
Y 

"ECONOMIC AND POLICY CONSIDERATION 
IN CHOICE OF A WEST COAST 011, PORT" 

REGIONAL PROGRAM REPORT 78- 19 

by 

Arlon R. Tussing 

Prepared  for : 

West  Coast  Oil Ports Inquiry 

A. R. Thompson,  Commissioner 

Vancouver, B. C. 

A p r i l ,  1978 

LIBRARY 



ABSTRACT 

m 

rl 

I 

m 

An o u t l i n e   i s   p r o v i d e d   o f   t h e  economic, i n s t i t u t i o n a l  and 

p o l i t i c a l  backgrounds o f   t h e  West Coast 'o i l   surp lus '   p rob lem.  The 

elements o f   U n i t e d   S t a t e s   p o l i c y   a f f e c t i n g  o i l  t ranspor ta t ion   dec is ions  

are  d iscussed,  including  pr ic ing,   "ent i t lements  t reatment1'  and the 

des i re  for energy s e l f   s u f f i c i e n c y .  The range o f  outcomes o f   t h e  West 

Coast surp lus and the  Northern  Tier  crude o i l  supply  issues i s  surveyed 

There i s   a t   t h i s  moment no  crude o i l  supp ly   c r i s i s .  The 

absence of  a west to  east   t ransportat ion  system  reduces  the  netback 

revenues  from Prudhoe Bay crude o i l   f o r   t h e   p r o d u c i n g  companies  and f o r  

the  State  of   Alaska, and i t  th rea tens   t o   ra i se   t he   p r i ces   o f   pe t ro leum 

products   in   the  market   areas  o f   the  landlocked  Nor thern  T ier   re f iner ies.  

But  there  is   no  reason we cannot  get by a lmos t   i nde f i n i t e l y  wi th  make- 

sh i f t   dev ices   l i ke   t ranssh ipment   o f   A laska  o i l   th rough  the  Panama Canal, 

temporary swap arrangements and movement o f  crude o i l   i n   r a i l w a y   t a n k  

cars.  These improv isat ions may be messier  economical ly and env i ronmenta l ly  

in   the  shor t   term and they may requ i re  more en t repreneur ia l  and regu la to ry  

innovat ion  than  large  scale  long-term  solut ions,   but   they will not  be as 

c o s t l y  i n  rea l  economic  terms o r   i n  permanent  environmental  disturbance, 

nor  as thorny  from a p o l i t i c a l  and regulatory   s tandpoint  as a dec is ion 

t o  spend hundreds o f   m i l l i o n s   o r  even b i l l i o n s   o f   d o l l a r s  on superf luous, 

uneconomicorwrongly  located  pipel ines and terminals.  



i i. 

R ~ S U M J ?  

Le  rapport  donne  un  apprsu  des  aspects  6conomiques, 

institutionnels  et  politiques  du  probleme  de  surplus  p6trolier 

de  la  c6te  ouest.  On  y  commente  les  points  de  la  politique 

am6ricaine  qui  dictent  les  ddcisions  concernant  le  transport 

p6trolier  et,  en  particulier,  le  r6gime  des  prix,  les  contingen- 

tements  et  la  volontd  d'autosuffissance  dnerg6tique.  On  passe 

en  revue  1'6ventail  des  cons6quences  des  surplus  de  la  cSte  ouest 
et les  enjeux  de  l'approvisionnement en  brut  des  6tats  du Nord. 

I1 n'y a  pour  l'instant  aucune  crise  d'approvisionnement 

en brut.  L'absence d'un systsme  de  transport  de l'ouest 2 l'est 
r6duit  le  revenu  net  cumulatif  des  soci6t6s  productrices  et  de 

l'6tat de l'blaska  pour le  p6trole  brut  provenant  de  la  baie  Prudhoe. 
La  situation  menace  de  faire  monter  les  prix  des  produits  pGtroliers 

dans la zone  de  march6  qu'alimentent  les  raffineries  de  l'int6rieur 

dans  les  6tats  du Nord. Cependant,  rien  ne  nous empiSche d'avoir 

recours  indgfiniment 2 des  solutions  de  rechange,  telles  que 
l'acheminement  du  p6trole  de 1'Alaska par le  canal  de  Panama,  des 

ententes  d'dchange  temporaire  et le transport  du  brut  par  wagons- 

citernes.  Ces  m6thodes  de  fortune  peuvent  causer, 2 court  terme, 
des  ennuis  Gconomiques  et  environnementaux  et  taxer  davantage 

l'imagination  des  entrepreneurs  et  des  organismes  de  rgglementation, 

que  les  solutions  d'ensemble 2 long terme. Cependant,  ces  moyens 

provisoires coi3teront moins  cher  en  ddpenses  rdelles  et  en 

perturbations  environnementales  permanentes  et  causeront  moins 

de  soucis  politiques  et  rdglementaires  que  de  decider  de  depenser 
des  centaines  de  millions  ou  mGme  des  milliards  de  dollars  pour 

construire  des  pipe-lines  et  des  terminus  maritimes  superflus, 

non-6conomiques  et  mal  situbs. 
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West Coast O i l  Por ts  Inqu i ry  

Q) 

Q 

I n  March 1 9 7 7  D r .  Andrew R. Thompson was commissioned by t h e  

Government of Canada t o  i n q u i r e   i n t o  t h e  environmental ,  social  
and   nav iga t iona l   s a fe ty   a spec t s  of a proposed o i l  p o r t  a t  
K i t i m a t ,  B.C.  and t h e  broader  Canadian  concerns  and  issues 
r e l a t e d  t o  west coast o i l  t a n k e r   t r a f f i c .  

The Inqui ry   hear ings  were ad jou rned   i n  November 1977 because 
t h e r e  was t h e n   n o   a c t i v e   a p p l i c a t i o n   i n  Canada f o r  a west coast 
o i l  p o r t .  The Commissioner summed up h i s   f i n d i n g s  t o  t h a t  p o i n t  
and  presented h i s  Statement  of Proceedings t o  t h e  Min i s t e r  of 
Fisheries and t h e  Environment  and t h e  Min i s t e r  of Transpor t  on 
February 23, 1978. 

The Minis ters   subsequent ly   announced  that  " t h e  Federal Government 
sees no  need f o r  a west coast o i l  p o r t  now or  i n   t h e  foreseeable 
fu tu re   and   doub t s   t ha t   t he   bene f i t s  of e s t ab l i sh ing   such  a p o r t  
would b e   s u f f i c i e n t  t o  o f f s e t   t h e   d a n g e r  of r i s k i n g  a major o i l  
sp i l l " .   Consequen t ly ,   t he   Inqu i ry   d id   no t   con t inue .  

T h i s  r e p o r t   c o n t a i n s  material which was p repa red   fo r  t h e  Inqui ry  
b u t  was n o t  examined  due t o  t h e  te rmina t ion  of t h e  Inqui ry .  

Th i s   r epor t  was prepared   under   cont rac t   and   does   no t   necessar i ly  
represent   the   v iews   and   po lkc ies  of the Department. 

Y 
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ECONOMIC AND POLICY  CONSIDERATIONS  IN  CHOICE  OF  A WEST COAST  CRUDE  OIL  PORT 

by  Arlon R. Tussing  (Anchorage  and  Seattle) 

1. Introduction 

I have  been  asked  by  this  Inquiry  to  outline  the  economic,  insti- 

tutional  and  political  background of the  West  Coast  "oil  surplus"  problem: 

the  elements  of  United  States  policy  affecting  oil  transportation  decisions, 

including  pricing,  "entitlements"  treatment  and  the  desire  for  energy  self- 

sufficiency. I was  also  asked  to  survey  the  potential  range  of  outcomes 

with  respect  to  the  resolution  of  the  West  Coast  surplus  and  Northern  Tier 

crude  oil  supply  issues,  and  the  likely  outcomes  should  Canada  reject  all 

proposals  for  transshipment of Alaska  or  other  oil  for  United  States  desti- 

nations  through  the  province of British  Columljia. 

My  statement  today  first  attempts  to  define  the  question,  and  finds 

that  there  are  five  and  possibly  six  distinct  problems  being  addressed  by 

United  States  and  Canadian  authorities  under  the  heading  of  the  West  Coast 

oil  port  issue.  From  the  standpoint  of  transportation  economics  alone,  none 

of  these  five or six  problems  requires  the  construction of a  new  crude  oil 

handling  facility  on  the  Pacific  Coast  of  North  America.  The  West  Coast oil 

surplus  and  the  Northern  Tier  oil  deficiency  were  created  by  policy  decisions 

in  the  United  States  and  Canada  respectively  that  ignored  or  submerged  con- 

ventional  economic  benefit  criteria  in  favor  of  the  appearance  of  greater 
national  self-sufficiency  in  energy. 

I emphasize  the  appearance  of  self-sufficiency  as  opposed  to  its 

substance,  because  the  decision  of  the  United  States  to  prohibit  the  export 

or  exchange  of  Alaska  oil  in  the  Far  East  has  utterly  no  rational  basis,  and 

the  federal  Administration  has  never  attempted  to  offer  one.  If  exports  or 

exchanges  are  precluded,  the  choice  of  a  second-best  or  third-best  set  of 

solutions  is  complicated  by  real  and  imagined  environmental  risks  which I 

do not  feel  qualified  to  evaluate. 

I will,  however,  attempt  to  rank  several  broad  transportation 

"packages'  in  terms  of  their  expected  economic  benefit,  and  speculate  about 

the  outcome.  In  conclusion,  I  shall  point  out  some  lessons  for  the  present 

deliberations  from  the  debate  and  decision  regarding  the  Trans  Alaska  pipeline. 
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2 .  The problems  leading to th i s  Inquiry. 

The loca t ion   of  a l a rge  new o i l  port on t h e  West Coast of 

North  America  has become an  important   pol icy  issue i n  two coun t r i e s  

because  of  f ive  related  but  dist inguishable  problems.  These are: 

F i r s t l y ,  a market  for  Alaska  North  Slope  crude  oil ,  whose 

supply  exceeds  the  current   and  ant ic ipated demand f o r   t h e  par- 

t i cu la r  grade  and  quali ty  of crude o i l  a t  West Coast r e f i n e r i e s ;  

Secondly, a t ransportat ion  system t o  br ing  increasing  vol-  

umes of crude o i l ,  e i t h e r  from  Alaska or from the  Middle East 

t o  Midwestern r e f i n e r i e s  which  used t o  depend almost completely 

on o i l  from t h e  U.S .  Gulf  and  Southwestern states: 

Thirdly,  a supply of crude o i l   f o r   t h e   t i d e w a t e r   r e f i n e r i e s  

of  Washington State, which  have h i s t o r i c a l l y  depended  upon Alberta  

crude  delivered  through  the  Trans-Mountain  pipeline; 

Fourthly,  a supply  of  crude o i l  for the   l andlocked   re f iner ies  

of the  Northern Tier states, pa r t i cu la r ly   t hose   o f  Montana and  the 

Dakotas,  which are faced  with  dwindling local production  and a cut-  

off of imports from Alberta;  and 

F i n a l l y ,  a supply  of  crude o i l  f o r   r e f i n e r i e s   i n   t h e  Great 

Lakes States--Minnesota,  Wisconsin  and  Michigan--which also h i s to r -  

ically  used  Canadian  crudes.  

This  Inquiry  must also consider  the  long-term logistical 

requirements  of  Canadian  refineries,   looking  ahead t o  t h e  time i n  which 

the  Western  Provinces  cannot  fully  serve  their   present markets i n  

Canada,  but it is the  apparent   need  of   the  United  States  for new crude 

o i l  transport  arrangements  which made the   loca t ion   of  a new West Coast 

o i l  port an   i s sue   t ha t   has  t o  be  resolved i n  the  immediate  future.  



If  industry  were  allowed  to  face  each  of  these  five  problems 

solely  or  mainly  on  the  basis  of  transportation  economics,  and  if  govern- 

ments  could  decide  to  licence  the  necessary  facilities  solely  or  mainly 

on  the  basis of comparing  quantifiable  ecqnomic  costs  and  benefits,  four 

and  maybe  all  of  the  five  problems  would  have  single,  separate  and  rela- 

tively  simple  answers  that  would  not  involve  any new oil  ports  on  the  West 

Coast of North  America. 

The  logical  "second"  markets --- that is,  after  the  West  Coast 
itself --- €or Alaska  crude oil are  in  the  Far  East,  mainly  in  Japan.  The 

refineries  of  the  Midwest  would  most  easily  be  served  with  additional  crude 

oil  from  the  Middle  East,  Africa  or  the  Caribbean  through  expanding  existing 

transportation  facilities  Erom  the  Gulf of Mexico.  Puget  Sound  refiners 

could  accomodate  increasing  volumes of Alaskan  or  Indonesian  crude  at  their 

existing  docks  with  very  little  additional  investment  or  operating  costs, 

and  probably  with  declining  environmental risks over  time as more  sophisti- 

cated  vessels  and  navigational  systems  are  introduced.  The  logical  feed- 

stock 0.f the landlocked refineries of the Northern  Tier is the  Alberta  crude 

they  were  designed  to  process,  even  given  Canada's  commitment to maximizing 

long-term  crude  oil  self-sufficiency, if only  because of the  comparatively 

small  volume  of  crude  oil  these  refineries  require  from  outside  their own 

region. 

Only for the  refineries of the  Great  Lakes  States is there AO 

one  clearly  "best"  answer. It is possible to consider a variety of swap 

arrangements, but the economics and political  acceptability of each of 

them  depends on  how  other  problems  are  solved.  In  actual  fact  it  appears 
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that these refineries are already well on their way to replacing Canadian

crude oil with crude oil from the Southwestern States or abroad by means of

pipeline expansions and barge traffic from existing Midwestern delivery

points. The withdrawal of Koch Industries from the Kitimat project is a

direct result of the fact that the Great Lakes refiners do not have to wait

for the two national governments to make major policy decisions on oil ports

or swap arrangements to deal with their own problems in some way. Once

they have sunk capital into projects like the new Wood River pipeline, the

urgency and the comparative economic merits of the various transcontinental

proposals will be very much lessened, even if one of them otherwise would have

been a lower cost alternative.

The proposition that there is a single obvious solution to each

of the five general problems, which solution requires no new West Coast oil

ports, appears to contradict the tariff projections of the various project

sponsors and the Federal Energy Administration and its contractors. The

FEA studies, for example, show that Prudhoe Bay oil would earn a higher net-

back return if it were shipped to Chicago through the Kitimat, Trans-Moun-

tain or Northern Tier system than if it were sold in Japan. Some of the pro-

jections show lower costs for Viddlc  Eastern oil shipped to Chicago through

one of these systems than through expansions of existing pipeline systems

from the U. S. Gulf Coast. Finally, the projections show very similar

costs of service from the West Coast to Chicago for the three Northern sys-

tems.

Tables I and 11 are representative of these comparisons. Table

I is from a report I prepared for the Alaska Legislature, comparing the

projected refinery prices, transportation cost and netback  values of Prudhoe
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TABLE I COMPARISON OF REFINERY PRICE, TRANSPORTATION COST, AND NETBACK VALUES
AT VALDEZ,  MAJOR MARKETING ALTERNATIVES FOR NORTH SLOPE CRUDE

( ollars  per barrel)

Market via Refinery Transport Valdez
Price cost Netback

'Los Angeles tanker only
Japan tanker only
Chicago Trans-Provincial

Pipeline
(Kitimat-Edmonton)

(300 mbd)
(600  mbd)
(900 n&d)

12.87 -60 12.27
12.11 .34a 11.77

13.29 l.25b 12.04
1.02 12.27
-91 12.38

Trans-Mountain
Pipeline
(Cherry Point-
Edmonton)

13.29 1.03c 12.26

Northern Tier Pipeline
(Port Angeles-
Clearbrook)

(600 mbd)
(800 mbd)

13.29 1.23d 12.06
1.07 12.22

SOHIO
(Long Beach-Midland)

(500 mbd)
(1000 mbd)

13.29 1.30e
-95

11.99
12.34

Houston SOHIO
(Long Beach-Midland)

(500 mbd) 13.07 l.13f 11.94
(1000 mbd) .98 12.09

St. James, LA Panama Canal
(lighters)
(66 DWT)

13.07 2.14 10.93
2.42 10.65

Source: FEA, North Slope Crude: Where to? How? An analysis of the
alternatives available for the transportation of and disposition of
Alaskan North Slope Crude. Draft, November 29, 1976. pp. 332-353, and
author's calculations. The cost of the Middle Eastern reference crude
has been assumed to increase 6 percent over 1976 figures.

Notes: Refinery prices assume that Prudhoe Bay crude oil is treated as
imports for purposes of entitlements.

a - foreign tankers
b - Valdez Kitimat .30; Clearbrook-Chicago -19
c - Valdez-Cherry Point .41; Cherry Point-Edmonton -08
d- Valdez-Port Angeles . 39; Clearbrook-Chicago -19
e - Valdez-Long Beach -59; Midland-Chicago .39
f - Valdez-Long Beach -59; Midland-Houston .22-

I
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Bay c r u d e   o i l  a t  Valdez  under   var ious  t ransportat ion  a l ternat ives .  The 

bas i c   t r anspor t a t ion   cos t   e s t ima tes  come from  a  1976 Federal  Energy Admin- 

i s t r a t ion   s tudy ;  I have  only  changed  the  format and updated  the  crude  oi l  

p r i ce   f i gu res .  You can   see   tha t  t h e  f ina l   ne tback   va lues   for   Alaska   o i l  

i n  almost a l l  of t h e  systems  are  similar, f a r   c lo se r   t o   each   o the r   t han  

the  error   that   could  reasonably  be  expected i n  any  one  of them. A l l  of 

the  transshipment  systems  to  the Midwest,  moreover, seem to   g ive   h igher  

va lues   for   Alaska   c rude   o i l   so ld  i n  Chicago  than i n  Japan. 

The second  example  (Table 11) r e f l e c t s   t h e   c a l c u l a t i o n s  of 

Standard O i l  of  Indiana (Amoco), an  advocate  of  the  Northern  Tier  System 

According t o  t h i s  t ab l e ,   t he   cos t s   €o r  moving Middle   Eas te rn   o i l   to  

Chicago  would  be  comparable  whether it were t o  come through  the  Northern 

Tier  system, K i t i m a t  o r  from t h e  U.S. Gulf  Coast. To the   ex ten t   there  

is  any  advantage it seems t o  be clear ly   with  Northern  Tier ,  b u t  w i t h  

different   assumptions  regarding  the  capaci ty  and throughput  of  the d i f -  

ferent  systems,  the  comparison  could  be  turned  to  favor  Kitimat by about 

t h e  same margin. The Amoco f i g u r e s ,  however, show a very  large  advantage 

for  Northern  Tier  over  Kitimat i n  se rv ing   p laces   l ike  S t .  Louis,  Kansas 

C i t y  and  Denver. 

3 .  Exist ing  vs .  new p ipe l ine  economics 

In  my judgment, t ab les   such   as  I and I1 are  very  misleading 

a s  comparisons of the  economic mer i t s  of the  various  sytems.  There  are 

three  adjustments  which would  have t o  be made before  they t r u l y  r e f l e c t  

factors   that   govern  the  ra t ional   behavior   of   potent ia l   shippers  and inves tors .  

F i r s t l y ,  the  tables  do  not  dist inguish  between  the  nominal  price of 

t r anspor t a t ion  and i t s  economic cos t .   Spec i f i ca l ly ,   t he   va r ious  

I 



m a  
.d u a ) a  

m 

il 

1 

a 

rL 

3 

c 

In 
U 

m 

U 
rl 

N 

N 
0 
W 
rl 

h 
\o 

m 

m m 
N 

% m 
rl 

0 
W 
N 

m 
U 

rl 

0 
03 

0 

m 
m 
N 

03 
\o 

rl 

U 
rl 

rl 

rl 
N 

m 

h co 
rl 

hl 
rl 

rl 

0 
h 

N 

m 
m 
rl 

0 m 
0 

4 

% 
Ll 
0 

P 
Ll 
a, 
a 
rl 
V 

-5a- 

L ? m m m  
m h w h  
U U U V  

o r l o r l r l r l o r l  
. . . . . . . . 

a\ 
03 

m 

W 
m 

N 

U m 
\o 

4 

W 
4 

m 

co 
rl 

h 

m m 

rl 

0 
U 

m 

W m 
rl 

cr) 
rl 

rl 

m m 

hl 

co 
h 

rl 

m 
rl 

rl 

0 
bo a 
-d 
u 

E 

m 
0 

U 

m co 
N 

U m 
03 

rl 

W 
m 
m 

m 
0 

N 

m 
rl 

rl 

m m 
m 

U 
I+ 

c\I 

-f 
m 

rl 

rl 
rl 

m 

W m 
rl 

m 
rl 

4 

0 a 
a, 
4 
0 
k 

N 
N 

V 

0 
m 
N 

N 
0 

N 

m m 

m 

co 
0 

N 

U 
m 
rl 

W 
rl 

m 

h 
rl 

N 

N In 
rl 

rl cv 
m 

W 
0 

N 

U 
rl 

rl 

u 
.d 
0 

u 
k 

a, 
n 

m 
rl 

U 

m co 
N 

U 
rl m 
rl 

U m 
m 

m 
0 
N 

m 
V 

rl 

W 
m 
m 

N 
rl 

hl 

h 
U 

rl 

N 
d 

m 

h 
m 
rl 

N 
m 
rl 

0 
rl 
a 
CCI 
w 
7 a 

co co 
m 

h m 
N 

N m 
0 

N 

0 
rl 

U 

W 
W 
hl 

hk 
0 

N 

4 m 
N 

\o 
h 

4 

rl 
rl 

rl 

Ll 
a, 

co a 

U 
a 

h 
\o 

m 

W 
m 
N 

N co 
rl 

m co 
m 

m 
U 

N 

0 
a3 

rl 

4 m 
N 

m 
h 

rl 

U 
rl 

rl 

k 
aJ 
C 
? 
a, 
n 

m m 
N 

U 
rl 

U 

% m  \Dco 
0 0  
. .  

m 
03 

m 

m 
W 

N 

U m 
W 
rl 

N 
m 
m 

W 
rl 

N 

0 
h 

hl 

U 
4 

U 

0 
h 

m 

4 
0 

! 
I 
I 
I 
1 
I 
I 
I 
I 
I 
I 
I 

I 
I 

I 
I 
I 
I 
I 
I 
I 
I 

I 
I 

I 
I 
I 
I 
I 
I 
I 
I 

I 
I 

I 
I 

I 
I 
I 
I 
I 
I 

I 
I 

I 
I 

I 
I 

I 
I 
I 
I 
I 
I 
I 
I 

I 
I 

I 
I 
I 
I 
I 
I 
I 
I 

I 
I 

I 
I 
I 
I 
I 
I 
I 
I 
I 

a, 

alas 
3 3 m  
zza 
nnn 
u m \ o  
w w w  

u o a 3  
w r l r l  

c a 0  

0 
0 

3 .. 
a, 
Ll 
V 

3 
0 
vl 



-6- 

comparisons  use t h e  p o s t e d   t a r i f f s  of e x i s t i n g   p i p e l i n e  segments. these 

t a r i f f s  do not  correspond to economic c o s t s  on the Trans-!lountain, In t e r -  

Provinc ia l ,  I,;lkchcad, Ibngcland and  \J;lscana p ipe]   incs ,  f o r  cxnnl1>1p, w l l j c l l  

are  expected t o  be  undcrut i l ized o r  i n  some cases  empty unless t h e y  a re  

used t o  serve  Northern Tier or Midwestern r e f ine r i e s   w i th   c rude  o i l  from 

new sources.  The t a r i f f s   on   such   p ipe l ine   s egmen t s  are  n o t   t r u e  economic 

costs i n   t h e   s e n s e   t h a t   t h e y  are payments f o r   t h e  use of  li.bor, materials 

or c a p i t a l  which  have a l t e r n a t i v e   u s e s   b u t  are i n  most cases t h e  maximum 

t a r i f f s   p e r m i t t e d  by regulatory  formulas .   These  nominal   tar i f fs  may be 

t h e  real c o s t s   t h a t   f u t u r e   c r u d e  o i l  sh ippers  w i l l  face--or  they may no t ,  

because  the  owners   of   underut i l ized  pipel ines   can  be  expected t o  nego- 

t i a t e  t h e i r   t a r i f f s  downward i n  order t o  meet competi t ion  and  keep  their  

fac i l i t i es  i n  use. Very  few crude o i l  p i p e l i n e s ,  it should be noted,  have 

t a r i f f s  a s  high as regu la t ion  would permit. The i r r e d u c i b l e   f l o o r   f o r  

such   t a r i f f   r educ t ions  is very low: it is  of cour se   t he   i nc rease   i n   ope r -  

ating  costs--mainly  fuel--required t o  move t h e   a d d i t i o n a l  volume of  

petroleum. 

The same p r i n c i p l e  applies i f  somewhat less f o r c e f u l l y  t o  

expansions or modif ica t ions  of e x i s t i n g   p i p e l i n e   f a c i l i t i e s  l i k e  Capl ine,  

which are expected to  b e   f u l l y   u t i l i z e d .   A d d i t i o n   o f  power, looping  and 

debot t lcnccking   of   ex is t ing   p ipe l ines   usua l ly   has  a lower incremental  cost 

than   cons t ruc t ion  of e n t i r e l y  new sys tems,   and   the   cos t   o f   these   expans ions  

is o f t e n  less per b a r r e l   t h a n   t h e   p r e v a i l i n g   t a r i f f .  

I n   c o n t r a s t ,   t h e   p r o j e c t e d   t a r i f f s   f o r  new pipe l ine   sys tems 

l i k e  Northern Tier  or new pipe l ine   segments   l ike  Kitimat are composed 

v 
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e n t i r e l y   o f  real economic costs. Thei r  owners w i l l  not.   build  and  operate 

s u c h   f a c i l i t i e s   u n l e s s   t h e y   b e l i e v e   t h e y   c a n   i n , f a c t   r e a l i z e   t h e   p r o -  

j e c t e d   t a r i f f s .  Proposed new pipel ine  segments   face  another   disadvan-  

t a g e  compared t o   e x i s t i n g   t r a n s p o r t   f a c i l i t i e s   w i t h   t h e  same pro-forma 

t a r i f f s .  The c a p i t a l  costs and   t he re fo re   t he  cost o f   s e rv i ce   fo r  new 

fac i l i t i es  are f a r  less c e r t a i n   t h a n   t h e   o p e r a t i n g  costs o f   ex i s t ing  

f a c i l i t i e s .  The r e l i a b i l i t y  of cost fo recas t s   fo r   expans ion  or modi f ica t ion  

of   exis t ing  systems is somewhere i n  between.  Because  the  capital   costs 

of new cons t ruc t ion  are  almost   a lways  underest imated,   and  of ten by huge 

amounts, it is reasonable  t o  assume t h a t   t h e  cost of new p i p e l i n e  con- 

s t r u c t i o n ,   a n d   t h e   r e q u i r e d   t a r i f f s   f o r  new pipel ine  segments ,  are 

f l e x i b l e   o n l y  upward  compared t o  t h e   p r o j e c t i o n s   o f   t h e i r   s p o n s o r s ,   o r  

indeed   the   f igures   accepted  by government regula tory   agencies .  

On t h e  basis o f   t hese   p r inc ip l e s ,  I would be w i l l i n g   t o  make 

a pre t ty   s t rong   genera l iza t ion- - tha t   the   compar isons   in  Tables I and I: 

tend  t o  overes t imate   the  cost o f   u s ing   ex i s t ing   p ipe l ines   l i ke   T rans -  

Mountain,  Inter-Provincial  and  Lakehead;  they  tend to   unde res t ima te   t he  

cost  of   bui lding new o n e s   l i k e   N o r t h e r n   T i e r ;   a n d   t h a t   b o t h   e f f e c t s  are 

p resen t   i n   va ry ing   deg rees   w i th   r e spec t  t o  t h e  cost of t r a n s p o r t a t i o n   i n  

proposed  systems  l ike K i t i m a t  which  would u s e  some new segments  together 

w i th   ex i s t ing  facilities--or systems  requir ing  the  expansion or modifi- 

ca t ion   o f   ex i s t ing  fac i l i t i es  l i k e  

4 .  P i n e l i n e  vs. tanker  economics. 

Capline.  

a A second  reservat ion  that   has  to be k e p t  i n  mind i n  comparing 

the  expected costs of t a r i f f s   f o r   d i f f e r e n t   t r a n s p o r t  systems concerns 

t h e  economic d i f f e rences  between  tanker   and  pipel ine  carr iage,  namely t h e  
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combination of r e l a t i v e   f l e x i b i l i t y   w i t h   t h e   a b s e n c e  of scale economies 

tha t   cha rac t e r i ze   t anke r s ,   and   t he   oppos i t e   w i th  respect t o  p ipe l ines .  

Underes t imat ion   of   th roughputs   resu l t s   in  a higher   than optimum cost f o r  

p ipe l ine   t r anspor t a t ion  because it  leads to  bui ld ing  a pipeline t h a t  is 

too small--or two p i p e l i n e s   t h a t  are less e f f i c i e n t   t h a n   o n e   l a r g e  diameter l i n e .  

Overest imat ion  of   t ransport  demand leaves   the   p ipe l ine   underu t i l i zed   and  

also r e s u l t s   i n  a g rea t e r   t han  optimum t r a n s p o r t  cost p e r  barrel. But 

industry  and  government  comparisons  such as Tables I and 11 almost 

i nev i t ab ly  assume tha t   p roposed  new pipeline  segments would indeed be 

b u i l t   t o   t h e   r i g h t  scale and ,   once   bu i l t ,  would be operated a t  t h e i r  

optimum design  capaci ty .  You know and I know t h a t   w o n ' t   r e a l l y  happen, 

except by chance. 

Anyone who would f o r e c a s t   t h e  cost of moving c r u d e   o i l  by 

tanker   a long a g i v e n   r o u t e   i n   t h e   f u t u r e  faces a number of  thorny 

problems. Nominal t a n k e r   t a r i f f s  or c h a r t e r  rates are no t   necessa r i ly  

equal to  t r u e  economic costs or even to  t h e   t r u e  cost of t r anspor t a t ion  

to  the   sh ippe r .   Tanke r   t a r i f f s  depend  on t h e   l e n g t h   o f   t h e   c h a r t e r  or 

commitment, and  on expected supply and demand for vessels over that  term. 

Tanker   and  tanker   t ransportat ion  markets  are, moreover , s t r a t i f i e d  by 

s i z e   a n d ,  more impor tan t ly ,   ba lkanized   by   regula t ion   in to   d i f fe ren t   marke t  

segments among which  supply-demand cond i t ions  may be q u i t e   d i f f e r e n t  

or even moving in   cont ra ry   d i rec t ions .   For   our   purposes   the  most impor- 

t a n t   d i s t i n c t i o n s  are between the  market  (1) fo r   Un i t ed   S t a t e s  unsub- 

sidized  "Jones A c t ' '  tankers ,   the   only  kind  that   can  normally be used i n  

domestic trade; (2 )  f o r   s u b s i d i z e d  U.S .  f l a g   t a n k e r s  which  normally  must 

be only used i n   i n t e r n a t i o n a l   t r a d e ;   a n d  ( 3 )  t h e  world  tanker  market. 
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Standing  above and outside  of  these  complications,  however, 

is one  fundamental  economic f a c t .  Tanker  capacity on a  given  route, 

unl ike  the  capaci ty   of  an o i l   p i p e l i n e ,  can  be  expanded or  reduced 

r ead i ly  and  smoothly i n  response  to  varying demand and can r ead i ly  com- 

pensate   for   a lmost  any  misjudgment  of fu tu re  demand. World and domestic 

markets   for   tanker   char ters  may be t i g h t   o r   g l u t t e d   a t  any pa r t i cu la r   t ime ,  

bu t   addi t iona l   capac i ty  is a lways   ava i lab le   to   a   par t icu lar  segment  of 

the  market a t  some p r i c e   f a r   e a r l i e r   t h a n  a pipeline  could  be b u i l t  o r  

expanded.  Excess  capacity i n  tankers  can  always  be  dispensed w i t h  f a r  

more rap id ly  than investment i n  excess  pipeline  capacity  could be 

amortized. 

While t h e r e  is no  way t o  avo id   e i the r   de f in i t i ona l  problems 

or  market  uncertainty i n  p ro jec t ing   fu tu re   cos t s  of  marine  transport 

for   petroleum,  the  accuracy  of   a   tanker   tar i f f   forecast   does   not  depend 

very much on an accurate   es t imate  of t r anspor t a t ion  demand over  a  par- 

t i cu l a r   rou te .   S ign i f i can t   fo recas t ing   e r ro r s   a r e   l i ke ly ,   bu t   t he   l i ke l i -  

hood they w i l l  be too  high  or  too low are  approximately  equal. T h i s  i s  

i n  sha rp   con t r a s t   t o  t he  s i t u a t i o n  w i t h  o i l   p ipe l ines  where a misjudgment 

of demand i n  e i t h e r   d i r e c t i o n  w i l l  r e s u l t  i n  cos t s   subs t an t i a l ly   h ighe r  

t han   t he   p ro j ec t ' s  owners  expected  or  intended. 

The re levant   genera l iza t ion  from these   p r inc ip l e s  is  t h a t  con- 

vent ional  economic  comparisons  between pipeline  systems of de l ivery  and 

ones  relying  mainly on tankers   tend  to   be  too  favorable   to   pipel ines ,  and 

p a r t i c u l a r l y  t o  proposed new pipelines.   Regardless of the,numbers i n  the 

comparative  tables it is  hardly  conceivable,   for  example,   that   Kitimat,  

Northern  Tier  or  Sohio's LATEX p ro jec t  would be  considered  seriously as 

s o l u t i o n s   t o   t h e  West Coast o i l   s u r p l u s  problem if a  Far  Eastern  outlet  
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were ava i l ab le   fo r  an indef in i te   per iod   in to  t h e  fu tu re .  

5.. Long-term vs.   short-term  solutions 

The third  adjustment  that   has  to  be made to  conventional com- 

parisons of t r a n s p o r t a t i o n   c o s t s   f o r   d i f f e r e n t  systems concerns  the  time 

horizon  or economic l i f e  of proposed new investments. The t a b l e s  

we see  are  usually  "normalized" so tha t   cer ta in   a rb i t ra ry   assumpt ions  

i n   c a l c u l a t i n g   c o s t s   o r   t a r i f f s   a r e   t h e  same f o r   a l l  proposed  projects.  

Typically  they assume  a 20 o r  25 year economic l i f e  and amortize  each 

pro jec t ' s   cap i ta l   cos t s   over   tha t   per iod .   S ince   the   t ranspor ta t ion   sys tems 

we are   consider ing  are   intended  to   serve  different   purposes ,   there  is no 

reason to expect them ac tua l ly  t o  be designed or financed for t h e  same 

term of serv ice .   Cons ider   a   hypothe t ica l   t ranspor ta t ion   fac i l i ty  whose 

main purpose was t o  l i n k  Alaska  North  Slope  crude o i l   t o  markets  beyond 

the West Coast of North  America. I n  calculating  the  expected  cost   of 

service,   over  how  many years  should we amortize  the  capital   investment? 

We simply  don't know  how la rge   the   so-ca l led  West Coast o i l  

surplus  is going t o   g e t ,  nor how long it w i l l  l a s t .  How quickly w i l l  

production from the  main  Prudhoe Bay reservoi r  be brought up t o  i t s  ex- 

pected  peak  capacity of 1 .5  or 1.6 mi l l i on   ba r r e l s   pe r  day? How much 

production is poss ib le  from the  nearby  Lisburne  and Kuparuk formations 

and o the r   l e s se r   d i scove r i e s  i n  t h e  Prudhoe Bay area? Will they i n  f a c t  

be developed  and  produced,  and when? Will the re  be other   discoveries  

i n  Alaska  or on the  Continental   Shelf   adjacent  to  Alaska? How successful  

w i l l  new exp lo ra t ion   e f fo r t s   o f f   Ca l i fo rn ia  be? Will pr i c ing   po l i c i e s  

f o r  Alaska  and C a l i f o r n i a   o i l   f o r c e  a  shutting-in  of  developed  high-cost 

production i n  Cal i forn ia?  Will Congress  accept  the  President 's   proposal 

t o   s h u t  i n  t he  E l k  H i l l s  Naval Petroleum  Reserve i n  order   to   reduce   the  

L 

W 
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"surplus"  on  the  West  Coast?  How  rapidly  will  petroleum  demand  grow  in 

the  Pacific  States,  and  what  incentives  will  be  provided  for  West  Coast 

refiners  to  convert to use  higher  sulfur,  lower  gravity  refinery  charges? 

What,  if  any,  exchanges  with  Japan or Canada  will  be  permitted  in  the 

future? 

For  all  these  reasons,  the  producers  of  Prudhoe  Bay  crude  oil 

can  only  speculate  how  large  their  West  Coast  surplus  will  become  and 

how  long  it  will  last.  The  peak  surplus  could  be  as  little  as 500 

thousand  barrels  per  day  and  last  as  little  as  three  years;  conceivably, 

however,  it  could  grow  to  a  million  barrels  per  day  by 1985 and  keep 

growing  beyond.  This  uncertainty  explains  seeimgly  puzzling  aspects 

of the  West  Coast  oil  port  debate:  why,  in  view of its  higher  projected 

tariffs  and  the  bitter  environmental  opposition  to  it,  is  Sohio so 

doggedly  pushing  its  Long  Beach  transshipment  plan,  rather  than  one  of 

the  three  northerly  proposals  any of which  would  seem  to  move  Alaska  oil 

to  the  Midwest  much  more  cheaply?  Likewise,  why  did  ARC0  keep  pressing 

its  terribly  unpopular  Cherry  Point  proposal  when  either  Kitimat  or 

Northern  Tier  seemed to be  competitive in transportation costs to the 

Midwest  €or  either  Alaskan  or  Middle  Eastern  Oil?  Why  has  the  Northern 

Tier  proposal  received so little  industry  support  despite  its  promising 

cost  projections? 

The  answer  is  that  the  pro-forma  comparisons  of  transportation 

costs  can  be  totally  misleading  if  they  do  not  distinguish  between  the 

predictable  (or at  least  negotiable)  price  of  using  existing  facilities 

like  an  empty I1 Paso  gas  line  or  Trans-Mountain,  and  the  inescapable 

and  uncontrollable  cost of building  a  new  segment  like  Kitimat,  or 

even  worse,  an  entirely  new  system  like  Northern  Tier.  Considering 
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t h a t   t h e  West Coast surplus  might  peak a t  about .5 m i l l i o n   b a r r e l s   p e r  

day  and  might las t  only   f ive   years ,  it would make no sense t o  bu i ld  

a p ipe l ine   ch ie f ly   t o   so lve   t h i s   p rob lem if twenty  years  of  full-capacity 

serv ice  were required  to   amort ize  its c a p i t a l   c o s t s ' o r   t o  make it com- 

pe t i t i ve   w i th  some o the r  system t h a t   r e l i e d   e n t i r e l y   o r   i n   p a r t  upon 

e x i s t i n g   p i p e l i n e   f a c i l i t i e s .  

These  three  considerations--the  smaller  capital  commitment 

required t o  use   ex is t ing   p ipe l ine   l inks ,   underu t i l i zed   or   o therwise ;   the  

g rea t e r   f l ex ib i l i t y   o f   t anke r   t r anspor t   l i nks  compared with  pipel ines;  

and the   uncer ta in ty  of the  magnitude or durat ion  of   the West Coast  crude 

o i l   s u r p l u s  --- r e t u r n   u s   t o  where we began. If the  United  States  

government  permitted it, exports  t o  the  Far   East  would become the  second 

market  (after  the  Pacific  Coast  of  North  America)  for Alaska crude, and 

industry would not   be   p ress ing   for   any   o ther   ou t le t .  If the  United  States  

and  Canada  could work out  any  of a number of swap arrangements,  the  land- 

locked  Northern  Tier  refiners  could  be  supplied from Alberta  without new 

pipe l ine   cons t ruc t ion  and without  compromising  Canada's commitment t o  

long-term  self-sufficiency. The same could  be  said  with somewhat l e s s   f o r c e  

(because   o f   the   l a rger   c rude   o i l  volumes  involved)  about  the  refineries 

of the  Great  Lakes  States.   Without  Alberta  crude  oil ,  and without a t r ans -  

cont inental   p ipel ine  system  created t o  solve  one  of  the  other  problems,  the 

Great Lakes, l i k e   t h e  Midwest as a whole, w i l l  be  served by ex tens ions   o r  

expansions of the  exis t ing  pipel ines   systems  extending  North from the  U.S .  

Gulf  Coast.  Without  the  fear of environmental damage in  Puget Sound, the  

r e f i n e r i e s   t h e r e  would each  simply  expand  their own dock f a c i l i t i e s   t o  

rece ive  any increased  crude o i l  volumes they  require .  And f i n a l l y ,  no 

ser ious  considerat ion would be  given  to   br inging  Middle   Eastern  crude  oi l  

i n t o   t h e  Chicago  area  through  pipelines from  any West Coast   por t ,   except  

I 

Y 



-13- 

r. 

I 

as p a r t   o f  a scheme t o  deal wi th   the  West Coast surplus .  

I n  summary then ,  it i s  not   t ranspor ta t ion  economics but   an 

i n s i s t e n c e  upon a large  degree  of   energy  self-suff ic iency by both   the  

United  States   and Canada  which seems t o   d i c t a t e   t h e  need f o r  a new 

West Coast o i l  port .  The i s s u e   e x i s t s   o n l y  because Canada,  on the  one 

hand,  wants t o  reserve he r  known Alberta reserves f o r   f u t u r e  domestic 

consumption,  and  because  the  United  States,   on  her  part ,   wants  Alaska 

o i l  t o  be refined  domestically.   Without Canada's curtailment  of  crude 

o i l  expor t s   t he re  would be no po l i t i ca l   u rgency  t o  t h e  problem i n   t h e  

United  States .  And without   the  glut   of   crude o i l  on  the West Coast which 

the  United States government has   created by forbidding  exports  of Alaska 

c r u d e   o i l  t o  J a p a n ,   t h e   p o t e n t i a l   t r a f f i c  volumes would not  be s u f f i c i e n t  

f o r  anyone s e r i o u s l y  t o  propose a new Transcont inental   crude o i l  

transportation  system. 

6.  Exports or exchanges  with  Japan. 

The propos i t ion   tha t   c rude   o i l   "exchanges"   wi th   Japan  would 

be t h e  most expedient  and most economical  solution t o  t h e  West Coast o i l  

su rp lus  i s  widely  accepted  within  industry  and  within  the  federal   govern- 

ment, a t  least  fo r   t he   sho r t   run .  The sponsors of individual   t ransship-  

ment  schemes  have  from time t o  time produced  analyses  showing  that   their  

favored  project  would r e su l t   i n   h ighe r   ne tback  prices a t  Valdez  than 

exports,  and FEA's comparisons  have had a similar implicat ion.   For   the 

reasons I have se t  o u t  ear l ier  i n   t h i s   p r e s e n t a t i o n ,  however, there   has  

never   been  any  quest ion  but   that   the   producers  would export  o r  exchange 

t h e i r  excess crude o i l  if they were allowed t o  do so. 

The dec is ion  l a s t  Spring by D r .  Schles inger   no t   to   permi t  

exports  w a s  t aken   on ly   a f te r   long  and hea ted   de l ibera t ion   wi th in   the  

executive  branch. To my knowledge  no a n a l y t i c a l l y  respectable reasons 



-14.-  

for such  a  prohibition  were  ever  advanced  in  the  debate.  The  reason 

given  for  the  decision  by  Dr.  Schlesinger  was  simple  and  truthful. 

Exports  or  "exchanges'' of Alaska  oil  would  be  hard  to  sell  to  the 

Congress  and  to  the  people  of  the  United  States  because  the  case  €or 

them  on  economic  grounds  was  complicated  and  hard  to  explain,  and  there 

was  no  way --- given  the  rest of the  President's  program --- in  which 

the  transportation  cost  savings  could  be  channeled  to  consumers. 

The  political  abhorrence  of  exporting  North  Slope  crude  oil 

has  its  origin  in  the  debate  over  the  Trans  Alaska  oil  pipeline  prior 

to  its  approval  in 1973. Some of  the  advocates of  a  Mackenzie  Valley 

pipeline,  including  major  environmentalist  organizations  and  members of 

Congress  from  the  Midwestern  and  Northeastern  states,  suspected  or  al- 

leged  that  the  Trans-Alaska  route  was  being  advanced  by  the  producing 

companies  and  endorsed  by  the  Nixon  Administration  because  and  only 

because  the  companies  preferred  exporting  the oil to Japan  to  marketing 

it  domestically. 

Prior to 1972, some  critics  alleged  that  Japan  was  the 

producers'  market  of  choice  for  crude  oil  surplus t o  West  Coast  require- 

ments  (despite  the  fact  that  domestic  oil  prices  were  higher  than  world 

prices)  because  shipments  East of the  Rockies  at  that  time  might  have 

upset  the  delicate  regulatory  apparatus  ("market  demand  prorationing" 

in  Texas  and  Louisiana,  plus  the  controls  on  oil  imports)  which  supported 

the  domestic o i l  price.  By  the  fall of 1973, when  the  authorization 

law  was  actually  before  the  Congress,  however,  world o i l  prices  had  over- 

taken  domestic  prices,  which  were  now  under  direct  price  controls. Now 

t he  producers  were  accused  of  wanting  to  export  Alaska  oil  in  order  to 

escape U.S. price  controls. 

It  is  impossible  now  to  determine  whether  there  was  any  merit 
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to  the  allegations,  nor  whether  all  the  Charges  were  made  in good 

faith . In  any  case,  the  best  political  argument  the  producers  and 

the  Nixon  Administration  had  for  quick  approval of the  Trans  Alaska 

proposal  was  the  nationalistic  slogan  of  "energy  independence'',  a 

notion  that  was  given  urgency  and  vitality  by  the  Arab  embargo.  In 

this  climate,  opponents  of  the  pipeline  added  their own nationalistic 

rhetoric  to  their  economic,  environmental  and  regional  interest  argu- 

ments.  Exports  to  Japan --- the  industry's  alleged  purpose  in  building 
a  pipeline  to  Valdez  instead of Chicago --- would  be  a  betrayal of the 

energy  independence  goal.  The  argument  of  the  companies  and  the  Admirr- 

istration  was  turned  around:  it  was  they,  not  the  environmentalists  or 

they  Midwestern  politicians,  who  were  unpatriotic. 

The  export  issue,  whatever  its  merits,  was  an  effective  one 

for  pipeline  opponents,  and  one  on whichits supporters  were  very 

defensive.  The  Interior  Department,  the  White  House  and  two  Alaska 

Governors  joined  the  producing  companies  in  assuring  the  public  and 

Congress  that  there  would  be  no  "surplus"  oil  on  the  West  Coast. 

Some  company  spokesmen  chose  their  words  with  lawyer-like  care  in  order 

to  preserve  their  future  options --- for  example,  no  exports  were  "now 
planned" --- but  the  impression  they  gave  and  clearly  intended  to  give 

was  that of a collective  "loyalty  oath".  All  North  Slope  crude  oil 

would  easily  be  used  on  the  West  Coast  of  the  United  States,  they  insis- 

ted. In  no  circumstance  did  they  contemplate  any  substantial  exports  to 

Japan. 

The  national  security,  energy  independence  argument  for 

a  quick  authorization of the  pipeline  did  prevail  in  the  Fall  of  1973 

in  the  climate  of  urgency  created  by  the  Arab  embargo.  The  victory 

was  a  narrow  one,  however,  and  the  law  was  approved by a  Congress 

which  was  still  largely  unpersuaded  of  the  relative  merits  of  the  Trans- 
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Alaska  route,  and  still  suspicious  of  industry  and  Administration  motives. 

One  part of the  price  of  this  approval,  demanded  by  the  skeptics  and 

agreed  to  by  the  sponsors,  was  a  statutory  limitation  on  exports.  The 

Senate  Committee  on  Interior  and  Insular  Affairs,  reporting  out  the 

proposed  legislation,  commented: 
, 

The  question  of  possible  exports  of  crude  oil  produced 
on  Alaska's  North  Slope  has  been  raised  repeatedly  before 
this  Committee  and  elsewhere  in  connection  with  consideration 
of  alternative  pipeline  routes  for  that  oil.  Some  have  con- 
tended  that,  despite  the  national  deficiency  in  crude  oil 
supply,  the  oil  companies  with  major  reserve  interests  on 
the  North  Slope  chose  the  Trans-Alaska  alternative  in  order 
to  be  in  a  position  to  export  a  significant  fraction  of  its 
throughput  to  Japan. 

Despite  strong  denials  by  spokesmen  for  the  companies 
and  the  National  Administration,  these  allegations  have  not 
been  totally  implausible . . . Because  of  uncertainty  regard- 
ing  the  volume  of  District V crude  oil  production  and  the 
imponderable  but  almost  surely  enhanced  attractiveness  of 
oil  exports  to  Japan  in  future  years,  the  Committee  is of the 
view  that  even  though  it  has  had  repeated  assurances  from  the 
oil  companies  and  the  Administration  that  the  former  "have 
no  intention"  to  export  crude  oil  produced  on  Alaska's 
North  Slope,  there  should  nevertheless  be  a  statutory  check 
on  such  exports. 

Section 28(u)  of  the  Mineral  Leasing  Act,  as  amended  by  the 

1973 legislation,provided  that  exports  would  be  permitted  only  if  the 

President  made  and  published I' . . . an  express  finding  that  such  ex- 
ports  will  not  diminish  the  total  quantity  or  quality  of  petroleum 

available  to  the  United  States,  and  are  in  the  national  interest . . . I '  

Even  if  the  President  made  such  a  certification,  Congress  reserved  to 

itself  a  veto  power  over  exports  by I' . . . passing  a  concurrent  reso- 
lution  of  disapproval  stating  disagreement  with the President's  finding 

concerning  the  national  interest . . . 11 

Congress  did  not  intend  that  the  prohibition  on  exports  should 

be  categorical.  The  Senate  Committee  was  explicit  on  this  point: 

There  might  well  be  a  situation  in  which  export-for- 
import  arrangements  would  be  of  benefit  to  both  the  United 



-1 7- m 

II 

a 

d 

I 

I 

States  and  its  trading  partners.  For  example,  the  export 
to Japan  of  Alaskan  crude  oil  surplus  to  West  Coast  needs 
in  exchange  for  Latin  American  or  Eastern  Hemisphere  crude 
(which  would  otherwise  have  been  transported  to  Japan) 
for  the  Northeast  could,  under  some  circumstances,  be  a 
better  arrangement  to  bring  the  Northeast  additional  crude 
oil  supplies  than  either  transcontinental  pipelines  or  a 
tanker  route  around  the  Horn. A total  prohibition  might, 
in  addition,  encourage  other  countries  to  restrict  exports 
to  the  United  States,  or  cripple  efforts  to  provide  cooper- 
ation  or  sharing  of  restricted  supplies  among  consuming 
countries. 

Despite  the  flexibility  of  the  law,  and  the  fact  that the. 

Trans  Alaska  pipeline  was  indeed  built  and  has  indeed  created a circum- 

stance in  which " . . . the  export  to  Japan  of  Alaskan  crude oil sup- 

plies  surplus  to  West  Coast  Needs  in  exchange  for  Latin  American  or 

Eastern  Hemisphere  crude  could . . . be  a  better  arrangement . . . than 
either  transcontinental  pipelines  or  a  tanker  route. . . , I '  the  political 

suspicion  and  a  political  rhetoric  hostile  to  exports  live  on. 

With  the  exception of those  sectoral  interests --- mar i t ime 

and  steelmaking,  for  example --- who  might  benefit  from  a  higher  cost 
alternative, I believe  the  opposition  to  exports  is  almost  entirely  an 

emotional  reflex  unsupported  by  any  serious  economic  or  national  security 

analysis.  The  most  weighty  attempt  at a national  security  argument 

against  exports  asserts  that  shipments  of  Alaska  oil to the  Far  East, 

offset  by  increased  imports  into  the  Midwest  and  East,  would  perpetuate 

or  increase  U.S.  vulnerablity  to  future  curtailments  of  OPEC  imports. 

Once  North  Slope  oil  is  committed  to  foreign  markets,  the  argument  goes, 

it  could  not  or  would  not  be  diverted  back  to  the  United  States  in  time 

of  need. 

There  is  no  substance to this  argument. If there  were a 

selective  curtailment  of  United  States  imports,  North  Slope  crude 

could  be  withdrawn  from  Japanese  refiners  and  delivered  to  U.S.  markets 

beyond  the  West  Coast  without  harm  to  Japan.  In  case of a  general 

a 
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supply  crisis,  obligations  under  the  International  Energy  Agreement 

would  require  the  United  States  to  share  its  available  crude  oil  with 

Japan.  Ironically,  it  is  almost  certain  that  such  a  contingency 

would  result  in  a  diversion  of  North  Slope  crude  oil  from  domestic 

to  Japanese  refiners  rather  than  the  opposite!  In  either  case,  there 

would  be  a  world-wide  surplus of tankers of all  sizes;  in  a  true 

emergency,  the  United  States  would  not  hesitate  to  waive  the  Jones 

Act,  allow  subsidized  tankers  to  operate  in  domestic  trade,  or  take 

whatever  other  measures  were  necessary  to  move  Alaskan  oil  to  any  part 

of  the  United  States. 

Exports  or  exchanges  which  reduce  net  transportation  costs 

have  essentially  the same foreign  exchange  effects  as  production 

for  domestic  consumption,  as  the  exported  oil  and  the  offsetting  imports 

will  both  move  at  world  prices.  Any  growth  anywhere  in  the  world's  oil 

producing  capacity,  or  world  crude  oil  production,  would  increase  the 

excess  producing  capacity  in  the  OPEC  countries  by  a  corresponding 

amount,  and so both  help  hold  down  the  world  oil  price  and  make  any 

deliberate  curtailment  less  likely.  And,  in  my  judgment,  an  important 

impact  of  a  federal  policy  permitting  exports  would  be  an  increase  in 

U.S.  crude  oil  production,  which  would  increase  the  national  income 

(because  the  real  resource  cost  of  domestic  oil  is  less  than  that  of 

imports,  even  if  they  trade at the  same  price),  reduce  the  foreign 

exchange  cost of energy,  and  weaken  OPEC. 

The  West  Coast  surplus  leaves  oil  producers  both  in  Alaska 

and  in  California  uncertain  as  to  where  they  are  going  to  market  their 

crude  oil  and  at  what  price.  There  will  clearly  be  downward  price  pres- 

sures  on  Prudhoe  Bay-type  crude  oils  as  Alaska  and  California  producers 
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compete f o r   t h e   r e l a t i v e l y   i n e l a s t i c  West Coast demand fo r   h igh   su l fu r ,  

heavy  crudes, in   o rder   to   avoid   paying   the   addi t iona l   cos t  of shipping 

i t  t o  Gulf  Coast por t s .   Nei ther   the   p r ice   nor   the   share   tha t   d i f fe ren t  

producers w i l l  have  of t h e  West Coast  market  can  be  predicted  with  any 

confidence, however. 

This  uncertainty  regarding  markets and t r a n s p o r t a t i o n   f o r  

add i t iona l  volumes  of  crude o i l  on t h e  West Coas t   ma te r i a l ly   i nh ib i t s  

t h e  development  of additional  producing  capacity.  The f u l l  producing 

capacity of the  main r e se rvo i r  a t  Prudhoe Bay i s  1 . 5   t o   1 . 6   m i l l i o n  

barrels   per   day;   the  capaci ty  of a l l  t he  known r e s e r v o i r s   i n   t h e   v i c i n i t y  

i s  probably on the   o rde r  of 1 . 8   t o  2.0 mi l l i on ,  and the   ex is t ing   p ipe-  

l ine   could  move these  volumes i f   a d d i t i o n a l  pump s t a t i o n s  were i n s t a l l e d .  

The producing  companies, who are a l s o   t h e   p i p e l i n e ' s  owners,  have  sus- 

pended plans  to   increase  producing  and  t ransport   capaci t ies  beyond 1 . 2  

m i l l i o n   b a r r e l s   p e r  day  pending r e so lu t ion  of the   uncer ta in ty  where 

t h e   a d d i t i o n a l   o i l  would  go. This   s i tua t ion   probably   inh ib i t s   explora t ion  

e f for t s   e l sewhere   in   Alaska  as well as postponing  indefinitely  develop- 

ment of known resources. 

The su rp lus  may also have  an  effect  on Ca l i fo rn ia  product ion.  

A large  proport ion of cur ren t   Cal i forn ia   c rude   o i l   ou tput   (about  70 

percent )   has   e i ther  a h igher   su l fur   conten t   o r  a lower API gravi ty   than 

Prudhoe Bay o i l .  Much of t h e   C a l i f o r n i a   o i l  i s ,  moreover,  "old  oil" 

for  purposes of p r i c e   c o n t r o l s  and the   en t i t l ements  program; r e f i n e r s  of 

t h i s   o i l  are therefore  requir.ed  to  purchase  old o i l   e n t i t l e m e n t s .  Because 

of t h e   r e l a t i v e l y  low market  value  of  heavy,  sour  crudes,  the  result is  

t h a t   s u b s t a n t i a l  volumes  of C a l i f o r n i a   o i l  s e l l  a t  a wellhead  price of 

less than $4.00 per   bar re l .   S ince  much of t h i s  i s  r e l a t ive ly   h igh   cos t  

* 

""""""""""" 

* The appendix  contains a b r i e f   desc r ip t ion  of the  enti t lements  program. 
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production,  competition  from  excess  supplies of  Prudhoe Bay crude is 

l i k e l y   t o   f o r c e  a shutting-in  of  producing wells i n   C a l i f o r n i a .  

A th i rd   source  of supply  that  is threatened by t h e  West 

Coast  surplus,  and  whose production would become  more c e r t a i n  if an 

expor t   ou t l e t   ex i s t ed   fo r   su rp lus  West Coast  crude o i l  is the  planned 

increase   in   p roduct ion  "from t h e  Naval  Petroleum Reserve a t  Elk Hills. 

In  April   1976,  Congress  directed  the Navy t o  develop  the  Reserve  within 

th ree   yea r s   t o  a producing  capacity of 350 thousand  barrels  per  day, 

wi th   the   in ten t ion  of se l l ing   the   c rude   o i l   in   domest ic   marke ts .  A s  

a r e s u l t  of the  excess   crude  oi l   supply on t h e  West Coast,  however, 

the  President  recommended i n   h i s   e n e r g y   p l a n   l a s t   A p r i l   t h a t   p l a n s   t o  

produce  Elk H i l l s  o i l  be  suspended. 

Reduced domestic  production means a lower  national  product 

because  the real  economic cos t  of domestic o i l  i s  on the  average much 

less t h a n  the  price of  imported o i l ;   g r e a t e r  net imports,  which are a 

consequence  of  postponing  d.&velopment  of  Alaska o i l ,   s h u t t i n g   i n  

pr iva te   Cal i forn ia   p roduct ion ,   o r   shut t ing   in   E lk  Hills, mean a reduced 

real  income for  the  United  States.   Conversely,   increased  domestic 

production  anywhere in  the  United  States  means.a  reduced  foreign  exchange 

d e f i c i t ;  i t  a l s o  means a higher GNP. Moreover,  each  barrel of domestic 

crude o i l   d i s p l a c e s  a b a r r e l  of OPEC o i l  and  increases   in  U.S. production 

swell t he  l'.overhangll of su rp lus   o i l   p roduc ing   capac i ty   i n   t he  OPEC 

countries,   whether  that   domestic  oil  is consumed a t  home, exported  (or 

"exchanged") abroad,  or  placed  in  the  Strategic  Petroleum  Reserve.  

The po ten t i a l   i nc reases   i n   p roduc t ion  from t h e  known resources 

a t  Prudhoe Bay, the  projected  capaci ty  of the  Elk Hills Reserve and the  

high  costs  California  production  that   might  be  shut  in as a r e s u l t  of the  

West Coast o i l   s u r p l u s  may t o t a l  as much as one mi l l i on   ba r r e l s   pe r   day .  

Not only would t h e   s u b s t i t u t i o n  of t h i s   o i l   f o r  OPEC o i l   save   the   Nat ion  
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at  least $5 per  barrel  in  real  economic  costs ($2 billion  per  year)  and 

about  twice  that  much in foreign  exchange,  but  it  could  increase  idle 

capacity  in  the  OPEC  nations  by  ten  to  twenty  percent.  This  spare 

capacity  plays  a  material  role  in  restraining  future  OPEC  price  increases 

and  in  deterring  politically  inspired  supply  interruptions.  Accordingly, 

it  is  not  in  the  national  interest  to  shut  in  any  potential  supply on 

the  West  Coast  simply  as  response  to  a  geographical  imbalance  in  domes- 

tic  supply.  Authorization  of  exports  would  be  the  most  certain  and  ef- 

fective  way  of  removing  the  market  and  logistical  incentives  to  such 

shutting-in. 

This  case  for  exports  is  well  enough  understood  at  high 

levels  in  the  United  States  government.  The  decision  of  Dr.  Schlesinger 

and  the  President  not  to  fight  the  nationalistic  taboo  against  shipping 

Alaska  oil  abroad  rested  on  another  emotional  reflex --- a  punitive 

attitude  toward  the  major  oil  companies  which  the  President  and  his 

advisors  share  with  much  of  the  public.  The  direct  beneficiaries  of 

any  cost  savings  that  would  result  from  exporting  Alaska  oil  to  Japan 

rather  than  transshipping  it  to U.S. markets  beyond  the  West  Coast  would 

be  the  North  Slope  producers  and  the  State of Alaska. The Administration's 

perception  was  probably  correct  that  the  public  and  Congress  would  not 

stand  for  the  producers  making  additional  profits  from  exporting  Alaska 

crude  oil. 

Under  the  system  of  crude  oil  price  controls  promulgated 

under  the  Emergency  Petroleum  Allocation  Act  of  1973  and  its  amendments 

under  the  Energy  Policy  and  Conservation  Act  of  1976,  a  mechanism  is 

readily  available  for  assuring  that  the  transportation  cost  savings 

would  be  captured  by  U.S.  consumers  rather  than  the  producing  companies 
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and  the  State of Alaska.  Exporters  of  Alaska  oil  could  have  been  required 

to  buy  "entitlements"  at a price  which  would  offset  the  wellhead  price 

advantage  the  producers  would  gain  by  exporting  that  part  of  North  Slope 

production  they  otherwise  would  have  to  transship  to  markets  East of the 

Rocky  Mountains.  These  payments  would  have  swelled  the  nationwide  entitle- 

ments  pool,  which  is  used  to  equalize  crude  oil  prices  to  refiners  and  to 

subsidize  crude  oil  imports.  Through  this  pool,  the  transport  cost  savings 

would  have  been  distributed  to  consumers  throughout  the  United  States. On 

a  national  scale,  the  price  reductions  would  have  been  minute,  but  it  is 

the  principle  that  the  oil  companies  should  not  gain  from  exports  which  is 

the  crucial  issue  in  determining  whether  exports  of  Alaska  oil  would 

be  politically  acceptable. If it  could  be  shown,  firstly,  that  the  absolute 

dollar  savings  from  "exchanges"  would  be  substantial,  i.e., in the  hundreds 

of millions of dollars  per  year,  and  secondly,  that  whatever  savings  were 

achieved  would  go  to  consumers, I do not  believe  that  Congress  would  have 

overruled  a  Presidential  decision  to  permit  exports  of  Alaska  oil  to  Japan 

on a  year-to-year  basis. 

Such  a  strategy  is  not  compatible  with  Mr.  Carter's  energy  pro- 

gram,  however,  under  which  the  price  of  all  oil,  imported  and  domestic, 

would  rise  to  the  world  market  level  or  higher.  Higher  prices  are  intended 

to  promote  conservation  and  remove  the  necessity  for  an  entitlements 

program.  In  order to control  windfall  profits,  price  ceilings  and  entitle- 

ments  would  be  replaced by a  tiered  excise  tax  on  the  categories of domestic 

crude  oil  that  are  now  subject to price  controls,  called  the  crude  oil  equal- 

ization  tax  (COET).  Conceivably,  a  tax on crude  oil  exports  could  be  used 

to  absorb  the  additional  gain  to  producers,  but  its  political  appeal  would 
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not  match  that of returning  the  transportation  cost  savings  to  consumers  of 
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petroleum  products.  In  any  event,  one  of  the  two  explanations  Dr.  Schles- 

inger  gave  in  April,  1977,  when  he  rejected  the  export  option  was  that 

he  could  not  see  any  way  that  consumers  could  get  the  benefits. 

I  frankly  do  not  know  whether  exports  or  exchanges  with  the  Far 

East  are a live  option  today.  The  answer  probably  depends  upon  the  way  in 

which  the  states  of  California  and  Washington  approach  the  West  Coast  oil 

ports  issue.  If  the  Kitimat  proposal  were  clearly  rejected,  or  indefinitely 

postponed  by  the  Canadian  government,  and  if  the  political  leaders  of  both 

states  firmly  opposed  any  oil  port  within  their  jurisdiction,  the  Adminis- 

tration  and  Congress  would  be  forced  to  take  a  hard  new  look  at  the  merits 

of  marketing  surplus  West  Coast  oil  in  Japan,  Taiwan  and  Korea.  But  oppo- 

sition  to  new  port  facilities  at  Cherry  Point,  Port  Angeles  and  Long  Beach 

on  purely  parochial  grounds  might  not  be  enough  to  overcome  the  political 

objections to export  of  domestic  crude  oil.  The  governors,  state  legislators 

and  members  of  Congress  from  the  West  Coast  states  would  have  to  make  their 

case  forcefully  on  a  national  scale  that  the  so-called  West  Cost  surplus  is 

an  artificial  one,  that  the  demand  for  a  West  Cost  oil  transshipment  port 

is  also  artificial,  created by the  federal  government's  lack of imagination 

or  courage.  They  would  have  to  proclaim  that  the  problem  could  and  should 

be  eliminated  almost  overnight  in  an  environmentally  acceptable  manner  if 

only  the  President  would  approve  the  "exchange"  of  surplus  oil,  and  that 

for  this  reason,  their  states  were  not  willing  to  accept  the  environmental 

risks  that  would  go  with an unnecessary  oil  terminal  and  unnecessary  oil 

traffic . 
7. Second-best,  third-best  and  lower  order  solutions. 

A  loud  and  firm  position  like  the  foregoing  could  be  expected  to 

revive  the  export  question,  but  exports  or  exchanges  of  Alaska  oil  answer 
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only  one of t he   f i ve   p rob lems   t ha t   t h i s   Inqu i ry  must address.  The problems 

of the  Northern Tier  r e f i n e r i e s  would remain,   but  the  collapse n f  present  

e f f o r t s   t o   c r e a t e  a t ranscont inenta l   c rude   o i l   p ipe l ine   sys tem would focus 

t h e   a t t e n t i o n  of  industry and both  national  governments on approaches  to  

the  Northen Tier problem center ing on exchanges of c r u d e   o i l  between the  

United States  and  Canada. 

L e t  u s  assume,  however, t ha t   expor t s  of  Alaska  crude o i l   t o   t h e  

Far East are not now a v i ab le   po l i cy   fo r   dea l ing   w i th   t he  West Coast  surplus. 

The  way i n  which t h i s  problem is reso lved   powerfu l ly   a f fec ts   the   re la t ive  

merits of the  var ious  proposals   directed a t  the  other  four  problems.  !Jhile 

we can i d e n t i f y   t h e   b e s t   o r  most obvious  solut ions  readi ly ,   choosing  the 

"second-best",  "third-best", e t c . ,  even on s t r i c t l y  economic  grounds, i s  

d i f f i cu l t   because   t he re  are not  now any  cost   analyses   in   the  publ ic  domain 

which  cope with the i s s u e s  I i d e n t i f i e d   i n   s e c t i o n  3, 4 and 5 of t h i s   s t a t e -  

ment --- p a r t i c u l a r l y  between t ranspor ta t ion  c o s t s  and  Dosted t a r i f f s ,  and 

the  expected  impact on c o s t s  of over-  or  underdesignfng new f a c i l i t i e s .  

Such analyses  are conceptua l ly   feas ib le ,   bu t  my terms of reference  and my 

time for   preparing  this   s ta tement   have al.lowed me t o  make only a guarded 

guess how the  var ious  proposals  would be  ranked  in  terms of t h e i r   n e t  economic 

bene f i t s .  

Table I11 r anks   s ix  "packages" i n   t h e   o r d e r  I would expect them 

t o   f a l l .   T h i s   r a n k i n g   d o e s   n o t   n e c e s s a r i l y   r e f l e c t  my preferences,  because 

i t  does  not   consider   the  dis t r ibut ion  of   costs   and  benefi ts ,   the   environ-  

m e n t a l   i m p l i c a t i o n s   o r   t h e   D o l i t i c a l   f e a s i b l i t y  of the   var ious   p roposa ls .  

Moreover, t he  l i s t  contains  some items, l ike  the  Cherry  Point   terminal  and 

expor t s   to   Japan ,  which seem t o  have  been  ruled  out a t  least  f o r   t h e   p r e s e n t ,  

and i t  omits some concepts  which  ought  to  be  considered  but are not   par t  of 
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an ac t ive   p roposa l .  

One of  these is an o i l   p ipe l ine   a long   the   Alaska  Highway 

between  Big  Delta,  Alaska and  Edmonton, which would se rve   t he   en t i r e  

Northern  Tier  market,  plus  the  Chicago  market, w i t h  North  Slope  crude. 

A t  the  t ime I prepared   th i s   p resenta t ion   there  were no cos t   es t imates  

i n  the   publ ic  domain regarding  such  a  pipeline  (but I hope t o  have  something 

t o  say  about it by the  time  of my appearance).  Another  potential  element 

of   a   solut ion i s  movement of  Alaska o i l   t o   t h e  Montreal  area by means of 

Kitimat,  Trans-Mountain,  an  Alaska Highway pipel ine '   or   Northern  Tier ,   as  

p a r t  of a swap arrangement.  Tanker t r a f f i c  through  the Panama Canal  and 

p ipe l ines   across  Panama or   Guatemala  are   a lso  omit ted.   These  faci l i t ies  

would t end   t o   be   a t   t he  bottom  of my l ist  as  long-term  solutions,  bu t  a 

deep   sea- leve l   cana l   might   be   compet i t ive   i f   (and   on ly   i f )   o i l   t anker  

t r a f f i c  were not   expec ted   to   car ry   a l l   o f   the   sys tem's   cap i ta l   cos t s .  

Another a l t e r n a t i v e   f o r  which f igu res   a r e   no t   pub l i c ly   ava i l ab le  

i s  tha t   o f   c lo s ing  some of   the  Northern  Tier   ref iner ies  and subs t i t u t ing   t he  

shipment  of  petroleum  products  into  their  market  areas. Some of  the  smaller 

r e f i n e r i e s  i n  t h e  region may well  be  uneconomic  without  the  support they 

received i n  the  past   through  biases  i n  the  mandatory o i l  import  program, 

and which  they now receive from the   smal l - re f iner   p references  i n  t h e   e n t i t l e -  

ments  sytems. * 

*The annex t o  t h i s  repor t   conta ins   b r ie f   descr ip t ions  of the 
enti t lements  system and  of t he   ex i s t ing   p re fe rences   fo r   sma l l   r e f ine r i e s  
and smal l   re f iners .  
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TABLE I11 

EX1ECTED Rk\XtNG OF TRAiVSPORTATION  "PACKAGES" ON LEAST-COST C R I T E R I A  

W\Ii SOURCE OR MARKET MARKET OR SOURCE TRANSPORT LINK 

S3WBER 1: Surplus  Alaska  to  Japan v i a  tanker 

"JAPAN" Puget Sound from Alaska & via 
Indonesia ref inery  docks 

Landlocked N.T. from  Alberta v i a  swaps 

Great Lakes  from Alber ta  via 
P.  Gulf v ia  

swaps or 
U.S. Gulf 

- 

Chicago  from P. Gulf v ia  U.S. Gulf 

Vancouver from Alberta v ia   Trans  Mountain 

NUiriBER 2: 

"CHERRY 
POINT" 

Surplus  Alaska t o  

Puget Sound from 

Landlocked N.T. f r  

Great Lakes  from 

Chicago  from 

Vaacouvcr  from 

Puget  Sound, 
Landlocked N.T.  
Great Lakes,& 
Chicago 

Alaska & via 
Indonesia 

Alaska & via 
Indonesia 

Alaska & 
Indonesia via  

Alaska & via 
P. Gulf via  

Indonesia   or  

Cherry  Point & 
Trans  Mountain 

Cherry  Polnt 

Cherry  Point 6 
Trans  Mountain 

Cherry  Point & 
Transmountaia 

C.P. 6 T.N. ,  L 
U.S. Gul f  

Cherry Poi;?: ,. 

Itt 

P 

t 
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TABLE  .III(continued) 

- RANK SOURCE OR MARKET NARKET OR SOURCE 

NUMBER 3 Puget  Sound, 
and 
NUMBER 4 Great  Lakes & 

(rank 
uncertain)Puget  Sound  from 

Surplus  Alaska t o  
Landlocked  N.T., 

Chicago 

Alaska & 
Indonesia 

Alaska & 
Indonesia 

Alaska & 
Indonesia via 

Alaska & via 
P. Gulf  via 

via 

via 

ANGELES / Landlocked N. T. via 

TRANS- 

MoUNTAIN'l  Great  Lakes  from 

Chicago from 

Vancouver from Indonesia o r  
Cook  Inlet via 

TRANSPORT LINK 

Port  Angeles & 
Trans  Mountain 

Port  Angeles 

Po.rt  Angeles 6 
Trans  Mountain 

Port  Angeles & 
Trans  Mountain 

P.A. & T.M., 6 
U . S .  Gulf 

Port  Angeles & 
Trans  Mountain 

"KITIMAT" Puget  Sound 

Surplus Alaska  to Great Lakes via  Landlocked N.T. 

Chicago 

Puget  Sound from Alaska 6 
Indonesia via 

Alaska & 
Landlocked  N.T.  Indonesia, o r  via 

Kitimat 

Kitimat o r  
refinery  docks 

Kit  ima t 

Alberta via swaps 
Alaska, 

P. Gulf 
Great  Lakes from Indonesia & via  Kitimat 

Chicago from Alaska 
P. Gulf 

via Kit  imat & 
U.S. Gulf 

Vancouver from Alberta  via  Trans  Mountain 

(continued  to n e x t  page) 
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TABLE I11 (continued) 

SOURCE OR MARKET MARKET OR SOURCE 

NUMBER 5 Surplus  Alaska t o  Chicago 
and 
NUMBER 6 

Puget Sound from Alaska & 
Indonesia (rank un- 

c e r t a i n  ) 
Landlocked N.T. Alberta 

"SoH1o" Great Lakes from Alberta 
P. Gulf 

Chicago  from Alaska 
P.  Gulf 

v i a  

TRANSPORT L I N K  

Long Beach & 
Midland 

v i a   r e f ine ry   docks  

v i a  swaps 

v i a  

v i a  
v i  a 

swaps & 
U.S. Gulf 

L.B. & Midland & 
U.S. Gulf 

Vancouver  from Alberta v ia   Trans  Mountain 
"""""""""""""" or """"""""""""""" 

"NORTHERN Puget Sound, 
T IE R" Surplus Alaska t o  Landlocked NT, 

Great Lakes & 
v i a  

Chicago 

Puget Sound from Alaska & 
Indonesia v i a  

Northern Tier 

Northern Tier 

Landlocked NT from Alaska & 

Indonesia via  Northern Tier 

Alaska,  

P.  Gulf 
Great Lakes  from  Indonesia & via   Northern Tier 

Alaska & 

P. Gulf & U.S. Gulf 
Chicago  from P. Gulf via  Northern Tier 

Vancouver  from Alberta v i a  Trans Mountain 
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8 .  P i p e l i n e   t a r i f f s   f o r  Puget Sound and  Vancouver r e f i n e r i e s .  

Some of the  conceptual   packages  in   table  111 provide  for  supply- 

ing  Puget Sound and/or Vancouver r e f i n e r i e s  from p o r t s  a t  Kitimat o r   Po r t  

Angeles. So long as the  Puget Sound r e f ine r s   can   b r ing   c rude   o i l   d i r ec t ly  

to   t he i r   docks  and  Vancouver ref iners   can  obtain  Alberta   oi l   through  the  Trans-  

Mountain  systems,  they  can  be  expected  to resist such  proposals,  which would 

considerably raise t h e i r   c o s t s  and the   cos ts   to   the i r   cus tomers .   There  is 

one  regulatory  innovat ion by which the   Nat iona l  Energy  Board (NEB) or   Federal  

Energy  Regulatory Commission (FERC) might  improve t h e  economic a t t r a c t i v e n e s s  

of moving Alaska   o r   overseas   c rude   o i l   to   Puget  Sound and  Vancouver by a 

roundabout  route. The t ranspor ta t ion   t a r i f f s   for   such   sh ipments   could   be   ca lcu-  

l a t ed   on   t he   bas i s  of incrementa l   cos t s   ra ther   than   " fu l ly   a l loca ted ' '   cos t s .  

An incrementa l   cos t   t a r i f f   for   sh ipments   to   t idewater   re f iner ies  

i n   t h e  Northwest  would leave o ther   sh ippers  on the   p ipe l ine  no  worse o f f  than 

they would  have  been i f   t h e   t i d e w a t e r   r e f i n e r i e s  had  brought a l l  the i r   c rude  

o i l   i n t o   t h e i r  own docks  and  had  not  used a p ipe l ine  a t  a l l .  Puget Sound and/or 

Vancouver r e f i n e r s  would pay a t a r i f f  which  corresponded  only t o   t h e   a d d i t i o n a l  

c a p i t a l  and opera t ing   cos ts  imposed  upon t h e   p i p e l i n e  companies necessary   to  

serve t h e i r   a d d i t i o n a l  demand. For t h e  K i t i m a t  p ipe l ine ,  FEA c a l c u l a t e s  a cos t  

(not a t a r i f f )  of 23.0 cen t s   pe r   ba r r e l   w i th  a 600 thousand  daily  barrel   through- 

put.  The cos t  of t r anspor t a t ion  from Kitimat t o  Edmonton drops  to   18.7  cents  

p e r   b a r r e l  a t  900 thousand  barrels  per  day.  This means tha t   t he   cos t  of  moving 

the  last  300 thousand  barrels would be  only  about  10  cents  per  barrel .* 

* I do not   necessar i ly   endorse FEA's cos t   ca l cu la t ions .  The  numbers are 
o f f e r e d   o n l y   t o   i l l u s t r a t e  a p r inc ip l e .  
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Suppose, t he re fo re ,  that  600 thousand  barrels  per  day were 

loaded a t  Kitimat for  shipment  to  landlocked  Northern Tier  r e f i n e r s ,  

the Great Lakes s t a t e s ,  the  Chicago area and Eastern Canada. They could 

expec t   to  pay a t a r i f f  from K i t i m a t  t o  Edmonton based upon a 23 cent   per  

b a r r e l   t r a n s p o r t a t i o n   c o s t .   I f   t h e   p i p e l i n e  were b u i l t   t o  accommodate a n  

add i t iona l  300 thousand barrels  per  day of c r u d e   o i l  bound for  Puget 

Sound, tha t   addi t iona l   capac i ty   could  be of fe red  a t  a t a r i f f  based upon 

c o s t s  of 10 cen t s   pe r   ba r r e l   w i thou t  making t h e   f i r s t  group  of r e f i n e r s  

any  worse o f f .  A f u l l y   a l l o c a t e d   c o s t   t a r i f f  would,  however,  be  based upon 

a cos t  of 18 cents  per  barrel .   for  both  groups.  

The d i f f e rence  between incremental  and fu l ly -a l loca ted   cos t s  

can  be  expected  to  be even g rea t e r  on the  Trans-Yountain  system  because i t s  

f a c i l i t i e s  are  a l r eady   i n   p l ace .  Up t o   t h e   f u l l   c a p a c i t y  of the   p resent  

s y s t e m ,  the  incremental   cost   of  transportation  between Edmonton and  Puget 

Sound should  be  onlv a few penn ies ,   cons i s t ing   en t i r e ly   o f   ope ra t ing  expen- 

ses .  

The same rate-mak.ing pr inciples   could  be  used as an  incent ive 

for Puget Sound and  Vancouver r e f i n e r i e s   t o  use a Port   Angeles  terminal,  

provided  the main function  of  the  pipeline  connecting  Port  Angeles  with 

the   ex i s t ing  Trans-Mountain  system w a s  t o  move crude   o i l   fu r ther   Eas tward  

through  e i ther   the  Trans Mountain or  Northern Tier system. 
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9. Speculations  on  the  Outcome 

My  invitation to appear  at  this  proceeding  proposed  that I give 

you  a  forecast  of  what  the  United  States  would do if  Canada  did  not  approve 

either  the  Kitimat  proposal  or  reversal of the  Trans  Mountain  pipeline. 

Predictions  of  political  events on the  basis  of  current  information  are 

particularly  hazardous  in  the  energy  field  where  our  "current  information" 

is  changing  radically  day-by-day.  My  speculations,  therefore,  will  be 

limited  to  a  review  of  some of the  main  elements  in  the  decision  process. 

In  the  last  month,  the  Congress  has  adopted  legislation  which 

prohibits  federal  agencies  from  issuing  permits  for  new  oil  port  facilities 

in  Washington  State  waters  East  of  Port  Angeles.  The  Senate  has  adopted, 

and  the  omnibus  energy  bill  reported  out  by  the  Congress  will  include  a 

floor  amendment  by  Senator  Melcher  which  would  require  all  federal  agencies 

to  complete  their  analyses  and  make  a  final  decision  on  Sohio's  Long  Beach 

project  by  November 15 of  this  year,  and on the  Northern  Tier  project 

by  April,  1978. 

The  first  legislation  clearly  rules  out  Cherry  Point  as  a  trans- 

shipment  port  for  crude  oil  moving  beyond  Western  Washington.  While  it 

improves  the  relative  position  of  Port  Angeles  as  a  terminal  site,  it 

does  not  guarantee  that  site  would  receive  all of the  necessary  federal, 

state  and  local  permits.  Clallam  County  officials  are  opposed  to  an  oil 

port  in  their  jurisdiction,  and  the  environmentalist  forces  which  were 

formerly  willing  to  consider  Port  Angeles  as  a  site  because  they 

regarded  Cherry  Point  as  the  greater  evil  are  now  free  to  ally  themselves 

with  local  interest to block - any  new  oil  port  in  Western  Washington's 
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inland  waters.  In  view of the  uncertainty  whether  Washington  State's 

energy  facility  siting  law  allows  the  state to override  local  zoning  and 

planning  authority,  a  long  legal  and  political  battle  is  certain  before 

Port  Angeles  could  be  certified  as  an  oil  transshipment  port. 

Neither  does  the  new  law  substantially  improve  the  economic 

D 

I 

I 

position  of  the  Northern  Tier  proposal  relative  to  reversal  of  the  Trans 

Mountain  pipeline.  Either  Northern  Tier  or  Trans  Mountain  would  require 

essentially  the  same  facilities  between  Port  Angeles  and  the  Eastern  Shore 

of  Puget  Sound;  their  relative  merits  will  depend  as  they  did  before  upon 

the  relative  costs  of  using  the  existing  facilities of Trans  Mountain, 

Interprovincial  and  Lakehead  pipelines  as  against  building  entirely  new 

facilities  from  Puget  Sound  to  Clearbrook,  Minnesota. I would  still  rate 

the  prospects  for  a  Port  Angeles  facility  as  rather  low,  and  that  for 

the  Northern  Tier  system  as  even  lower. 

If the  measure  passed  by  the Senate,  requiring  a  final  decision 

on  Northern  Tier  and  the  Sohio  Long  Beach  project,  is  adopted  by  the  House 

and  signed  by  the  President,  it  will  accelerate  the  process  of  receiving 

federal  approval  for  either  system --- - if  either  one of them  or  both  can 

meet  the  requirements of a  host of  other  laws,  including  those  dealing 

I 
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with  air  and  water  quality.  This  leglslation  does not, and no forseeable 

legislation  will,  preempt  state  and  local  authority  over  the  Coastal  Zone, 
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environmental   protection  or  safety.  A federal   decis ion i n  favor of e i t h e r  

of these  projects   does not guarantee   the i r  commencement or  completion. A s  

I s ta ted   before ,  it may be  a  very  long  while  before a l l   the   approvals   could  

be obtained on a Por t   Angeles   fac i l i ty ,  and it might  be  never --- notwith- 

standing i t s  possible  endorsement by the  National  Executive.  

The Sohio  project   has  a somewhat better  chance,  despite  very  wide- 

spread  skepticism,  reluctance or out r igh t   oppos i t ion  from Cal i fornia   agencies  

which must approve it. I f  a f ina l   rev iew t h i s  month i n d i c a t e s   t h a t   t h e  

p r o j e c t  can  meet t h e   l e t t e r  of e x i s t i n g   a i r  and  water  quali ty  regulations,  

it may be  approved by t h e   S t a t e   a s  a r e s u l t  of federal   pressure  over   other  

i s sues   o f   i n t e re s t   t o   Ca l i fo rn ia  --- p a r t i c u l a r l y  w i t h  respec t   to   the   t iming  

of   construct ion  for  a  "Western Leg" of the  Alaska  gas  pipeline  system. A t  

t h i s   t ime ,  I would have to   ra te   the   chances   for   eventua l   cons t ruc t ion   of   the  

Long Beach t o  Midland  system as   about   even,   but   these  odds  are   l ikely  to  

change r a d i c a l l y  between the  time I wr i t e  this and the   t ime   a t  which I appear 

before you. 

So, there  is a good poss ib i l i ty   tha t   the   Uni ted   S ta tes  w i l l  not i n  

f ac t   ag ree  upon  and authorize any new oi l   t ranssh ipment   por t  and transcon- 

t inenta l   p ipe l ine   sys tem.  An ind ica t ion  from t h i s  Inqui ry   tha t  it is about 

t o  recommend approval  of  Kitimat would a lmost   cer ta in ly  k i l l  the  Port  Angeles 

a l t e r n a t i v e ,  and would very   l ike ly  k i l l  Sohio 's  Long Beach proposal  as  well .  

My own informal   reading  of   off ic ia l  and industry  opinion i n  the  United  States  

suggests   that   Ki t imat  is  gene ra l ly   t he   f avor i t e  among the  var ious  port   pro-  

posa ls ,  and t h a t  it is  the  second  choice  of  those who a re  on record  favoring 

some other  system. 

But if no v is ib le   p rogress  is made toward  approval and a c t u a l  

f inancing and construct ion of the  Kit imat   Pipel ine,  a  system  using  Port  Angeles, 

or   the   Sohio  project ,   the  West Coast  surplus w i l l  build  up,  and  there w i l l  be 
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increasing  difficulty  in  moving  all  the  surplus  crude  through  the  Panama 

Canal  to U. S. Gulf  Coast  ports.  Prudhoe  Bay-type  crudes  will  sell  at  a 

substantial  discount  on  the  West  Coast,  to  the  distress  of  California  pro- 

ducers  including  the  state  of  California,  and  the  landlocked  Northern  Tier 

refiners  will  become  more  desperate. 

In  this  circumstaace, I believe  that  exchanges  with  both  Japan 

and  Canada  will  become  the  only  realistic  short  term  options,  while  an 

Alaska  Highway  pipeline  will  look  more  and  more  attractive  as  a  long-term 

solution. 
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.lo. Lessons  of  the  Trans-Alaska  pipeline  decision. 

My discussion  of  the  various  problems we are   a t tempt ing   to  

solve ends with  a  warning from History.   Five  years  ago  there was a 

l i v e l y   c o a l i t i o n  of  United  States  environmentalists,  Midwestern members 

of  Congress,  fishermen and others,  encouraged by the  Canadian  govern- 

ment--albeit i n  a   l e s s   t h a n   l i v e l y  fashion--who  had  a  proposal t h a t  

might  have  served a l l  f i v e  of the  purposes I l i s t e d   f o r   a  West Coast 

o i l   p o r t .  According t o   t h e  economic ana lys i s   re leased  by the  United 

S t a t e s  Department  of t h e   I n t e r i o r   a t   t h e   t i m e  and the  judgments  of 

almost  every  independent  expert, t h i s  proposal would have had a  lower 

r e a l  economic cost   than  the  course which was followed. I t  would,  more- 

over,  have  required = new crude o i l   p o r t s   o r   t r a n s s h i p m e n t   f a c i l i t i e s  

on the  West Coast  of  North  America  and would indeed  have  reduced  the 

crude o i l   t anker   t ra f f ic   in to   Pac i f ic   Coas t   harbors ,   once   Nor th   S lope  

crude o i l  went on l i n e .  

The p roposa l   t o  which I r e f e r  i s  of course  the  Mackenzie 

Valley o i l  p ipe l ine .  It  is reasonable   to  assume tha t   a   s e r ious  exami- 

nat ion  of   that   project   wouldhavehad  the same outcome as   t he   r ecen t  gas 

pipeline  debate:   the  favored  route would have sh i f ted   to   the   Alaska  

Highway. But  it is  obvious i n  r e t rospec t   t ha t   t he   Un i t ed   S t a t e s  b u i l t  

i t s  Alaska  pipeline i n  the  wrong p lace ,  and the  United  States  and 

Canada are   go ing   to  be  worse of€  both  environmentally and  economically 

because  of  that  choice. 

The reasons  a   pipel ine was b u i l t  from  Prudhoe Bay t o  Valdez 

rather   than t o  Edmonton a r e  many and  complex, so what I t e l l  you today 

w i l l  be   a   s implif icat ion.   Essent ia l ly ,   the   North  Slope  producers  wanted 
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the  quickest  route  they  could  design  to  an  all-water  port,  because  from 

there  oil  could  be  shipped  anywhere  in  the  world,  at  least  in  principle. 

The  Nixon  administration  overrode  the  analyses of its own State  Depart- 

ment,  Interior  Department  staff  and  Council  on  Environmental  Quality, 

to  give  almost  reflexive  support  to  industry's  first  proposal,  as  was 

the  fashion  in  those  days.  The  Canadian  government  dropped  broad  hints 

that  it  looked  with  favor  on  an  overland  pipeline,  but  its  coyness 

played  into  the  hands  of  Administration  arguments  that  negotiations 

with  Canada  over  routes  and  tariffs  could  take  a  decade. 

Despite  all of these  handicaps,  it  is  my  judgment  that  a  pro- 

cedure  like  that  which  led  to  the  choice  of  the  Alcan  gas  pipeline  could 

have  been  enacted  by  Congress,  and  that  it  would  indeed  have  led to the 

choice of an  overland  pipeline  route  if  there  had  been  any  oil  industry 

sponsorship  at  all  for  such  a  pipeline.  Even  without  such  sponsorship  it 

is  unlikely  that  unconditional  approval  for  the  Trans-Alaska  pipeline 

would  have  passed  the  Congress  had  it  not  been  for  the  sense  of  urgency 

and  moral  pressure  created  in  the  Fall  of  1973  by  the  Arab  oil  boycott. 

Even  then,  it  took  the  tie-breaking  vote  of  Mr.  Agnew  in  the  Senate  to 

enable  that  body  to  override  the  National  Environmental  Policy  Act  in 

order to grant  an  immediate  licence  €or  the  pipeline  to  Valdez. 

There  are  at  least  three  warnings  in  this  story.  The  first  is 

that  the  best --- or  least  evil --- resolution  to an economic  problem 

may  not  have  any  responsible  industry  sponsorship  until  after  it  has  been 

endorsed  by  some  governmental  authority.  This  was  the  case,  for  example, 

with  the  Alaska  Highway  gas  pipeline  despite  the  fact  that  staff  studies 

of the  Interior  Department  and  the  Federal  Power  Commission  strongly  sug- 

gested  the  superiority  of  such  a  system.  This  Inquiry  seems  to  be  aware 
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of such  a  possibility  in  its  continued  consideration  of  the  Kitimat 

pipeline  despite  its  sponsors'  nominal  withdrawal  from  their  application 

at  the  National  Energy  Board. I would  suggest  that  there  are  other 

innovations  you  might  want  to  consider  and  to  compare  with  those  proposals 

now  being  offered  by  oil  companies  or  project  promoters? 

What  are  the  economics,  for  example,  of  a  Big  Delta  to  Edmonton 

pipeline?  Does  the  decision  to  build  a  gas  pipeline  along  this  route 

offer  significant  cost  savings,  and  make  it  a  realistic  option  for  avoid- 

ing  the  establishment of any  new  West  Coast  oil  port?  What  kinds of 

incentives --- positive  or  negative --- could  be  devised  to  induce  Puget 
Sound  refiners  to  accept  Port  Angeles  or  Kitimat  as  their  crude  oil  terminal 

despite  the  higher  costs  compared  to  using  Cherry  Point  or  their  own 

docks? I have  made  one  suggestion  along  these  lines,  but  the  point  here 

is  that  not  every  innovation  worthy  of  consideration  has  necessarily  been 

put  before  you  by  a  group  or  oil  companies. 

The second  warning  is  against  assuming  that  autarchic--one 

nation--solutions  to  energy  supply  problems  are  necessarily  simpler  or 

more  secure  than  international  ones.  This  is  particularly  true  where 

a  rigid  notion  of  self-sufficiency  leads  policy-makers  to  ignore 

geography  and  economics  for  fear of very  remote  and  speculative  contin- 

gencies.  This  warning  is  addressed  mainly  to  my  own  country,  which 

built  the  wrong  pipeline  in  part  on  the  incorrect  theory  that  it  is . 

harder  to  get  an  accommodation  from  the  government  of  Canada  than  with 

the  state  governments  of  Washington  or  California.  The  United  States 

government  later  compounded  that  mistake  by  rejecting  the  single  cheapest, 

most  logical  outlet  for  surplus  Alaska  oil--the  Far  East--on  the  frank 

but  sorry  argument  that  exports  would  be  "hard to explain"  to  the  voters. 
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Finally,  the  history of the  Alaska  pipeline  suggests that a n  

atmosphere of urgency  is  not  the  best  framework  for  making  decisions  with 

which  we  will  have t o  live for  many  years.  The  licencing of a  pipel.ine 

which couLd n o t  be completed  be€ore  1977  was  not  a  relevant  response t o  

a political  curtailment of oil supplies  in  1973.  Ironically,  it  was OPEC's 

five-fold  increase  in  world  oil  prices,  made  possible  by  the  Arab  embargo, 

which  guaranteed  an oil surplus  on  the  West  Coast  by  its  impact on the 

growth of oil  demand. 

These  lessons  are  not  entirely  hindsight,  nor  are  they 

original  with  me.  There is ample  evidence  that  the  United  States  Congress 

was  aware of the  dilemma  which  the  tunnel  vision of the oil industry  and 

the  national  Administration  had  forced on it.  I  would  like to quote 

briefly  from  the  Report of the  Senate  Committee on Interior  and  Insular 

Affairs  about  the  Trans  Alaska  Pipeline  Authorization Act, published  in 

1973.  A  longer  excerpt  will  be  appended  to  my statement so that  you  can 

see  these  citations  in  their  original  context. 

The  Report  reviewed  the  arguments  over  the  merits  of  the  Trans- 

Alaska  pipeline-tanker  combination  compared to an overland  pipeline 

through  Canada,  with  respect  to  four  major  issues--environmental  impact, 

markets,  economic  benefits,  and  ownership  and  control--and  several  lesser 

issues.  The  Committee  then  stated  that  it . . . did  not  regard  any  one 
of the  foregoing  arguments  or  any  group  of  them  as  conclusive  in  favor of 

either of the  competing  pipeline  proposals."  There  was,  however, I' . . .  
one  consideration  in  favor  of  the  Trans-Alaska  pipeline  that  the  Committee 

found  compelling.  This  consideration  was  the  additional  delay  and 
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uncer ta in ty  associated with  the  Trans-Canada  pipeline.   Regardless 

whether  the  1969  decision  of  the owner companies i n   f a v o r  of  an a l l -  

Alaska  route w a s  t h e  wisest o r   t h e  most cons is ten t   wi th   the   na t iona l  

i n t e r e s t  a t  t h a t  time, and  regardless  whether  the  Administration's  early 

commitment i n   f a v o r   o f   t h a t   r o u t e  w a s  made on  the  basis  of  adequate 

information  and  analysis,   the Committee  determined tha t   the   Trans-  

Alaska p ipe l ine  i s  now c lear ly   p referab le ,   because  it could  be  on  stream 

two t o  s i x   y e a r s   e a r l i e r   t h a n  a comparable  overland  pipeline  across 

Canada." The reason   for   th i s   conc lus ion  was tha t ,   " the   necessary   bus i -  

ness   o rganiza t ion ,   f inanc ia l   a r rangements ,   engineer ing   des ign   and  

l o g i s t i c a l   p r e p a r a t i o n s  for the  Alyeska  project  have  been  completed, so 

that   construct ion  could  begin as soon as a right-of-way i s  granted,  

while none  of  these  necessary  preparations  has  been  accomplished  for a 

Trans-Canada route. These tasks are   expected  to   take  about  two years ,  

q u i t e  apart from t h e   l e g a l ,   p o l i t i c a l  and   adminis t ra t ive   hurd les   tha t  

must  be  crossed  before  construction  of a Canadian  pipeline would  be 

authorized.  " 

The panel  chided  the  companies  and  the  national  executive 

for  not  allowing  Congress a real choice.  " I n  t he   l i gh t   o f   t he   ex i s t ence  

of s ign i f i can t   unce r t a in t i e s  which are unique t o  each  of  the  routes,  it 

is a rguab le   t ha t   t he   i n t e re s t ed  companies  and the   f ede ra l  government 

should  have  devoted  substant ia l   effor t   to   invest igat ions  and  preparat ions 

leading t o  development  of more than  one  transportation  system. The 

Committee be l ieves   tha t   such  a two-option  strategy w a s  and is warranted 

. . .  'I "There  has . . . been no a c t u a l   r o u t e   s e l e c t i o n   o r   e n g i n e e r i n g  

des ign   lead ing   to  a s p e c i f i c  Trans-Canada p ipe l ine   p roposa l .  The com- 

panies  have  not  formed  an  organization t o  des ign   or   bu i ld  a p i p e l i n e  
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nor  have  they  initiated  discussions  with  Canadian  government  agencies 

for   l ead ing  t o  a right-of-way  application." Among the   reasons   the  Com- 

m i t t e e   i d e n t i f i e d   f o r   t h i s   f a i l u r e  were tha t   " the   companies ,   the   In te r ior  

Department  and the   S t a t e   o f  Alaska have  tended  from  the  beginning t o  

underest imate   the  engineer ing,   environmental ,   legal   and  pol i t ical  

d i f f i c u l t i e s   o f   t h e i r   p r e f e r r e d   r o u t e .  Also, the  advocates  of  an a l l -  

Alaska  pipeline seem t o  have   feared   tha t   se r ious   cons idera t ion   of  a 

Canadian  route  would, by giving it a d d i t i o n a l   c r e d i b i l i t y  as a p o t e n t i a l  

a l t e r n a t i v e ,  undermine t h e i r   e f f o r t  t o  ge t   ear ly   approval  of the  Alyeska 

right-of-way  application."  Finally,   the  panel  noted,  the  companies  did 

not want t o  spend t h e  money necessary   for  a thorough  comparison of the  

two opt ions.  

Though the   horse  had a l r e a d y   l e f t   t h e   b a r n ,   a n d  a major i ty  

of  Congress f e l t   t h a t  it had no choice  but  t o  approve  the  Trans-Alaska 

p i p e l i n e ,   t h e  l a w  t h a t  was adopted  granting it a l i cense   dec l a red   t ha t  

advance  federal  planning  and  consultations  with  Canada,  were  necessary 

t o  dea l   w i th   t he   need   fo r   add i t iona l   p ipe l ine   f ac i l i t i e s  t o  handle  Alaska 

o i l .  The Committee R e p o r t  concluded i t s  sect ion  on  the  major   issues  by 

s t a t i n g   t h a t   t h e  l a w  expressed  the  Congress '   intention as fo l lows ,   t ha t  

"it is poss ib l e  . . . t h a t  no competent   p r iva te   en t i ty  w i l l  take  respon- 

s ib i l i ty   for   the   p repara t ions   p rerequis i te   to   submi t t ing   necessary  

appl ica t ions  to  Canadian  governmental   agencies.   In  such  an  instance,  

appropriate   agencies   of   the   United  States   government   should  take  this  

r e spons ib i l i t y .  I' 

11. The framewrk  for   the o i l  port decis ion.  

After  the  experience  of  the  United  States  with  the  Trans-Alaska 

p ipe l ine   dec is ion  it is  c u r i o u s   t h a t   n e i t h e r   t h e   o i l  companies  nor  the 

I 

I 

Y 
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f ede ra l  government  prepared  for  the West Coast o i l   " s u r p l u s . "  Again 

w e  are not   deal ing  with  hindsight .   In   the  per iod up t o  1973 when the  

p ipe l ine  was approved,  there was room for   legi t imate   disagreement   over  

whether t o t a l   c r u d e   o i l   p r o d u c t i o n  from t he  West Coast states was l i k e l y  

t o  exceed West Coast  consumption. By 1974,  however,   the  effect  of world 

oil p r i c e s  on demand should  have  wiped  out  any  doubts.  In  that year, 

I was requested by Senator  Jackson t o   i n v e s t i g a t e   t h e   p r o s p e c t s  for 

exports  of Alaska o i l  to   Japan,   and i t s  implicat ions  for   the  United 

States economy and  nat ional   securi ty .  The r e s u l t  w a s  a th ick   g reen  

volume, published by the  United States Senate ,   ca l led  The Trans  Alaska 

Pipeline  and West Coast Petroleum  Supply,  1977-1982. An examination  of 

the  production  and demand p ro jec t ions  of the  major  producing  companies 

and  the  Interior  Department showed t h a t  a l l  except  one  forecast   implied 

a net   excess  of West Coast  production  over West Coast demand beginning 

i n  1979. One fo recas t   i nd ica t ed   t ha t  a surplus   amounting  to   as  much a s  

1.8 mi l l i on   ba r r e l s   pe r   day  was a t  least conceivable by 1982.  These 

f o r e c a s t s   a r e  summarized in   Table  Iv.  

Because  the  projections  were not broken down by grade and 

qua l i ty  of crude o i l  produced, as aga ins t   t he   g rade  and qua l i ty   o f   c rude  

o i l   t h a t   c o u l d  be   run   in  West Coast r e f i n e r i e s ,   t h e   t a b l e s   d i d   n o t   i n d i -  

c a t e   t h e   f u l l  magnitude of t h e  emerging  problem,  nor  the  fact  that t h e  

surp lus  of  Prudhoe Bay type  crudes would appear   in  1977 j u s t  as Soon as the  

p ipe l ine  went  on stream. Nevertheless,  as e a r l y  as the  Spring  of  1974 

government  and  industry did know that   the   problem was approaching,  and 

it is  remarkable how l i t t l e  they  have  done so f a r   t o   p r e p a r e   f o r  it. 

The same can  be  said  about  the  problem of c rude   o i l   supp ly   t o   Nor the rn  

T i e r   r e f i n e r i e s ,   f o r  we have  been  on no t i ce  from the  National  Energy  Board 
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TABLE Iv 

ESTIMATES OF NET CRUDE OIL EXCESS (OR DEFICIT), U.S. WEST COAST 
(millions  of  barrels  per  day) 

Source  and  date """"- 1977  1978  1979  1980 1981 1982  1983  1984  1985 

Interior  Department 
1971 
1973 
1974  low  demand  -1.5 -0.9 -0.3 

high  demand -1.8 -1.1 -0.6 
Federal  Energy  Admin. 
1976 .6 

Federal  Power  Comm.  .3 
.6 

Sohio 
1974 low demand 

1976  .3 
.6 

high  demand 

Exxon 
1973 -0.7 -0.4 
1976 .2  .6 .5 

Arc0 
1974 
1976 

Rand  1976 

A. D. Little  1976 

-0.4 
-1.2 

.7 

.3 

.9 
1.1 

-0.4 
.7 

-0.7 
-1.1 

1.2 1.5 
.7 1.0 

. 8  

.6 

. 6  

.8 

-0.3 0 
.6 .6 .8 .9. 1.0 

-0.4 -0.1 .6 .8 
.3 .5 
.4 .6 
.3 

.7 

.7 
1.3 

.85 

.75 

.8 
1.3 

SoCal  1976 .6 .6 

Kitimat  Pipeline -0.8 -0.2 .1 . 4  .5 .6  .6 .5 .4 

Note:  the  concepts  of  "surplus1'  are  not  necessarily  consistentamong  the 
various  projections. 

Source:  1974  and  earlier - U.S. Senate  Committee  on  Interior  and  Insular 
Affairs,  The  Trans  Alaska  Pipeline  and  West  Coast  Petroleum  Supply, 
1977-1982.  Washington,  1914. 

FEA,  FPC,  Exxon & Kitimat,  1974 - U.S. Senate,  Committees on 
Commerce  and  Interior  and  Insular  Affairs,  Problems of Transporting 
Alaskan  North  Slope  Oil  to  Domestic  Markets  Washington,  1976. 

Federal  Energy  Administration,  North  Slope  Crude:  Where to? 
How?  Washington,  1976. 
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s ince  1974 t h a t  Canada planned to  phase  out i ts  c r u d e   o i l   e x p o r t s   t o   t h e  

United States. Progress  toward swap arrangements was severely  hindered 

by t h e   a t t i t u d e   o f   t h e  Department  of Commerce under  the  previous  adminis- 

t r a t i o n   t h a t  any "exports" were against   national  policy,   and  the  Depart-  

ment 's   resul t ing  re luctance  to   approve  pending  appl icat ions for exchanges 

which  amounted t o  only a few thousand  barrels  per  day. The United States 

h a s   y e t   t o   s e t  up an   o rder ly   p rocess   l ike   the   p resent   Inqui ry   in   Canada ,  

to   reso lve   these   i s sues .  

Desp i t e   t hese   f a i lu re s  of insight  and  procedure,   the  United 

S ta tes   and  Canada toge ther  are b o t h   i n  a b e t t e r   p o s t u r e   f o r   r a t i o n a l  

policy-making  than w a s  the  United States Congress i n  1973. F i r s t l y ,  

t h e r e   a r e  a hos t  of competing  approaches t o  each of the  f ive  problems 

I l i s t e d  a t  the  beginning of my testimony,each  with its own c o l l e c t i o n  

of   p r iva te   and   governmenta l   advoca tes .   In   cont ras t   to   the   s i tua t ion  

that   exis ted  during  the  Alyeska  pipel ine  debate ,   the   choice is  not 

simply  yes or no on a s ing le   p ropos i t ion .  Competing proposals  mean 

n o t   o n l y   t h a t   t h e r e  i s  a real choice among them, b u t  t h a t  government  can 

consider  the  combinations  and  permutations among var ious discrete elements 

of d i f fe ren t   p roposa ls .  It i n   p r i n c i p l e  i s  poss ib le ,   for   example ,   to  

consider  combining  the  Northern  Tier  concept  with a Cherry  Point terminal, 

o r   t h e  Trans-Mountain p ipe l ine   r eve r sa l   w i th  a terminal  a t  Port Angeles. 

We have  an  example  of  such a process   in   the   gas   p ipe l ine   de te rmina t ion ,  

where the  ul t imate   decis ion  favored a combination of the  concepts   put  

forward  separately by the   Arc t ic  Gas and F o o t h i l l s  groups. 

Secondly,   the  climate i s  b e t t e r  for i n t e r n a t i o n a l   s o l u t i o n s  

to   the  nat ional   problems of both  the  United States and  Canada. I t  appears 

t o  m e  tha t   bo th   count r ies   have  drawn  back  from the  most r ig id   concepts  
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of  energy  self-sufficiency  advanced  in  the  immediate  post-embargo 

period.  Secretary  Schlesinger  ultimately  rejected  exports  or  exchanges 

with  the  Far  East  as  a  short  or  long-term  solution  to  the  West  Coast 

crude  oil  surplus  problem,  but  the  Administration  did  fight  in  Congress 

to  keep  this  option  open  until  the  very  last  minute,  and  exports 

still  have  substantial  backing  from  top  civil  servants  within  the  Depart- 

ment  of  Energy.  Also,  the  Commerce  Department  under  the  Carter  Adminis- 

tration  is  no  longer  obstructing  proposals  for  crude  oil  exchanges  between 

the  United  States  and  Canada,  as  it  did  a  couple  years  ago. 

Agreement on  a  gas  pipeline  has  shown  both  the  United  States 

and  Canada  that  they  can  in  fact  reach  an  agreement on hard  international 

issues  in  about  the  same  time  as  it  requires  either  one  of  them  to  reach 

an  internal  decision  on  the  same  kind  of  problem.  Indeed, on the 

United  States  side  of  the  border  we  cannot  help  but  be  impressed  by 

the  simplicity  and  rationality  of  your  processes  for  making  big  choices, 

compared  to  our  fragmentation  of  authority  between  the  federal  government, 

the  states  and  local  governments,  and  among  various  agencies  at  each 

level.  If  the  Kitimat  proposal  combined  with  some  crude  oil  swap  arrange- 

ments,  for  example,  emerge  as  the  favorite  of  a  broad  spectrum  of  interests 

in  the  United  States,  it  will  be  not  only  or  mainly  because  both  California 

and  Washington  would  prefer  that  someone  else  take  the  environmental  risks 

of an  oil  port. I believe  that  it  will  rest  as  firmly  on  a  widespread 

conviction  that  Canada  has  its  procedural  house  in  order,  that  it  is 

indeed  easier to get  a  final  and  internally  consistent  decision  in  this 

country  than  it  is,  for  example,  in  California. 

Finally,  there  is  at  this  moment  no  crude  oil  supply  crisis. 

The  absence  of  a  West-to-East  transportation  system  reduces  the  netback 
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PT 

revenues  from  Prudhoe  Bay  for  the  producing  companies  and  the  State  of 

Alaska,  and  it  threatens  to  raise  the  prices  of  petroleum  products  in 

the  market  areas  of  the  landlocked  Northern  Tier  refineries.  But  there 

is  no  reason  we  cannot  get  by  almost  indefinitely  with  makeshift  devices 

like  transshipment  of  Alaska  oil  through  the  Panama  Canal,  temporary 

swap  arrangements,  movement  of  crude  oil  in  railway  tank  cars,  and  the 

like.  These  improvisations  may  be  messier  economically  and  environ- 

mentally,  and  they  may  require  more  entrepreneurial  and  regulatory 

innovation  than  big  long-term  solutions,  but  they  will  not  be  as  costly 

in  real  economic  terms  or  in  permanent  environmental  disturbance,  nor 

as  thorny  from a political  and  regulatory  standpoint as  a  decision  to 

spend  hundreds  of  millions  or  even  billions  of  dollars on superfluous, 

uneconomic  or  wrongly  located  pipelines  and  terminals. 
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" 

[Excerpt "hlajor Issues" from report accompanying S. 1081, Federal Lands Right 
of Way Act of 1973, June 12,1973J 

111. JfAJOR I. SSPES 

I. .\LTF,RS.\TIVF. TRAXSPORTATIOX' ROUTES FOR AI.,\GKA XORTII 8Lom 
PETROLECJI 

I n  henrings  before  this  Committee on S. 1081 and other  pending 
bills no witness  seriously proposed that  it  would be in  tho  nationnl 
i n t a r s t  to post.pone the development of Alnskn Amtic oil n11.d gas 
indefinitely. The relntivc 1ac.k  of controversy  over  this issue is  in 
contrast to previous  hearings  before t,hiR and  other committees, and 
reflects rapidly  changing  public  perceptions of the nation's  energy 
needs. 

There is now an'obvious a.nd growing deficiency in domestic pro- 
duction of crude oil and  nat,urxl gas. leading to a rapidly  increasing 
dependence  upon  insecure Enst.ern Hemisphere  imports. AIorcovrr. 
the prices of imported oil mako it no longer the  bargain  it nppenred 
several ycnrs ngp. With pnssage of the Clcnn Air Act,  tho lorn sulfur 
crudn  oil that can bo produced from t.hc Prudl~oe Bay field has bccomc. 
significant.iy mor0 vnlunble.. Meann~hile, the risk of environment,nl 
dlunnge from development of North Slop0 oil nnd its t.mnsportat.ion 
to markets  in  tho ‘%ewer 48" 11ns bcen sabst,ru~t,idly lessoned 3s :L 
result of tho  stricter  environmcntnl  stipulnt,ions.  rednndant  safety 
systems,  contingency  planning  and  better  engineering  imposed  upon  the 
proposed  Trans-Alaska pipelme. Finally,  until  passage  of  the  Alnska 
Native  Claims Sctt.lcment, Act, m n n v  citizens feared-with some jns- 
tificntion-thnt unchecked  commercial  dr.velopment,  might 1e.avc the 
nnfion without  unspoiled  scenery, outdoor rccraxt,ion areas o,r wilder- 
ness in the. rnst  and  heretofore  remote  territory of Sorthrrn  and Cen- 
tml Alnskn. This npprchcnsion wns mitigated by the, provisions i n  the 
rmtivc clnims  srtt1cn:ent act that, nt. Irnst, 80 mlllion ncrcs of Innd in 
Alnskx will be considcred by the Colqrcss for incorporntion  into 1 1 1 ~  

wildcrncsj nrexs, wild and scenic  rivers. nnt.ionn1 forests,  national 
parks nnd  nxtion:J  wildlife rnmqes. 

Alt.hougli there now seems to be R broad consensIls tJ1n.t Alnskn ?r'orth 
Slope oil nnd gas  should bo developrtl  rapidly, there. is controversy 
concerning  t.he  manner  and  ronte of its  t,ransportntion. Serious con- 
sidemtion has been given in the. pnst t o  the 1 1 s ~  of i c c b r e ~ l r i n ~  oil 
t,nnl;crs, snbmarine  barges,  rnilronds (IL proposition  recently  rcvlvrd 
nnd advocated by the  Government of British Columbi,z), and cvcn 
aircraft. The principal  cont.roversy t,oday, however,  is be.twccn ndvo- 
cntes of (1) a 48-inch oil pipclino to be const~=~~ctcd  from t,lw Snrth 
Slope to Valdez,  Alnskn,  where t.hc oil would be londcd onto  tankers 
for t.rnnsportation to ports on  tho west  coast. and (2) R similar 48-inch 
pipclino  ol*crlnnd through Canada  to  tho  vicinity of Etlrnonton. whcrc, 
it .croulc! join  with  existing  pipelines (whose, througllput c.ap:lc:;ty 
mould have to be  increased)  in  order to deliver  the  crude oil t,o the 
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discovered and developed  offshore from Cnlifornia or in  the  Gulf of 
Xlaskn. Accordingly, t.he  likelihood of rnnjor new oil discoveries in 
Southern  Alaska or off the  Cnlifornin  coast  and  the  dtxirnbility of ex- 
porting Alaska oil to 0the.r  countries  during  an  ern of donlestic short- 
aws nr0 bot11 among  the  criticnl issues of controversy.  (See 2. Exports 
o8Alasl;an  Oil, below.) ’ 

The. relative  dependency  of the  two regions (the West Coast and 
the rest of the  United  States) upon imports from insecurc. sources is 
t~lso a point at issue. The likelihood of additional  production  from new 
West Const’nreas other  than  the  North  Slope  is  critical to t.his  debate. 
Since  Alasknn  oil will a t   the  margin be backing  out  Middle  Eastern 
oil in  either  market, however, the  principal effect of tho choice of 
routes upon  the  total level of import  dependenc would be related to  
the  time a t  which  deliveries of North Slope oil L gan. 

(3  Eco?mmic Beftefits-Supporters of the  Canadian  pipline pro- 
p~ 1 point to the  fact thnt  crude  oil  prices  are  higher 111 the upper 
Midwest than  in  California,  and offer transportation  cost  calculations 
indicating  that  the “netback”  value of North  Slope  oil would be 
patter if i t  were  delivered to Chicago than to LQS Ange.les. They 
conclude, therefore,  that  the oil  companies, the State of Alaska (in 
terms of the value of its royalties and production  taxes)  and  the nn- 
tional econonlic welfare would all be served  best by the Trans-Canada. 
pipeline. The general  asstmptions of this argument  were nc.cepted by 
tho  Interior  Department  in  its Economic and Secl~rity Analysis of the 
Trans-AZaska Pipe7ine. But  the  Interior  Department  pointed  out,  and 
the  independent  proponents of this  argument acknowledge,. that such 
‘econolnic  *benefits  would be more or less wiped out by the tllscounting 
of future benefits, if a Trans-Cannda  pipeline would take  two  or 
more years longer  to  construct than a Trans-Alaska  pipelme.  Some 
supporters of the  Trans-Alaska  pipeline now dispute  the  earlier  esti- 
mates both of tile  relntive  construction  costs for the two pipelines (and 
thereby  crude  oil  transportation  costs)  and  the  expected  future  price 
difkrent.ials between tho  Midwest  and  the  West Coast; they ‘assert t,hnt 
the netback  value of the oil  will  actually be higher if it is delivered 
to  western  markets. 
(4) Ozc~nersllip md Cmtrol-Supporters of the  Trans-Alnskn pipe- 

line  point  out  that n pipeline ncross Canada would be rcgalated by the 
C;uu\dian  government,, and  that  staterncnts of Canadian  oflcials  indi- 
Fate thnt R colltrolling eq1tit.y in such n pipedine w~o111d hi\*ve to he held 
~y Canndintl  citizens. I n  a.ddit.ion, oil  pipelines  in  Canada  must gon- 
erslly be operated ns common cnrriers; this requi“n1nent might, rewilt 
in tho  bncking om of Alaskan oil to mnkt. room for oil produced in the. 
viciI1it.y of tIie pipcline in Canada. I n  addition, Cnnat1:k’s new controls 
over oil and exports rnises the possibi1it.y that. Alnsknn oil  dcst,ined 
for 17.S. markets could in  an emergency bc diverted to Canadian CIIS- 
tomcrs, leaving the United Stntes short of those  supplies. 

,4dvocat,es of t.he  Cnnndian  pipeline  reply,  howe.ver, that  thcrr 
nre now no known Cnnndim reservw in  the  Arctic whose  product.ion 
could  tiisl)lncc  Xlrlsiatn oil mrricd by ~t Trans-Cnnndrr  pipcline, and 
Cllilf, r l w  piiwlinc‘s thr .o~~~l lp l~ t ,cn l~ac i t :y  could bo incrcnwd hy “laopinp” 
or other nwnns wdl  in  ndvnncc of t,lw Rpprn.rnncc of nny e,sress snpply. 
They nrg~w, morcovcr. t h t  t,o t,l~c? rstsnt tlmt, the csistcnce of n pipc- 
linr.  t.Ilrongh Cnnrtdn from Alilsk~~ to t,hc Midwwt does  encourage the 
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exploration  and developnwnt of  Can:Ldian Arctic resources,  any oil 
exported to tho  United St;lt.c';s via that  pipeli~lc is a benefit to Vnited 
States interests because it would displace oil franl less  secure foreigu 
sources, Tho notion that Canada  might  divert oil of United Staks 
origin to her own uses is discounted, Goth  i!wwse,  in that instnnce, 
the 1;nited States could  simply cease shipp~ng the oil, and Ixcauso 
the  Gnitcd  States holds a colllparitble Canadian hostago; most of enst- 
ern  Canada's own crude oil supply  enters  that  country tllrough pipe- 
lilies across the  State of Maine. 

( 5 )  Other Issues-Other issues raised in  the debate have includcd 
the cconomic and sclleduling  relntionship between alternative pipe- 
lines to carry Prudhoe BAY crude oil and the pipelines for tho natural 
gns t!lat will be prodllced i n  association with i t ;  the problems of 
fiilallcing a  longer  pipeline;  the  respwtivc  inlpsct of the  two pipelines 
on the 1J.S. balance of payments;  the relntlve physical security of 
the  two  routes;  the employment, economic and inflntionary eEe+ of 
constr~1ct~ion  within Alaska; and  the  comparative impacts upon com- 
petition and  market power. 

The Cmnmittee O ? L  Iuterior und Insular Affairs did not regad any 
o m  of the foy-egoing argunzents  or any group of them a8 conclusiue 
i n  fuvop  of either of the competi,ng pipeline ~ o p o s a l s .  I n  some areas 
of debate  the  preponderance of evidence or analysis seems to favor one 
side or another,  but no area of controversy, however, is without 
ullbiguolls or speculntive elements. Even the most expert assessments 
nlitrle today are likely to be nlodified by new information that will 
become available or by unforeseen chmges in  circumstances occurring 
before  either  pipeline could be completed.  Much  information can be 
obtained only in  the COUI~SO of constructio~~ 

Any assessment based solely upon the foreqoing  considerations re- 
garding  the relative  merits of t,he two  pipelme  routes  clearly must 
depend heavily upon subjective judpuent.  There is, however, 0110 con- 

, sider~~tion in ftlvor of the  Trans-Alaska pipeline that  the Committee 
found compelling.. This consideration was the additional delay and 
uncertainty assocmted with  the  Trans-Canada pipaline. Regardless 
whether  the 1969 dwision of the owner  companies in favor  of itn all- 
.ilaska route was the wisest or the most consistent  with the nationul 
int.r?rt.;;t at that time, and regardless whether the hdnlinistration's 
rarly corun1itInent in favor of that route was mado on the basis of 
adq,u;~te information ;md nnalysis. the Committee  detemnined that 
the r m Y - A h k a  pipeline is m u ,  cZenrZy preferable,  because it could 
be on Ytreanz. two to  si2 years earlier than a comparable o v e r h d  

2'110 necessary buijiness organization, financial irrmngemc?nts, en.$- 
neering  design and  logisticd  preparations for the Alyeska project 
have h e n  complettd. so that. construction codd begin a3  soon 8s A 
right-of-way is granted, while no?w of these necessary preparltt.ions 
h s  been accomplished for IL Trans-Canada route, Theso tttslts arc 
espected to  take abouvt two years! quite apart from the legal, p a k i d  
and administrative  hurdles that must be crossed before constrwtim 
of 11 Canndian  pipeline would be nuthorized. I n  addition to the delays 
t.h,zt could be normally mt,icipiLted at ewh of these stxps. D. nu tnhr  of 
tIlcnr suggesta tho  possibility of indcfinito  delays or even the  project'b 
iiltimrita impotjsibility. 

p i j N ! h e  UCT088 0fl7lildU. 
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In   t he  absence of n complex t.rmty  enabling  constnnlding  nnd  opcr- 
ntion of an  international  pipeline ns n un i t a ry  enterprise,  the  inter- 
ested private  parties  would have to  organize n separate consortinm 
or  busines  organization  on each side of the Imrder for f i n i ~ n c i ~ ~ g ,  
building  nnd  opernting  the two segments of the  pipeline, nntl rrsnlvc 
tho  complicated  relationships between them.  Discussions ~ m l d  11nw 
to  bo conducted  with,  and  npplicat.ions  submitted to, several Cnllndian 
ngencies nnd the final plan mould hsvo  to be submitted to the  Federal 
Cabin&. 13efora approval could bo granted n 1 m m m  modifcnfions 
and  perhaps  corporate reorganiznt.ions  wonld be necessnrv. The  proj- 
ect would run  gauntlets of domestic  Canndinn  opposition,  and of 
attempts t,o influence the  shape of the  project by such  interests ns 
nortHern Indians  and  Eskimos,  environmentalists,  Cnnndinn economic 
nationalists, and provincial  interests. The prospects of ultimate np- 
proval by the Cabinet  might well be jeopardized  by  the  minority  status 
in  Parliament of the Government’s party. 

A new pipeline  route  through  Canndn  wonld, of co~~rse ,  requiw, a 
new environmental  impact  statement  and  public  hearings.  nnd  involves 
the possibility of a new round of litignt,ion  wit.hin the Unit,e,d States. 

.Any  nssesslnent today of the  time  required  for  nppnvnl of n. Tmns- 
Canndn  pipeline  project or of the probability of its Irltimntc npprovnl 
in nny form is purely speculntive. I t  i.~, moreover, doub t fd  whefher 
ft/.rthm s t l d y  cou7d c o n f r i h t e  to the ncmrncy o f  mch, qqpeclt7ntion.~. 
Tho seriousness of t h e  obstacles nt. each  orpnniznt~ionnl, financinl anrl 
politicnl stcparc  testable  only bv an actunl  nttr1nl)t to get, npprovnl 
for n specific  proposal. and  no  such  proposal  csists todav. 

The .list,in,g of difficulties nnd nncertaint.ies involved in  getting 
n:,provnl for construction of a Cnnadinn  pipeline, shoulcl not ol)scure, 
the  rcmnininc difficnltics  nnd nnrertninties  facing  the Tmns-.4lnska 
nroiect : continuing  litipntion based npon  Nntional  Environmental 
Policv Act. rmnircments;  litication  l)et\vem  the owner companies and 
the  Stnte of Alnskn over a right-of-wav ncross state-owned  land nnd 
rqarding  s tnte  tnsnt.ion and regulation: the. possible  vnlnerahilit-y of 
the nroject, nndrr  nntitrurt  laws:  and constnl zone  legislation  and  reg- 
lilntion.  which mirht  conceivxbly  affect the  ability to land  Alaska 011 

Escept  for  uncertainties  regnrding  terminals  in  Washington  and 
CGlifornin, ho\vever. a l l  the r?al or potential problems of 1:lm 07 
miitica;  controversv  facing the, Trans-Alaska  ;)ipeline.  also face Its 
Trans-Cannda  counterpart. I n  assessing  tlw prolmhle comp1et.ion data 
of the inttcr proicct.. t,he  time reani rd   to  resolrp thew prohlcms  must 
he a d d d   t o  bot,h the  additional  time necessary for  route  sclwtion, 
design. nnci logistical  rrepnrations. n ~ d  the  time involved in oi>tnining 
Canadian government xpnroval.  hiorco\w. to the  remaining  uwcr- 
tr?inty nrisiny fmm  United  States  and Alaslrnn law a n d  politics, which 
i i f iec t  h t h  pipeline proposals. must be added the  1mccrtnint.v stemming 
from  Canatlixn law and politics,  and  from  the complc.xit.ies of t,ho 
international  relationship. 

I n  1iKht. of the esistcnce of significant,  nncartaintics  which  arc  nniqnc 
t4> cnrh of tho rwo mufcs, it. is arg~ablp that.  the interested cornnnni;~s 
and  the Fctl,>rnl  povqrnmcnt.  shollld have tlcvotrd substantial cffor7. to 
invcstigztions and prepn.rat.ions  lcnding to tlcvclcrpmcnt of mow tltnn 
0110 t.rnnsl,ortnt,ion Hystcwl. Tlw Con1lrlillcc lwlirvcn 1.111k.t8 wlc11 11. 1 NW- 

at. llTcst. coilst ports. 
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necessary to finance a single 48-inch piiwlitw : i t  wrtailll: cannot be. 
used as security for two such pipelines. 

Proved reserves as estimated by the American I’etrolcwm Institute 
nre an e.sceedingly restricted concept. Tlww is l i t t le question that  the 
reservo estimate  for  the  Prudhoc Bay fieltl wil l  grow substantially, as 
both exploratory  and development drilling tlelinentc the f i e l d  more 
completely, and as increased crude d l  priws nnd improved metl~otls 
mako more complctc recovery of t l l r  cliscovcrcd oil-in-plnca comtner- 
cinlly feasible. Typically, these two kinds of ncljmtments  (“exten- 
sions” nnd “revisions,” respectively) increase the proved reserves 
estimates for a newly discovered oil field by a factor of three  to  ten 
over its lifetime. Moreover, Sort11 Slope oil production will not be 
limited to  the  Prudhoe Bny field: ginnt oil fields are seldom found 
done,  and only a tiny  proportion of the  ,irctic Slope’s favorable 
geology has been explored  geophysically, much less tested by the drill. 
It is worth noting  that  the Committee is  currently  considering meas- 
ures to  authorize  the  exploration  and development of the 26 million 
acre Kava1 Petroleum Reserve, whose boundary is a few miles west of 
the  Prndhoe  Bay field. 

The excellent, prospects for nn early  expansion of  North  Slope oil 
and gns ,reserves sufficient to  justify a second pipeline will not be 
realized until tho industry is reasonably confident that a first  pipclino 
w i l l  in  fact be built. Throughput  guarantees adequate to finnncr tha t  
pipeline  aro possible on  the basis of present  reserve figures, so that 
there  is  little justification for costlv ou t l ap  on development drilling 
beyond the level (alrendv surpa~sed) that could be accommodated by 
the Alyeska pi  dine,% p’lanned init,inl throughput of C,00,000 barrels 
per  day  (recent f y  reported  to  have been increased to 1,200,000 barrels). 
Esplornt,ion on ndjacent lands nlrcndy under lease is also nt $1 low 
obb, and  it is  understandable. that t . 1 ~  State of Alnslta, t.he Interior 
Department, nnd Alaska Nat.ive groups would postpone  ltdditionnl 
lens0 sales to a time whcn industry jnterrst-and bonus bids-woultl 
be higher. A revival of intensive  explorntion  effort depends above all 
upon the commencement of pipeline  construct,ion. 

I n  weighing  these  manifold  considerations, t.he Committee con- 
cluded that  it  would be n mistake  to view the  Trans-Alaska pipelinn 
and Trans-Canada pipelines ns competitors, except. with respect. to 
which of them could ilctually be, completed first.. Title TI of S. 1081 
authorizes  the  President  to  undertake  negotiations with Canada and 
other  actions  lexding  toward  const,ruction of a crude oil pipelino  across 
Cnnadn from  Sorthern Alaska  to  the Mid\vcst, nnd i t  expresses the 
Commit.tee’s jud,ment that : 

1. Fodernl  planning  for trRnsportat,ioll  systems to daliver  Arctic 
crude oil should t.ake  account of the lilrelihood of great,ly  increased 
reserves in  the  Pnldhoe Bay field, on other State,  Federal, and Xative- 
owned lands  in  northern Alaska, from Naval Petroleum  Rescrve XO. 4, 
and  from h’orthwestern  Canada. 

2. Two or more pipelines for  crude oil from Arcbic Alaska, or from 
Alaska and  Arctic  Cnnada  together,  serving different, markets  areas  in 
tho ITnitcd States  (and  Canada) will be feasible,  desirable and ncccs- 
sary in the foreseeable future. 

8. Colnpletion of the  first  crude oil pipeline  from  Prudhoa nay  is  
IlrgentJy in  t,he  national  int.erest, 11nd c,onstrnct,ion should begin ns soon 
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as there  is assurance it.s construction and  opcration mill  be  environ- 
Incntally somd. 

4. The ?'runs-Alaskn  pipeline proposed by the Alycskn ponp ought 
to h v e  priority in  time, because of the  orer\~helming probability  that 
it, could be completed two to  sis ycnrs sooncr than a Trans-Cnnndn 
pipclinc. The Tr.nns-Al:lska project  is at n far more advanced stngo 
of preparation  and cLroidsthe many  uncertainties involved in orgnniza- 
ing, finiulcing and  obtaining xpproval of an international pipclinc. 
5. Severtheless,  the w r y  likcihood of extended delays in approval 

; l n d  construction of 5 Trans-Canada pipeline  dictates  that' concrete 
c!€orts  lending  toward  construction of such a pipcline  shonld bc st,arted 
now. This beginning  ought  to be made notwithstanding  the present 
imufiiciency of prored reserves to  provide private justification  for a 
second oil pipeline, nnd without  prejndice to the Alyeska proposal. 

R .  T n  order to protect  both Tinited States  and Cann$nn interests in 
this  multi-billion  dollar  project.  and  in  order to minimlze  fut.un?  inter- 
n;ltional conflict nnd misunderstanding  regarding  its operation and 
regulation,  detnilcd  and  explicit  intergovcrnmental  nnderstandinp, 
i t d  perhaps n treaty,  are necessary regarding ownership, financing, 
re~rulation  and  hsation. 

7.  It is possible, prior  to tile  development of proved resew0 figures 
aderpate  to support the  private financing of two  pipelines, that no 
competent private  entity will tnke  responsibility for the  prepamtions 
prerequisite to  submitting necessary applications  to  Canadian  gorern- 
mental agencies. I n  such an instance, appropriate agencies of the 
United States government should accept this responsibility. . . .  ' ', ' ' ' , . .  I 

2. EXPORTS OF ALASKAN OIL 
. 1  

. ,  

The question of possible cxports of crude' oil produced  on Alaska's 
Xort.11 Slope has been raised  repentcdly before this Cbmmitteo and 
else\rhere  in connect,ion with  consideration of nlternnt.ive Dipeline 
routcs for thkt oil. Some  have  contended that.,  despite  the  national de- 
ficiency in c n d a  oil supply,  the oil companies  with major'rescrve 
interests on the  North  Slope chose the  Trans-Alaska  alternative in 
order  to be in a position to  export a significant  fraction of its through- 

Dcspite  st.ronp  denials by snolwmen  for  the comnnnies nnrl the Nn- 
tionnl  Administration,  these  allegntions  have  not been totullv implnusi- 
He. Their most important fonndation has been the possibility of a 
crude oil surplus on the West Coast. The  throughput schedules an- 
nouliced for the T r a n s - A l d n  pipeline  in 1969 and 1970 considernbly 
cscecded tho  nnticipat,ed  domestic supply  dcficieniv  in F.A.D. District 
V (the  West  Coast)  for several years  after  the pipeline's completion 
dntc.. Notwithstanding  this expected crude  oil  surplus on the mrest 
Const, the owner compnnies indicated  no  clear  plans  'for  .shipping 
Alaska oil to other  United  States markets. 

With  the prolonged  delays in  authorization of %Trans-Alaska pipe- 
line right-of-way, and t.he rcpeated  slippnge of the'cxpected comple- 
tion date. howover. proiected  West Const oil demand  in the  early years 
of pirwlins operat'ion 11ns grcntlv  incrcascd; a t  tho same timo, pro- 
i c ~ t 4 ~ d  o11shor.o prodwt.ion  in C1L1iforniit hns dcc1iqcd. Current e,sti- 
r l u t t c w  1)y bath t,ho T n t c ! h *  Depurtnmt ant1 industry  kroups 110\y indi- 

* put to Japan. 

I .  . , , '  I ,  .,) I 
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cat0 that demand in P A D .  District V would substantinlly exceed 
domestic  production in the District. even including Sort11 Slope pro- 
duction. 

These  recent  projections from governmcnt nnd industry sources do 
not  completely  dismiss t.he possibility of crude oil surpluscs on tho 
West Const nfter t.he pipeline  is completed. howcvrr, hcnusn these pro- 
jcctions nssumo that no major rcsewc ndditions wlll occur in  the re- 
gion. Iirens in which there could be significnnt rescrw ndditions in- 
clndo the Gulf of Alaska, Imver Cook Inlet nnd Snnta  narbnra 
Chnnnel  provinces.  where  major new lease sales are scheduled or are 
wxler nctive  consideration. 

Public suspicions thnt exports were io be a significnnt  function for 
tho Trnns-Alaska  pipeline hnvr been rekindled from  time  to t.ime by 
n number of circumstnntial  indications.  Premier  Snto  suggested in a 
1071 interview in Anchornge that  Japan was looking  forward to re- 
ceiving ,crude oil b wny of the  pipeline; a consortium of Japnnese 
companies obtaineia  part  interest in some (as yet  unproved) North 
Slopo leases; and  Phillips  Petroleum Co. proposed to  the  Cabinet 
Task Force on Oil Import Control  t.hat  barrel-for-barrel  import quotns 
be grnnted to producers Kho exported  crude  oil  from  the  United 
Stntes. ’ 

’ The “import-for-export” proposnl envisioned a crude oil excess in 
ono pnrt of t.he ‘ITnitcd States, presumably  tha TVcst Const, in the 
context of a general  national deficiency, and was aimed nt  reducing 
tmnspotfntion costs. Alnskn c n ~ d o  oil could be sold in  Jnpnn,  for 
uxnmple, offsctting  Caribbcnn or Middle  Ensten1  imports t,o the Enst 
Const. h’ot only would the, t.otd  tanker  distance be less than nn Alnskn- 
East Coast route, but t,llr. shippers could reduce costs furtlmr hy using 
tnnkars of foreign registry, rnt.hcr than thc. domestic.  vessels reqnird 
in t,he United  States constnl trade. Tllc jmportnnceof  this proposnl ~ m s  
probnbly  esnpgcrnted n t  the time.  llowcvwa Phillips  did not. (nnd 
docs not)  control significnnt. North Slope rew11’es. Tho proposa.1  wns 
not pressed nor endorsed  by the compnnias t.hat. did hnvo such reserves, 
and it mas never scriously entertnined by the Task Force. 

Prico relationships n r p e d  strongly  in  the  past  against  the  mist- 
ence of plnns to export  Alaskan  cnldn oil. Because of United Stn.tes 
quota, restrictions on  oil imports, t.he prices of cmdc oil  on the West 
Coast of the TJnitPd States were until 1072 about $1.50 higher  than 
landed  costs of comparable  Middle  Eastern  crudes in ,Jnpnn. and ITS. 
hlidwest.ern  pricos were on the ordcr of two  dollars lllglrrller. If tlusc 
diffcrcntinls cont.inued, there, \vonld be little incent,ive to  export 
Alnsknn oil without  tho  import-for-export nllomnnce; i t  would clcnrly 
be wort.hwldo to transship any oil surplns in District V to  thc Gulf or 
Enst. Const or even to  t.hr Midwest,, rnthcr thnn to esport it. 

Alternatives considered by the companies (1)nt  not. nctirdy prow- 
cnted) for Cet,ting North Slopc oil to Rfidmcstern or T”nst.crn 1T.S. 
markets inclnded n t.nnkcr route nround the Horn; n pipclinc ncros 
Pnnnmn linking t,mo tanker  segments;  reversing t,hc. dircction of t.he 
Fear Comers pipeline  in  order  to carry crndo oil from Soufhcrn Cali- 
fornin t o  Tesns and thcnco to the Jlidwrst; revcniing t.hc dircct.ion of 
t.hc Trnnsmountnin  Pipeline bctwccn Xl1wrt.n nnd Plqct. Sountl. tlwn 
using t.he Intcrprovincinl Pipcline, to  drlivrr m 1 d c  oil to tlw hfiilwrst.; 
n.nd chnstruction of n ncw pipclinc from 1’lIgrt. Sollntl to i l w  Midwcst, 
nlong t h o  I3nrlingto1l NoltJL(l i*j l  01’ hf‘ilw:~1ll((w Er~ilrontl r’igl1(-or-wIL.y. 
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L\lt,hollg]:ll tho  prospect  of  significant  crude  oil  surpluses 011 t,he \Vest 
coast of  tho  United stat= in the late 1970’s a d  early l96O’s have 
(1illli1lisltpcl sornewlrat (but  not  conqdctely),  the  rising world prices of 
oil nlld devaluation  of  the dollar have illcreased the coluparativc at- 
tl.;bctivenes of export markets. If crude  oil  prices  in  both mwkets 
(.Jnpan and  Southern  California) are determinod in the fllturo by 
tI*ilnsl)ortation costs from t,he Persian  Gulf, so that landed prices per 
barrel i n  .Japan remain 25 to 50 cents lower than in  California, this 
cliiferential  plus the 21-cent license fee  announced  in April 1973 (when 
the  quota  restrictions mere removed) would seemingly more than ofiset 
the trulsportation cost advantage of shipping Alaska oil to Japan. 
n u t  if the  past  two years’ trends  in exchange  rates and world oil 
prices \vere to continue, North Slope oil would be marketable  in Japan 
at  considerably higher prices tllan  on the West Coast of the United 
St;ltc5 by the t.ime n Trans-Alaska pipeline could be on  stream. 

Three companies  control more than 90 percent  of the proved re- 
serves of the  Prudhoe Bay field, the  largest in North America. This 
field, whose production will dominate West Coast  oil  supplies mill 
iw developed and produced as ,a single  unit  pursuant to state comer- 
vat,ion law. The  same companies will also own 82 percent of the 
Trans-Alaska pipeline, which is organized as an undivided  interest 
joint. venture. West Cost crude  oil  prices, the companies’ profits and 
the st.ste’s revenues, and  fuel  prices for West Coast consumers, will all 
bo airected  powerfully  by the  smount of oil  t,hat  the companies  and 
tho state pcrrnit to be delivered to  District V markets. There is 110 
assurance that  all  the  oil which is  “surplus” to the West  Coast  (and 
thereby  “avnilable for c,xport”) in  the conlpanies’ eyes will be tnlly in 
escess from the  standpoint of consumem, .national  security or na- 
tionltl economic efficiency. 

&cause of uncertainty  regarding thhe volume of District V crude 
oil production  and  the  imponderable  but nlmost surely  enhanced con]- 
~ncrcial  attractiveness of oil exports to Japan in future years,  the 
Committw  is of the view that even though  it  has  had repeated nssur- 
nnces from  the oil companies and  the  Administration  that  the forrnor 
“hnve no intention” to export crude oil produced on Alaska’s  Xorth 
Slope, there  should  nevertheless, be a statutory check upon such 
exports. 

Section 114 of the  Act expresses the Committee’s concern that thc 
companies that control  the  North  Slope oil reserves might decide, on 
~ I A P  basis of private commercial advantage,  to make ex )art sales or 
exchanges that result in a not reduction of crude oil supp I ies available 
to the Unit.ed States, or nn increased  dependence of the  United  States 
upon insecure foreign  supplies. 

The Committee did  not believe that a categorical pA&bition of oil 
exports would be wise, however. Thero  might well be a situatiou in 
which export-for-im  ort  arrangements would be of benefit to both 
the Unit,ed States an x its  trading  partners. For example,  tho export  to 
.Japan of  Alaskan  crude oil supplies to west coast needs in excltnn D 
for  Lntin American or Enstern ZIemisphere crude  (which ~oi :yd 
othcrwiso hava been tramported  to Japan) for the  Northenst  cotlki, 
under some circumstances, bo a bct.ter arrangement to bring tho  North- 
wst region additional cr~lde oil sup dics t l l n ~ ~  oitllor tmnsCont,inontlil 
i)ipo~i~ws OP IL ~ ~ I A I W  rolrt’c t ~ r o u l i d  t,lw ITorn. A total prolkihitjoll 

8 ,  , 
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might ,   in   addi t ion ,   encourage   o ther   count r ies   to  
restrict e x p o r t s   t o   t h e   U n i t e d  States, or c r i p p l e  
efforts t o  provide   coopera t ion   or   shar ing   of  
r e s t r i c t e d   s u p p l i e s  among consuming coun t r i e s .  

Sec t ion  114  p r o v i d e s   t h a t  any  export  arrange- 
ment b e   c r i t i c a l l y  examined i n   l i g h t  of the   na t ion -  
a l  i n t e r e s t .   t o   a s s u r e   t h a t  a few pennies  per barrel  
in   p r iva t e   t r anspor t a t ion   expense  are not  saved 
only a t  a g r e a t   c o s t   t o   t h e   t o t a l   s e c u r i t y   o f  
na t iona l   energy   suppl ies .   I ssues   tha t   might  be 
scrut inized  in   such  examinat ion  include  whether  
any  export  a t  a l l  is i n   t h e   n a t i o n a l   i n t e r e s t ,  
t h e   d u r a t i o n  of the   expor t   con t r ac t ,   t he   i n t e r -  
nat ional   consequences  of   diver t ing  such  exports  
t o  domest ic   use   in   an   emergency ,   the   ava i lab i l i ty  
of t r a n s p o r t   c a p a c i t y  t o  do so, and t h e   n e t  
impact of any sale o r  exchange  upon the  United 
S ta t e s   ba l ance  of payments. 

The p r o v i s i o n s   o f   t h e   S e c t i o n   e f f e c t i v e l y   p l a c e  
the  burden upon an   appl icant  €or an   expor t   l i cence  
t o  demonst ra te   tha t   expor t s  of North  Slope  crude 
o i l  are indeed i n  t h e  nat ional  i n t e r e s t ,   a n d  by 
r equ i r ing   an   expres s   P re s iden t i a l   f i nd ing ,  compel 
an  examination of t h a t   i n t e r e s t  a t  t h e   h i g h e s t  
l e v e l s .  

I 
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-5 7- APPENDIX I1 

THE ENTITLEMENTS SYSTEM 

The  system  for  regulating  the  prices  of  crude  oil  in  the  United 

States  is  similar  to  Canada's  in  that  its  objective  and  result is to  control 

the  wellhead  price  of  most  domestic  crude oil at  levels  substantially  below 

the  cost  of  imported oil, and  at  the  same  time  to  equalize  the  average  prices 

paid  by  different  refiners for  crude  oil,  regardless  of  the  mix of imported 

and  domestic  oil  they  receive.  Unlike  the  Canadian  system  which  is  based 

upon  a  tax  on  domestic  crude  oil  which  subsidizes  imports,  the  United  States 

relies  upon  direct  ceilings  on  wellhead  prices.  There  are  essentially  three 

"tiers"  of  prices:  "old  oil",  with a wellhead  price  of  about $5.00 per  bar- 

rel; "new  oil"  (or  "upper  tier") oil,  whose  price  is  around  $11.00,  and 

uncontrolled  oil,  which  includes  stripper  well  production  (production  from 

wells  averaging  less  than 10 barrels  per  day)  and  imports. 

This  multi-tier  price  control  system  is  workable  only  if  it  is 

combined  with  measures  to  equalize  the  cost  of  crude  oil  to  refiners  who 

have  access  to  varying  proportions of low-priced  old  oil. The  "entitlements" 

system  is  designed  for  this  purpose.  Generally,  the  system  requires  those 

refiners  who  acquire  a  disproportionate  amount  of  price-controlled  domestic 

crude  oil  to  subsidize  those  refiners  who  run  a  larger  proportion  of  uncon- 

trolled  oil  by  purchasing  entitlements  from  them. I shall  not  attempt  to 

explain  the  system  in  its  full  complexity,  but  only  its  general  principles. 

The  departures  from  these  principles  which  favor  small  refiners  are  summarized 

in  appendix 111. 

Refiners  are  required  to  have  an  entitlement  for  each  barrel  of 

"deemed  old  oil"  they  obtain.  Deemed  old oil  is  made  up  of  all  lower  tier 

crude  oil  plus a specified  fraction of the  amount  of  upper  tier  domestic 

oil.  Refiners  obtain  these  entitlements  eitehr  by  "earning"  them  in  pro- 
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portion  to  the  amount  of  crude  oil  they  run,  or  by  purchasing  them  from 

other  refiners  who  have  earned  more  entitlements  than  they  need. 

The  price  of  an  entitlement,  therefore,  is  the  amount a refiner 

must  pay  to  acquire a  barrel  of  deemed  old oil  in excess  of  the  proportion 

of  such  oil  in  the  nation's  petroleum  supply --- the  "national  domestic 
crude  oil  supply  ratio."  The  entitlement  price is calculated  as  the  dif- 

ferential  reported  each  month  between  the  weighted  average  cost  per  barrel 

to  refiners  for  lower  tier  oil  and  that  of  imported oil, less  21  cents  which 

corresponds  to  the  import  fee  (tariff).  The  number  of  entitlements  earned 

by a refiner  is  equal  to  the  number  of  barrels  of  crude  oil  he  runs  each 

month,  multiplied  by  the  national  domestic  crude  oil  supply  ratio. 

In  October1976,for  example,  this  ratio  was  .292905,  the  value of 

an  entitlement  was  $7.84,  and  refiners  were  requried  to  have  an  entitlement 

for  each  barrel  of  old  oil  and  .167604  entitlements  for  each  barrel  of 

doestic  upper  tier  oil  they  acquired.  The  effect  therefore  is  was  that 

purchasers  of  uncontrolled  oil  were  granted a  net  subsidy  of  $2.31  per 

barrel,  i.e.,  .292. x $7.84;  purchasers  of  upper  tier  oil  were  subsidized 

by  $0.98  per  barrel,  i.e.,  (.292 - .168) x $7.84;  and  purchasers  of  old  oil 

paid a net  penalty  of  $5.59  per  barrel,  i.e., (1.0 - .292) x $7.84.  With 

the  exception  of  the  preference  for  small  refiners,  the  result  was  supposed 

to  be a rough  equalization  of  crude  oil  costs  to  all  refiners  regardless 

of  the  origin  of  their  supply. 

These  subsidies  and  penalties  can  be  expected  to  change  over  time 

along  with  the  three  parameters  of  the  entitlements  system.  The  national 

domestic  crude  oil  supply  ratio  can  be  expected  to  fall  as  domestic  crude 

oil  and  particularly  old  oil  decline  as a proportion  of  the  nation's  total 

petroleum  supply.  The  value  of  an  entitlement  will  tend  to  increase  as  the 

price  of  imported  oil  increases,  at  least so long  as  domestic  oil  oil  prices 

are  held  constant.  What  happens  to  the  amount  of  deemed  old  oil  calculated 



-59- 

for  each  barrel  of  upper  tier  oil  depends  upon  whether  the  upper  tier 

price  ceiling  or  the  cost  of  imported  oil  increases  more  rapidly. 

Although  the  prices  of  domestically  produced  crude  oil  generally 

are  determined  by  their  wellhead  price  ceilings,  there are significant 

instances  where  producers  are  not  able  to  receive  the  nominal  ceiling 

price. In these  instances,the actual  price  is  determined  by  the  entitle- 

ments  treatment  of  the  category  of  oil  into  which  the  production  falls. 

Alaska  North  Slope  crude  oil  is  such  an  instance.  As new or  upper-tier 

oil  according  to  the  regulations,  the  North  Slope  producers  are  allowed 

to receive  a  wellhead  price  of  more  than $11 per  barrel. The cost  of 

transportation  from  the  wellhead  to  the  refinery  is so great,  however, 

that  the  wellhead  price  calculated  by  subtracting  transport  costs  from 

the  value  at  the  refinery is several  dollars  lower.  The  Federal  Energy 

Administration  has  decided to treat  Prudhoe  Bay  crude  oil  as  imported  oil 

rather  than new  oil  for  purposes  of  the  entitlements  program,  however. 

This  means  that  the  refiners  of  such  oil  do  not  need  to  purchase  entitle- 

ments  in  order  to  acquire  it,  and  they  are  therefore  willing  to  pay  as 

much  for  it  as  they  would  for  comparable  grades  of  imported  oil. If the 

oil  were  treated  like  other new oil, however,  they  refiners  would  have  to 

purchase a partial  entitlement  for  each  barrel  they  acquired,  and  the  well- 

head  price  would  be  further  reduced  by  the  value of a partial  entitlement 

required  for new oil. 

Another  instance  in  which  it  is  entitlements  treatment  rather 

than  the  price  ceiling  that  determines  the  actual  price  in  the  field  is 

that  of heavy,  high  sulfur  California  oil.  Most  of  this  oil  is  "old" 

oil  according  to  the  regulations,  and  refiners  who  buy  it  must  use a 

full  entitlement  for  each  barrel.  Because  of  the  relatively  low  quality 

of  this oil,  however,  refiners  will  buy  it  only at a discount.  Subtracting 
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the  price  of  an  entitlement  from  the  value  of  the  crude  oil  to  the  refiner 

in some  cases  leaves  the  producer  only $3 to $4 dollars  per  barrel.  The 

growing  surplus of high  srllfur, low  gravity  crude  oil  on  the  West  Coast 

created  by  the  addition  of  North Slope  supply  is  expected  to  reduce  the 

value  of  this oil  further.  Since  much  of it  has  relatively  high  production 

costs,  producers  and  California  energy  officials  fear  that  lack  of an  out- 

let  for  North  Slope  crude will  force  the  shutting-in of substantial  volumes 

of  California  production --- at  best  it will reduce the,revenues of  producers 

and  royalty  owners  including  the  state  and  several  of  its  municipalities. 
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Source: Howard L'seem, U.S. Library   o f   Congress  (July 1,  1977) 

T h e   f o l i o w i n g   a r e   b r i e f   d e s c r i p t i o n s   o f   t h e   v a r i o u s   F e d e r a l   p r o g r a m  

and r e g u l a t i o n s   w h i c h   a i d  small r e f i n e r s   a n d   r e f i n e r i e s .  Some o f   t hese   have  

b e n e f i t s   w h i c h   c a n   b e   d i r e c t l y   c a l c u l a t e d   i n  terms o f   d o l l a r s   p e r   b a r r e l ;  

o the r   have   bene f i t s   wnose   va lue  i s  n o t  s o  e a s i l y   c a l c u l a t e d .  I t  should   be  

n o t e d   t h a t  a l l  o f   t h e   p r o g r a m s   a n d   r e g u l a t i o n s   l i s t e d ,   w i t h   t h e   e x c e p t i o n  o f  

, t h e   f e e - f r e e   i m p o r t s  of  c r u d e   o i l   p r o g r a m   ( i t e m . 5 1 ,   a p p l y  on a r e f i n e r  

( c o r p o r a t e )  basis .  The   f ee - f r ee   impor t   o f   c rude   o i l   p rog ram i s  g r a n t e d  on  

a r e f i n e r y   ( p l a n t )   b a s i s .  Also, t h i s  memorandum d Q e s   n o t  l i s t  b e n e f i t s  

g r a n t e d  t o  small r e f i n e r s   t h r o u g h   e x c e p t i o n s   a n d  appeals .  

1) Department o f  Defense (DoD) Small   Refiner   Set-Aside 

The DoD s e t - a s i d e   p r o g r a m   f o r   d e f e n s e   f u e l   p r o c u r e m e n t l /  - i s  l i a i z e a  

t o  r e f i n e r s  who employ  fewer  than 1,500 employees  and  have a t h r o u g h m c  

capac i ty   o f   no t   more   t han  50,000 b a r r e l s   p e r   d a y .  The  program l lsets-asidt j"  

a p o r t i o n   ( u s u a l l y   a b o u t  1 / 3 )  o f   t h e   D e f e n s e  F u e l  Supp ly   Cen te r ' s  ( 3 F S i j  

1/ Authorized  by  the  Small   Business   Act   (as   amended)  15 U.S.C. 631 e t  s e q ;  - 
r e g u l a t i o n s   i n  13 CFR 121.3-2, a n d   F e d e r a l   r e g i s t e r ,  ,Val. 4 i ,  No. I S 2  
(9/15/76). 



-62- 

c o n t r a c t s  for  f u e l   s u p p l i e s   t h a t   o n l y  small r e f i n e r s   c a n  bid on. On 

t h e   r e m a i n i n g   c o n t r a c t s ,  small r e f i n e r s   c a n  compete w i t h   t h e   l a r g e  

r e f i n e r s   i f   t h e y   w i s h .   U n d e r   t h i s   p r o g r a m ,  small r e f i n e r s  are n o t  

given  any price advantage over l a r g e   r e f i n e r s ,   t h e y  are o n l y   a s s u r e d  

a s h a r e  of the   marke t .  

I n  f iscal  year   1976,  of t h e  DFSC's $ 2 . 2 1 1   b i l l i o n   i n  domestic 

f u e l   p r o c u r e m e n t   c o n t r a c t s ,   a b o u t   $ 7 0 5   m i l l i o n   ( 3 2 % )  were awarded t o  

small r e f i n e r s .  

2)  Naval Petroleum Reserves (NPR) Small Ref inery  Set-Aside 

Under t h e  NPR set-aside program L/ t h e   S e c r e t a r y   o f   t h e  Navy 

i s  a u t h o r i z e d  t o  s e t  aside up t o  25 p e r c e n t  of the   p roduc t ion   f rom 

t h e  Naval Pe t ro leum  Reserves   for  sa le  t o  small b u s i n e s s   r e f i n e r s .  

To q u a l i f y  as a small bus iness ,   t he   r e f ine r   mus t   employ  fewer 

than  1 ,500  employees,   and  have a th roughpu t   capac i ty  of n o t  more 

than  50,000 barrels per day. 

I n   t h i s   p r o g r a m ,  as i n   t h e  DoD small r e f i n e r y   s e t - a s i d e   p r o g r a m ,  

t h e  small r e f i n e r s   p a r t i c i p a t i n g  are no t   g iven   any  price advantage 

o v e r   t h e   l a r g e   r e f i n e r s ;   t h e y  are o n l y   a s s u r e d  a s h a r e   o f   t h e  o i l  sold. 

I n   c o n t r a c t s  l e t  on  January  7,   1977 of the   133 ,820  barrels per day  of 

NPR c rude   so ld ,   33 ,000  barrels per day  (25%) were s o l d  t o  small r e f i n e r s .  

3 )  Sale of Ou te r   Con t inen ta l   She l f   Roya l ty  O i l  t o  Smal l   Re f ine r s  

Under   the   Outer   Cont inenta l   She l f   Lands  A c t  z/ t he   Fede ra l   gove rn -  

ment co l lec t  a 1/6 r o y a l t y   o f   t h e  o i l  produced from t h e  OCS. The r o y a l t y  

- 1/ P.L. 94-258, T i t l e  2 ,  Sec t ion   7430(d)   (3)   and  ( 4 ) .  

- 2/ 67 S ta t .   462 ;  43 U.S.C.  1331 e t  seq. 
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111) 

Y 

111) 

oil  sales  are  limited  to  refiners  who  employ  fewer  than  1,500  persons 

and  have  a  throughput  capacity  of  not  more  than  45,000  barrels  per 

day. 

Since  small  refiners  tend  to  pay  premium  prices  for  crude  oil 

due  to  their  small  purchases,  the  acquisition  of  the  royalty  oil  at  the 

fair  market  value  provides  small  refiners  with  a  cost  saving.  The 

Federal  Energy  Administration  has  estimated  that  the  savings  is  in  the 

$0.20  per  barrel to $0.40  per  barrel  range. 

In  March  1977,  2,501,610  barrels  of  royalty  oil  were  sold  to 

small  refiners. 

4) Small  Refiner  Bias  in  the  Entitlements  Program 

The  small  refiner  bias  in  the  entitlements  program L/ gives 
small  refiners  additional  entitlements  inversely  proportional  to  their 

rl 

I 

I 

I 

I 

crude  runs  to  still.  The  additional  entitlements  are  calculated  as 

follows : 

Each  small  refiner  with  a  daily  average  volume  of  crude  oil 
runs  to  still  of  less  than  175,000  barrels  for  a  particular  month 
shall  be  issued  the  following  number  of  additional  entitlements 
for  each  day  of  that  month:  (i)  For  each  small  refiner  with  a 
daily  average  volume of crude oil runs to stills of 100,000 to 
175,000  barrels,  1,258  entitlements  less  the  number  of  entitlements 
obtained  by  multiplying  the  difference  between  that  small  refiner's 
daily  average  volume  of  crude  oil  runs  to  stills  (in  thousands of 
barrels)  and 100 by  16.7733;  (ii)  for  each  small  refiner  with  a 
daily  average  volume of crude  oil  runs  to  stills  of 50,000 to 
100,000 barrels,  2,079  entitlements  less  the  number  of  entitlements 
obtained  by  multiplying  the  difference  between  that  small  refiner's 
daily  average  volume  of  crude  oil  runs  to  stills  (in  thousands  of 
barrels)  and 50 by  16.42;  (iii)  for  each  small  refiner  with  a 
daily  average  volume  of  crude  oil  runs  to  stills  of 30,000 to  50,000, 
3,123  entitlements  less  the  number  of  entitlements  obtained  by 
multiplying  the  difference  between  that  small  refiner's  daily  average 
volume  of  crude  oil  runs  to  stills  (in  thousands  of  barrels)  and 30 
by  52.2;  (iv)  for  each  small  refiner  with  a  daily  average  volume  of 

J 

- 1/ 10 CFR 211.67. 
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crude  oil  runs  to  stills of 10,000  to 30,000 barrels,  2,288 
entitlements  plus the number  of  entitlements  obtained  by 
multiplying  the  difference  between  that  small  refiner's  daily 
average  volume of crude  oil  runs to stills (in thousands of 
barrels)  and 10 by  41.75;and  (v)  for  each  small refiner  with 
a  daily  average volume of crude oil  runs  to  stills  of  zero to 
10,000 barrels,  228.8  entitlements  for  each  1,000  barrels  of 
that  small  refiner's  daily  average  volume of crude  oil  runs  to 
stills. - 1/ 

In  March  1977,  based on an  entitlement  cost of $8.71,  the  small 

refiner  bias  was  worth: 

Refinery  Size  Value of the  Small  Refiner  Entitlement  Bias 
(Bbl/d)  ($/Bbl of crude  runs  to  still) 

10,000 
30,000 
50 , 000 
100 ,000 
150,000 
175,000 and over 

$1.99 
.91 
-36 
.ll 
.02 
- 0 0  

In  March  the  total  value of the  small  refiner  bias  was  $64.9  million. 

5) Fee-Free  Imports of Crude  Oil 

Crude  oil  imported  into  the U.S. is subject  to  an  afixed  import 

duty  of 10.5 cents  per  barrel  plus  that  portion  of  the 21 cent  per  barrel 

import  fee  which will  not  bring the  sum of the  two  charges to more  than 

21  cents  per  barrel. 

Refineries - 2/ which  have  begun  production, or have  expanded 

production  after  January 1, 1973  are  exempt  from  paying  import  fees  on 

75%  of  their  refinery  throughput  for  a  period  of  five  years. 

- 1/ 10 CFR 211.67(e). 

- 2/ In  distinction to refiners. 
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F a c i l i t i e s  which came onstream  before  January 1, 1973 a r e  

exempt  from paying  import  fees i n  accordance  with  the  following  schedule: 

Re f ine r ' s  Average Fee-Free  Allocations, 
Throughput (B/D) Percent  of  Refiner 's  Throughput 

PAD I - I V  PAD v 

0-10 , 000 
10-30,000 

30 , OOO+ 
30-1OOrOOO 

100 r 000 

21.7 
13.0 

- 
7.6 
3.8 

These  exemptions are scheduled t o  be  phased  out by 1980. 

6)  Mandatory Allocat ion Program 

7 )  

67.5 
16.9 

5.6 
- 
- 

The mandatory a l loca t ion  program ( a l s o  known as   the   "buy/se l l  

program") w a s  es tab l i shed  by the  Emergency Petroleum  Allocation  Act.l/ 

This program helps  provide  independent and small r e f ine r s   w i th   an  

assured  access  to  supplies  of  petroleum a t  the  market  price.  

Domestic  Crude O i l  Supplier/Purchaser  Regulations 

The supplier/purchaser  regulations2J  require  the  continuation 

of agreements f o r   t h e  sale of  exchange of o i l   t h a t  were i n   e f f e c t  on 

December 1, 1976 un t i l   t he   e l imina t ion  of the   a l loca t ion  program. 

This   t ends   to   p ro tec t   the   supply   o f  o i l  t o  small and independent   ref iners .  

2/ 10 CFR 211.63 - 
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