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Abstract

The Strategic Petroleum Reserve (SPR) holds 692.3 million barrels of
government-controlled crude oil. Congress established the emergency

reserve as part of an agreement with the International Energy Agen-
cy. American Presidents, however, have used the reserve more effec-
tively for party politics than as an efficient response to global supply

shocks. Moreover, the SPR is unnecessary in the first place. Private

inventories and reserves are abundant, and open markets will respond

more efficiently to supply shocks than federally controlled government
stockpiles. Congress should authorize the Department of Enerqy to

sell the entire inventory, using the revenues solely for deficit reduction.
While the amount of revenue would be minor compared to the overall

size of the deficit, allocating the revenues explicitly to deficit reduction

would prevent politicians from using the money to pay for other proj-
ects and legislation.

A- fter the Arab oil embargo and the creation of the Organization of

etroleum Exporting Countries (OPEC) in the 1970s, the Unit-
ed States and countries around the world felt a need to hold more
oil inventories for emergencies. The U.S. joined the International
Energy Agency (IEA) in November 1974 to coordinate a multi-lat-
eral response to oil supply shocks. As part of that commitment, the
federal government created the Strategic Petroleum Reserve (SPR)
through legislation the following year. The SPR holds nearly 700
million barrels of crude oil to serve as an emergency stockpile for
supply shocks that cause price spikes. The SPR was to mitigate U.S.
economic vulnerability to supply disruptions, and was not intend-
ed as a national defense stockpile. Although a strong economy is an
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KEY POINTS

m Established in 1975, the Stra-
tegic Petroleum Reserve (SPR)
has been used as a political
tool to boost public support of
Presidents, not to balance supply
and demand.

m Created in response to the Arab
oil embargo and the creation of
OPEC inthe 1970s, the SPR has
been a futile tool for respond-
ing to supply shocks. The free
market is much more effective at
responding to price signals.

m The United States is awash in
natural resources and holds
more crude and petroleum prod-
ucts in private inventory than it
does under government control.

m Congress should authorize the
Department of Energy to sell off
the entire reserve, specifying that
the revenues go solely toward
deficit reduction.

m Prices play a critical role in the
market by efficiently allocating
resources to their highest valued
use. Whether a shortage or a sur-
plus exists, the federal govern-
ment should not distort the role
of price signals.
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integral component of national security, the SPR
has not been used as an effective response to oil
price spikes.

The reality is that the reserve has served more
successfully as a political tool to boost public sup-
port of an Administration than as a mechanism to
balance supply and demand. The SPR has been a
useless tool for responding to supply shocks, which
have occurred rarely throughout history; the free
market is much more effective at responding to price
signals. Eliminating the SPR would not create the
perception that the U.S. is without oil reserves, as
America holds an abundance of privately controlled
inventory ready to distribute. America is awash in
natural resources and holds more crude and petro-
leum products in private inventory than it does in
government-controlled inventory. The U.S. should
withdraw from the Agreement on an International
Energy Program and Congress should authorize the
Department of Energy (DOE) to sell off the entire
reserve, specifying that the revenues generated go
solely toward deficit reduction.

U.S. Participation in the
International Energy Agency

The establishment of OPEC and oil embargoes in
the early 1970s provided the spark to form the IEA.
The purpose of the IEA was to coordinate a response
of member nations to major disruptions in the sup-
ply of oil through the release of nations’ oil reserves.!
An autonomous organization, the IEA consists of 29
members—all of which are Organization for Eco-
nomic Co-operation and Development (OECD) coun-
tries. Chile, Iceland, Israel, Mexico, and Slovenia are
members of the OECD but not the IEA. In order to
be a member of the IEA, and as part of the organiza-
tion’s Agreement on an International Energy Pro-
gram, candidate countries must hold oil stocks at lev-
els noless than 90 days of net imports. IEA calculates

the minimum obligation based on net imports of both
crude oil and refined petroleum products and the
commitment “can be met through both stocks held
exclusively for emergency purposes and stocks held
for commercial or operational use, including stocks
held at refineries, at port facilities, and in tankers in
ports.”> Defense stocks do not count in the import-
protection obligation.

Countries must also establish a demand
restraint program to reduce domestic oil consump-
tion, have legislation necessary to operate Co-ordi-
nated Emergency Response Measures (CERM), and
have legislation and measures to ensure that oil
companies report information as necessary.® The
IEA also pursues other objectives, such as a deter-
mination to reduce imports of foreign oil through
long-term efforts to increase the use of renewable
energy and nuclear energy, and to promote energy
efficiency.*

Member countries have the option of meeting
their 90-day inventories either through stocks that
the government holds, or through industry stocks
that will be available to the government should the
need arise, or a combination of the two. Many mem-
ber countries place minimum holding requirements
on the industry. The United States is one of only
three participating countries using purely govern-
ment inventories,® though in the past the U.S. has
relied on both the SPR and private stocks to meet its
90-day obligation because of high import levels. The
privately held contribution to the IEA requirement
was not part of any domestic law but does show how
loosely enforced the IEA obligation is. Because surg-
ing domestic production has substantially reduced
imports, the U.S. currently has 139 days of net
import protection from the SPR, and 204 days of net
import protection from the private sector, based on
2015 oil stock import levels, for a total of 343 days of
public and industry oil inventories.®

1. International Energy Agency, “About Us,” http://www.iea.org/aboutus/ (accessed June 8, 2015).

2. International Energy Agency, "Oil Stocks: Explanation of the Closing Oil Stock Levels in Days of Net Imports Table,”

http://www.iea.org/topics/oil/oilstocks/ (accessed August 20, 2015).

Ibid.
4. Ibid.

Martin Young, “US SPR's International role,” International Energy Agency, presentation at the “The Future of the Strategic Petroleum Reserve,”
The Center for Strategic and International Studies, May 6, 2015, http://csis.org/files/attachments/150506_Young.pdf (accessed July 30,

2015).

6. International Energy Agency, “Closing Oil Stock Levels in Days of Net Imports,” April 2015, http://www.iea.org/netimports/#footnote2

(accessed July 21, 2015).
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Other countries have more loosely defined terms
to meet their IEA obligation. Australia, for instance,
does not have a government-controlled reserve or a
minimum requirement for private companies; the
country has relied on inventories of private industry
to meet the requirement.”

The Strategic Petroleum Reserve:
A Brief History and Its Use

Aspartofthe U.S. commitment to the IEA, the fed-
eral government created the SPR through the Energy
Policy and Conservation Act (EPCA) in1975.8 Congress
initially authorized the SPR to store up to one billion
barrels of petroleum products, and mandated a mini-
mum of 150 million barrels of petroleum products.’ The
SPR, which opened in 1977, currently has the capacity
for 727 million barrels of crude oil, and holds 695.1 mil-
lion barrels of crude.!® The reserves are held in salt cav-
ernsinfourlocationsin Texas and Louisiana, chosen for
their proximity to Gulf Coast refineries. The salt caverns
provide low permeability and high density that make
itideal for oil or gas storage." The four locations are:

1. Bryan Mound in Freeport, Texas: capacity of 254
million barrels (MMB)

2. Big Hill in Winnie, Texas: capacity of 160 MMB

3. West Hackberry in Lake Charles, Louisiana:
capacity of 227 MMB

4. Bayou Choctaw in Baton Rouge, Louisiana: capac-
ity of 76 MM B"?

Under the EPCA, authority to make withdrawals
from the SPR to address “severe energy supply dis-
ruption” is left exclusively to the President.”® When
the President makes a determination, the DOE has
the ability to draw down 4.4 million barrels a day
collectively from all four sites. The time it takes for
the oil to reach market after the President authoriz-
es arelease is 13 days.*

Presidents have only sparingly used their authori-
tytotap the SPR during times of crisis, some of which
were not without controversy. President George H.
W. Bush partially drew down SPR reserves during
the 1991 Gulf War. The SPR has also been tapped
for natural disasters, such as Hurricanes Ivan and
Katrina.” Most recently, President Barack Obama
ordered the sale of 30 million barrels to offset the
supply disruption as a result of the political unrest
in Libya.'®

The DOE has the authority to withdraw reserves
for test sales and oil exchanges.”” The DOE has con-
ducted a number of test sales to ensure that the
process of getting the oil to the market operates
smoothly and has offered exchanges in which the
DOE provides oil “loans” to companies. For instance,
if a ship cannot complete a delivery due to weather, it
can borrow similar grade crude from the SPR, repay-
ing the interest with additional crude supplies.’®

7. International Energy Agency, Member Countries: Australia, “Oil Stocks,” http://www.iea.org/countries/membercountries/australia/oilstocks/

(accessed June 8, 2015).

8. 42 U.S.C. 6201, Energy Policy and Conservation Act, Public Law 94-163, Sec. 154, https://www.govtrack.us/congress/bills/94/s622/text

(accessed June 8, 2015).
9. Ibid.

10. U.S. Department of Energy, “Strategic Petroleum Reserve Inventory: Current SPR Inventory as of July 24, 2015,"

http://www.spr.doe.gov/dir/dir.html (accessed July 30, 2015).

1. Homeland Resources, “Salt Domes and the Economic Importance to Qil,” May 16, 2013,
http://www.homelandresources.com/blog/2013/05/16/salt-domes-and-the-economic-importance-to-oil/ (accessed February 20, 2015).

12.  U.S. Department of Energy Office of Fossil Energy, “SPR Quick Facts and FAQs,”
http://energy.gov/fe/services/petroleum-reserves/strategic-petroleum-reserve/spr-quick-facts-and-fags (accessed July 30, 2015).

13.  Anthony Andrews and Robert Pirog, “The Strategic Petroleum Reserve: Authorization, Operation and Drawdown Policy,” Congressional
Research Service, June 18, 2012, https://www.fas.org/sgp/crs/misc/R42460.pdf (accessed June 8, 2015).

14.  Ibid.

15.  U.S. Department of Energy, Office of Fossil Energy, “History of SPR Releases,”
http://energy.gov/fe/services/petroleum-reserves/strategic-petroleum-reserve/releasing-oil-spr (accessed June 8, 2015).

16. U.S. Department of Energy Office of Fossil Energy, “SPR Quick Facts and FAQs."

17.  The DOE must now provide notice to Congress before a drawdown, test sale, or exchange.

18. U.S. Department of Energy, Office of Fossil Energy, “SPR Quick Facts and FAQs."
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The DOE has also offered crude to the market
three times in non-emergency situations as Congress
authorized sales to raise revenues. In 1996, the DOE
sold 5.1 million barrels of oil to raise funds totaling
$97.1 million in order to pay for the decommission-
ing of the Weeks Island SPR storage site in Louisi-
ana. Congress also authorized the sale of SPR crude
to reduce the federal budget deficit in 1996 and 1997.
Between the two sales, the federal government sold
23 million barrels to raise $447.6 million in revenue.”

Accordingtothe DOE’s Office of Fossil Energy, the
average cost of crude in the reserve is approximately
$29.70 per barrel. To date, the taxpayer money spent
on the SPR is about $27.5 billion, $5 billion invest-
ed in facilities and the remaining $20.7 billion in oil
stocks.?® The cost of maintaining the SPR, develop-
ing and maintaining storage facilities, operational
readiness for withdrawal, placing petroleum into
storage, and personnel and administration expenses
was $200 million in 2015, and the budget request for
fiscal year 2016 is $257 million.* The major changes
and increased costs include a Vapor Pressure Miti-
gation, a Capacity Maintenance Program, and addi-
tional resources to restore the maximum drawdown
capability of 4.4 million barrels per day.?>

SPR: Largely Ineffective, a Political Tool,
Not a Role for Federal Government

The Energy Policy and Conservation Act con-
strains the President’s authorities to release the
reserves; the problem, however, is that the limita-
tions and conditions for SPR drawdowns are not
credible justifications for the reserve’s existence.
Furthermore, the executive branch can inter-
pret the conditions rather vaguely, making an SPR
release more about domestic party politics than

policy. For instance, even though drawing down SPR
reserves may have little market effect, it could help
a President obtain favorable polling from the public
by creating the perception that the Administration
is “doing something” about an alleged crisis.

The EPCA requires specified presidential find-
ings in order for the Secretary of Energy to with-
draw oil from the SPR and sell it. For example, such
awithdrawal and sale can occur upon a presidential
finding that there is a “severe energy supply inter-
ruption,” and the following conditions are met:

1. “An emergency situation exists and there is a sig-
nificant reduction in supply which is of signifi-
cant scope and duration;

2. “Asevere increase in the price of petroleum prod-
ucts has resulted from such emergency situa-
tion; and

3. “Such price increase is likely to cause a major
adverse impact on the national economy.”**

Supply disruptions are not reason enough for
government stockpiling and, most important, can
be addressed through market forces with an abun-
dance of private inventory, not government-con-
trolled resources. Even so, the empirical benefits
associated with the government’s use of the SPR
in alleged emergencies are dubious and difficult to
accurately assess because of the difficulty in isolat-
ing the release’s effect on the market, given all the
other variables that affect the global oil market.

Some studies have found that SPR releases could
lower oil prices by as much as 32 percent; however,
these studies estimate price impacts from optimal

19. U.S. Department of Energy, Office of Fossil Energy, “Strategic Petroleum Reserve,”
http://energy.gov/fe/services/petroleum-reserves/strategic-petroleum-reserve (accessed July 30, 2015).

20. Ibid.

21.  U.S. Department of Energy, “FY 2016 Congressional Budget Request,” Office of Chief Financial Officer, Volume 3, February 2015,
http://energy.gov/sites/prod/files/2015/02/f19/FY2016BudgetVolume3_7.pdf (accessed July 30, 2015).

22. Ibid.

23. 42 U.S.C. 6241(d)(2). A withdrawal and sale also may occur upon a presidential determination that a national energy supply shortage exists
that “(A) is, or is likely to be, of significant scope and duration, and of an emergency nature; (B) may cause major adverse impact on national
safety or the national economy; and (C) results, or is likely to result, from (i) an interruption in the supply of imported petroleum products, (ii)
an interruption in the supply of domestic petroleum products, or (iii) sabotage or an act of God.” 42 U.S.C. 6241(d)(2) and 6202(8). Finally,

a withdrawal and sale may occur if the President finds that “(A) a circumstance...exists that constitutes, or is likely to become, a domestic
or international energy supply shortage of significant scope or duration; (B) action taken under this subsection would assist directly and
significantly in preventing or reducing the adverse impact of such shortage; and (C) the Secretary of Defense has found that action taken
under this subsection will not impair national security....” 42 U.S.C. 6241(h).
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SPR management, not actual effects of SPR releas-
es on global oil prices or SPR releases in practice.?*
Obtaining the optimal price effect would be difficult,
argues University of Wyoming economist Timothy
Considine, because “a more fundamental problem
arises from vesting a political entity with the inher-
ently complex task of allocating oil across time and
space—a task that is probably best left to market
forces.”?

Considine estimates that a drawdown during
a supply shock would have much less impact, only
lowering prices 3.5 percent.?® This is largely in part
because other countries or private companies hold-
ing inventories could increase their own reserves,
and also because the amount released is marginal
compared to the global supply and demand for oil.

Using econometric modeling to show that SPR
releases have no impact on lowering prices, Univer-
sity of California at Berkeley economist Reid Stevens
drew similar conclusions about the SPR’s futility.>”
Stevens measured oil price effects of SPR purchas-
es and withdrawals, testing effects of anticipated
and unanticipated purchases of oil for the SPR and
sales to the market. Reid found that no matter the
certainty, SPR sales did not lower oil prices; however,
unanticipated purchases to build up SPR inventory
increased oil prices by 1.5 percent.?®

The historical use of the SPR in times of unantic-
ipated supply shocks proves this to be true. During
the Gulf War, Iraq’s invasion of Kuwait took 6.5 per-
cent of the global oil supply offline, causing prices to
jump from $15 per barrel in July 1990 to $30 in Octo-
ber.?° As Considine outlines, the lost supply was off-
set by increases in OPEC, not drawdowns from the
SPR. President George H. W. Bush did not release
reserves from the SPR until the U.S.-led strike on

Iraq in January 1991. The price dropped more than
$10 per barrel before any SPR crude reached the
market.?°

While some analysts attribute drops in prices to
public announcements signaling that more supplies
will reach the market, this was not likely the case
during the Gulf War. The Congressional Research
Service reports that the decreasing crude price was
due to other factors:

Oil analysts attributed the price drop to opti-
mistic reports about the allied forces’ crippling
Iraqi air power and the diminished likelihood,
despite the outbreak of war, of further jeopardy
to world oil supply. There appeared to be no need
for the TEA plan and the SPR drawdown to help
settle markets, and there was some criticism of it.
DOE offered more than 30 million barrels of SPR
oil for bid, but only accepted bids on 17.3 million
barrels.®

One problem for optimal SPR use is the federal
government’s inability to predict future events and,
consequently, having a slow or late response. If con-
cerns exist, for instance, that a conflict overseas
will exacerbate supply disruption, the government
may hold on to the reserves. If the conflict does not
worsen, the expediency that the SPR needs to be at
least temporarily effective is lost. President George
W. Bush ordered a quick SPR release during Hur-
ricane Katrina but it was ineffective in mitigating
price shocks because the refineries and pipelines
also closed as a result of the hurricane.

In other instances, the emergency situations in
which the executive branch released oil from the SPR
have been questionable and controversial. In 2000,

24. Phillip Verleger, "Measuring the Economic Impact of an Oil Release from the Strategic Petroleum Reserve to Compensate for the Loss of
Venezuelan Oil Production,” Appendix 4 of “U.S. Strategic Petroleum Reserve: Recent Policy Has Increased Costs But Not Overall U.S. Energy
Security,” report by the Minority Committee on Permanent Subcommittee on Investigations of the Committee on Governmental Affairs, U.S.
Senate, March 5, 2003, http://www.gpo.gov/fdsys/pkg/CPRT-108SPRT85551/html/CPRT-108SPRT85551.htm (accessed June 8, 2015).

25. Timothy J. Considine and Kevin M. Dowd, “A Superfluous Petroleum Reserve?” Regulation, Summer 2005.

26. Timothy J. Considine, “Is the Strategic Petroleum Reserve Our Ace in the Hole?" The Energy Journal, Vol. 27, No. 3 (2006), pp. 91-112.

27. Reid Stevens, “The Strategic Petroleum Reserve and Crude Oil Prices,” University of California, Berkeley, November 15, 2014,
https://are.berkeley.edu/sites/default/files/job-candidates/paper/The%20Strategic%20Petroleum%20Reserve%20and%20Crude%20

Qil%20Prices_0.pdf (accessed June 8, 2015).
28. Ibid.
29. Considine and Dowd, “A Superfluous Petroleum Reserve?”
30. Ibid.

31.  Andrews and Pirog, “The Strategic Petroleum Reserve: Authorization, Operation and Drawdown Policy.”
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in the midst of an election year, the Clinton Admin-
istration used the SPR for political gain. As gas and
home heating oil prices rose, Vice President Al Gore,
running for President at the time, urged President
Bill Clinton to draw down reserves in order to lower
energy prices.? Clinton’s own Treasury Secretary,
Lawrence Summers, criticized the release, saying
that the SPR should not be used to manipulate mar-
ket prices and using the SPR to do so would “set a
dangerous precedent.”®?

President Obama’s coordinated release with
the IEA in 2011 when Libyan oil was taken offline
is another instance where releasing reserves from
the SPR did not pass the rational or economic mus-
ter set by the conditions for drawdowns. Libyan
production of oil had been offline for almost three
months when the Administration released oil from
the SPR, and Libya produced only 2 percent of the
world’s oil. Oil prices were high at the time because
of market forces. Steadily rising global demand for
the better part of a year, particularly from develop-
ing countries China and India, had increased oil
prices. No emergency situation existed, and no sup-
ply shock occurred; therefore there was no need for
an SPR drawdown.

Policymakers should also consider why the U.S.
has international commitments to hold reserves,
given the ability of the private sector to respond
to price spikes and the diversity of global energy
markets. Prices play a critical role in the market by
efficiently allocating resources to their highest val-
ued use. Whether a shortage or a surplus exists, the
federal government should not distort the role of
price signals.

U.S. Has Enough Private Inventory, and
Reserve Commitment Is Arbitrary

The SPR and the IEA’s import-protection require-
ment may, at best, provide temporary price relief,
and it ignores the ability for the private sector to
respond to supply shocks. The U.S. should withdraw
from the Agreement on an International Energy
Program.®* Disengaging from the IEA’s Agreement
on an International Energy Program would not stop
the U.S. from working with TEA member countries
that promote free markets in energy, but it would
stop the U.S. from committing to ineffective and
unnecessary energy obligations.

No longer maintaining the Strategic Petroleum
Reserve does not mean that the U.S. will hold zero oil
inventories. The United States has 461 million bar-
rels of private crude oil inventory—approximately
two-thirds of the amount held by the SPR.* With-
out a government-controlled reserve, those volumes
could even be higher if the private sector believes
there is more value in holding more inventories with-
out a public stock. With U.S. net imports of crude oil
and petroleum products falling dramatically, the U.S.
meets its IEA obligation exclusively through private
stocks.?¢ According to the latest IEA data (May 2015),
the U.S. meets its obligation separately with private
inventories and public inventories, with 139 days of
public net import protection and 204 days of private
inventory import protection for a total of 343 days of
import protection.®” The latest data available from
the U.S. Energy Information Administration sug-
geststhat the U.S. has even greater security, amassing
443 days’ worth of import protection of crude oil and
petroleum products in public and private inventory.*

32. Brian Knowlton, “Gore Urges Use of Oil Reserves to Ease Prices,” The New York Times, September 22, 2000,
http://www.nytimes.com/2000,/09/22/news/22iht-oil.2.t_4.html (accessed June 8, 2015).

33. David E. Sanger, “Politics or Policy?” The New York Times, September 23, 2000,
http://www.nytimes.com/2000,/09/23/us/politics-or-policy.html (accessed June 8, 2015).

34. International Energy Agency, "Agreement on an International Energy Program (As Amended May 9, 2014)." Article 69, clause 2, of the
Agreement allows a participating country to terminate the application of the Agreement to that country 12 months after giving written notice

to the Government of Belgium.

35. U.S. Energy Information Administration, “Petroleum and Other Liquids: Total Stocks,”
http://www.eia.gov/dnav/pet/pet_stoc_wstk_dcu_nus_w.htm (accessed July 22, 2015).

36. U.S. Energy Information Administration, “U.S. Net Imports of Crude Oil and Petroleum Products,”
http://www.eia.gov/dnav/pet/hist/LeafHandler.ashx?n=pet&s=mttntus2&f=a (accessed July 22, 2015).

37. International Energy Agency, “Closing Oil Stock Levels in Days of Net Imports,” February 2015, http:/www.iea.org/netimports/#footnote2

(accessed June 8, 2015).

38. U.S. Energy Information Administration, “Petroleum and Other Liquids: Total Stocks,” http://www.eia.gov/dnav/pet/pet_stoc_wstk_dcu_nus_w.htm,
and U.S. Energy Information Administration, “U.S. Net Imports of Crude Oil and Petroleum Products.”
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CHART1

Private Oil Reserves Make Strategic Petroleum Reserve Unnecessary

Congress created an emergency oil store in 1975 called the Strategic Petroleum Reserve (SPR). Despite the
stockpile, the largest quantities of crude oil and petroleum are still held privately. At best, the SPR is only
useful for short-term drops in supply, which are adequately buffered by private inventories.

U.S. ENDING STOCKS OF CRUDE OIL, IN MILLIONS OF BARRELS

2,000 Total
(Private Plus SPR)
1,500 [
SPR
l <« Privately held
stocks remain
1,000 \ above average
since the SPR
Private Only . began
average, Private Only g
1977-current
500
0
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Source: U.S. Department of Energy, Energy Information Administration, “Petroleum and Other Liquids:

Total Stocks,” http://www.eia.gov/dnav/pet/pet_stoc_wstk_dcu_nus_w.htm (accessed August 3, 2015).
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Even before the most recent oil boom, private
industry held large quantities of crude and petro-
leum products. The total amount of privately held
crude oil and petroleum products has always exceed-
ed the crude volume in the SPR. The SPR has repre-
sented only between 32 percent and 42 percent of
the total amount of crude oil and petroleum product
inventory over the past two decades.*

Although changes in domestic supply and demand
could eventually increase net imports to alevel where
the U.S. does not meet its IEA obligation through pri-
vate stocks, one should question the necessity of the
obligation in the first place. The 90-day obligation
itself is rather arbitrary. At best, the SPR is only use-
ful for short-run drops in supply, which are adequate-
ly buffered by private inventories. Changes in private
inventories will largely offset any injection from and

subsequent withdrawal to the SPR in a short-run situ-
ation. The SPR injections are futile in the presence of
fundamental shifts in supply.

SPR: Ignores Market Reality of Diverse,
Flexible Global Oil Market

Since a diverse mix of countries produce oil for
the global market, private inventories can provide
market buffers against supply shocks. Private com-
panies respond to prices and market scenarios by
building up inventories and unloading them. Private
inventories among OECD countries grew to 2.72 bil-
lion barrels at the end of 2014, the highest on record,
but still only the equivalent of roughly two months
of consumption.*® The Energy Information Admin-
istration projects commercial inventories to con-
tinue to grow to nearly 3 billion barrels by 2015.*

39. U.S. Energy Information Administration, “Petroleum and Other Liquids: Total Stocks.”

40. U.S. Energy Information Administration, “Short-term Outlook: Global Petroleum and Other Liquids,” May 12, 2015,
http://www.eia.gov/forecasts/steo/report/global_oil.cfm (accessed June 8, 2015).

41, Ibid.
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Of the 4.1 billion barrels of oil held in reserves, only
1.4 billion barrels are government controlled.** The
private sector is more than capable of responding to
supply shocks. In fact, holding public reserves may
impede the private sector’s response if a company
believes a government is going to tap public reserves.

Due to improvements in advanced drilling tech-
niques and the abundance of unconventional oil
resources, the U.S. can ramp up production much
more quickly than in the past. Unconventional oil
and natural gas is found in “fine-grained, organ-
ic-rich, sedimentary rocks—usually shales and
similar rocks” rather than petroleum reservoirs.*?
The actual process of developing hydraulically
fractured oil happens much faster than conven-
tional oil development. Changes in supply (both
increases and decreases) occur more quickly from
extracting unconventional reserves than with con-
ventional oil reserves. And the technology contin-
ues to improve as “the three key measures of drill-
ing—time to drill, wells per rig, and total distance
drilled—have improved by 50-150 percent in less
than five years.”*

The recent drop in oil prices demonstrates how
quickly U.S. producers can respond to high or low
prices. Because of the quick drop in prices, produc-
ers did not complete all the necessary steps in drill-
ing an oil well, thereby holding off on producing any
oil. The Manhattan Institute’s Mark Mills writes:

CHART 2

Daily Oil Supplies Worldwide

Every day, more than 93 million barrels of oil are
produced around the world. With suppliers
spread across the globe, it is unlikely that the U.S.
will ever be cut off from oil imports.

Europe

TOTAL OIL
Central and 8 SUPPLIES PER
South America DAY IN 2014,
IN MILLIONS

Africa OF BARRELS

Asia and Oceania

Eurasia
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Source: U.S. Department of Energy, Energy Information
Administration, International Energy Statistics, “Total Oil
Supply: (Thousand Barrels Per Day),”
http://www.eia.gov/cfapps/ipdbproject/iedindex3.cfm?tid=
5&pid=53&aid=1 (accessed August 3, 2015).
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The U.S. currently has roughly 3,000 drilled
wells awaiting completion—likely rising by the
end of 2015, to more than 5,000. Given current
market realities, many—if not most—such wells
will remain idle. The amount of ready-to-flow
oil stored in those 5,000 wells is at least four
times greater than all the oil stored in steel tanks
around the country. Because it takes only a few
months to complete a well, such wells, once com-
pleted, could swiftly add 2-3 MMBd [million bar-
rels per day] to U.S. supply.*®

Americawill have access to oil for commercial use
and national security, both by producing it domesti-
cally and acquiring it abroad. Even if the oil market
becomes fractured in the event of a larger security
crisis or a major war, both the global market of sup-
pliers and channels to distribute oil will remain
highly diversified. Oil reaches its final destination
with great fluidity and if the market became seg-
mented because one or more channels became dis-
rupted, the U.S. would still be in a position to import
oil. The route through which that oil reaches its final
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destination would clearly not be the most efficient if
multiple shipping lanes or pipelines are unavailable,
but there would still be oil—in much greater and sus-
tainable quantities than held by the SPR—that would
reach U.S. ports.

In the event of a major disruption caused by a
major war or several channels taken offline, other
priorities will exist than high oil prices. However,
regional diversity of oil supplies will deliver bet-
ter intermediate and long-term results than the
short-lived release of the SPR. The late Massachu-
setts Institute of Technology economist M. A. Adel-
man reminds people that the “worry about ‘access’
assumes something queer indeed: that all of the pro-
ducing countries will join in refusing to sell to some
particular buyer—for what strange motive is never
discussed,... [I]t takes only one other country, with a
desire for gain, to cure this irrationality.”°

In 2008, The Heritage Foundation invited energy
scholars and policy experts to participate in a com-
puter simulation and gaming exercise assessing the
economic effects of a global petroleum energy cri-
sis. The simulation included two terrorist attacks
in the Persian Gulf that created multiple supply dis-
ruptions by reducing traffic through the Strait of
Hormuz and the closure of the Straits of Malacca
and Sunda, causing major detours of crude to reach
refineries. The magnitude of the disruption was to
be catastrophic—well beyond what excess petroleum
capacity and strategic petroleum reserves could eas-
ily absorb. The simulation projected that an esti-
mated 6 MMBd would be offline (7 percent of total
world production*”) and another 15 MMBd (17 per-
cent of total world production) could not be shipped
through the most direct route. While an SPR release
had some limited impact on the energy crisis in
terms of short-term price reduction, the real lesson
for minimizing economic losses was clear:

The more that nations rely on market principles
todirectresources, the faster the global economy
will recover. But reliance on market principles

is unlikely. Expecting market-based responses
ignores most of recorded history, and is counter-
intuitive to human nature. All nations will have
domestic constituencies that advocate greater
centralized control of national assets for the sake
of national security. Contrary to the game’s play-
ers,itwill be extraordinarily difficult for national
leaders who advocate liberal economic policies to
survive their own internal politics. After the cri-
sis begins, it will be too late to educate the gen-
eral population about market principles. They
must have this understanding beforehand. Pub-
lic information on handling energy crises needs
to be developed in advance and promptly imple-
mented as the crises erupt.*®

Liquidating the SPR Will
Not Endanger National Security
Eliminating the SPR will not jeopardize Ameri-
ca’s national security, either. The original purpose of
the SPR was never to create an emergency Depart-
ment of Defense stockpile in the first place. The dec-
laration of policy for the creation of the SPR in the
EPCA states that:

(@ The Congress finds that the storage of sub-
stantial quantities of petroleum products will
diminish the vulnerability of the United States
to the effects of a severe energy supply interrup-
tion, and provide limited protection from the
short-term consequences of interruptions in
supplies of petroleum products. (b) It is the poli-
cy of the United States to provide for the creation
of a Strategic Petroleum Reserve for the storage
of up to 1 billion barrels of petroleum products
to reduce the impact of disruptions in supplies of
petroleum products, to carry out obligations of
the United States under the international energy
program, and for other purposes as provided for
in this Act.*
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Protecting national security arises in section
160(c) of the EPCA that discusses what the Secre-
tary of Energy should take into consideration when
acquiring oil for the SPR, and is a consideration
listed after maximizing overall domestic supply of
crude, avoiding excessive costs, and causing petro-
leum prices to increase and minimizing costs to the
Department of Interior and Department of Energy.*°

No matter, the Department of Defense will have
access to the energy it needs to carry out its mission
without the SPR. Although the Defense Department
is the nation’s largest energy consumer, the depart-
ment still accounts for only 1.5 percent of total con-
sumption.” Plenty of oil is pumping through the
United States and at the Defense Department’s dis-
posal should that need arise. Moreover, America will
have access to supplies long into the future. Nearly
1.3 trillion barrels of technically recoverable oil lie
beneath U.S. soil and off America’s coasts—enough
to fuel more than 90 million cars and nearly 3.5 mil-
lion homes for more than 50 years.”> America’s tech-
nically recoverable resources represent only a frac-
tion of the estimated total (currently not technically
recoverable) oil reserves, which amount to more
than 3.7 trillion barrels, and Canada holds another
1.8 trillion barrels.*®

While these resources would not be immediately
available in a crisis, the pure volume of resources in
North America is likely to ensure that America has
access to the oil it needs for a long time. Congress
recognized the availability of abundant energy two
decades ago, when it voted to auction off the Elk Hill
Naval Petroleum Reserve in California because it
no longer served any defense purposes as intended
when the land was set aside for government purpos-
esin the early 1900s.>* Moreover, if the world started

running out of oil, price signals would shift the mar-
ket to amore viable alternative, making the reserves
in the SPR largely irrelevant. Higher prices act as an
incentive to develop lower cost alternatives to cap-
ture a share of the market. The world will almost cer-
tainly never fully run out of oil. If resources rapidly
depleted and oil remained the main source of energy
for transportation, exorbitantly high prices would
shift to switch to natural-gas-powered vehicles,
electric vehicles, biofuels, or an innovative technol-
ogy or resource not yet discovered or invented.

Closing down the SPR will not create the percep-
tion by the general public or other countries that the
U.S. is powerless against oil supply disruptions. The
abundance of domestic resources, the geographic
diversity of oil production worldwide and the abun-
dant quantities of private stocks all prove that the
SPR has marginal strategic value both in practice
and in perception. However, if the Department of
Defense believes that the asset has important stra-
tegic value, the SPR should be placed under Defense
Department authority to be used explicitly for
defense purposes.

America’s Overblown
“Dependence on Foreign Qil”

Today, as in the past, politicians and the media
overstate America’s dependence on Middle Eastern
oil and the influence of OPEC in the global ener-
gy economy. At any point in time, no more than 15
percent of the U.S. oil supply came from the Mid-
dle East.>® In March 2015, nearly 50 percent of U.S.
imports came from Canada and Mexico.’® Politi-
cians and journalists often label OPEC a cartel and
the perception is that there are a small number of
oil producers that can manipulate supply to affect
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the price and that few substitutes exist. Yet OPEC
does not necessarily act like a cartel, nor has it ever
been particularly effective in restricting oil supplies,
even in the 1970s. In fact, OPEC is largely unable
to restrict supplies and control oil prices because
its members have a strong incentive to cheat and
increase oil production above their quotas. William
O’Keefe, president of the George Marshall Institute,
notes that OPEC does not have the market-manipu-
lating ability that cartels have, writing, “There are
a large number of oil-producing countries, there
are not significant barriers to entry and history has
shown that OPEC cannot easily alter supply to affect
price.””’

Although the creation of the IEA and the SPR
were reactions to the Arab oil embargo, the actual
embargo had minimal impacts.’® Dr. Jeff Colgan,
professor of international studies at Brown Univer-
sity, focusing on global energy politics, argues that
while the formation of OPEC did increase energy
prices in the 1970s, it was not a result of the embar-
go. Even though markets would act more efficiently
without an embargo in place, because crude oil is
fungible and oil markets are global, the U.S. could
gain access to oil. The embargo created some inef-
ficiency in the distribution of oil but did not stop it
from flowing. Colgan writes:

Perhaps the biggest impact of the embargo was
psychological. The embargo solidified OPEC’s
image as a cartel and exacerbated fears that the
world wasrunningoutofoil. The U.S. government
compounded this effect by imposing domestic
price controls on gasoline, leading to shortages
and long lines at gasoline stations. These short-
ages were a consequence of U.S. domestic policy,
not the embargo: if prices had been allowed to
rise, the market would have cleared on its own.*

Colgan highlights two major components of the
reason why oil prices rose in the 1970s and why OPEC
had more influence thanitdoes—and can have—today.
First, OPEC raised the posted prices from $2.90 per
barrel to $11.65 per barrel. The posted prices were
the price point at which companies were taxed and
paid royalties; the market value is what companies
received for selling the 0il.°*® OPEC dramatically
increased the posted price to collect more revenue
and consequently the market price rose. Second,
OPEC pressured its members to nationalize their
oil industries and six countries followed through,
changing production and operation decisions. Col-
gan emphasizes that these two activities cannot take
place again because posted prices no longer exist and
companies cannot re-nationalize their oil industries;
therefore it is highly unlikely that OPEC will be able
to influence prices as it did in the 1970s.%!

Selling SPR for Deficit Reduction,
Withdrawing from the IEA Agreement

Selling the crude oil held by the SPR would oper-
ate much like the sales process does now. In conduct-
ing a sale, the DOE will issue a Notice of Sale outlin-
ing the conditions for the sale, including quantity
available for sale, delivery modes, minimum quan-
tity to be purchased, the federal government’s crude
oil base reference price and delivery price indexing
process, delivery periods, offering guaranteed letter-
of-credit requirements, and ensuring compliance
with existing statutory requirements for selling and
transporting petroleum products.®> The DOE will
establish a sale price based on the sale of similar
crudes in the region, and offers must be at or above
95 percent of the sales price estimate.®®* The DOE
will then take the highest-priced offers until the
entire amount offered is sold. The actual payment to
the government is made on an index-price basis.
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For example, in the latest test sale in March 2014,
the DOE offered 5 million barrels and received 37
bids from 12 different companies.®* As the test sale
report to Congress notes,

Under the SPR Standard Sales Provisions (SSPs),
SPR oil is sold on an indexed price basis to mini-
mize oil markets risks. A base reference price of
$101.4020 was established by the Government
using the average five day price of Southern Green
Canyon (SGC) crude traded prior to the Notice of
Sale. The differential between the Offeror’s bid
price and the Government’s base reference price
was then used to adjust the buyer’s price at the
time of delivery. The buyer’s final price was com-
puted by applying this differential to the average
five day traded SGC price surrounding the buy-
er’s delivery date.®

Receipts upwards of $468.5 million were deposit-
ed into the Treasury account with the delivery price
of $93.75 per barrel, and the DOE completed the
delivery over a 47-day period.5®

Congress should authorize the DOE to auction 10
percent of the country’s previous month’s total crude
production. Basing the sales on the U.S’s previous
month’s production would allow Congress to drain
the SPR over a two-year to three-year timeframe and
would do so without disrupting the markets.”” Con-
gress should then decommission the salt caverns or
sell them to the private sector if a commercial inter-
est exists to use the caverns for private inventory.

Congress should explicitly stipulate that all rev-
enues collected from SPR sales go exclusively toward
deficit reduction—with no reciprocal increase in
spending. Congress has proposed using temporary
SPR sales to pay for increases in spending for other
bills, such as increasing funding for the Highway

Trust Fund. The recognition that the DOE should
eliminate the reserve is not an invitation to find
ways to spend the revenue.

The United States government should also remove
itself from any commitment to the IEA to hold reserves,
implement demand constraints, coordinate response
measures, reduce dependence on foreign oil, and tran-
sition to alternative sources of energy. The United
States could simply withdraw from the Agreement or
choose to remove participation from the International
Energy Program altogether.*® Breaking the agreement
would not segregate the U.S. from OECD countries or
international energy markets. It would simply mean
the U.S. would rely on the private sector as opposed
to government decisions. In fact, a stronger commit-
ment to the international community would be to lift
the ban on crude oil exports, which would help bring
more oil to the market and benefit IEA members.

Withdrawing from the agreement would not
entail a prohibition of working with TEA member
countries. In fact, one core focus area to which IEA
commits, and to which America should also remain
deeply committed, is: “Ensuring the stable supply
of energy to IEA member countries and promoting
free markets to foster economic growth and elimi-
nate energy poverty.”® Providing affordable and reli-
able energy to the developed and developing world
through the free market will generate wealth and
prosperity and better equip the world to tackle eco-
nomic and environmental challenges.” In fact, elim-
inating the SPR promotes this objective by allowing
markets to respond to price increases more efficient-
ly than government-controlled reserves, which dis-
tort the actions of the private sector. Private inven-
tories, which may be even higher in the absence of
a government-owned stockpile, or which may not
respond to a price shock in anticipation of a govern-
ment release of SPR, would act more efficiently.
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Withdraw, Liquidate, and Reduce

Although commonly perceived as such, Congress’s
establishment of the SPR and joining the TEA was
never meant to serve as an emergency supply spe-
cifically for defense purposes, but as an emergency
response to supply shocks. However, with a diverse
set of actors in the global oil markets and the ability
for those actors to build and release inventories, poli-
cymakers should recognize that the private sector
reacts more effectively and efficiently than any gov-
ernment-controlled reserve. Insum, Congress should:

m Withdraw from the Agreement on an Interna-
tional Energy Program and remain committed to
advancing free energy markets.

m Instruct the DOE to sell the oil held by the SPR
by auctioning 10 percent of the country’s pre-
vious month’s total crude production until the
reserve is completely depleted. The DOE should
then decommission the storage space or sell it to
private companies.

m  Explicitly state that all revenues collected from
SPR sales are to be allocated for deficit reduction.

m Remove government-imposed domestic and
international constraints on producing and sell-
ing oil, by opening access to federal lands and
waters and lifting the ban on crude oil exports.

The SPR has not served its purpose, as Presi-
dents have used the SPR as a political tool or failed
torelease reservesin a timely and impactful manner.
It is time for Congress to recognize it is not the gov-
ernment’s role to respond to high prices. Congress
should therefore pull the plug and drain the SPR
once and for all.
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