energy reliability and security in their area.

Finally, the Interstate Natural Gas Association of American (INGAA) has con-
ducted an assessment of the impact of the recent hurricanes on the US natural gas
markets for the upcoming winter. The report highlights various scenarios based
upon different weather inputs. Given the different scenarios, results reinforce the
concern that areas east of the Mississippi, in particular the Northeast, are likely
to experience curtailments of natural gas should Gulf Coast systems continue to ex-
perience recovery delays.
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STATEMENT OF HON. JIM DOYLE, GOVERNOR, STATE OF WISCONSIN

Mr. Chairman, Senator Bingaman, and members of the Committee, I appreciate
the opportunity to submit this written testimony on the subject of today’s committee
hearing, “Winter Fuels Outlook.”

As you know, energy prices in this country have recently reached dramatic and
dangerous heights. Today the price of foreign oil is near record levels, and gasoline
costs have spiked to over $3.00 per gallon. High gas prices drive up transportation
costs and harm virtually every sector of our economy, from aviation to trucking to
tourism. The spike in energy prices has depressed consumers’ spending power and
led to a twenty-five year high in inflation rates.

The hit to the pocket-books of average Americans will be exacerbated as we move
into the winter months, when families are expected to face huge increases in home
heating costs. Industry experts forecast that bills for natural gas, the most popular
home heating fuel, will rise by $611 this winter—more than the total amount of aid
that most low-income families receive through the Low Income Home Energy Assist-
ance Program (LIHEAP). In the Midwest, where 75 percent of households heat their
homes with natural gas, citizens are bracing to pay nearly 61 percent more in home
heating costs this year, according to the U.S. Energy Information Administration.

Moreover, high home heating costs disproportionately affect the neediest Ameri-
cans. According to the National Energy Assistance Directors’ Association’s (NEADA)
second annual survey, 82 percent of LIHEAP recipients reported an annual income
of less than $20,000. For these Americans, high heating costs means sacrificing
other basic needs: 20 percent of households kept their homes at unsafe temperature
levels, 20 percent went without food for at least one day, and 32 percent were un-
able to afford proper medical care, between 2003 and 2005. It is unacceptable to
force Americans to choose between basic needs. As a consequence, our nation’s gov-
ernors are taking steps to protect consumers from artificially high energy prices and
the resulting economic ripple effects.

In late September, 28 governors sent a letter to the Senate urging it to pass emer-
gency legislation to help mitigate this extra cost on the neediest Americans. At the
time, we said, “The high cost of home heating fuel is one of the most pressing issues
facing families today, and it demands a national response.” That is true now more
than ever. While we are gratified by the federal government’s release of $1.3 billion
in federal funds to help low-income families pay their heating bills this winter,
LIHEAP funding levels have not changed since 1982.

Governors are also implementing innovative energy-savings ideas in our states.
For example, in my home state of Wisconsin, we have implemented the Energy Help
Initiative. We know it is important to not only help our most vulnerable citizens
pay their heating bills, but also to make sure Wisconsin is taking the necessary
steps to increase energy conservation and efficiency in our homes and businesses.
The Energy Help Initiative, launched on October 1, would more than double the
state’s commitment to low-income heating assistance—providing an additional $16
million for the state’s program to assist with heating bills. With this funding, Wis-
consin is more than doubling its commitment to energy assistance for low-income
families, and the federal government should do the same.

Led by Wisconsin, eight Midwest states have joined an agreement to reduce nat-
ural gas consumption by one percent a year for five years. Not only will this lower
bills for consumers, but, according to a recent study from the American Council for
an Energy-Efficient Economy, it will also reduce the cost of natural gas by as much
as 13 percent nationally after five years.

The Energy Help Initiative encourages homeowners to have an energy audit to
identify ways to make their homes more efficient and reduce their utility bills and
energy demand. The Focus on Energy program, one part of the initiative, will in-
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crease the rebate they offer on energy audits to $100, and will continue to offer a
$150 rebate on energy-efficient furnaces. Last year, homeowners who had an audit
and implemented the most cost-effective measures saved an average of $450 on their
utility bills in the first year.

Energy costs affect economic development as well. I asked the state’s Public Serv-
ice Commission and my Department of Administration to identify and report back
in 30 days any natural gas efficiency projects that are stalled because of regulatory
red tape or other hurdles. We will do everything within our power to expedite the
process and, in time, conserve enough natural gas to heat thousands of homes, save
businesses millions of dollars, and keep good, high-paying jobs in Wisconsin.

My fellow Democratic governors have also put forth innovative ideas for dealing
with high energy costs:

e Pennsylvania Governor Ed Rendell announced a comprehensive Stay Warm PA
program to make sure Pennsylvania’s most vulnerable citizens are warm and
protected as cold weather approaches. With increased state funding and in-
creased support from energy companies and utilities, an additional $30 million
will be available this winter for low-income energy assistance. Additionally,
Governor Rendell will meet with CEOs of the state’s major utilities in the next
two weeks and will challenge them to meet their required participation rates
under the Consumer Assistance Program. Governor Rendell believes, like me,
that large energy companies need to “step up to the plate” to help needy citizens
cover their heating expenses.

Several Pennsylvania utilities have responded to the governor’s call. The Stay
Warm PA program has brought together organizations like the United Way,
Red Cross, Salvation Army, AFL-CIO, the Pennsylvania Council of Churches as
well as Jewish and Muslim organizations to weatherize homes. And in a unique
agreement with the Commonwealth, the home improvement store Lowe’s will
conduct weekly weatherization workshops at their sixty Commonwealth stores,
at senior centers, and other locations. This Fortune 50 company is providing
plastic sheeting, caulking, door guards and other weatherization materials at no
cost to volunteer groups helping to winterize homes of seniors and needy fami-
lies.

e New Mexico Governor Bill Richardson called a special session of the state legis-
lature to provide immediate relief for high home heating and gas costs. As a
result of the rebate legislation supported by the governor, every New Mexican
taxpayer will be mailed a rebate check within the next few weeks averaging
$125. Home Heating Assistance legislation will speed relief from high heating
costs to 60,000 lower income and elderly New Mexicans. The bill provides $23
million in home heating relief and addresses long term heating costs by repair-
ing and insulating homes to be more cold-weather proof It also provides funding
to supplement public safety fuel costs, and assistance for public schools for gas
and heating costs.

e In Maine, Governor John Baldacci has launched Operation Keep ME Warm, a
public private partnership using volunteer teams to winterize the homes of
Maine’s most vulnerable senior citizens. He is also leading an effort to bring
Northeastern governors together to collectively address energy conservation.

e Illinois Governor Rod Blagojevich successfully urged Illinois’ major utility com-
panies to waive reconnection fees and suspend deposit requirements for cus-
tomers receiving benefits through LIHEAP. As a result, one large utility com-
pany has already agreed to waive deposits for LIHEAP customers living in
buildings heated entirely by electricity.

This is just a small sample of what governors are doing to protect Americans from
artificially high energy prices and start down the path of energy independence. Re-
cent events have revealed what should have been obvious long ago—that our nation
stands at a crossroads on energy issues and that we must act now to plan for our
future. As you deliberate on this important issue, I encourage you to involve gov-
ernors. Across the country, governors have demonstrated leadership and resolve in
helping our nation address this pressing energy problem. I think I speak for all of
us when I say that we are ready, able, and willing to partner with you and share
our experiences.

Again, I thank you for the opportunity to present this testimony. I look forward
to working with you to find innovative energy policies that protect our economy as
well as our energy supply.
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STATEMENT OF JOY DITTO, LEGISLATIVE DIRECTOR,
AMERICAN PUBLIC POWER ASSOCIATION

The American Public Power Association (APPA) is pleased to submit the following
statement for the record to the Committee in relation to its hearing on the winter
fuels outlook for 2005-2006 that was held on Tuesday, October 18, 2005. APPA rep-
resents the interests of more than 2,000 publicly-owned electric utility systems
across the country, serving approximately 43 million citizens. APPA member utili-
ties include state public power agencies and municipal electric utilities that serve
some of the nation’s largest cities. However, the vast majority of these publicly-
owned electric utilities serve small and medium-sized communities in 49 states, all
but Hawaii. In fact, 75 percent of our members are located in cities with populations
of 10,000 people or less. Further, most publicly owned utilities depend on wholesale
power purchases to meet all or some of the retail loads for the communities they
serve.

APPA concurs with Chairman Domenici that this year’s enactment of the Energy
Policy Act of 2005 (EPAct 2005) provides the regulatory certainty for electric utili-
ties and other stakeholders that is essential for an industry that requires long-term
planning and as much predictability as possible. Although the electric utility indus-
try continues to face significant challenges—including volatile natural gas prices
that will be discussed below—EPAct 2005 has satisfactorily addressed many of the
complex issues that have arisen since passage of the Energy Policy Act of 1992.
Therefore, APPA strongly discourages the Committee from taking any additional ac-
tion on electricity restructuring or regulation matters in the context of hurricane re-
lief or in response to high natural gas prices.

THE ELECTRIC UTILITY INDUSTRY AND NATURAL GAS

A diverse portfolio of fuel options is vitally important to the electric utility indus-
try in order to maintain a reliable supply of affordable electricity to consumers
throughout the nation. Natural gas remains an extremely important fuel for the
electric utility industry, and must remain an option in the future in order to main-
tain portfolio diversity. However, natural gas prices have increased steadily over the
last several years, and the supply disruption triggered by the hurricanes has accel-
erated the climb in prices. APPA defers to the natural gas industry for their anal-
ysis of ways to bring supply and demand back into a more normal balance after the
devastation created by the hurricanes.

However, over and above the disruption caused by the hurricanes, supply of nat-
ural gas has not kept up with demand. APPA believes that demand side manage-
ment is a central component to increasing the supply (thereby decreasing the price)
of natural gas. Over the last 25 years, much of the problem with sufficient supply
can be linked to a lack of coordination between the nation’s environmental and en-
ergy policies. As Clean Air Act regulations have become more stringent in relation
to the use of coal as a source for electric generation, an increasing number of electric
utilities have turned to natural gas-fired power plants. Although that trend may be
changing as clean coal technologies become commercially viable, there is still a need
to harmonize efforts to overcome the current natural gas crisis with common sense
environmental policy. Regulatory timelines must be used to allow for the research
and development of new generating technologies that expand the nation’s fuel diver-
sity in an environmentally sensitive manner. New regulations and legislation must
avoid regimes that result in an additional increase in fuel switching from coal to
natural gas in order to prevent a further decrease in natural gas supply.

Unfortunately, all recent combustion related regulations in the Clean Air Act have
worked to drive the industry away from the use of coal and have forced the industry
to depend very heavily on natural gas as the most frequently used fuel choice for
new electricity generating stations. Natural gas is favored because its emissions con-
tain a significantly lower level of SO, and mercury emissions. Even though natural
gas combustion can increase the level of NOx in a community, many manufacturers
and utilities have been forced to increase the use of natural gas in the electricity
industry since the mid 1980s. Because regulatory regimes have failed to allow for
proper planning time, the electricity industry has made a business decision to move
to natural gas in many cases which has exacerbated the gas supply problems, in-
stead of seeking new technologies, such as coal gasification, to address environ-
mental challenges.

While there are some legitimate combustion energy uses for gas (where the manu-
facturer or utility virtually sits atop a gas pipeline or is co-mingled with a refinery),
this regulatory push for natural gas over coal and oil will continue to put pressure
on natural gas supplies. Also the Clean Air Act’s “anti-backsliding” provisions make
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it hard for a manufacturer or utility to return to coal or oil once the transition to
gas has been made.

It will be very important for regulators and legislators alike to meet the chal-
lenges of keeping energy supply needs and environmental requirements in sync with
one another. The development of new clean coal technologies, encouraged under
EPAct 2005, will go a long way toward helping the electric industry decrease its de-
pendence on natural gas as a fuel for electric power in an environmentally sound
manner.

CONCERNS WITH MANDATING ECONOMIC OR EFFICIENT DISPATCH

As is mentioned above, APPA does not support new efforts to address broad elec-
tricity industry provisions. During the hearing, a few members of the Committee ex-
pressed particular interest in the issue of “economic” or “efficient” dispatch, with the
implication that legislation should be enacted to direct the most efficient natural gas
plants to be deployed in a given market before less efficient natural gas plants.
While this is a seemingly simple proposal, like most issues in the electric utility in-
dustry, deciding when and why a given generating plant is deployed is a complex
decision, with efficiency and cost being only two of the variables affecting the deci-
sion. Other variables include available transmission, environmental constraints, and
maintenance schedules.

Also, the term “economic” or “efficient” dispatch has been used loosely and is sub-
ject to varying interpretations. Section 1234 of the Energy Policy Act of 2005 man-
dates a Department of Energy study on economic dispatch, the outcome of which
we believe should be analyzed before any additional legislation on this issue is even
considered. In Section 1234, the definition of economic dispatch is quite generic, and
hence subject to varying interpretations—an issue that is being evaluated at DOE
as part of the study process. The definition refers to the operation of generation fa-
cilities “at the lowest cost.” But it is not clear whether the word “cost” means the
cost of production of each unit dispatched (in other words, what is referred to in
the industry as a “cost-based dispatch”) or a dispatch regime under which each gen-
eration unit is bid by its operator into a centralized market at a price that the
owner sets at its discretion (subject only to any applicable market rules), which is
generally known as a “bid-based dispatch.”

The former type of dispatch was a central feature of a number of regional power
pools that the electric utility industry operated prior to restructuring, with utilities
bidding in their generation at cost, resulting in savings from such joint operations
that were shared among the members, often under a “split the savings” convention.
The latter type of dispatch is now in use in a number of organized markets run by
Regional Transmission Organizations (RTOs) and Independent Systems Operators
(ISOs), including ISO New England, the PJM Interconnection, the New York ISO
and the Midwest ISO. These ISOs run day-ahead and real-time markets using a se-
curity-constrained, bid-based economic dispatch and a single-clearing price mecha-
nism. Under the single-clearing price convention, all generators bidding into the
market for a particular time interval are paid the price necessary to clear the mar-
ket in that time interval, even if the bid an individual generator made was much
lower than that clearing price. This has resulted in higher prices for generation of
all kinds in ISO/RTO regions, not just natural gas. This phenomenon, known as
“dark spread” in the industry, has resulted in windfall profits for merchant genera-
tors of coal and nuclear in these bid-based markets.

APPA members have also discovered that the high clearing prices set in ISO-run
day-ahead and real-time markets (which are often set based on the high fuel cost
of natural gas-fired generation units) are having a “ripple effect” on longer-term bi-
lateral markets. At APPA’s June 2005 National Conference in Anaheim, California,
the membership passed Resolution 05-18, entitled “Unjust and Unreasonable Prices
for Long Term Bilateral Power Supplies” (copy enclosed as Attachment 1%). That
resolution notes that:

“APPA members in RTO regions that attempt to procure power under long-
term bilateral arrangements now find that generators are often willing to enter
into such agreements only on terms that reflect the (higher) “market clearing
prices” they can obtain in RTO-run spot markets, even when their own (lower)
cost structures bear little relationship to spot market clearing prices.

Because such APPA members rely on bilateral power supply contracts to
avoid the even higher risk and price volatility of spot markets, this perverse
pricing “feedback loop” has caused steep retail rate increases in some public
power communities.”

*All attachments have been retained in committee files.
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As is implied above, even a “pure” cost-based economic dispatch of generation
across a region can raise difficult questions. For example, some generation re-
sources, such as storage-limited hydroelectric resources or environmentally limited
fossil fuel plants, incur opportunity costs if they are required to run at a time not
of their own choosing. These costs can be quite difficult to value. Operators must
also account for regulatory and contractual limitations on unit operations, level of
fuel inventories, transmission constraints, low load stability risk, ramp require-
ments, weather conditions, and other factors.

But these pricing and operational issues with cost-based dispatch are dwarfed by
the problems APPA members are experiencing with ISO-run, bid-based, single-clear-
ing price markets. APPA understands the economic theory underpinning this mar-
ket model, and its attraction to policy makers. But for this model to work, the bids
of generators must reflect the true marginal cost of producing the last unit of elec-
tric power. For many reasons, including substantial transmission constraints, unan-
ticipated increases in natural gas prices that have weakened new generation en-
trants heavily dependent on that fuel, convoluted market rules and associated ex-
ceptions, generation market power, and concomitant economic withholding, the ac-
tual results in bid-based markets have diverged markedly from the theory of how
a competitive market should work, to the detriment of retail electric consumers.

For these reasons, APPA does not support the further extension of ISO-run, bid-
based single-clearing price markets to regions of the country that do not now have
them, and we are concerned that a federal mandate on efficient or economic dis-
patch with the definitional context of “cost” being a bid-based market could move
non-RTO regions toward RTOs. As is explained above, even cost-based dispatch has
its challenges, and we think that those challenges are best met at the local and re-
gional levels so that variables like environmental regulations, transmission con-
straints, etc., can be taken into consideration. Further explanation of APPA’s gen-
eral position on RTOs may be found in APPA’s December 2004 policy paper, “Re-
structuring at the Crossroads: FERC Electric Policy Reconsidered,” which is en-
closed as Attachment 2.

COAL-FIRED GENERATION

During the hearing, Senators Burns and Thomas both expressed concerns that the
vast majority of new electricity generation built in the last 10 years in this country
has been natural gas-fired generation. Although the trends delineated above provide
the answer as to why natural gas has been an attractive investment to utilities in
the last decade or so, we agree with their concerns with these trends and believe
that coal-fired generation is and must continue to be a vital and viable part of our
electric generation mix. Coal is abundant domestically, is inexpensive relative to
other fossil-fuel sources like natural gas, and is an increasingly clean fuel source
due to the technological innovations achieved in recent years, like integrated gasifi-
cation combined cycle (IGCC), that minimize emissions of air pollutants.

According to Energy Information Administration (EIA) data, coal currently ac-
counts for approximately 50% of the electric generation produced in the United
States, far exceeding the proportion of other primary fuels like natural gas, nuclear,
hydropower, oil, and non-hydro renewable energy. By the year 2025, it is predicted
that this high percentage will remain relatively unchanged. Also according to EIA
data, the public power sector provides approximately 16.6% of all kilowatt-hour
sales to ultimate consumers in the nation. Public power systems own 9.8% of the
generating capacity compared to the investor owned utilities (IOUs) at 40.9%, non-
utility generators at 37.9%, and the rural electric cooperatives at 4.1%. Although
public power systems have less coal capacity and more natural gas and hydropower
capacity in their mix than other utility sectors, coal is still a crucial part of their
generation mix, accounting for 30.1% of nameplate capacity. Furthermore, given the
price volatility of natural gas, and the uncertainty and high costs we have experi-
enced in ISO/RTO markets in particular, many public power systems are interested
in building more of their own generation close to their load. This has resulted in
a heightened interest in siting new coal-fired generation in the last couple of years,
despite the regulatory constraints and expenses imposed by the Clean Air Act. Sev-
eral public power communities are in the advanced stages of proposing coal-fired
generation projects, and we are likely to see continued interest in this area by our
members.

Another issue that was mentioned cursorily in the hearing last week was the
issue of coal transportation. Coal must be transported from the mine to the gener-
ator via rail, and from the generator to the end-use customer via high voltage elec-
tric transmission lines. Increased reliance on coal requires greater attention to both
of these areas. To that end, APPA supports legislation that encourages structural
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and policy changes to promote competitive transportation alternatives for rail cus-
tomers and improvements in the rail customer protection mechanisms that are im-
plemented by the Surface Transportation Board (STB). This issue has become in-
creasingly acute in the last two years for “captive rail” customers that are served
by only one railroad. As long-term contracts for coal shipping have come up for re-
newal, public power systems, along with many other captive rail stakeholders, have
faced exorbitant rate increases from the railroads. They have had little or no ability
to negotiate these rates and as a practical matter, little relief is available from the
STB. These disproportionate costs for rail shipping in some areas of the country are
driving the cost of coal-fired electric generation up unnecessarily at a time when the
last thing the industry and the economy needs is more high fuel costs.

Regarding electricity transmission, the industry badly needs new transmission in-
frastructure, and public power represents an untapped resource for the development
of such new facilities. Public power systems are willing and able to invest in trans-
mission facilities provided they receive the concomitant long-term firm transmission
rights. APPA is anxious to encourage joint ownership of new transmission facilities
by all load-serving entities in a region, be they public or private—in fact, two public
power systems in the Gulf States have sent the enclosed (Attachment 3) letter to
Entergy proposing to aid in the rebuilding of Entergy facilities destroyed by recent
hurricanes through joint financing and ownership. A white paper on this subject is
also enclosed (Attachment 4).

LAFAYETTE CONSOLIDATED GOVERNMENT,
LAFAYETTE UTILITIES SYSTEM,
Lafayette, LA, October 6, 2005.

Mr. J. WAYNE LEONARD,
Chief Executive Officer, Entergy Corporation, Clinton, MS.

DEAR MR. LEONARD: The recent devastation wrought by hurricanes Katrina and
Rita throughout much of Louisiana, Mississippi and Texas has destroyed much of
the electric system owned by investor owned utilities. municipal systems and elec-
tric cooperatives. The costs to repair these systems, while still largely undetermined,
may well be in the billions of dollars.

It has occurred to us that this may also he a time of unique opportunity .for the
power consumers of this region. The Entergy transmission grid is a vital component
of not only Entergy’s system but of ours as well. We are therefore vitally interested
in seeing transmission system rebuilt that will better serve all electric consumers,
stronger and more reliable than before. And we think this is a time when a new
approach could redistribute costs in a tray that could reduce the need to seek sup-
port. from the nations taxpayers to share in the cost of reconstruction.

The changes in our industry have led to much debate concerning the rights of
transmission dependent utilities such as ours. We agree that those who expect some
certainty from the transmission system should be willing to invest in that system,
although we do not think that the so-called participant funding approach will work.
As we work to restore the grid we have the opportunity to resolve a number of divi-
sive issues and share the burden of improving the transmission system together.

We write on behalf of a number of transmission dependent utilities who would
be willing to invest our own funds to help rebuild Entergy’s transmission system
to the point where it is capable of serving all consumers better, including invest-
ment in needed facilities not necessarily affected by the storms in order to free up
Entergy’s capital for restoration. We believe such an investment would ease
Enterﬁry’s search for funds to repair its system and result in an improved system
overall.

We would be interested in seeking solutions that would allow our organizations
to build and own segments of the grid that would improve the system and cost share
with Entergy where it makes sense. We would he willing to contract with Entergy
to manage and maintain these segments. or participate in an RTO if Entergy should
choose to join one. We think that Section 30.9 of your transmission OATT, or in
some cases, a like provision in an existing grandfathered contract, offers a good way
for our costs to be recovered, and it appears that this method of ownership and oper-
ation would be cheaper for all of your transmission customers than if Entergy were
to be forced to own and finance all of the facilities that are required. We understand
that when you were at Cinergy, you had a Joint Transmission System arrangement
with IMPA and Wabash Valley, which we understand worked well, and which might
serve as at least a partial model.

If you are at all interested in this approach, please let us know. We recognize that
time is of the essence in getting the system rebuilt, but we see this as a unique
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opportunity to build a stronger and less expensive system that better serves all elec-
tric customers in the region. Together we can turn this disaster into a positive for
all concerned.
Sincerely,
TERRY HUVAL,
Director, Lafayette Utilities System,
ROBERT D. PRIEST,
General Manager, Clarksdale Public
Utilities.

STATEMENT OF AMERICAN PUBLIC POWER ASSOCIATION

JOINT OWNERSHIP OF TRANSMISSION

Joint ownership of transmission facilities is a structural solution that can address
many of the access-related issues that Regional Transmission Organizations
(“RTOs”) were intended to address. Proportional ownership by those load-serving en-
tities providing service in the region is an effective means to mitigate the trans-
mission market power of utilities seeking market-based rate authority from the Fed-
eral Energy Regulatory Commission (“FERC”). If the responsibility for building and
owning the transmission grid is spread more broadly among entities serving loads
in a region, then joint transmission planning will be facilitated, simply because
there are more participants at the planning table. If network customers of a domi-
nant regional transmission provider are encouraged to buy in to their load ratio
share of the transmission system, transmission usage and ownership will be more
closely aligned, and the frictions between transmission-dependent utilities and
transmission owners can be reduced.

Public power utilities have participated in jointly-owned transmission arrange-
ments for many years. One model of joint ownership that has worked for public
power is investment in a transmission-only company. A second model is ownership
in a shared system.

INVESTMENT IN A TRANSMISSION-ONLY COMPANY

There are two transmission-only companies that are partially owned by public
power utilities. These are the American Transmission Company and the Vermont
Electric Power Company.

American Transmission Company

American Transmission Co. LLC (“ATC”) was organized in 2000 and assumed
ownership and operation of transmission assets on Jan. 1, 2001. Four investor-
owned utilities—Wisconsin Electric Power Company, Madison Gas & Electric Co.,
Wisconsin Public Service Corp. and Wisconsin Power & Light Co.—transferred their
transmission assets to ATC at net book value. In return, the utilities received 50
percent of the assets’ value in cash and the remainder as ownership interests in
ATC. The fifth founding member, Wisconsin Public Power Inc. (“WPPI”), a public
power utility that owned no transmission, purchased a 5.7 percent ownership inter-
est in ATC for $17 million. The percentage amount was based on WPPI's propor-
tionate share of electric load in Wisconsin, and the purchase price was based on the
net book value of the transmission facilities transferred to ATC by the other owners.
WPPI is a municipal joint action agency that provides full requirements power and
energy and other services to its 39 member cities and towns in Wisconsin.

Currently, ATC has 28 members who have contributed some combination of trans-
mission assets or cash to the system. These members include the Upper Peninsula
Public Power Agency, which was created to facilitate the participation of seven
Michigan municipal utilities in ATC, as well as four electric cooperatives in Wis-
consin and Michigan.

ATC owns approximately $1 billion in transmission assets, including 8,900 circuit
miles of transmission lines and 450 substations. The company is governed by a
Board of Directors, which includes four independent directors and a director rep-
resenting each of the five founding members. The company raises capital by selling
bonds and by equity contributions from its members. Its bonds are rated by all three
major credit rating agencies: currently ATC’s long-term debt is rated “A” by both
Fitch and Standard & Poor’s, and “A1” by Moody’s.

ATC was created in response to the Reliability 2000 legislation signed into law
in October 1999 as part of Wisconsin’s 1999 budget bill. The legislation represented
a compromise: it raised the cap on investor-owned utility investments in non-regu-
lated businesses to 25 percent of utility assets, if the utility voluntarily transferred
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its transmission assets to a separate transmission-only company that would in turn
improve system planning, construct needed transmission facilities, and ensure a
more reliable system. The legislation addressed regulatory jurisdiction over the new
company, to be structured as a utility subject to state jurisdiction for issues includ-
ing certification of transmission projects but ceding rate jurisdiction to FERC.

A June 2000 filing with the Wisconsin Department of Financial Institutions estab-
lished ATC as a limited liability company. This structure was selected in part to
facilitate the participation of a diverse mix of utility owners. Next, ATC filed with
FERC for approval of its Open Access Transmission Tariff (OATT); the tariff created
a single-zone transmission rate, phased-in over a 5-year period.

In August 2000, ATC and the five member companies filed with the Wisconsin
Public Service Commission for certification of ATC as a transmission company and
for approval to transfer transmission assets with a book value of more than $545
million from the member companies to ATC. ATC filed for and received necessary
approvals from FERC, as well as state regulators in Wisconsin, Michigan and Illi-
nois, in time to meet the January 1, 2001 launch date.

ATC is a member of the Midwest Independent Transmission System Operator
(MISO), transferring operational control of its transmission facilities to MISO in De-
cember 2001. ATC transmission customers began taking transmission service under
the MISO OATT in February 2002.

Each year ATC conducts a transmission system assessment, including public
input in system-wide meetings, which results in recommendations for system up-
grades and expansion. In its most recent 10-year transmission expansion plan, ATC
projects new investment of up to $2.8 billion. Since operations began in 2001, ATC
has invested over $500 million in transmission infrastructure.

Vermont Electric Power Company

ATC was created just a few years ago, but the idea of a jointly owned trans-
mission-only company is not new. Vermont’s investor-owned utilities established
Vermont Electric Power Company (VELCO) in 1956 to develop an integrated trans-
mission system in the state. The Burlington municipal utility became a shareholder
in the 1960s through conditions placed on nuclear plant licenses to address situa-
tions inconsistent with the antitrust laws. However it wasn’t until the late 1970s
that agreement was reached to allow all of Vermont’s municipal and cooperative
utilities to acquire shares in VELCO; the agreement forestalled a legislative pro-
posal directing the State of Vermont to take over VELCO.

Vermont’s 15 municipal and two cooperative utilities have increased their shares
in VELCO over time, finally achieving a load ratio ownership share in 2001. Today,
?unicipal utilities have two seats on the VELCO Board, and cooperative utilities

ave one.

When VELCO needs new equity for its capital program, each shareholder is al-
lowed to invest a proportionate amount based on its load ratio. Shares are owned
by the individual municipal utilities, and many obtain financing from Vermont Pub-
lic Power Supply Authority, the joint action agency in the state.

OWNERSHIP IN A SHARED TRANSMISSION SYSTEM

In shared or joint transmission systems, two or more load-serving utilities com-
bine their transmission facilities into a single system. Examples of public power par-
ticipation in shared transmission systems are found in Indiana, Georgia, Minnesota,
and the upper Midwest region.

Indiana

Cinergy Corp., Wabash Valley Power Association (“WVPA”), and Indiana Munic-
ipal Power Agency (“IMPA”) own a Joint Transmission System (“JTS”), an inte-
grated transmission system covering two-thirds of Indiana, part of Ohio and a small
part of Kentucky. IMPA, a joint action agency that now serves the power supply
needs of 40 Indiana Municipal utilities, acquired its interest in the JTS in 1985
through the purchase of transmission facilities from Public Service Company of Indi-
ana (“PSI”). (PSI has since been acquired by Cinergy.) WVPA has had a similar ar-
rangement with PSI since 1983.

IMPA’s participation in transmission ownership and the establishment of the JTS
followed several years of negotiations between the parties. At the time, PSI was con-
structing the Marble Hill nuclear plant and had severe financial problems. PSI was
looking for co-investors in Marble Hill and invited IMPA to participate. IMPA de-
clined, and countered with the suggestion of investing in PSI’s transmission assets.

In November 1985 IMPA executed ownership and licensing agreements with
WVPA and PSI. These agreements provide that each utility owns specific lines and
substations in the system, but has all rights, as tenants in common, to the use, out-
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put and capacity of the entire JTS. IMPA issued $31.6 million in revenue bonds to
purchase about seven percent of PSI’s transmission assets. If a joint owner’s use of
the system is more than its investment share, the utility makes payments to one
or both of the other owners. This arrangement—owning specific assets, but oper-
ating as if the entire system were jointly owned—was used rather than a partner-
ship arrangement, because IMPA is a political subdivision of Indiana, and state law
prohibits it from entering into partnership agreements with private entities. IMPA
also signed an operating agreement with PSI, providing for IMPA to pay PSI (now
Cinergy) a monthly fee for the operation and maintenance of the IMPA assets.

Cinergy, WVPA and IMPA jointly plan for JTS system upgrades and expansions.
The planning group uses forecasts of total load growth to determine where the need
for new transmission is greatest. The planners assign ownership of specific capacity
additions among the three utilities in proportion to each utility’s percent of total
load, and each utility then provides the investment money for its assigned portion.
The goal is to keep each utility’s investment in proportion to its use of the system.
IMPA currently owns 4.6 percent of the JTS.

The JTS is directly connected with eight other electric utilities in or adjacent to
Indiana, and is under the operational control of MISO. MISO treats the JTS as a
single entity, and pays Cinergy revenues collected for the use of the system.
Cinergy, in turn, pays WVPA and IMPA their portion of the revenue.

The other three jointly-owned systems described below have very similar arrange-
ments to the Cinergy/WVPA/IMPA JTS model. Brief descriptions are provided for
each of the three.

Georgia

Georgia’s Integrated Transmission System (“ITS”) is jointly owned by four Georgia
electric utilities: Georgia Power Co., a subsidiary of Southern Company; Georgia
Transmission Corp., an affiliate of Oglethorpe Power Corp., which is a generation
and transmission cooperative; MEAG Power, a municipal joint action agency; and
Dalton Utilities, a municipally-owned utility. A 1975 Georgia statute authorized the
creation of MEAG Power, and in 1976 the agency began purchasing transmission
assets and ownership interests in generating facilities from Georgia Power to serve
the needs of its 49 municipal utility members.

Georgia Power has separate, two-party agreements with each of the other three
joint owners, and also has supplemental agreements regarding operations and main-
tenance of the transmission system. Each utility owns individual transmission as-
sets, but may use all transmission facilities in the system, regardless of ownership,
to serve its customers.

Georgia Power operates the transmission network, and each utility is responsible
for the operation and maintenance costs of the lines it owns. Through a joint plan-
ning process each owner maintains an investment in transmission that is in parity
with the investments of the other joint owners. The parity formula is generally de-
termined each year based on each system’s five-year rolling average peak demand.
MEAG Power currently owns more transmission than its parity amount, and so re-
ceives parity payments from Georgia Power.

Minnesota

In the 1980s utilities in Minnesota signed a series of agreements for sharing of
transmission systems (“STS agreements”) that generally provide for investment in
transmission assets in proportion to each utility’s load and use of the shared system.
By the end of 1983, Southern Minnesota Municipal Power Agency (“SMMPA”), for
example, had signed STS agreements with two investor-owned utilities (Interstate
Power and Northern States Power) and with two cooperative utilities (Dairyland
Power Cooperative and United Power Association).

SMMPA’s transmission assets are generally operated and maintained by the
agency’s partners in the STS agreements. The agreements with the investor-owned
utilities (“IOUs”) were terminated and converted to network transmission service as
part of the two IOUs’ merger activities. However, the IOUs continue to operate
SMMPA'’s transmission in their service areas, and SMMPA receives a credit reflect-
ing its investment in each system. SMMPA’s joint ownership arrangements with the
cooperative systems remain in effect.

Upper Midwest Region (Missouri River Energy Services)

Otter Tail Power (“OTP”), an investor-owned utility that serves customers in Min-
nesota, North Dakota and South Dakota, has separate transmission system agree-
ments with Great River Energy (“GRE”), a cooperative in Minnesota, and with Mis-
souri River Energy Services (“MRES”), a joint action agency serving public power
utilities in Iowa, Minnesota, North Dakota and South Dakota.
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The OTP/MRES integrated transmission system began in 1986 when MRES, then
known as Missouri Basin Municipal Power Agency, purchased (via its financing
agent, Western Minnesota Municipal Power Agency) eleven percent of OTP’s trans-
mission system. Otter Tail Power is responsible for the operation and maintenance
of the transmission system, and the two utilities jointly plan for system expansions
and upgrades.

Under the OTP/MRES agreement, each utility owns specific transmission assets,
generally in proportion to its share of load in the system’s service area, and each
utility has use rights on the system. The OTP/GRE agreement works in a similar
way. The two integrated systems partially overlap one another, and the effect of the
two agreements is that each of the three utilities has the right to use the overlap-
ping portions of the integrated transmission systems as if they were its own.
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